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Business in pre-industrial Europe was primarily commercial. The typical businessman
was a merchant—a trader who bought goods in the hope of reselling them at a profit.
Consequently, to understand the concerns of business management, we need to
understand what was involved in undertaking a commercial enterprise.

Success in commerce depended above all on finding potentially profitable trading
opportunities. Profitability depended, of course, on price differentials—being able to buy
low and sell high. But it also depended on the cost and the risk of executing the trade.
Costs could easily devour margins and the many hazards of commercial enterprise could
turn a profit into a loss.

Much of the cost and the risk derived from two basic requirements of trading. First,
since most trading involved buying in one place and selling in another, a merchant had
either to travel with his goods himself, or he had to rely on an agent to represent him.
Second, trading meant taking a position: a merchant had to own the goods he traded
between the time he bought them and the time he sold them. To be able to do this, he had
to command sufficient resources—either his own (his capital) or the resources of others
(financing). Finance was therefore a central and inseparable part of doing business—in
the form both of extending and receiving sales credit and of borrowing and lending
money.

These two basic requirements of trading entailed both cost and risk largely because
they involved reliance on others. A merchant relied on his agent to act for him. A
provider of financing relied on the recipient to fulfill his obligation to pay. In both cases,
reliance meant vulnerability. A lack of attention to the dangers of agency and of
financing could, and often did, spell disaster.

There were, of course, other risks too: travel and transportation were hazardous, and
markets were volatile. So the careful management of risk was a general concern.

Information was crucial to everything a merchant did. To manage his agents he had to
communicate with them and to monitor what they were doing. To manage his finances he
had to know to whom it was safe to extend credit or to lend money, and he had to keep
track of his debts to others and of theirs to him. To manage risk he had to know what the
risks were. And trading itself, perhaps more than anything else, depended on

information—information on goods, on markets, and on costs.



In managing a commercial enterprise, therefore, a merchant focused on four things—
managing his agents, managing his finances, managing risk, and managing information.
There were, of course, other important matters. Some, however, such as the actual buying
and selling of goods and the arranging of transportation, could be delegated to
subordinates.! Yet others—such as the securing of trading rights and privileges—were
mostly in the domain of the merchant association rather than in that of the individual
merchant and were therefore out of the merchant’s immediate control.2

The relative importance of these four principal areas of management differed from
merchant to merchant, because merchants differed greatly in the nature of their business.
First, different merchants operated at different levels of the hierarchy of trade.3 At the
lowest level—local and regional trade—tradesmen and small merchants sold at retail in
the towns and arbitraged between neighboring markets.# They also bought up local goods
for resale to wholesale merchants who traded between regions, and they purchased
foreign goods from these wholesale merchants for local distribution.> At the next level
up, there were the more substantial merchants who traded between regional markets
within each of the two great zones of European trade—the southern zone centered on the
Mediterranean and the northern zone centered on the Atlantic coast of northwest Europe.
At the highest level of the hierarchy, there were the great merchants who traded between
the two zones of Europe and between them and the rest of the world.®

Merchants differed too in the focus of their activities. For all merchants, their basic
occupation was trading. Consequently all were involved to some degree in gathering
information, in financing, and in arranging transportation. However, those merchants

with a particular advantage in one of these subsidiary activities often offered their

IPrice (1989). On transportation, see Kohn (2001d).

20n merchant associations, see Kohn (2003c).

3Hunt and Murray (1999) Ch 3

4Luzzatto (1953); Marshall (1999) Ch 2

SReynolds (1952)

6Not even the greatest merchant, however, was above selling at retail: “No merchant existed who did
not have, directly or indirectly, an interest in some kind of retail trade.” Luzzatto (1953) p 41. See also
Lane (1944) and James (1971).



services to others, and some came to specialize in providing the service. Some became
shipping agents, others became merchant bankers, and yet others became brokers.
Merchants were also obliged to defend themselves against predation, and not a few made
the transition from trading to soldiering—or to piracy—and back again. And although
merchants generally preferred not to become involved in production, some found it
necessary or opportune to do so. Many a merchant who purchased land primarily as an
investment was drawn into agriculture. Some became involved in mining, often through
the provision of financing. And some became involved in manufacturing—Ilike the Italian
merchants who purchased cloth in northern Europe and had it finished for the
Mediterranean market.”

THE MERCHANT BUSINESS
Before we consider in detail the four major areas of management it is useful to have
an idea of what a merchant firm was like and of the web of relationships that sustained it.

As we shall see, these relationships played a vital role in all four areas of management.

The merchant house

The typical merchant firm was a ‘merchant house’—a family firm, usually small,
centered on an a single household. At the core of the household there was typically a
nuclear or extended family. There was no real separation between the affairs of the
household as a social unit and unit of consumption and its affairs as a business unit.
Accounts recorded, alongside business transactions, household consumption expenditure,
dowries, and transactions in real estate. This mixing of personal and business affairs was
ubiquitous—as true for the greatest international merchant, and indeed for the king
himself, as it was for the smallest shopkeeper.8

Just as the affairs of household and business were intermingled, so were the premises
in which both took place. For smaller firms, household and business shared the same

building—typically with living quarters upstairs and business quarters downstairs. For

’See Kohn (2001b), Kohn (2001c), and Kohn (2001d) on merchant involvement in agriculture,
industry, and transportation respectively. On merchant banking see Kohn (1999d) and on brokers see Kohn
(2003d).

8See, for example, Sapori (1953) and Hunt and Murray (1999) Ch 2.



larger enterprises, business and living quarters adjoined in the same complex of
buildings.

Transaction with customers generally took place in the front of the shop or fondaco,
in full view of passers by (such ‘transparency’ was sometimes required by law). In the
rear of the shop, the proprietor would entertain fellow merchants to discuss matters of
common interest—the state of trade, politics, and governance of the merchant
association. The clerk’s desk, where accounts were kept and correspondence written,
would also be in the back. Close at hand would be the account books, an abacus, and
merchant manuals for reference. In the basement or in outbuildings, there would be space
to store merchandise.?

