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Abstract

Business associations (BAs) are often mentioned among
formal private-order institutions that support contract
enforcement. Despite their ubiquity, evidence about
their actual roles is still very limited. We explore empiri-
cally four mechanisms through which they can support
the credibility of contractual commitments: member
selection, norm enforcement, dispute resolution and
information sharing. In a developed legal context, firm-
level data from an economy-wide managerial survey
show that BAs support contractual trust among mem-
bers, in members by outsiders as well as in outsiders
by members. Member selection and information sharing
stand out as the most important mechanisms: They help
all three relationship types. Dispute resolution helps
overcome opportunism between members only. Formal-
ized norm enforcement is a signal of trustworthiness for
outsiders. Economic theory suggests that BAs can help
establish trust beyond personal and local networks. We
find strong evidence that they indeed do.
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1 | INTRODUCTION

There is a growing recognition that business and trade associations contribute to the enforcement
of business contracts. As formal private-order institutions, they can potentially fill a gap between
informal mechanisms and state law. Economic theory suggests that they can extend sanctions
beyond personal ties but without incurring the high costs of legal enforcement (Dixit, 2003; Greif,
2008; Priifer, 2016). While case studies show that this can happen, we still know very little about
how often and by what means business associations (BAs) fulfil this role. A few studies have
presented some supporting evidence from countries with weak or dysfunctional legal orders. It is
unclear, however, if BAs continue to have this function on a large scale as courts become more
effective. There are several mechanisms they could use to support contract enforcement, including
member selection, norm enforcement, information sharing and dispute resolution. We also know
very little about the relative importance and effectiveness of different mechanisms.

In this article, we explore whether and how BAs support the enforcement of business con-
tracts under a developed legal order. Using an economy-wide, representative sample of small and
middle-sized firms, we investigate how their memberships in such associations influence the lev-
els of contractual trust they experience in their business relationships. The survey data enable us
to present a more comprehensive and fine-grained picture than previous studies. Our contribu-
tions to the literature are threefold. First, this is the first study using a firm-level national dataset
under a developed, well-functioning order of contract law. A few studies explored similar data
from transitional and developing countries but all of them emphasized the special circumstances
of weak legal systems (see Section 2.3). As the ‘enforcement gap’ is closed by strengthened courts,
BAs may no longer need to fill that gap. In a broader perspective, associational activity seems to
be less important for business support at higher stages of economic development (Danis et al.,
2011; De Clercq et al., 2010). But there is also some evidence to the contrary: At least some BAs
help enforce contracts in developed countries (Bennett, 1998, 1995; Habersetzer et al., 2019; Lane &
Bachmann, 1997). So how often and with what effectiveness do they fulfil this role? We find strong
evidence in our survey among managers that BAs effectively contribute to contract enforcement
for a broad range of business relationships.

Our second contribution is taking a comprehensive view of how BAs can contribute to con-
tract enforcement. Large-sample studies have focussed on their roles in dispute resolution and
information sharing in aid of reputational incentives (Hendley & Murrell, 2003; Johnson et al.,
2002; McMillan & Woodruff, 2000; Pyle, 2005, 2006). While these two functions are important, an
exclusive focus on them provides a constrained view of what BAs can contribute. They can also
engage in member selection by ethical and professional criteria, which enables them to send cred-
ible signals about their members’ trustworthiness. They can also articulate and enforce moral and
professional norms among their members, which can furnish effective sanctions for contractual
breach or underperformance. We examine all these potential contract-enforcement mechanisms
of BAs explicitly. We find that all of them are used but information sharing and member selection
are especially important. Moreover, some mechanisms are effective for increasing trust between
association members, while others raise trust in members by outsiders or in outsiders by members.
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Our third contribution is about the effects of BAs on contracts with distant and initially
unknown business partners. In theory, formalized private-order institutions are assumed to be
especially important for such relationships because of the relative weakness of informal enforce-
ment mechanisms (Dixit, 2003; Priifer, 2016). They can help firms reach beyond local markets
and communities. The limited empirical evidence so far is mixed (McMillan & Woodruft, 2000;
Pyle, 2005, 2006). We use our data to isolate whether BAs and their various contract-enforcement
mechanisms contribute to higher contractual trust between firms that are geographically distant
or started doing business together without any previous (even indirect) links or knowledge about
each other. We find that BAs that engage in ethical selection and control or information sharing
do have such effects.

Our study fits into the broader literature on the economic roles of business and trade asso-
ciations. While interest-group theory describes them as rent seekers (Olson, 1982), they are
increasingly seen in a more positive light as providers of self-regulation, knowledge generation,
property rights protection and contract enforcement (Doner & Schneider, 2000; Putnam, 1993).
In a pointed fashion, Knack (2003) contrasts the ‘Olson hypothesis’ that private associations pur-
sue special interests, largely to the detriment of social welfare, and the ‘Putnam hypothesis’ that
they tend to support value-creating cooperation. To the extent we find positive effects of BAs on
contractual trust, our results add some more weight to the Putnam hypothesis. Of course, contract-
supporting BAs may, at the same time, pursue wasteful rent-seeking, too. What we can show is
that they also fulfil a different, welfare-enhancing function.

BAs are intertwined with informal mechanisms of contract enforcement, including morality,
social norms and reputation. There is a debate about the relative importance of such informal
mechanisms in developed legal systems (Macaulay, 1963; Mike & Kiss, 2018; Peng, 2003; Trebilcock
& Leng, 2006). We can examine them here only from a narrow perspective: How much can BAs
build upon them? Nonetheless, our findings do shed some light on their relative effectiveness in
different types of business relationships.

Section 2 introduces the economy theory of how BAs can contribute to contractual trust through
various mechanisms. It also reviews the existing empirical evidence. Section 3 describes our
dataset. Section 4 presents the regression models that capture the mechanisms identified and the
estimation results. Section 5 summarizes the results and concludes.

2 | BUSINESS ASSOCIATIONS AND CONTRACTUAL TRUST:
THEORY AND EXISTING EVIDENCE

2.1 | BAs as designed, private-order institutions of contract
enforcement

Two firms will not enter a contractual relationship unless they have sufficient trust in each other’s
promises. While contractual trust has its non-rational aspects (Williamson, 1993), it reflects the
credibility of the promise, that is, the expectation that the promise will be kept with high proba-
bility (Kreps, 1990). Throughout the article, we focus on this calculative core of contractual trust.
Credibility is secured if the promise-giver faces sufficient sanctions for failure to perform. Such
sanctions can be supplied by several contract-enforcement institutions. Greif (2008) classifies
them by their sources (organic or designed) and the actors providing their sanctions (private-order
or public-order institutions). Organic private-order institutions include public morality, social
norms and informal relational contracting. Law and government regulation are designed public-
order institutions. Designed private-order institutions constitute a third category. They include
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firm hierarchies when they define their own set of rules for internal transactions (Williamson,
2002), hybrid institutions such as clusters and cooperatives (Ménard, 2004) and BAs.

