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Preface

What is referred to herein as transaction cost economics is part of the revival
of interest in the New Institutional Economics. Transaction cost economics
owes its origins to striking insights—in law, economics, and organization—
in the 1930s. As with many good ideas, operationalization came neither
quickly nor easily. Grave skepticism over their tautological reputation not-
withstanding, transaction cost explanations kept reappearing. The survival of
this line of analysis was assured by the realization in the 1960s that *‘market
failures’* had transaction cost origins. As patterns recurred and commonalities
were recognized, operationalization gradually began to take shape. The past
decade has witnessed successive efforts to infuse transaction cost economics
with greater operational content.

To be sure, the apparatus is still primitive and in need of refinement.
Numerous applications of transaction cost reasoning have nevertheless been
made. More are in prospect. Many of them turn out to be variations on a
theme, which is consonant with Hayek’s observation that **whenever the
capacity of recognizing an abstract rule which the arrangement of these at-
tributes follows has been acquired in one field, the same master mould will

apply when the signs for those abstract attributes are evoked by altogether
different elements.”
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A fuily balanced treatment of economic organization is not herein. at-
tempted. To the contrary, economic organization is examined almost entirely,
certainly preponderantly, through the lens of transaction cost economizing.
Such a focused approach discloses the extraordinary degree to which eco-
nomic organization is shaped by transaction cost economizing considerations.
The wide range of phenomena to which such reasoning has application comes
as a surprise even to those who, such as myself, are already persuaded that
this is a fruitful orientation.

To be sure, transaction cost arguments are often best used in conjunction
with, rather than to the exclusion of, other ways of examining the same
phenomena. I therefore do not propose that a blinkered approach to economic
organization proceed hecdless of other alternatives. A comprehensive treat-

ment will plainly take all of the relevant factors into account. Greater weight, ,

however, will presumably be accorded to those approaches that make greater
and more systematic headway.

My substantial excuse for proceeding in a narrowly focused way is that
transaction cost economics is still in an early developmental stage. The poten-
tial scope and significance of the approach will be realized only upon re-
lentless application of this type of reasoning. To be sure, there is a legitimate
concern that such a focused analysis is given to excesses. The excesses are
usually transparent, however, and I ask readers—both skeptics and others—
to be on guard, to make allowances, and to restore perspectives.

Transaction cost economics is akin to orthodoxy in its insistence that
economizing is central to economic organization. There are nevertheless real
differences between a ncoclassical production cost and the proposed gover-
nance cost orientation. But economizing, in any form whatsoever, is a pur-
pose with which most economists agree and to which all can relate.

The proposed approach maintains that any issue that either arises as or
can be recast as a problem of contracting is usefully examined in transaction
cost terms. The recent ‘‘mechanism design’” literature is similarly oriented to
the study of contract. But there are real differences here as well. The mecha-
qism design literature focuses on the ex ante (or incentive alignment) side of
contract and assumes that disputes are routinely referred to and that justice is
effectively (indeed, costlessly) dispensed by the courts. In contrast, transac-
tion cost economics maintains that the governance of contractual relations is
primarily effected through the institutions of private ordering rather than
through legal centralism. Although the imponarice of ex ante incentive align-
ment is acknowledged, primary attention is focused on the ex post institutions
of contract.

The behavioral assumptions 1 invoke in support of this approach to the
study of contract are bounded rationality and opportunism. Both are intended
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as concessions to ‘‘human nature as we know it.”’ Admittedly, the resulting
conception of human nature is stark and rather jaundiced. Those who would
emphasize more affirmative aspects of the human condition and wish to
plumb features of economic organization that go beyond economizing will
understandably chafe over such a choice of behavioral assumptions.

Those two behavioral assumptions support the following compact state-
ment of the problem of economic organization: devise contract and gover-
nance structures that have the purpose and effect of economizing on bounded
rationality while simultaneously safeguarding transactions against the hazards
of opportunism. A relatively calculative orientation to economic organization
unavoidably results—a constant concern of which is that calculativeness will
be pushed to dysfunctional extremes. Subject to that caveat, I submit that any
study of organization purporting to deal with economic realities must come to
terms with this behavioral pair.

It is my great privilege to dedicate this book to my teachers, Kenncth
Arrow, Alfred Chandler, Jr., Ronald Coase, and Herbert Simon. I had the
pleasure of learning from Arrow and Simon in the classroom. Chandler and
Coase have taught mc mainly through their publications. Each has had a
profound impact on my understanding of economic organization. This book
would read very differently if the influence of any one of them were to be
purged. It nevertheless goes without saying that they are neither individually
nor collectively responsible for the result.