Much of the work was done by the proprietor himself—or the proprietors if it was a
partnership. Staff was usually modest—typically, no more than half a dozen. It might
include factors (salaried traders), notaries, clerk-accountants, messengers, servants to
pack the goods and care for the animals, and guards. Employment was “at will’, and
merchants hired and laid off employees as needed. The staff, some of them relatives or
apprentices, generally lived on the premises and were part of the household. Slaves were
not uncommon, especially in Mediterranean Europe.10

For the household, commerce was only one way of making a living. It would move

from one activity to another as seemed opportune:

To understand that a man of any importance thought above all else of his family
affairs—before politics, fighting, or business—is a help to understanding how
business itself operated.... the economic historian cannot appreciate how ‘houses’
were formed or held together, or spread activities in one direction or another, or
anything really vital about the whole economic system if he persists in regarding any
of them as primarily business concerns. To the ‘house’, its business was one among

the many activities by which the family estatus could be supported and advanced.

9Reynolds (1952), Sapori (1953)
10gee, for example, Reynolds (1952), Everitt (1967), Origo (1986), de Roover (1948)



Business served, it was not served by, the house. When business ceased to serve the
family estatus well enough, the family shifted out of business.1!

The life of the typical merchant house—a household engaged in commerce—was
therefore short. A successful merchant, towards the end of his career, usually took his
capital out of commerce and reinvested it in land to provide a secure income for his
dependents and heirs.12 It was therefore relatively unusual for a merchant house to carry
over from one generation to another.13

If a merchant only rarely passed on his business intact to his sons, he could not really
sell it as an ongoing enterprise either.14 To a large extent, the business was the merchant.
Its main assets, apart from its relatively liquid working capital, were the skills and
knowledge of the merchant himself and his connections and credit. Such intangible assets

could not be sold or transferred to another.

11Reynolds (1945) p15

12“Medieval merchants of all centuries were prone to retire from active trade as soon as they had made
their fortunes. Having retired, the more substantial business men in England often abandoned their towns
and their urban associations altogether and established themselves in the country as gentlemen. On the
continent, they would more frequently choose to stay in town as rentiers.” Postan (1987). See also Kohn
(1999a).

13There were, of course, exceptions. For example, the merchants of Asti who traveled between Genoa
and the fairs of Champagne: “Astensi who went into the trade spent long active lives in it and the business
was passed on in the same families for generations, long after the twelfth century.” Reynolds (1929). Also,
in contrast to the great, long-distance merchants: “the petty merchants or shopkeepers formed a layer of
society in which son followed father through many generations.” Lane (1944). The relatively lower risk of
petty commerce may be the reason for the difference. The merchant houses of seventeenth century
Amsterdam also tended to carry over from generation to generation (Barbour (1950) Ch VII), and one of
the most notable aspects of Dutch commerce was its relative success in reducing risk (see Musgrave
(1981)),

14«There were no family businesses in the sense that successive generations controlled and managed
the same business. Businesses were never sold as a unitary asset. Few were ever transferred intact.... Only
a minority of sons followed their fathers into the same business and few took over lock, stock, and barrel....
" p410-11 Grassby (2001).



Connections

Connections were indispensable.1> Connections helped the aspiring merchant enter
business. He typically started out in the family firm or in the firm of someone with whom
his family had a connection. Access to profitable markets was often controlled by
merchant associations: a merchant’s entrée depended on his connections.6 Connections
were especially important in relationships involving trust—relationships of agency and
relationships of financing. How did a merchant find reliable agents in distant markets?
Through connections. How did a merchant obtain credit and financing? Through
connections. To whom could he most safely extend credit? To those with whom he had
connections.1?

The career of Andrea Barbarigo, a Venetian merchant of the fifteenth century,
illustrates the importance of connections. Barbarigo started his career as a merchant in
1418 with only 200 ducats to his name. However, he came from a noble family, well
connected with the political and commercial elite of the Republic. He began in Crete as
an agent for his relatives, who sent him goods to sell and orders to fill for them. When he
moved up to trading on his own account, Barbarigo obtained financing from Francesco
Balbi, a prominent banker with whom his family were close. When Andrea himself
needed to find agents in London and Bruges, he chose the Cappello brothers, close
friends of his family. As he became established, Barbarigo depended less on his
connections, and others came to rely on their connections with him. For example, he took
on as agents the young da Mosto brothers who were distant relatives. Andrea Barbarigo

died in 1449, leaving a fortune of some 15,000 ducats.18

15¢In fact, business was based on connection... Those with connections had a decisive advantage....
Access to markets, principals, agents, and suppliers depended on referral, patronage, and clientage.”
Grassby (2001) p302.

16For example, in England, for a young man to gain membership of a trading company or city
company he had to be nominated—usually by a member of his family or by someone with whom the
family had connections. Mathias (2000)

171n the individualistic world of the modern West, the use of connections is considered improper, even
corrupt. However, in the pre-industrial economy, connections served an important and legitimate economic
function. Orru, Biggart et al. (1997) argues that the same is true in Asia today.

18|_ane (1944)



As this example shows, the principal sources of connections were family and friends.
Family was particularly important.1® Relatives in distant markets were a source of
information and could serve as reliable agents. Merchants turned first to their families
when seeking financing. When setting up ventures or companies, they preferred kin as
partners. Family cliques dominated merchant associations and city governments and were
a source of patronage.

One reason for this preference for family was the family’s effectiveness as an
enforcer of obligations among its members. Of course, its effectiveness as an enforcer
was reinforced by the value of family connections and the threat of losing them.20

Friends were important too. According to the Zibaldone da Canal, a fourteenth
century compilation of wisdom for merchants: “A man without friends is worth
nothing.”2! Like family, friends could be sources of information, potential agents or
partners, or sources of financing.