Organic institutions need to be embedded in ongoing networks of informal social relationships.
This embeddedness means that they must rely on but are also constrained by personal relations,
communities and geographical proximity. While they support credible commitment in narrow
circles, they might not facilitate — or might even inhibit - the development of business partner-
ships beyond them (Kranton, 1996; Lazzarini et al., 2008; Uzzi, 1997). Public-order institutions can
support impersonal and distant contractual relationships, but often in too costly and cumbersome
ways, mainly as a last resort (Dixit, 2004; Masten & Priifer, 2014). BAs can fill an enforcement gap
by supporting contracts beyond informal networks without incurring the high costs of involv-
ing the state (Dixit, 2003; Priifer, 2016). To incentivize their members’ compliance, BAs often rely
on their formal coordinating roles in coordinated market economies (Soskice & Hall, 2001), or
- especially for the subcategory of employer associations — their roles in interest intermediation.
However, as recent developments in employers’ association scholarship (Demougin et al., 2018;
Jirjahn, 2023) suggest, the services they provide to members beyond those classical roles can be
equally important, either contributing to contract enforcement directly or as incentives for coop-
eration. Voluntary BAs are examples of self-organized institutions (Ostrom, 1998) that can more
or less successfully solve collective action problems for their members.

2.2 | Mechanisms of contract enforcement in BAs

How can BAs help credible commitment and thereby contractual trust? We identify four generic
mechanisms through which they can fulfil this function. BAs are extremely versatile (Doner &
Schneider, 2000; McMillan & Woodruff, 2000) so the taxonomy is probably not exhaustive. How-
ever, it covers their main activities that are regularly discussed in the literature. All mechanisms
can potentially increase contractual trust between association members, in members by outsiders
as well as in outsiders by members. The conditions under which these three effects are likely to
occur are not the same. Therefore, we distinguish them both theoretically and empirically.
Member selection. Associations can select their members by ethical or professional criteria.
Ethics-based selection can result in a membership with a strong intrinsic willingness to perform
well. While professional selection is mostly about capability, it is also related to willingness, for
at least two reasons. First, professional standards often have ethical aspects. Second, profession-
alism often means enjoying and taking pride in good performance. Hence, membership in an
association with effective moral or professional selection can be a signal of reliability (Bernstein,
1992). It increases mutual contractual trust among members. It also increases trust in members
by outsiders insofar as they can ascertain the effectiveness of the selection mechanism. Even if
they cannot observe selection at work (which is likely), they may be able impute it from common
perceptions about members’ behaviour. There is no direct positive effect on contractual trust in
outsiders by members. However, two indirect mechanisms are worth considering. First, firms that
are known as reliable types may attract more offers from others who are also relatively reliable
types (Gintis et al., 2001).! Second, they may be better able to reach a cooperative Nash-equilibrium
in a contractual relationship. If their partner is a conditional co-operator (as many actors are,
see Fischbacher et al., 2001), he is more likely to cooperate in a one-shot game if he knows with

L Gintis et al. (2001) outline a similar mechanism: costly signalling of one’s quality attracts profitable future transactions
with increased probability. Here, we assume that a signal of reliability attracts better types and their type can be observed
at least sometimes.
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greater probability that he faces a (conditionally) cooperative type. In long-term relationships even
with selfish but non-myopic partners, a cooperative equilibrium for the repeated game might be
reached more easily if one party is known to follow certain ethical or professional conventions of
cooperation (Miller, 1992).%

Norm enforcement. BAs can strengthen social norms among their members by formalizing and
encoding them in ethical or professional guidelines and codes (Doner & Schneider, 2000). Norms
are thereby clarified and made public, which supports spontaneous informal enforcement. Pro-
cesses of checking compliance with adopted codes and sanctioning norm-breaking by shaming,
fines or exclusion can be added. Accreditations and quality certifications are common formal ways
of ensuring compliance. A crucial problem of decentralized norm enforcement by members of an
informal network or community is that free-riding can be a dominant strategy (Cooter, 1996). Del-
egating norm enforcement to officers of a BA as agents can help overcome this collective-action
problem.

Members will trust each other more than outsiders if they can initiate norm enforcement
or rely on regular monitoring by the BA. Outsiders will trust them more only if they, too, can
trigger such norm enforcement or rely on the monitoring. This presumes that they can supply
members with credible information about contractual breach or underperformance; or they have
sufficient information about and access to the BA’s internal compliance processes. Contractual
trust in outsiders by members may be enhanced by similar indirect mechanisms as in the case
of member selection. If a member of a BA fears social norms, he will be expected to follow a
(conditionally) cooperative strategy. As a consequence, he can attract more cooperative types or
reach a cooperative Nash-equilibrium more easily, for the same reasons as a trustworthy type can
do so.?

Dispute resolution. Many associations offer a dispute resolution service (Bernstein, 2001; McMil-
lan & Woodruff, 2000). This can reduce the cost of sanctioning contractual breach or negligence
and thereby make contractual promises more credible among members. If outsiders can also use
the service and it is not partial towards members, it can strengthen outsiders’ trust in members,
too. If members can convince their non-member partners to take their disputes to this forum,
which is presumed to be more effective at least for some disputes than its alternatives, it can also
increase members’ trust in outsiders.

Information sharing. BAs create forums and channels for information sharing about members’
and others’ reliability and performance. Reputation relies on easily accessible and reliable infor-
mation about past conduct. BAs often keep and share records of their members’ and their partners’
past business behaviour (Bernstein, 1992; Woodruff, 1998). They can thus strengthen reputational
incentives (as well as supply information for member selection and norm-based sanctioning). If
non-members can channel their information that affects the reputation of members, they, too,
will have more reason to trust them. If members can spread reputation-related information about
outsiders in the association, and outsiders care about this, members will have greater trust in
outsiders, as well.

2 According to the folk theorem, the challenge is to agree on one Nash-equilibrium characterized by a high level of coop-
eration among the potentially infinite number of equilibria. As Miller (1992) illustrates, showing oneself to be credibly
moral helps.

3 Bartling et al. (2021) present some experimental evidence that reciprocal agents increase their non-contractible effort
level when the principal faces stronger external sanctions for not paying a higher wage as promised.
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2.3 | Empirical evidence on the role of BAs in contract enforcement

Macro-level cross-country analyses provide only very indirect evidence about the effects of BAs on
contractual trust. Using comparative survey data, DeClercq et al. (2010) find that citizens’ greater
participation in voluntary associations is associated with a higher rate of new business activity.
They hypothesize (but do not prove) that this is due to the ability of BAs to spread information
about business partners and support private contract enforcement, especially in countries with
weak formal institutions or higher regulatory burden. Danis et al. (2011) replicate their results on
an extended dataset, showing that the observed relationship is stronger in emerging economies
than in developed ones. Knack (2003) investigates the impact of associational membership on
investment and generalized trust across 40 countries. He finds some weak evidence that higher
membership rates in professional associations, trade unions and political parties (taken together)
result in higher investment levels but not in higher general trust in people.

Firm-level data are much more suitable for exploring the role of BAs in contract enforcement.
Some in-depth case studies clearly show that BAs can be important for managing business transac-
tions (Bernstein, 1992, 1996, 2001; Schaede, 2000; Woodruff, 1998). But these cases are often chosen
for their exceptional rather than ordinary features. There are very few studies that go beyond
one industry in a specific context and try to detect whether BAs really contribute to contract
enforcement in many or most sectors of an economy. For what appear to be accidental reasons,
econometric analyses are almost exclusively about the post-communist countries’ transitional
period to a market economy in the 1990s and early 2000s.