I have benefited greatly from the advice of scholars who have read
various parts of the manuscript, sometimes in the form of earlier articles from
which the book was shaped. Those who have read and advised me about the
book in its near-final form include Henry Hansmann, Paul Joskow, Richard
Nelson, and Roberta Romano. Those whose advice on parts of the manuscript
or on earlier articles is acknowledged include William Allen, Masahiko Aoki,
Erin Anderson, Banri Asanuma, Kenneth Arrow, William Baxter, Yoram
Ben-Porath, Dennis Carlton, Frank Easterbrook, Donald Elliott, Victor Gold-
berg, Neal Gross, Sanford Grossman, Bengt Holmstrom, Alvin Klevorick,
Benjamin Klein, Reinier Kraakman, David Kreps, Arthur Leff, Richard
Levin, Paul MacAvoy, Scott Masten, Eitan Muller, Douglass North, William
Ouchi, Thomas Palay, Robert Pollak, Michael Riordan, Mario Rizzo, David
Sappington, Joseph Sax, Herbert Simon, Chester Spatt, Richard Stewart,

David Teece, lester Telser, Peter Temin, Gordon Winston, and Sidney
Winter. | have also benefited from the reactions and advice of students during
the past decade, especially those enrolled in a course on the Economics of
Organization that 1 taught in the spring of 1984.

Although 1 did not realize it until much later, the book began to take
shape while Markets and Hierarchies was still in galleys (Chapter 13, on
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franchise bidding, was in preparation at that time). Research during the inter-
vening years benefited from a variety of research support—including grants
from the National Science Foundation, a Guggenheim Fellowship, a year at
the Center for Advanced Study in the Behavioral Sciences, the Sloan Founda-
tion, and the Japanese Economic Research Foundation—for which I express
my appreciation.

Many of the chapters are based on previously published research. They
include articles and chapters of mine appearing in the Journal of Law, Eco-
nomics and Organization, Vol. 1, Spring 1985 (Yale University Press, pub-
lisher) (Chapter 1); the Journal of Institutional and Theoretical Economics,
Vol. 140, March 1984 (Chapters 1 and 2); the Journal of Law and Economics,
Vol. 22, October 1979 (Chapter 3); the American Journal of Sociology, Vol.
87, November 1981 (© 1981 by The University of Chicago; all rights re-
served; The University of Chicago, publisher), and the University of Pennsy!-
vania Law Review, Vol. 127, April 1979 (Chapter 4); Entrepreneurship
(1983), for which Joshua Ronen was the editor and Lexington Books, pub-
lisher (Chapter 5); Weltwirtschafiliches Archiv, December 1984 (Chapter 6);
the American Economic Review, Vol. 73, September 1983 (Chapters 7 and 8);
the Journal of Economic Behavior and Organization, Vol. |, March 1980
(Chapter 9); Firms, Organization and Labor (1984), Frank Stephen, editor
(Chapter 10); the Journal of Economic Literature, Vol. 19, December 1981
(Chapter 11); the Yale Law Journal, Vol. 88, June 1984, pp. 1183-1200
(reprinted by permission of The Yale Law Journal Company and Fred B.
Rothman & Company) (Chapter 12); the Bell Journal of Economics, Vol. 7,
Spring 1976 (Chapter 13); and Industrial Organization, Antitrust and Public
Policy (1982), John Craven, editor (Chapter 14). 1 appreciate the permission
of the publishers to elaborate and integrate these materials in this book.

The enterprise had the enthusiastic support of Ann Facciolo and Shelby
Sola, who produced early and late versions of the ma‘nuscnpt respectnvcly |
express my thanks to both.

The involvement of Dolores and our children in the joint venture of
which this book is a product defies description. Although each knows that 1
am enormously grateful, it bears repeating.

OLiver E. WiLLIAMSON

Prologue

Understanding the economic institutions of capitalism poses deep and endur-
ing challenges to law, economics, and organization. The present study draws
on and attempts to integrate earlier work of all three kinds. What is herein
referred to as transaction cost economics is, by design, an interdisciplinary
undertaking.

Contrary to earlier conceptions—where the economic institutions of cap-
italism are explained by reference to class interests, technology, and/or
monopoly power—the transaction cost approach maintains that these institu-
tions have the main purpose and effect of economizing on transaction costs.
Legal and economic interpretations that were confidently advanced only ten
and twenty years ago have had to be modified. Some have proved to be
profoundly incorrect.

As the term suggests, transaction cost economics adopts a microanalytic
approach to the study of economic organization. The focus is on transactions
and the economizing efforts that attend the organization thereof. A transaction
occurs when a good or service is transferred across a technologically separa-
ble interface. One stage of activity terminates and another begins. With a
well-working interface, as with a well-working machine, these transfeys occur
smoothly. In mechanical systems we look for frictions: Do the gears mesh,
are the parts lubricated, is there needless slippage or other loss of energy? The

1
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economic counterpart of friction is transaction cost: Do the parties to the
exchange operate harmoniously, or are there frequent misunderstandings and
conflicts that lead to delays, breakdowns, and other malfunctions? Transac-
tign cost analysis supplants the usual preoccupation with technology and
steady-state production (or distribution) expenses with an examination of the
comparative costs of planning, adapting, and monitoring task completion
under alternative governance structures.