Merchant associations in their various forms were where merchants mainly found
their friends. Like the family, the merchant association was an enforcer of obligations
among its members. However, friendship meant more than this: it implied a mutual trust
and reciprocity that had been built up through a history of prior dealings.22 Friendship
was transitive: the friend of a friend was someone who might perhaps be trusted.23 Of

19“Much the most important rule for the would-be successful, risk-averse man of business was to
choose his parents, even his grand-parents, wisely; and to make sure that his father has chosen his bride
wisely.” (p7) “In general, access to a prosperous business or professional career depended greatly upon
one’s family wealth and connections...” (p10) Mathias (2000)

20“Complex business transactions between principals and agents could be initiated and sustained by
ties of kinship, which also served to cement contractual obligations. Kin were preferred to strangers
because they were considered more trustworthy.” Grassby (2001) p309. See Kohn (2003a) for more on the
family as enforcer.

21Dahl (1998) p 274

223ee Fehr and Géchter (2000) on the importance of reciprocity in human relationships.

23Mathias (2000)



course, friends were often became family through the simple device of marriage.2*
Andrea Barbarigo, for example, married a sister of the Cappellos.2>

Credit

A merchant could not, of course, limit his dealings to those with whom he had
connections: he often had to enter into relationships of agency or financing with those
beyond this small circle. His willingness to trust such people depended on their reputation
or credit, just as their willingness to trust him depended on his. Credit was a public
assessment of a person’s trustworthiness. The quality of a merchant’s credit largely
determined his ability to do business.26

As markets expanded and developed, the importance of a merchant’s credit only
grew. Traders increasingly had to deal with those they did not know personally, and they
therefore had little choice but to rely on what they had heard about them—on their
credit.2” However, the importance of credit grew too for another reason. As markets

expanded, merchants faced an ever wider choice of people with whom to trade. With

24“What began as a referral or friendship was often cemented by a blood tie.” Grassby (2001) p305.
“Families might have the sons and nephews that were given to them, but they had the sons-in-law that they
had earned.” Favier (1998) p 107

25Lane (1944)

26“Credit in the sense of belief, confidence, faith, trust, the estimate in which a character is held,
reputation, was the elusive but fundamental key to success in early modern commerce.” Zehadieh (1998)p
53

27“But with more and more transactions being made with very large numbers of people over longer
distances, personal knowledge of a person’s past reliability became much less likely. In this way the trust
involved in the extension of credit and the making of contracts of all sorts was both acquired and
maintained through relations with friends, neighbours and others with whom people dealt on a continual
basis, but this trust was then communicated beyond such relations as reputation or “credit’... Credit in this
sense became a sort of knowledge which could be communicated through chains of friends and business
associates, and became the basis for deciding who could then be added to structural chains of obligation.”
Muldrew (1998) p152

“In a way honour and a good name were medieval substitutes for publicity, sales promotion, and
solvency reports. Your reputation was the only basis on which other people, whether customers or

suppliers, could judge you beforehand.” Dahl (1998) Ch 8



many alternatives available, there was no reason to deal with someone whose credit was
less than impeccable.28

An individual’s credit was inextricably bound up with that of his house and his family
and to a lesser extent with that of his association. The household, and to some extent the
family beyond the household, were held responsible by others for the actions and debts of
their members. Merchant associations too were held responsible for their members’
actions and debts, especially early on in the period.2® Consequently, households and
associations had a strong interest in ensuring that their members fulfilled their
obligations. So the credit of an individual depended not only on others’ expectations of
him but also on their assessment of his family and of his association. Conversely, of
course, the credit and reputation of families and associations depended on the actions and
behavior of their members.

The scope of behavior that affected a person’s credit went well beyond his reliability
in paying his debts and honoring his obligations.3® There was a strong association in
peoples’ minds between credit and general personal morality. A modest lifestyle and
religious piety were both regarded as important indicators of trustworthiness. Firms were
consequently careful to instruct their employees abroad to behave themselves—not to
keep mistresses, drink to excess, or otherwise misbehave in public. Demonstrations of
piety, whatever their spiritual value, also served as signals of trustworthiness.3! For
example, Italian companies routinely credited from 1% to 2% of their profits to the
account of Messer Domeneddio to be distributed to charitable causes.32 Merchant

manuals, such as John Browne’s The marchants avizo of 1589, stressed the need for

28Hardin (1997)

29See Kohn (2003a) on the role of families and associations as enforcers and guarantors.

30« .a reputation for honoring debts did assume enormous importance in early modern society.”
Hoffman (1996) p 72

31“The result of this was the development of a sort of competitive piety in which householders sought
to construct and preserve their reputation for religious virtue, belief and honesty in order to bolster the
credit of their households so that they could be trusted.” Muldrew (1998) p148-9.

323apori (1970); Hunt (1994) Ch. 3



prayer and personal morality, emphasizing the significant material benefits.33 Almost
every aspect of one’s personal life and business behavior had its reputational costs and
benefits. For example, voluntary public office boosted one’s credit as it demonstrated the
trust of one’s community.34 On the other hand, being overly sharp in one’s business
practices damaged one’s reputation. And willingness to incur a loss for the sake of fair
dealing paid off handsomely in reputational benefits.3>

A merchant’s credit did not, however, depend only on perceptions of his honesty and
integrity. It depended too on perceptions of his ability to fulfill his commitments. In this
respect, wealth was a considerable help.38 A wealthy house was better able to meet its
obligations and also had more to lose if it failed to do so and it’s credit was impaired. The
impact on credit of others’ perception of one’s wealth naturally encouraged behavior that
signaled wealth. Conspicuous consumption, therefore, had an economic as well as a
social function. Investment in palaces, estates, and works of art, as well as generous
donations to religious institutions, not only raised one’s social standing, they also
improved one’s credit.3” The way a merchant conducted his business affected others’
perceptions of his competence and reliability: diligence, hard work, prudence, and
moderation were all highly valued.3® An excessive reliance on borrowed funds naturally
raised eyebrows: it suggested a lack of moderation or a lack of wealth or both. And, of
course, the ultimate test of competence was survival: “The sobriquet of the ‘old firm” or
the “old bank’ sent its own signal.”39

Merchants took an intense interest in the credit of others. It was an important subject

of correspondence, and in their face-to-face conversations, too, the credit of others was

3B3willan (1959) p 18-19

34Mathias (2000) p 29

35Zehadieh (1998)

36Zehadieh (1998); Dahl (1998)

3Dahl (1998) p 273

38Dahl (1998) Of course, these qualities were not just signals, they did affect a merchant’s chances of
success and so his ability to honor his obligations.