A few of the latter articles explored the relative importance of BAs within a broad set of contract-
supporting mechanisms, as perceived by managers. Hendley et al. (2000) found that although 28%
of Russian firms in their 1997 sample were members of BAs, direct intervention by BA officials
played a negligible role in dispute resolution or checking the reliability of business partners. As
they stressed, the circumstances of the 1990s were special: BAs were attempts to ‘recreate defunct
Soviet structures’ (p. 648). Murrell (2003) and Hendley and Murrell (2003) asked Romanian man-
agers how they prevented or resolved business disputes. They found that bilateral and formal
legal solutions were widespread, while reliance on private ‘third-parties’ (including both sup-
pliers/customers and members or leaders of BAs) was relatively much less important. ‘Private
dispute resolution services’ were used rarely, too. Broadman et al. (2004) found a similarly minor
role of BAs in the Balkans, where 0%-10% of members reported significant contributions of associ-
ations to resolving their contractual disputes. In Vietnam, McMillan and Woodruff (1999) explored
if BAs contributed to community sanctions among businessmen in the late 1990s and found lit-
tle evidence. The negative results of these studies are partly due to their narrow focus on dispute
resolution while BAs could facilitate contracts in other ways.

A couple of other articles looked at the effects of BA membership on general firm perfor-
mance. Recanatini and Ryterman (2001) found that, during the economic transition of Russia,
BA membership mitigated drops in firm performance under harsh conditions through informa-
tion sharing about potential partners. Sukiassyan and Nugent (2011) analysed two surveys on
small and medium-sized enterprises (SMEs) conducted in 2002 and 2005 in 25 post-communist
countries and found that membership in BAs was associated with higher sales, asset and export
growth at firm level. The following functions of the associations also correlated with higher firm
growth: provision of information and/or contacts on domestic and international markets, dispute
resolution and accreditation or quality standards.
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A pioneering survey about small and medium firms’ contracting practices in six post-
communist countries enabled a more focussed investigation of some effects of BAs related
to contractual trust (McMillan & Woodruff, 2000). BA members reported that they felt more
informed about other members’ contractual disputes but no more capable of informing their part-
ners’ partners about their own contractual disputes (ibid.). Pyle (2005) also demonstrated that BA
membership had significant positive effects on non-local flows of relational information between
firms, controlling for pre-existing communication.

Using the same survey, Johnson et al. (2002) was the first study to examine effects on contractual
trust directly. Taking trade credit as a measure of trust, they found that association membership
had a weak positive effect on the propensity of firms to provide trade credit to partners. They
also explored if membership in an association that provided information on business partners
or arbitration services made firms more willing to establish new relationships. This was taken
as an indirect measure of trust creation. They found that membership increased the probability
of accepting a new supplier’s better priced offer. Pyle (2006) found that BA members were more
successful in enforcing their financial claims against distant partners (but not against locals), sup-
porting the claim that BAs were particularly useful for increasing contractual trust across large
geographical distances. Although BA members were no more likely to have distant relationships
(McMillan & Woodruff, 2000).

In the transitional context, BAs appeared to facilitate contractual relations mainly by spreading
credible information among and beyond their members rather than resolving contractual dis-
putes themselves (Pyle, 2005). A similar conclusion is reached by Cai and Szeidl’s (2018) more
recent field experiment in China, where they studied the effects of participation in exogenously
created business networks on firm behaviour. They found that participants in active networks
had higher turnover and profit levels, more new business partners and higher formal and infor-
mal credit, owing mostly to the ties developed with and the references received from network
members.

BAs arguably make up for weak or dysfunctional legal orders in developing or transitional coun-
tries (McMillan & Woodruff, 2000; Pyle, 2006). It is therefore unclear if empirical findings there
carry over to developed legal systems. There is a dearth of quantitative studies in such contexts.
Bennett (1998) surveyed the services provided by British BAs and found that roughly a third of
them provided some sort of information service and about 7% gave qualifications or arbitrated
legal disputes. He also asked managers why they joined voluntary chambers of commerce: ‘to
make contacts’ (19%) and ‘to help marketing’ (17%) were among the most common answers, while
4% expected ‘to add credibility to company’ (Bennett, 1995). A qualitative, interview-based, com-
parative study of BAs in Britain and Germany found that German BAs were more engaged in such
activities (Lane & Bachmann, 1997). The only econometric study we are aware of is by Habersetzer
etal. (2019), who investigated small firms in six peripheral Swiss cantons. They found firm growth
to be positively associated with membership in inter-regional BAs. National associations had no
such direct effect but enhanced the similar positive effect of informal inter-regional information
networks.

We follow the handful of transitional studies cited above in focussing narrowly on contractual
trust rather than the general beneficial effects of BAs. However, we analyse firm-level data from
a relatively developed and stable legal order rather than the exceptional era of post-communist
transition. No such analysis has been undertaken so far. We are also able to present a more fine-
grained analysis in two respects than the studies before. We (1) explore and compare explicitly
several mechanisms through which BAs can contribute to contractual trust and (2) distinguish
trust effects within associations, in members by outsiders and in outsiders by members.
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3 | DATA ON FIRMS, CONTRACTS AND ASSOCIATION
MEMBERSHIPS

3.1 | The economic and legal environment

We analyse data from about 391 Hungarian small and medium enterprises from a survey con-
ducted in 2016. After a period of political and economic transition, a functioning institutional
order of markets emerged in the country roughly by the turn of the millennium (Beck & Laeven,
2006; Campos, 2000; Crafts & Kaiser, 2004; Murrell, 2008). Like other countries in Eastern Cen-
tral Europe (as opposed to post-Soviet states further to the East), Hungary has a strong tradition
of private (civil) law that re-emerged after the political transition (Pistor et al., 2000) and a highly
developed legal system (Murrell, 2008). It ranked eighth in the world in the category of ‘enforcing
contracts’ by the World Bank’s Doing Business Survey in 2016.* As for economic development,
Hungary is one of the less well-off countries in the European Union, with per capita GDP at 68%
of the EU average (in 2016, in PPS). Trust in the rule of law is lower than in Western Europe
(Kaufmann et al., 2009) but this mainly reflects a negative view of political institutions rather
than the judiciary, in which public trust is relatively high (Boda 2012). Law is widely used for
enforcing business contracts (Mike & Kiss, 2018).

3.2 | Firms and business relationships in the sample

Our main data source is a survey conducted among owners and top managers of firms with
5-250 employees. It covered micro, small and medium-sized companies in all of Hungary’s seven
regions and three major economic sectors (industry, commerce and services, excluding agricul-
ture), in close proportion to their shares in Hungary’s firm population. We used a comprehensive
national database of firms to identify and characterize their population. The database was cre-
ated by combining two registries: (1) Registry of Economic Organizations (GSZR) of the Central
Statistical Office and (2) the Unified Monitoring and Information System (EMIR) of companies
receiving grants co-funded by the European Union. Agricultural firms were excluded from the
survey due to reasons exogenous to our research design. (For a more detailed presentation of the
survey, see Mike et al. 2018). Proportional quota sampling was used to contact firms, with quo-
tas based on firm size, region and sector. Within quotas, firms were contacted randomly until
the quota filled in. Small and medium-sized firms were overrepresented in the sample (44% and
12% vs. 36% and 6% in the population) to gain more insight into these relatively smaller cate-
gories. The sample was then weighted by firm size, sector and region to bring it closer to the
population shares. We use weighted data for all regressions. Thus, our data provide a good repre-
sentation of the firm population at the country level. As Table 1 shows, respondents were diverse
in terms of their location in rural versus urban areas and the degree of integration into global
markets.

Managers were asked to describe and evaluate two of their firm’s business relationships: one
with a seller and another with a buyer. Following Johnson et al. (2002), half of the sample were
asked to think of their oldest buyer and seller, while the other half reported on their most recent

4See http://www.doingbusiness.org/rankings (accessed 10 January 2023).
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TABLE 1 Characteristics of the firm population and the sample (non-agricultural firms with 5-249
employees in Hungary, 2016).

Variable Population Sample* Sample mean Std.dev. Min Max
Number of firms 95 050 391

Firm size

micro (5-9 employees) (%) 58 48

small (10-49) (%) 36 42

medium-sized (50-249) (%) 6 10

Sales (2015, million HUF) 308 743 1 8000
Sector

Industry (%) 28 28

Commerce (%) 26 26

Services (%) 45 46

n.a. 1 0

Location in

Capital city (%) 37° 27

City (%) 24

Small town (%) 63" 37

Village (%) 12

Ownership and management

>10% foreign ownership (%) 3¢ 6

>10% state ownership (%) n.a. 2

Top manager with higher education (%) n.a. 72

Age of top manager (years) n.a. 53 1 25 78
Age of firm (years) n.a. 20 1 1 132

Integration in global markets

Export share in total sales (%) 15¢ 28 45 0 100
2Sample weighted by firm size, industry, and region.
YFirms with 2-250 employees, 2016.
¢Firms of all sizes, 2016.

4 Aggregate for firms with 2-250 employees, 2016.
Source: Hungarian Statistical Office.

buyer and seller. This method ensured great diversity in the characteristics of business part-
ners (Table 2). We paid special attention to geographical distance and embeddedness in informal
networks as potentially important factors that can impact upon contractual trust directly or the
effectiveness of BAs in increasing trust (Pyle, 2005, 2006). Embeddedness was captured by asking
how the business partner was initially contacted. The room for opportunism and the creation
of contractual trust is also affected by transaction features. We followed transaction cost eco-
nomics by asking about asset specificity, recurrence and transactional uncertainty as the most
important factors (Murrell, 2003; Williamson, 1979). Table 2 provides an overview of the business
relationships in the survey sample.
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TABLE 2 Characteristics of business relationships in the sample (two relationships — one buyer and one

seller - for each firm)
Variable
Characteristics of business partners
Seller (1)/ Buyer (0)
Business partner with >50 employees
Sector of partner
Industry
Commerce
Services
Same sector as respondent
Majority owner of partner
Hungarian private
Hungarian state or municipal
Foreign
Other
Distance and embeddedness in networks
Partner’s location
same town
same county
outside county
outside Hungary
Initial contact

through personal network (relatives or friends)

through personal network (business partners; accountants, lawyers, bankers)

based on market reputation (partner is [recommended by] well-known
wholesaler/large firm)

through professional events, fairs, Bas

without any previous contact or knowledge
Transaction features

Asset specificity

Own assets are transaction-specific

Partner’s assets are transaction-specific

Market alternatives are available for respondent
Market alternatives are available for partner

Partnership is strategically important (share of partner in firm’s annual
sales/expenditure)

<1/3
>1/3

not yet known

Percentage N

50
35

37
29
34
51

69

20

30.5
24.5
32.5
12.5

27
17

42

62
52
40
46

63
25
12

782
782
782

726

733

732
727
721
735
702

(Continues)
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TABLE 2 (Continued)

Variable Percentage N?
Recurrence
Age of relationship 693
<1year 20.5
1-5years 27.5
6-10 years 20
>10 years 32
Frequency of transactions 706
more than once a week 30
every 1 to 3 weeks 29
every 1 to 3 months 28

every 3 to 12 months

less than once a year 6
Transactional uncertainty
Efficient way of implementation is uncertain 67 727
Performance is difficult to measure 28 728

Note: Results are percentages of valid responses. Qualitative transaction features are binary variables.
#Number of valid responses. Sample weighted by respondent firm size, industry and region.

3.3 | BA membership and functions

Firms reported on their membership® in BAs, including (1) chambers, (2) other voluntary pro-
fessional associations and (3) local associations (Table 3). As in many European countries (Sack,
2021), chambers in Hungary are hybrid institutions on the boundary of public and private orders.
They have a public legal status with varying degrees of compulsion in membership. Commercial
and industrial firms must register with chambers of commerce and industry but active mem-
bership with voting and participation rights is voluntary. In some professions (e.g. physicians,
architects), certain professional activities require membership or certification by the professional
chamber. The private-order aspect of chambers is due to their self-governance, large autonomy in
creating rules for their business communities and a broad range of activities beyond legal man-
dates that rely on the voluntary commitment of active members (Zachar, 2021). While a narrower
view could exclude chambers, we opted for including them because business communities self-
organize at least partly within their frames. Local associations were defined broadly to include
civic, non-business, groups (such as Rotary or Lions Clubs), which can fulfil some of the same
functions (e.g. information sharing) locally as BAs in a narrower sense.

Membership in voluntary professional and local associations varies across economic sectors:
Firms in services are most likely to join, followed by industry and commerce. This variation across
sectors is partly due to sectoral differences in firm characteristics. Multivariate analysis reveals
that, among firm traits, professional management (with higher education) and the presence of
partial state ownership increase the likelihood of membership (see Table Al in the Appendix).
These traits are overrepresented in the service sector. Since state ownership is very rare (2%), man-

5 Associations may have owners/managers or firms as members. We asked the owners/managers if either they as
individuals or their companies were members.
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TABLE 3 Firm memberships in business associations.

Professionalism: top

manager with higher
Sector education

All firms Commerce Services Industry Yes No
Type of association (N=391) (N=102) (N =179) (N=110) (N=283) (N=108)
Chambers 92% 94% 91% 91% 93% 89%
Voluntary 37% 28% 46% 31% 43% 21%
professional
organizations
Local associations 23% 17% 29% 20% 27% 15%
No membership in 5% 5% 5% 6% 5% 6%
any type of
association

Note: Sample weighted by respondent firm size, industry, and region.

Survey questions: ‘Is your firm or any of its top managers a member in a chamber or a voluntary professional organisation?’ Three
types of voluntary professional organizations were specified: sectoral association (18%), national entrepreneurial association (17%)
and other professional association (25%). ‘Are you a member of a local association?’ Three types of local associations were specified:
local business club or organization (13%), other, non-business, civic initiative or association (14%) and other local association (7%).

agers’ education seems to matter most. While 83% of service firms have highly educated managers,
their respective shares are 69% in industry and 68% in commerce. In the whole population, we
see stark differences in BA membership between firms with and without highly educated execu-
tives. This reflects the broader observation in sociology that membership in voluntary associations
increases with education. More schooling implies greater human and social capital, which ease
people’s access to and make them more attractive members for associations (Bekkers et al., 2008).
Moreover, BAs are often organized around professional knowledge networks, which are likely to
be more accessible for firms with professional managers (Mike, 2017). We must add that, even if
we account for all their observable characteristics, firms in the service sector are more likely to
join voluntary professional BAs than industrial or commercial firms. This suggests the presence
of sector-specific factors we are not able to capture.

Managers were also asked to focus on the BA that was most important for them and iden-
tify its activities. Associations show a great variety of organizational forms and formal rules,
which may serve similar functions. Instead of differentiating formal features, we focussed on six
generic institutionalized activities that support contract enforcement: member selection (moral
and professional), norm enforcement (moral and professional), dispute resolution and informa-
tion sharing (Tables 4 and 5). Sixty-one percent of all firms that are association members identified
at least one such associational activity. Contract support is on par with other typical functions,
such as interest representation (40%) and organizing professional life (48%).