39Mathias (2000) p 14

10



much discussed. As exchanges became increasingly important, a merchant’s credit came
to depend on “the opinion of the Bourse’—on the gossip of traders.40

Merchants sometimes had to actively provide information on their credit. A
‘stranger’—someone about whom nothing was known locally—Ilabored under enormous
commercial disadvantages: no one would extend him credit and he could find trading
partners only with difficulty. 41 A local presence of his own association was of course a
great help in this respect. Among his own, his credit was established, and they could
vouch for him to others. Failing this, however, he had to carry letters of credit or of
introduction from those who new him and who themselves had local credit.*2

Credit was fragile. Contemporaries often drew the analogy between a merchant’s
credit and a lady’s honor: both, once lost, were gone forever. The identification of credit
with personal morality reinforced this finality: a loss of credit was seen by others as
evidence of a flawed character—not something easily remedied.*3

There was an element of self-fulfilling prophecy in the loss of credit. When a
merchant was rumored to be in trouble, others would be reluctant to extend him credit.
They would also be less diligent in paying their debts to him, since the value of the
continued relationship was now discounted. As a result, the unfortunate object of the
rumor would find it hard to meet his own commitments and might be forced to default, so
confirming the truth of the rumor. 44

The fragility of credit and its vulnerability to rumor made it tempting and relatively
easy to damage the reputation and so the business of a competitor.4> Malicious gossip and

defamatory rumors were consequently taken very seriously. Legal action was possible,

40“The Lex Mercatoria noted that each man’s credit was determined by talk at the merchant’s London
meeting place—the Royal Exchange.” Zehadieh (1998) p 64

4IMathias (2000) p 15

42Hanham (1985) Ch 8

43Mathias (2000) p 29

44Greif (1989); Hardin (1997)

45Everitt (1967) p 567

11



but slow and not very effective.*6 A better defense was a general belief that one was
ready and able to defend one’s reputation with a sword.

Social capital

We can think of the sum of a merchant’s connections and his credit as constituting his
‘social capital’.4” Like ordinary capital it was durable, but required maintenance; like
ordinary capital, when combined with other resources, it generated income. As the
example of Andrea Barbarigo illustrates, social capital could be a substitute for ordinary
capital in achieving a command over goods and in underpinning relationships of agency.
It could also play the same role as ordinary capital in providing protection against risk:
rather than covering losses out of his financial capital, a merchant could mobilize
assistance from others on the basis of his social capital.48

Merchants consciously and assiduously invested in their social capital. The social
niceties—an exchange of gifts, an expression of friendship, inquiries after the health of
someone’s family—had an economic importance in firming up relationships of friendship
and trust.# Indeed there was little distinction between the social and the economic.
Courtship and marriage, patronage and parenthood, socializing and entertaining—all of
these built social capital. They strengthened connections, enhanced credit, and provided
information on the credit of others.50

467ehadieh (1998)

47Adler and Kwon (1999) provides one definition of social capital: “Social capital is the sum of
resources accruing to an individual or group by virtue of their location in the network of their more or less
durable social relations.”

48“In a very real sense a merchant’s reputation was his capital.” Zehadieh (1998) p 63

“In fact, a good name was, according to most [contemporary] sources, of greater value to a person than
a large fortune.” Dahl (1998) p272

“Credit is stock... He that keeps his credit unshaken, has a double stock; | mean, it is an addition to
real stock, and often superior to it.” Defoe (1869 [1725-7]) #1432] p552

49Greif (1997); Zehadieh (1998)

50« making a distinction between economically rational transactions and other social transactions,
such as courtship, sex, patronage or parenthood, does not make sense.... Reputation was vital to

contemporaries because it was with credit that they did most of their ‘business’.” Muldrew (1998) p 149

12



And merchants had plenty of time for social interaction: the pace of trading was slow,
with relatively few transactions per day.>! Each transaction opened with greetings and the
exchange and discussion of news. It then continued with extensive bargaining over price
and means and date of payment: there were no set prices and bargaining and haggling
were ubiquitous.52 And the transaction typically ended and was sealed with
refreshments—often liquid.

MANAGING AGENTS

At the beginning of the period, the issue of managing agents did not really arise
because merchants generally traveled themselves with their goods. However, over time
merchants increasingly found it preferable to remain at home and to send agents in their
place. Later, as trade settled into more or less fixed patterns and markets developed,
merchants increasingly relied on agents who resided more or less permanently in distant
markets. As merchants relied more and more on agents, managing their relationship with

their agents became a major preoccupation. 33

The problems of relying on agents
A merchant relied on his agents to perform all the normal tasks of trading.>* Agents
bought and sold for their principals. Because of the great heterogeneity of goods, buying
required a keen judgment of quality.55 In some cases agents had to arrange for particular
goods to be manufactured.>8 Agents were responsible for transportation—for having the

goods packed, for finding a ship or land carrier, for paying customs, for purchasing

SIMuldrew (1998) p 93

52Muldrew (1998) p 43 et seq. Even in a tavern, customers would haggle with the host before ordering
a meal.

53While this was the general pattern of evolution, neither traveling merchants nor traveling agents had
entirely disappeared by the end of the period. See Kohn (2003b) for a detailed discussion of the evolution
of different forms of agency.

S4Kermode (1998); Westerfield (1915); Supple (1977); Edler (1938)

55Mazzaoui (1981) Ch 2; Lane (1944) Ch. 3

56For example, in the sixteenth century an English factor in Danzig purchased yarn and had it made

into cables and hawsers for shipment back to England. Willan (1959) p 17

13



insurance.>” Agents were responsible for financial transactions: these included borrowing
to finance the purchase of goods, the extension of credit to purchasers and the collection
of their debts, and remittance of funds back to their principals. Agents provided their
principals with information—political news as well as information on prices and market
conditions.58 Agents cultivated the local authorities to obtain and to retain trading
privileges.