In managerial perceptions, chambers are much less likely to offer any useful function than vol-
untary associations. This reflects the fact that chamber membership is often non-voluntary and
passive. Across sectors, service firms report most often that BAs have contract-enforcement func-
tions, followed by industry and commerce. This reflects their relative propensity to belong to a
voluntary association rather than just a chamber. Reliance on BAs for contractual support is espe-
cially rare among commercial firms, which suggests further sector-specific factors not covered
by our data. Firms with highly educated managers are more likely to recognize the contract-

85U80 | SUOWILLIOD BA1RR.ID 3|qedlidde 8y} Aq pausenob afe sapiie YO ‘8sn JOSa|ni 10} A%Iq1T3UIIUO /B UO (SUORIPUOO-PUe-SWBYW00" A3 |1 Aq 1BU1|UO//SA1Y) SUORIPUOD PUe SWi | 8U3 88S *[1202/0T/TT] uo Ariqiauluo A8|im ‘sedepng JO AISRAIIN SnUInIeD Aq 6.12T80de/TTTT OT/I0PAW00"A8| M ALq 1 BUIIUO//SAIY WO papeojumoq ‘0 ‘2628L97T



14678292, 0, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/apce.12479 by Corvinus University Of Budapest, Wiley Online Library on [11/10/2024]. See the Terms and Conditions (https:/onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

b
(senunuo))
. 'Sayndsip ssauisnq

2 Jo uounjosas
88 ayj 3uidjoy Apoq uonnosax
m g %Ye %0% %9¢€ %EY %0C %08 %Ly %LT %Se 40 ppyfoun svyr,  dndsip ssouisng
M m . 'SpADPUD]S
g m. puoissafo.d 03
m g dn a4v staquiaud Ji [onuod
5§ %81 %0€ %HC %IE %0¢T %EE %LE %81 %9T  $Yoayd Auvnsas 1y, [eUOISS9J0Ig
M W . 'S1oquioul SUOUD
g 5 PaaL0fua S1 Yarym

& ‘so1y3a fo apod
N %0¢ %6¢€ %8C %0t %6T %08 %S %61 V343 UopjUm o SvY JJ, [onuoyd [eIoN
m Juawjodua uodn
b= DLI2ILD [pUolssafosd UOT}03[3S
m %81 %Y %8¢ %SY %61 WIS %6Y %9¢ %9¢ 101438 $9240fU2 J], [euorssajoid
W Aqwanya aavyaq
5 oym sjupdnddp
m %TT %81 %8¢ %08 %0€ %99 %T9 %€T yi4 Aquo s1dadow j, uono9[es [BI0N
g JUSWIADIOJUS Joe1Iu0d J0J 110ddng
m (@I1=N) (0z=N) (01=N) (ILZI=N) (OI=N) (I6=N) (WI=N) 61=N) (UE=N) Ada1ms uopoung
g ay) ur J1ande vy
2 Jo uondridsaq
m ON SOX  Ansnpuj  SIJIIAIIS IIIIUWIUIO) Suonerd suon Apuo oSULI
m -0SS® [B20] -BIO0SSE  SIdquIey) nv
g Teuors
m -sayoad
) Areyunjop
M uoneInpd 10393§ UI SI9QUISJAI
m 19YS1IY YIm 1eSeuewa
9 do) :wsT[RUOISSaJoIg
W sury £q juejrodwl JSOUW PAIIPISUOD (SY) SUORIOOSSE SSauIsng Jo suonoung & A TdV.L




14678292, 0, Downloaded from https://onlinelibrary.wiley.com/doi/10.1111/apce.12479 by Corvinus University Of Budapest, Wiley Online Library on [11/10/2024]. See the Terms and Conditions (https:/onlinelibrary.wiley.com/terms-and-conditions) on Wiley Online Library for rules of use; OA articles are governed by the applicable Creative Commons License

K. MIKE, I. BOZA AND G. T. MOLNAR

"V 9UO 1SBS] J® UI STOQUISW 18 1By} SWY [[Vq
,NOA 107 JuelTodW JSOW ST JEY} UOIIEIDOSSE SSAUISN( ) JO NI} I SJUSWAIE)S YOIYAY, ‘uonsanb Loaing,

SSuruin.j 40

SjUaAa [puoissajosd 9J1] reuorssajoid

%Ye %YS %Ly %8S %Vve %L9 %99 %Ye %8% 59S1UD310 ], SurziuesiQ
,‘uonvIUasaLdos

152427U1 uorjejuasaidal

%YT %9t %S¢E %St %YE %YS %85 %ST %0Y uy pago3ua s11J, 18919)U]

suonouny I9Y10

90'C (9-0) yudWIdIIOJUD

17T 8¢T S6'1 61°C w1 60°¢ So'€ SCT ‘ueauwr  J0BIIUOD 0) Paje[al Suonduny Jjo requnN

JUSUIdIIOJUD

%S¥ %L9 %19 %0L %ty %L8 %8L %Sy %19  10BIIUOD 0} PIJR[AI UOIOUNJ SUO JSBI[ IV

S4oquiout-uou
moqv uvyj A1sva
210U 49110 YID2o
1Mogp UoYDPULIOfUT Guureys
%TT %8¢ %EE %6 %ET %8S %8S %Tl %EE uIIqo SU2qUIN, UONBULIOJU]
= (@o1=N) (0Lz=N) (€01=N) (ZI=N) (OI=N) (T6=N) (BI=N) (L6I=N) (¢LE=N) Ada1ns uonoung
ay) ur Aande vg
J0 uondridsaqg

ON SOX  Ansnpuj  SIIIAIIS IIIdWUIOD SuoreId suon Apuo oSULIy
-0SS® [B20] -BIO0SS®  SIdqUIey) nv
[euors
-soyoxd
Arejunjop
uoneInpd 10393§ I SIdQUISJA
I9YyS1y I 1oSeuewr
do) :wisIjeuoIssayoid

Annals of Public and Cooperative Economics
Annales de I'économie publique, sociale et coopérative

(ponunuo)d) v HTAV.L



Annales de I'économie publique, sociale et coopérative |

HOW DO BUSINESS ASSOCIATIONS SUPPORT CONTRACT ENFORCEMENT? m Annals of Public and Cooperative Economics

TABLE 5 Pairwise (Pearson) correlations between contract-supporting functions of business associations
(BAs)?.

Business
Moral Professional Moral Professional dispute Information
selection selection control control resolution sharing
Moral selection 1.00
Professional selection  0.58 1.00
Moral control 0.65 0.49 1.00
Professional control 0.55 0.45 0.68 1.00
Business dispute 0.38 0.49 0.33 0.37 1.00
resolution
Information sharing ~ 0.55 0.41 0.54 0.47 0.45 1.00

2For all firms that are members in at least one BA.

supporting functions of BAs. This corresponds to our finding that firm membership in voluntary
associations is closely linked to professional management (Table 3).

3.4 | Measures of contractual trust

Several measures of contractual trust were used. Trust between members of BAs was measured by
the respondents’ perceptions about the BA they considered most important. Managers reported
if the relative level of trust between association members was higher than with outsiders. Trust
in association members by outsiders was measured by a similar perceptional variable: the relative
level of trust shown by outsiders to members of the BA (Table 6). As we saw, firms that only belong
to chambers, are in the commercial sector or have an executive without higher education rely on
BAs for contract enforcement relatively rarely. Correspondingly, such firms perceive higher levels
of contractual trust as benefits of BAs less frequently.

The frequencies of greater trust between members and in members by outsiders are broadly
similar for all categories. Although a more fine-grained differentiation of association types may
reveal more significant differences among them, our data suggest that BAs usually engage in sup-
porting contracts both between members and with outsiders.® Contracts between members of a
sectoral association can include vertical contracts along a value chain, horizontal subcontract-
ing and even cooperation with direct competitors (‘coopetition’) (Baake et al., 1999; Marion, 2015;
Spiegel, 1993).

Trust of association members in outsiders was captured by the respondent firm’s experience in
the two business relationships covered by the survey. Following Johnson et al. (2002) and Pyle
(2005), offering trade credit was interpreted as a signal of contractual trust in the business partner.
To assess the extent of trade credit, managers were asked when the buyer paid for delivery. Eighty
percent reported (at least partial) payment after delivery, and 75% reported payment later than
7 days after delivery (Table 7). The latter is the default payment deadline set by Hungarian law.
When trade credit was given (for more than 7 days), it amounted most often to 100% of the price
(see Figures Al and A2 in the Appendix). Given these value distributions, we used two dummy
variables as measures of trust: trade credit (yes/no) and trade credit for more than 7 days (yes/no).

6 Correlation between the two types of trust is 0.67 for all firms.
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TABLE 7 Trade credit offered to and cooperativeness of partners in business relationships

Measure of trust in

partner Survey question All firms
Trade credit The buyer received trade credit (% of all buyers, N = 350) 80%
Trade credit after 7 days The buyer received trade credit for more than 7 days after 75%
delivery (% of all buyers, N = 350)
Cooperativeness of ‘Partner firm is very cooperative and ready to help if I face
business partner difficulties.” (% of all partners, N = 716)
1= ‘notatall’ 5.5%
2 = ‘rather not’ 10.5%
3 = ‘rather yes’ 48%
4 = ‘completely’ 36%
I can safely rely on my partner’s promises.” (% of all partners,
N=1715)
1= ‘notatall’ 3.5%
2 = ‘rather not’ 7.5%
3 = ‘rather yes’ 50%
4 = ‘completely’ 39%
Principal component of 2 cooperativeness variables
variance explained 84%
eigenvectors (0.71,0.71)
correlation of PC with trade credit; trade credit after 7 days 0.15; 0.11

A limitation of the trade credit measure is that it focusses on a minimum level of trust: the
expectation that the other side will not breach his contractual promise of payment. However, a
well-functioning business relationship usually requires more than ruling out explicit and egre-
gious contractual breaches. Contracts are often incomplete and leave a lot of room for strategic
manoeuvre (Hart & Moore, 1988; Williamson, 1979). In the non-formal dimensions of cooperation,
opportunism can also occur. Therefore, we supplemented trade credit with a measure of perceived
cooperativeness. Managers evaluated on a 1-4 Likert scale if their partner firm was ‘very coopera-
tive and ready to help if I face difficulties’ and ‘I can safely rely on my partner’s promises’. The two
measures correlate strongly and are combined into a principal component. This composite mea-
sure correlates only weakly with trade credit, implying distinct and largely independent aspects
of contractual trust (similarly to Sako, 1998).

As a caveat, we have no direct information whether the business partner in question is also a
member of the BA mentioned by the respondent firm. However, it seems rarely to be the case. We
know that only 8% were initially contacted through ‘professional events, fairs or BAs’. Within this
category, contact through a BA amounted to a mere 1%. Moreover, 49% do not even belong to the
same large sector and 45% are located outside the respondent’s county (Table 2). In our analysis,
we control for the two parties’ belonging to the same sector and being located in the same county
as proxies for shared BA membership. Nonetheless, our measures may somewhat overestimate
contractual trust in outsiders as distinguished from trust in business partners in general.
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4 | ANALYSING THE EFFECTS OF BAs ON CONTRACTUAL TRUST
4.1 | Effects on trust between members of associations

We first examine the effects of BAs on contractual trust between their members. A binary logistic
regression model was estimated for the following equation:

l [%] = a + SMBA; + yFBA; + 6F; + y; 1)
where IT; is firm i’s perception whether internal trust between BA members is greater than mem-
bers’ trust in outsiders. The vector MBA; stands for i’s membership in three types of BAs (chamber,
professional association, local association). FBA; denotes contract-supporting functions of the BA
that firm i considers most important. F; is a vector of firm characteristics (see Table 1). Four ver-
sions of the model were estimated: (1) a benchmark model included only membership (y = 0);
(2) a dummy variable was taken for FBA; with a value of 1 if at least one contract-enforcement
function was present; (3) an alternative composite variable was used for FBA; that counted the
number of relevant functions and (4) each contract-supporting function was included separately
in an FBA; vector. Model 2 assumed substitution between the various functions in increasing
contractual trust, while Model 3 assumed complementarity.

The regressions strongly confirm that BAs that engage in contract-supporting activities con-
tribute to contractual trust between their members (Table 8). As shown by Model 2, if an
association has at least one such function, the probability that a firm perceives greater trust
between its members will be higher by 52 percentage points (pp) on average (than the popula-
tion mean of 31%). Model 3 reveals that there is some complementarity between the different
functions: One additional BA function increases the probability by 9 pp on average.

Which specific contract-supporting functions of BAs contribute to greater business trust
between members? First, member selection matters. If an association enforces ethical or profes-
sional criteria in selecting its members, it increases the probability of greater trust by 17 pp and 14
pp on average, respectively. This shows that BAs can increase perceived trustworthiness among
members just by selecting ‘reliable types’. Interestingly, the formal enforcement of moral and pro-
fessional standards does not add to this effect. A partial explanation may be that initial selection
criteria already include readiness to subject oneself to subsequent norm enforcement. Moreover,
norm enforcement without prior member selection may not be very effective. Business dispute
resolution also raises trust between members (by 12 pp), as expected. Information sharing has
the strongest positive impact: It increases the probability of greater trust by 32 pp on average. If
members learn more quickly and reliably about each other’s failure to perform, their reputational
incentive is strengthened considerably, increasing their trustworthiness.

Are there differences between types of BAs? Since virtually all firms belong to a chamber by
law, what we may find is that voluntary professional or local associations contribute more to trust
between members. This would be reasonable if only because they have greater freedom in select-
ing their members. Model 1 confirms that members of these BAs are more likely to report greater
intra-associational trust. However, when the specific contract-supporting activities of BAs are also
considered (Model 4), the positive effect of membership per se in a voluntary professional orga-
nization disappears, while the effect of membership in a local BA remains positive (17%). This
finding suggests that local associations contribute to internal trust even without activities specifi-
cally aimed at this goal. A plausible reason is that informal sanctions may be stronger in organized
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local communities than in the larger and looser networks of professional or sectoral associations
that usually cover larger geographical areas.

Are there differences across economic sectors? We can augment our models by assuming that
the effects of contract-enforcement functions are different in commerce, services and industry.
While the sample is too small to estimate sector-specific effects for each function with enough
statistical power, due the large number of variables, the sector-specific effects of ‘at least one func-
tion of contract enforcement’ and the number of such functions can be estimated. We find (see
Table A2 in the Appendix) that the positive effects are present in all three sectors but they are
considerably smaller in commerce than in industry and services.