A merchant relied on his agent to act for him, but he had little direct control over his
actions. Circumstances changed rapidly, requiring immediate decisions, and slow
communications made it impossible for the agent to seek approval for every decision.
One frustrated agent wrote to his principal in 1395: “If I must wait for your written
instructions, good business opportunities may be lost. While the dog pisses, the hare
disappears.”® There was little choice, therefore, but to give agents broad discretion.50

Even after the fact, it was difficult for the merchant to know what the agent had done
and to judge whether it had been appropriate. This lack of control opened the door to two
types of problem. The agent might use his freedom to act in his own interest in ways that
were detrimental to the interests of his principal .61 Or he might simply be incompetent,
harming the interests of both.

The most blatant abuse of trust by agents was outright embezzlement or fraud. For
example, in the fourteenth century, the Alberti of Florence had to have one dishonest
branch manager thrown into jail, and they had to dismiss two factors in their Avignon
branch when the latter were unable to repay money they had misappropriated and lost in
gambling.62 An agent, rather than stealing from his principal himself, might help others to
do so. For example, in exchange for gifts or favors, he might extend credit in the name of

57Zehadieh (1998); Krueger (1993), Traveling agents accompanied the goods and were responsible for
their safety en route.

58Christiensen (1941); Willan (1959)

59Dahl (1998) p15

600rigo (1986)

61Greif (1989)

62de Roover (1958)
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his principal to friends or to a local grandee with little expectation that the debt would be
repaid.63

A perennial source of problems was the agent’s trading on his own account—which
might or might not be permitted him.®4 In such trading, the agent might favor himself
over his principal. For example, he might take for himself the more promising trading
opportunities and leave for his principal the less promising. He might also neglect his
principal’s business while attending to his own. If the agent became insolvent as a result
of his own trading, his insolvency might lead to the seizure of his principal’s goods along
with his own (especially likely if the agent was using his principal’s funds to trade for
himself). Conflicts of interest might also arise when, as often happened, an agent was
acting for more than one principal. He might favor the business of one over the other; or
he might charge costs to one that properly were the responsibility of the other.65

Cheating aside, merchants frequently suffered from the mistakes or incompetence of
their agents. An agent might buy or sell at a needlessly unfavorable price. He might
purchase goods of inferior quality. He might pack them badly, leading to their damage or
destruction en route, or send them with an unreliable carrier resulting in their loss (for
which he had neglected to take out insurance). And, of course, the agent might die. If he
did, the merchant’s goods might be lost or seized by the local authorities under the right
of aubain.® During the Black Death, to minimize their vulnerability to the death of their
agents, merchants sent groups of agents in the hope that at least one would survive.67

Whatever the precise nature of the problems, losses caused by distant agents were a

major cause of failure of merchant firms. Writing in the fifteenth century, Leon Battista

63Hunt (1994) Ch 3

64willan (1959) Ch 1; Supple (1977) p 409; “Bolton’s constant fear that his agents would trade to their
own advantage with his goods and money percolates throughout the record.” Kermode (1998) p 210

65_ane (1944) Ch. 3

66Favier (1998) This was a law that allowed the local lord to confiscate the goods of a foreigner who
died in his domain. It was originally intended to apply to runaway peasants, but was later applied with great
profit to foreign merchants and their agents.

67Williamson (2001)
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Alberti, attributed five out of six bankruptcies to this cause.6® The potential harm that
agents could do was a constant source of concern: “Mutual distrust would better describe

this business arrangement”.69

Structuring the agency relationship

Naturally, merchants tried to structure their relationships with their agents in such a
way as to elicit good and faithful service.

An agent could be depended upon most reliably to serve his principal if it was in his own
best interest to do so—if he was rewarded for success and punished for cheating or for
failure. Of course, the potential gains from cheating mattered too: it helped to keep these
low. Fewer problems were to be expected from agents handling a multitude of small
transactions than from those handling a few large ones.

Perhaps the most obvious way for merchants to motivate their agents was through
their compensation. This generally took one of three basic forms. Some agents were
employees of the merchants they served and received a salary. Others were partners and
received a share of the profits. Yet others were commission agents and received fees
proportional to the value of the transactions they undertook. These three compensation
schemes had different pluses and minuses. A share of the profits provided the agent with
the strongest incentive and a salary with the weakest; a commission was somewhere in
between. On the other hand, a share of the profits was the most uncertain form of
compensation from the point of view of the agent; salary was the safest; and commission
again intermediate.

No less important than the form of an agent’s compensation was its level. Setting it
too low was to invite trouble. Compensation too low to attract an honest and diligent
agent might be quite sufficient to attract a dishonest or lazy one: an agent intending to
supplement his income with prohibited private trading or with fraud or embezzlement
might find the position quite attractive.’ On the other hand, a level of compensation
above the necessary minimum created good will and motivated agents to reciprocate by

68de Roover (1958) p74-5
69K ermode (1998) p 210
7OWwillan (1959) Ch 1
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doing their best.”? An addition, and perhaps more important, above-minimum
compensation gave the agent something to lose in the event of termination.

More generally, the promise of significant future benefits and the possibility of their
loss were potent incentives for good behavior.

With salaried agents, merchants ‘backloaded’ their compensation. Salaries rose with
seniority, and some merchants accumulated agents’ salaries in an account, sometimes for
years, before they were paid out. Good service might also lead to promotion—from
unpaid apprentice to factor, from factor to branch manager; sometimes even from branch
manager to partner.”2 For agents whose compensation was a share of the profits, the main
incentive was a continuation of the relationship. Merchants generally kept contracts short
so that misbehavior could be punished immediately by nonrenewal.” For example, in
twelfth century Genoa, most profit-sharing contracts for traveling agents were for a single
voyage of a few weeks or at most months. But the contracts were typically renewed over
and over again, sometimes for as long as ten years.”* For commission agents, too, the
main incentive was future business. If the agent did his work well, he could expect more
business from the merchant in the future—perhaps an exclusive agency. Moreover, a
satisfied principal would refer other merchants to the agent. Merchants in different places
often served each other as commission agents, and the reciprocal nature of the
arrangement reinforced the incentives of each.’

Structuring the relationship to provide good incentives was worth little unless the
merchant actually monitored the agent’s behavior. “In truth, one may assert that nothing
improves a factor more than a stern employer and that nothing corrupts an agent more
than lack of proper direction.” So wrote Leon Battista Alberti in the fifteenth century.”6

The neglect of this principle had much to do with the failure of Alberti’s contemporaries,

71See Fehr and Géachter (2000) on reciprocity and *gift exchange’.

72See Greif (1996), Hunt (1994) Ch. 3, Origo (1986), and Luzzatto (1953) on the incentives for fattori
(employed agents).

73Greif (1989) discusses the incentive effects of short, renewable contracts.

74K rueger (1993) Krueger (1962)

7SLane (1944); Greif (1989)

76de Roover (1958) p74-5
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the Medici, and its observance had much to do with the success of the Fuggers a little
later. The Fuggers made it a practice to regularly send traveling auditors and inspectors to
all their branches to check the books and to take inventory.”” Of course, monitoring
requires sound bookkeeping: a common complaint against agents was that they failed to
provide timely accounts. As we shall see, the need to monitor agents was an important

stimulus to the development of new methods of accounting.’®

The role of commercial structure

In addressing the problems of agency, merchants were not without assistance. Their
efforts were supported by a substantial and complex commercial structure. Families,
merchant associations, organized markets, the Church, and the state—all contributed to
reinforcing the agency relationship. They did so principally by raising the cost to the
agent of misbehavior. Added to the loss of the relationship with the principal, the agent
faced exclusion from the family, the association, the market, or the Church. This meant a
much greater loss of future business as well as the loss of the other benefits that these
institutions provided. The state raised the cost through direct punishment. Merchant
associations and markets also helped merchants monitor their agents.”

Each of these various third parties imposed its discipline through a system of internal
order—informal for the family, more formal for the others. Merchants did sometimes
take agents to court. The most frequent cause of action was the failure of the agent to

return to his principal the proceeds of the sale of goods sent to him.80

7Tde Roover (1963) p 85

78yamey and Lane have debated the importance of double-entry bookkeeping in the monitoring of
agents (see Yamey (1975) and Lane (1977)). However, there is little doubt that the extensive use of agents,
especially resident agents, placed considerable new demands on methods of accounting.

79See Kohn (2003a) for a general discussion of the role of commercial structure in guaranteeing and
enforcing relationships of reliance. The specific contributions of merchant associations and organized
markets are addressed in Kohn (2003c) and Kohn (2003d). The role of the Church and the state will be
addressed in a future paper.

801n England, such suits were called ‘actions of account” Rogers (1995). See also, on similar actions in
Venice, Lane (1944) Ch. 3.
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Formal systems of order also supported the formalization of the agency relationship
through the use of contracts of various types. Different types of contract supported the
different types of agency relationship—employment, partnership, and commission.

These different types of contract differed in the degree of liability of the principal for
the agent’s actions. In the case of employment and partnership, merchants were fully
liable for the actions of their agents. This essentially unlimited liability, together with the
absence of effective control, was a major concern and a frequent cause of failure. The
greatest attraction of the commission relationship was the protection it afforded from this
danger, and this was one of the main reasons it became the predominant form of
agency.s!

Merchants used contracts—either general contracts of employment or partnership or
separate proxy contracts (powers of attorney) to limit the permitted actions of their
agents. Typical restrictions might forbid the agent from trading on his own account, from
extending credit to his friends or to nonmerchants, or from engaging in transactions
beyond a certain value without specific authorization.82 These restrictions did not affect
the merchant’s liability for the agent’s actions: courts did not recognize any distinction
between authorized and unauthorized transactions. However, an agent who exceeded his
instructions did so on his own responsibility and would be held liable for any losses by
his principal &3

FINANCIAL MANAGEMENT
If agency was one basic requirement of trading, taking a position was the other. A
merchant’s capacity to take a position—his command over goods—was an important
determinant of his success, and a command over goods required resources. A merchant’s
own resources were rarely sufficient, and most had to rely on some form of financing by
others. Merchants bought on credit and sold on credit and they borrowed and lent money.
The sound management of his finances was therefore critical to a merchant’s success

and even to his survival. If the problems of agency were one major source of failure,

81See Kohn (2003b) on the different types of contract and their use.
82Dahl (1998) p 98; de Roover (1948)
83Dahl (1998); Willan (1959) Ch 1
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financial problems were the other. The default of a debtor could leave a merchant unable
to meet his own debts, with disastrous consequences for his credit and so for his ability to
continue in business.

Finance was not, however, only a source of danger: financial strength offered
considerable advantages. The ability to extend credit to others increased the demand for a
merchant’s goods, and the ability to pay promptly helped him to secure supply.
Merchants with especially good access to financing were able to obtain commercial
privileges by offering loans to governments. It was in this way, for example, that the
Italian ‘supercompanies’ of the fourteenth century obtained control over the export of
grain from Sicily and the export of wool from England.84

Sales credit

The most widespread form of financing was sales credit: merchants commonly
purchased goods against a promise of later payment, and they commonly sold them in the
same manner. Almost all sales involved some degree of deferred payment.8> As Nicholas
Barbon wrote in 1690 in his Discourse of Trade “... in all trading cities there’s more
wares sold upon credit than for present money.””8¢ Sales credit was important for the great
merchants engaged in long-distance trade, and it was equally important for small
merchants and retailers. For example, in sixteenth century Antwerp, commission agents
normally quoted local prices to their clients in Italy a tempo due fieri—payable in two
fair’s time (six months).8” And retailers and tradesmen in fourteenth century Prato had
much of their assets tied up in sales credit to their customers, while at the same time
relying heavily on sales credit from their suppliers.s8

Merchants extended sales credit not only to each other and to customers, but also to

suppliers. For manufacturers especially, the purchase of inputs on sales credit was an

84Hunt (1994).