Is professional management associated with a stronger effect of the association functions on
trust? We compare the effect for firms that have an executive with higher education and for firms
that do not. The estimated effects are positive for both groups and even somewhat larger for the
second. This difference might be due to a selection effect. If the costs of joining a BA are higher
for managers without higher education because they have less social capital (Bekkers et al. 2008),
only those amongst them will join who can reasonably expect greater benefits from membership.
Moreover, the explicit contract-supporting functions of BAs may be less important for someone
with a higher education degree, which may itself be a signal of trustworthiness and help develop
informal trust networks.

4.2 | Effects on trust in association members by outsiders

The effects of BAs on trust in their members by outsiders were explored by a model analogous to
Equation (1), with ET; firm i’s perception of increased external trust, that is, trust in members by
outsiders, replacing IT; as the explanandum:

l [%] =a+ MBA; + yYFBA; + 6F; + ; . )

The same four versions of the model were estimated for all firms in the sample; the results
are presented as Models 5 to 8 in Table 8. The regressions strongly confirm that BAs can increase
contractual trust in their members by outsiders. The overall effects of their contract-supporting
functions are similar to their effects on trust between members. The presence of at least one such
function is associated with a higher probability of trust (by 41 pp on average from the population
mean of 29% in Model 6). One additional BA function increases the same probability by 8 pp on
average (Model 7).

Which functions matter? Moral selection increases trust in members by outsiders (by 16 pp), just
as it did among members (Model 8). Professional selection has no significant effect on outsiders,
only within the membership. The latter result is puzzling since outsiders would be expected to
need more assurance than insiders. A tentative, partial explanation might be that outsiders base
their trust more on the general moral integrity of BA members than their professional commit-
ment. While both can contribute to trustworthiness in principle, outsiders who do not belong to
the same profession probably have a more limited understanding of professional commitment. In
this case, what they consider is whether they perceive members of a BA as honest and upright.
The BA can ensure the prevalence of these traits among its members by selecting them on the
basis of ethical criteria.
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Dispute resolution services do not increase outsiders’ trust in members. This suggests that
members cannot use them as a device of credible commitment in their external relationships.
Possibly, the BA officials lack information or would be biased in adjudicating disputes with non-
members. Information sharing has the strongest positive effect again: It doubles the probability
of greater external trust from 29% to 62% on average.

As for different types of BAs, we find again that voluntary professional and local associations —
as opposed to obligatory chambers - contribute to trust by outsiders. For local associations — but
not others - mere membership has a positive effect (Model 8). That is, local BAs contribute to this
type of contractual trust through informal mechanisms even without formalized activities.

The positive trust effect appears in all economic sectors. When we assume sector-specific
effects, we now find that they are smaller in industry than in commerce or services (Table A2).
While commercial firms rely on BA functions more for creating trust in members by outsiders,
industrial firms rely on them more for creating trust between members. For firms in the service
sector, the association’s contributions to both types of trust are highly important. Again, both firms
with and without a highly educated executive perceive positive effects on trust by outsiders, the
effect being somewhat larger in the latter group.

4.3 | Effects on trust by association members in outsiders

We now turn to the question whether BAs helped their members establish contractual trust in
their business partners even if they were outsiders. We utilize the data provided by the firms on
their business relationships. First, we estimate the effects of BAs on trade credit for buyers with a
binary logit regression model:

[ P(TC;=1)
log

= a+ BMBA; + yFBA; + 6F; + €P;; + 6SAME;; + SINF;;
l—P(TCijZI)] ﬁ iTY i i ij ij ij

+@TR;j + wij, 3)

where TC;; denotes whether respondent firm i offered trade credit (beyond 7 days) to business
partner j; and control variables include characteristics of the firm (F;) and its partner (P;;);
whether they are in the same sector and the same county (proxies for belonging to the same BA)
(SAME;;); their embeddedness in informal networks, captured by how they initial contacted each
other, (INF;;), and transaction features that influence opportunism (TR;;). Four versions of the
model are estimated (as before) for all buyers, with both trade credit and trade credit beyond 7
days as explananda.

The effects of BAs on the perceived cooperativeness of business partners are estimated with an
ordinary least squares (OLS) regression model that follows the structure of the trade credit model:

where COOP;; is the standardized principal component measure of how firm i perceives the
cooperativeness of its partner j.

Estimation results are presented in Table 9. The models that examine the joint influence of the
contract-supporting functions of BAs on trade credit or the cooperativeness of the business partner
find no effects (Models 2, 3, 6, 7, 10 and 11 in Table 9). What do we find when we delve deeper to
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explore the individual effects of different functions (Models 4, 8 and 12)? As noted in Section 2.2,
the potential effects of member selection and norm enforcement on trust in outsiders are indirect.
They arise (i) either because BA members attract trustworthy types with a larger probability or
(ii) because they can reach highly cooperative equilibria in incomplete contracts more easily. We
detect that these BA functions have no effect on trade credit. Moral selection and control have
positive effects on the perceived cooperativeness of the other party. Hence, they support the ‘soft’
aspect of trust beyond hard contractual claims. The estimated effects are sizable, amounting to
44% and 35% of the standard deviation of the principal component measure of cooperativeness.
This evidence points tentatively to the prominence of the causal chain through the facilitation
of cooperative equilibria because the attraction of trustworthy partner types would, in principle,
show up in more frequent trade credit, too.

Business dispute resolution could increase contractual trust in an outsider if a member could
rely on it to enforce his own claims. We find no such effect on trade credit and even negative asso-
ciation with cooperativeness. The latter result is unexpected. We speculate that the joint presence
of dispute resolution services and lower cooperativeness may be due to some uncaptured factor in
the respondent firm’s market segment or sub-sector that increases contractual opportunism and
the prevalence of disputes.

Theoretically, members can use information sharing by a BA to threaten their partners with
reputational sanctions more effectively and, as a result, find them more trustworthy. Like Johnson
et al. (2002) and Pyle (2005) during post-communist transitions, we find a positive effect on trade
credit here under a stable and well-functioning legal order. The probability of providing any trade
credit is increased by 14 pp (from the population mean of 80%), so is the probability of trade credit
for more than 7 days after delivery (from 75%). There is no similar effect on cooperativeness. The
reason might be that a lack of cooperation in an incomplete (and often relational) contract is more
difficult to communicate reliably than failure to pay.

Mere membership in a BA, independently of its functions, has no effect on contractual trust
in outsiders. Gathering firms under ‘one roof’ is not enough; BAs must specifically engage in
contract-supporting activities.

4.4 | Trust effects in contracts with distant or previously unknown
partners

Are BAs especially effective in raising their member’s trust in their partners when they can ‘reach’
further than informal mechanisms? Do our data support this? We augmented our regression
models with the assumption that BAs have different effects on trust in geographically close and
distant business partners. We estimated the coefficients of the respondent’s BA membership (3)
and the BA functions (y) separately for contracts with partners within and outside the respon-
dent’s county. If the theoretical conjecture is correct, we ought to find positive effects for distant
partners.