85postan (1973); Grassby (1995)
86Quoted in Zehadieh (1998)
87Van der Wee (1977)

88Marshall (1999) p 81“People bought on credit and they sold on credit.... Sales on credit were not an

occasional practice in fourteenth century Prato; they predominated.” p 72
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important method of financing working capital .8 But merchants sometimes also received
sales credit from suppliers. For example, the Celys, English wool merchants in the
fifteenth century, typically purchased wool from growers on six months’ credit.%0

Sometimes, sales credit involved deferred delivery rather than deferred payment: that
is, a merchant might pay for goods in advance, partially or wholly. For example, in the
late thirteenth century, Italian merchants paid in advance for the wool they purchased
from English monasteries—often buying up their output one to three years ahead and
sometimes as many as twelve.%! Advance purchase—another way for merchants to
finance producers—was most common in agriculture, but it was not unknown in
industry.92

The terms of credit for a particular transaction were a matter of negotiation, and they
depended on market conditions. For example, while the Italians were paying for English
wool in advance in the late thirteenth century, the market had cooled by the fifteenth
century and growers were then selling on six-month’s credit.93 Similarly, English
merchants at the Fairs of Brabant in the fifteenth century demanded cash payment when
demand for their cloth was strong but were willing to sell on credit when business was
slack.%4

89Sella (1977) See also Kohn (2001b) on the role of merchants in financing agriculture and Kohn
(2001c) on their role in financing industry.

90Tawney (1925)

91In the early 1290s Italians were buying wool from 49 of the 74 Cistercian houses in the country.
Kermode (1998) The monasteries financed both investment and extraordinary consumption out of these
advance sales (Prestwich (1979)). So attractive was this source of financing that the monasteries often sold
forward much more wool than their own flocks could possibly supply and made up the difference by
buying wool from others in the local market. (Postan (1973)p 25).

92| addition to wool, grain was sometimes purchased in advance—see, e.g., Everitt (1967) (advance
purchase by maltsters and brewers needing to assure steady supply) and de Vries and van der Woude
(1997) (purchases by an Antwerp grain merchant). On the advance purchase of ore from miners, see Kohn
(2001c) and of cloth from producers, see Van der Wee (1963) p 338.

93Tawney (1925); Kermode (1998)

94Edler (1938)
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The terms of credit were also a function of the relative financial strengths of the two
parties. For example, it was the financial strength of the great Italian companies that
enabled them to pay in advance for the English wool that they purchased. A merchant in
a strong financial position might extend more sales credit than he received, providing net
financing to others. A merchant in a weak financial position might receive more sales
credit than he extended, relying on others to finance him.

A merchant in a strong financial position—able to pay others sooner or to allow them
to pay him later—possessed an important competitive advantage. He could, for one,
obtain better prices in trading:

In order to obtain a favourable price a man like van der Molen, commission
agent of Italian firms [in sixteenth century Antwerp], was in a strong position in
relation to the poor draper or tapestry weaver, since he could, when giving an order,
show gold or silver coins or even talk of an advance. On the other hand when he sold
Italian products, payment facilities of six to twelve months certainly stimulated
business.%

But even more important, financial strength gave a merchant an edge over his
competitors. It was because of their strong financial position, for example, that the
Italians were able to take the export trade in English wool out of the hands of Flemish
and native merchants in the thirteenth century. Their competitors, not surprisingly,
considered this advantage totally unfair.%

The ubiquity, and interconnectedness, of sales credit are well illustrated by the export
trade in English cloth in the sixteenth century: “At every point in this complex industry,
from the breeding of sheep to the sale of cloth, credit intervened to bridge the gaps
between the successive stages.”®” Growers sold their wool to clothiers on credit. The
clothiers made the wool up into unfinished cloth, which they sold—once again on
credit—to exporters. The exporters (the Merchant Adventurers) took the cloth to Antwerp

for sale—yet again on credit. The typical terms in Antwerp were one third down, one

95Van der Wee (1963) p 338
96postan (1973); Fryde (1974)
97Tawney (1925)

22



third payable at the next Brabant Fair, and the final third at the fair after that. However, as
we have seen, if demand was strong the English merchants might expect a half down or
even full payment in cash.% When the Merchant Adventurers received payment, they
transferred the money to England and used it to pay their debts to the clothiers. The latter

were then able to settle their own debts to the growers.

Borrowing and lending money

While sales credit was the most important form of financing, merchants were also
involved in the borrowing and lending of money. There were several reasons for this.

One reason merchants needed to borrow was that sales credit was often not available
from strangers: strangers usually demanded payment in cash. Merchants great and small
had to address this problem. For example, in the thirteenth century, some caravan
merchants visiting Genoa from northern Europe were unable to make all their purchases
on credit and therefore needed to borrow money to pay for some in cash.?® Similarly, the
tradesmen of fourteenth century Prato, while able to purchase from local suppliers on
credit, had to pay cash when they purchased from suppliers in other cities.100

A second reason merchants sometimes needed to borrow cash was the interdependent
system of sales credit itself. As we have seen, merchants relied on payment by others to
pay their own debts. However, a debtor might fail to pay on time, or he might fail to pay
at all. In such cases, a merchant had little choice but to borrow so as to be able to settle
his own debts.

The reasons for lending were the obverse of those for borrowing. Sometimes, trading
in a distant city and selling their goods for cash, merchants found themselves with more
money than they needed to cover their purchases. And merchants sometimes received
payment before they needed to make payment to others, leaving them with cash on hand.
In these circumstances, it was only natural that they should lend the money they did not

currently need. For example, caravan merchants in Genoa who had an excess of cash lent

98Ramsey (1994)
99Reynolds (1929)
100pMarshall (1999)
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to those who were in need of it. And the same tradesmen of Prato who needed to borrow
to pay distant suppliers, often lent money to their own customers.101

Lending money was a natural enough extension of a merchant’s business. The
demands of lending, in terms of assessing credit and bearing risk, were not very different
from those of extending sales credit: a debt created by an advance of money was much
like one created by an advance of goods. Consequently, most merchants, large and small,
did some lending. Some came to specialize in it by becoming merchant bankers.102 What
distinguished merchant bankers from other merchants was that they engaged in financial
intermediation deliberately: they borrowed money in their own names with the intention
of relending it to others. But many other merchants, even the small tradesmen of Prato,
were financial intermediaries de facto—borrowing at the same time that they were
lending.

As we have seen, merchants borrowed from other merchants, but they also borrowed
from financial intermediaries and from nonmerchants. Merchants trading in major centers
such as Venice, Genoa, or Bruges, and in some other cities, could borrow from deposit
banks on overdraft.193 And in many more cities they could borrow from merchant bankers
against bills of exchange.104 For example, Andrea Barbarigo, in fifteenth century Venice,
borrowed on overdraft from the banker Francesco Balbi, who also helped him raise funds
by discounting bills of exchange in the international money market.105 Similarly, the
tradesmen of fourteenth century Prato, borrowed from deposit bankers and merchant

bankers to pay suppliers who required cash payment.19 The Antwerp merchant, Hans

101«The evidence from Prato substantiates the importance and prevalence of small loans in the local
economy but suggests that shopkeepers, not pawnbrokers, were the principal moneylenders.” Marshall
(1999)p 89

1025ee Kohn (1999d) on merchant banking.

1035ee Kohn (1999b) on deposit banking.

104Rather than lending money directly, a merchant banker might provide a merchant with a letter of
credit promising to pay a supplier from whom the merchant intended to purchase goods. Berman (1983)

105_ane (1944)

106Marshall (1999) p105
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Thijs, trading in Poland and Amsterdam in the late sixteenth century, relied heavily on
bills of exchange and letters obligatory to finance his trading.107

Borrowing from nonmerchants took a variety of forms. Perhaps the most common
was the acceptance of deposits. Since the interest on such deposits was often ‘voluntary’
(to avoid a charge of usury) or linked to some market index, such deposits were called in
Italian depositi a discrezione.108 Deposits were a major source of funds for merchant
banks, but they were also a source of funds for many ordinary merchants, both large and
small. Andrea Barbarigo, a substantial international trader, accepted deposits as did the
small tradesmen of Prato.199 There were also a variety of other ways in which merchants
obtained financing from nonmerchants. Other debt instruments included the sea loan,
common in the Mediterranean before the fourteenth century, and the bond, in use in
England throughout the period. 110 There were also various forms of equity financing—
commenda, share venture, joint stock company, compagnia, and limited partnership. We
shall have more to say about equity financing below, when we discuss capital.

Structuring financial relationships

We have seen that merchants structured agency relationships to mitigate the problems
of agency. In a similar fashion, they structured financing relationships to mitigate the
problems of financing. The potential problem here was pretty simple—failure to pay as
promised. Of course, addressing this problem was as much in the interest of the recipient
of financing as it was in that of the provider. If a potential provider of financing could not
be credibly assured of repayment and a fair return, no financing would be forthcoming.

As with agency, termination of the relationship, with the attendant loss of continuing
benefits, was a potent incentive for good behavior. Typically, a merchant would run up a
debt with another merchant on sales credit, pay it off, and then run it up again. Failure to

pay, or to pay on time, would cut off the credit and kill the business relationship.

107Gelderblom (2003)

108Goldthwaite (1985) The practice was common in sixteenth century England too: Wilson (1925
[1572]) #1081].

1091_ane (1944) on Barbarigo. Marshall (1999) Ch 7 on Prato. Tradesmen sometimes acted as ‘bankers’
for their customers, not only accepting deposits but also making payments to third parties.

1100n the sea loan see Kohn (2003b). We shall discuss the bond presently.
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Likewise with borrowing from financial intermediaries. With equity financing, as with
agency, contracts were kept short: if the provider of financing was dissatisfied, he would
not roll over the contract.

In addition, debt financing—whether sales credit or loans—generally involved some
form of security.11! The principal way of securing debt was with assets that would
become the creditor’s if the debtor defaulted. In some cases, the debtor would offer a
specific asset as collateral—land or moveables. This might be held by the creditor as a
pledge or pawn until the debt was paid or it might remain in the possession of the debtor,
to be seized by the creditor in case of default.?12 In other cases, it was the assets of the
debtor in general that secured the loan. Sometimes a third party would offer a guarantee
for the debt, backed by his own assets.

In debt transactions between merchants and nonmerchants, security was generally
specific.113 When there were goods involved, the transactions could be secured with the
goods in question. This was one reason for the popularity of forms of venture financing
such as the sea loan.14 And it was one reason for the advance purchase of goods by
merchants: it was essentially a form of lending that afforded greater security. There were
many other ways of securing credit with goods.115 For example, when Andrea Barbarigo
borrowed from the banker Balbi, Barbarigo shipped a large part of his goods in Balbi’s
name to make it easy for Balbi to seize the goods if he, Barbarigo, defaulted.116

In dealing with other merchants, except when very large sums were involved or when
the debtor had yet to establish his credit, merchants rarely relied on specific security.117

They relied instead on general security—on the credit of their counterparties or of their

111ye shall have more to say about the problems of equity financing below, when we discuss capital.

1120n pawns see, for example Marshall (1999) Ch 6. On debt secured by land see Kohn (1999e),
Ashton (1960),

1135ee Mann (1999) for an excellent discussion of secured lending in general.

1145ee Kohn (2003b).

1155ee Berman (1983) on the chattel mortgage, for example.

116]_ane (1944)

117 debtor with insufficient credit might ask a more established merchant to act as guarantor
Kermode (1998) p231
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counterparties’ guarantors. They also relied on the commercial structure that supported
that credit.

The role of commercial structure

The importance of commercial structure for financing was, if anything, greater than it
was for agency. The agency relationship was complicated, and it was not easy to
demonstrate to a third party whether or not performance was satisfactory. Consequently,
only the most egregious violations, such as embezzlement, lent themselves to external
enforcement. With financing however—at least with debt financing—the issue was pretty
simple: had the debtor paid as promised? If not, a third party could be helpful either by
enforcing payment or by raising the cost of default. Once again the threat of exclusion
from the family, the association, the market, or the Church provided a powerful incentive
to keep one’s promise. Families and associations also acted as guarantors.118 In case of
default, third parties could also assist the creditor in seizing the assets that secured the
debt.

Third-party enforcement, except in the case of the family, relied on a system of
internal order—on laws and courts. The systems of internal order supported the
formalization of relationships of financing