In another modification of the initial models, we separated BAs’ effects on contracts with pre-
viously known and unknown partners. The first category comprised partners who were initially
contacted through personal or business ties or on the basis of the partner’s reputation. The second
category comprised partners contacted without any previous links or prior information. Again, we
estimated the coefficients of the respondent’s BA membership () and the BA functions (y) sep-
arately for the two categories of contracts to see if positive effects can be found for previously
unknown partners.
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TABLE 10 Trust effects of business associations for close versus distant and previously known versus

unknown business partners (average marginal effects for logit; standardized coefficients for ordinary least
squares [OLS]).

Effect of BA function on
Contract- trade trade credit
enforcement credit beyond 7 days cooperativeness (principal
function of BA  Contract with... (Y/N) (Y/N) component, standardized)
average marginal effect
on probability of credit
(Logit) beta coefficient (OLS)
At least one any partner 0.10 0.09 0.1
function
partner outside country 0.04 0.06 0.43**
partner previously 0.13 0.12 0.12
unknown
Number of any partner 0.02 0.02 0.04
functions (1-6)
partner outside country —0.02 0 0.107**
partner previously 0.02 0.04 0.06
unknown
Information any partner 0.14** 0.14** 0
sharing
partner outside country 0.11 0.17** 0.04
partner previously 0.23%* 0.25%%* 0.24
unknown
Moral selection any partner 0.01 —0.02 0.34**
partner outside country 0 —0.06 0.43**
partner previously 0.07 0.10 0.18
unknown
Moral norm any partner —0.06 —0.02 0.27*
enforcement
partner outside country —0.03 0.02 0.45%*
partner previously —0.31 —0.14 0.56™*
unknown

Note: For detailed results, see Tables A3 and A4 in the Appendix.
kD < 0,01, ¥*p < 0.05, *p < 0.1

We saw in Section 4.3 that information sharing by BAs had a positive effect on trade credit.
Does this effect extend to distant and initially unknown partners? The answer is yes. Now we
see that this effect is concentrated among partners contacted without previous ties or knowl-
edge (Table 10). There is no statistically significant effect for partners who had been known to the
firm before contracting. As for distance, trade credit for more than 7 days after delivery is made
more probable for a partner outside the respondent firm’s county but not for a partner within. For
the looser measure of trade credit after delivery, no significant effects are found this time. Thus,
we find evidence that BAs help their members extend reputational sanctions to partners with-
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out previous links. We also find — somewhat weaker - evidence that they help by extending the
geographical reach of reputational sanctions.’

We also saw that moral selection and formal norm enforcement had a positive effect on the
partner’s cooperativeness. Now we see that these effects occur for partners outside one’s county
but not for partners closer to home (Table 10). Moral selection is effective for partners with infor-
mal links before contracting. By contrast, the formal enforcement of norms has a positive effect
for partners without such links. Presumably, formalized ethical rules are more visible for the lat-
ter group than member selection by moral criteria. Overall, BAs engaged in moral selection and
control increase the cooperativeness of distant partners, both known and unknown previously.®

5 | CONCLUSIONS

Our findings from a representative survey of small and medium firms in Hungary show that
BAs play an important role in enforcing business contracts even under a developed and well-
functioning legal system. They engage in contract-supporting activities roughly as often as in
interest representation and the organization of professional life. The experiences of firm man-
agers reveal that these activities are often highly effective. We have not explored if BAs support
unproductive rent-seeking as argued by Olson. But we do find that they support value-creating
cooperation as suggested by the ‘Putnam hypothesis’ (cf. Knack, 2003).

In the experience of managers, Hungarian BAs increase contractual trust between their member
firms. They achieve this by selecting their members on ethical and professional grounds, resolving
disputes and sharing information. In our national sample, BAs also raise trust in their members by
outsiders. This is achieved mainly by information sharing and ethical member selection. Profes-
sional associations require explicit mechanisms to support contracts while local groupings tend to
function more informally. Voluntary BAs provide more useful services than official chambers, in
which membership is often formal and passive. Firms in the service sector join voluntary associ-
ations more often than industrial and, especially, commercial firms. One reason is that they more
often have top executives with higher education - a form of human and social capital that greatly
increases the likelihood of joining a voluntary BA. Despite these differences, firms that rely on
BAs enjoy positive trust effects in all groups. When we scrutinized these effects, we detected a
sectoral difference: Commercial firms more often rely on the contract-enforcement functions of
BAs for creating trust in members by outsiders, while industrial firms more often use them for
creating trust between members. For firms in the service sector, an association’s contributions to
both types of trust are highly important. BAs also enable their members to increase contractual
trust in their business partners beyond the associations’ boundaries. Our data point to two mecha-
nisms. First, better information sharing reduces conspicuous opportunism, such as failure to pay,
by strengthening reputational incentives. Second, ethical selection and control of members sends

7 Professional member selection and business dispute resolution increase the frequency of trade credit after delivery for
contracts within county boundaries, although not that of trade credit beyond 7 days (Table A3). These two BA functions
were shown to increase trust between association members. Since close partners are more likely to be co-members, the
positive effects may be at least partly explained by a relatively larger share of non-outsiders among local partners.

8 Business dispute resolution and professional selection are associated negatively with the cooperativeness of distant and
(in the case of dispute resolution) previously unknown partners. These findings suggest uncaptured factors that increase
both the degree of contractual opportunism and efforts by BAs to fight it. Note, however, that the overall effect of contract-
supporting functions on cooperativeness in distant relationships is positive (Models 10 and 11 in Table A3).
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a signal about their cooperativeness and facilitates highly cooperative equilibria in incomplete
contracts. We find no evidence that formal dispute resolution plays a positive role beyond the
circle of association members, although confounding factors may hide this.

Information sharing and ethical control of members raise trust mainly in partners who were
unknown to the firms before contracting. Thus, they help firms move beyond their informal
networks. The positive effects of ethical selection and control and, by one measure, informa-
tion sharing are concentrated among distant rather than local partners. That is, BAs help firms
establish trust beyond local markets. Overall, they build upon social norms and reputational
mechanisms but also strengthen them through their own formal organizations. They constitute
important formal private-order institutions between informal ties and the public order of law.
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TABLE A1 Firm characteristics as determinants of membership in voluntary associations (average

marginal effects)

Dependent variable
Regression method
Sample

Log number of employees

Log sales (2015, million HUF)

Sector (default = Commerce)

Industry

Services

Location (default = Capital city)
City
Small town

Village

Ownership and management

>10% foreign ownership

>10% state ownership

Top manager with higher education

Age of top manager (years)

Age of firm (years)

Integration in global markets

Export share in total sales (%)

Controls for regions

2

Degrees of Freedom (DoF)
P (Prob > X?)

Pseudo R?

Number of observations

Note: Robust standard errors in parentheses.
#% 1) < 0.01, ¥p < 0.05, *p < 0.1.

Membership in
voluntary professional association local association
Logit Logit
All firms
—0.013 0.021
(0.037) (0.028)
0.067*** —0.010
(0.020) (0.016)
—0.013 0.001
(0.078) (0.063)
0.186%** 0.063
(0.063) (0.055)
0.009 —0.016
(0.096) (0.087)
0.050 —0.092
(0.078) (0.075)
0.122 0.062
(0.104) (0.091)
—0.206 —0.033
(0.133) (0.099)
0.525* 0.219*
(0.289) (0.128)
0.242%* 0.116™*
(0.061) (0.056)
0.000 0.001
(0.003) (0.002)
—0.000 —0.001
(0.002) (0.002)
0.032 —0.038
(0.064) (0.052)
Yes Yes
57.41 54.24
19 19
0 0
0.150 0.157
349 349
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