To be sure, complex organizations commonly serve a variety of eco-
nomic and noneconomic purposes. That is plainly true of the economic in-
stitutions of capitalism, which are numerous, subtle, and continuously evolv-
ing. My emphasis on transaction cost aspects is not meant to suggest that
transaction cost economizing is the only purpose served; but its importance
has hitherto been neglected and/or undervalued. An effort to redress that
circumstance is arguably warranted. I appeal to and push the logic of transac-
tion cost economizing relentlessly—the object being to deepen our under-
standing and to develop the refutable implications that this point of view
uniquely affords.

This book deals mainly with those aspects of transaction cost economics
with which my own research has been concerned during the past decade,! but
work on those and related matters goes back over fifty years. The decade of
the 1930s is remarkable in this respect. Startling insights into the nature of
economic organization were recorded in law, in economics, and in the study
of organization. But the principal contributions were largely independent, and
the unified concems of the three literatures were not perceived. Partly for that
reason, but mainly because neoclassical economics was such a formidable
rival, transaction cost economics languished for the next thirty years.

1. Antecedents from the 1930s

1.1 Economics

A significant contribution to the study of economic organization that preceded
the 1930s was Frank Knight’s (1965) classic treatment of Risk, Uncertainty,
and Profit in 1922. Knight plainly anticipated Percy Bridgeman’s counsel to
social scientists that ‘‘the principal problem in understanding the actions of

1This book is a lineal descendant of Markets and Hierarchies (1975). Readers are referred to
Chapter 1 of the earlicr book for a related discussion of the intellectual antecedents to transaction
cost economics.
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men is to understand how they think—how their minds work’ (1955, p.
450). Knight had earlier acknowledged the importance of studying ‘‘human
nature as we know it”’ (1965, p. 270) and specifically identified *‘moral
hazard”’ as an endemic condition with which economic organization must
contend (1965, p. 260).2

Knight’s keen behavioral insights never gained prominence, however.
Attention was focused instead on the technical distinction between risk and
uncertainty that he had introduced. This is partly explained by the fact that
Knight’s reference to moral hazard appeared in conjunction with his discus-
sion of insurance, where the term has a well-defined technical meaning. Its
more general relevance to the study of economic organization went unnoticed.
Had Knight used a nontechnical term, such as ‘‘opportunism,’’ that has broad
and recognizable significance to social and economic organization quite gen-
erally, that result might have been avoided.3

Another economist whose deep understanding of economic organization
went largely unrecognized except among a small core of institutionalists was
John R. Commons. Commons advanced the proposition that the transaction is
properly regarded as the basic unit of analysis (1934, pp. 4-8). The study of
trading at a much more microanalytic level of analysis was thus indicated.
Commons furthermore recognized that economic organization is not merely a
response to technological features—economies of scale; economies of scope;
other physical or technical aspects—but often has the purpose of harmonizing
relations between parties who are otherwise in actual or potential conflict
(Commons, 1934, p. 6). The proposition that economic organization has the
purpose of promoting the continuity of relationships by devising specialized
governance structures, rather than permitting relationships to fracture under
the hammer of unassisted market contracting, was thus an insight that could
have been gleaned from Commons. But the message made little headway
against the prevailing view that the courts were the principal forum for con-
flict resolution.

Ronald Coase’s classic 1937 article expressly posed the issue of eco-

2Internal organization sometimes appears as a consequence of this condition but should not
be regarded as an organizational panacea. Among the internal problems of the corporation, for
example, are ‘“‘the protection . . . of members and adherents against each other's predatory
propensities’” (Knight, 1965, p. 254).

3Even Coase, whose credentials for studying economic organization are impeccable, mis-
takenly takes issue with Knight over the efficacy of markets for information. Thus whereas
Knight implicitly recognized that intcrnal organization could arise because of problems that
attend the purchase and sale of information. Coase held instead: **We can imagine a system
where all advice or knowledge was brought as required™ (1952, p. 346). This statement dis-
regards the serious hazards of opportunism to which information exchange is peculiarly subject
(Arrow, 1971).
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nomic organization in comparative institutional terms. Whereas markets were
ordinarily regarded as the principal means by which coordination is realized,
Coase insisted that firms often supplanted markets in performing these very
same functions. Rather than regard the boundaries of firms as technologically
determined, Coase proposed that firms and markets be considered alternative
means of economic organization (1952, p. 333). Whether transactions were
organized within a firm (hierarchically) or between autonomous firms (across
a market) was thus a decision variable. Which mode was adopted depended
on the transaction costs that attended each.

A crucial dilemma nevertheless remained. Unless the factors responsible
for transaction cost differences could be identified, the reasons for organizing
some transactions one way and other transactions another would necessarily
remain obscure. The persistent failure to operationalize transaction costs was
responsible for W (Alchian and Demsetz, 1972, p.
783).4 Inasmuch as virtually any outcome could be explained by appeal to
transaction cost reasoning, recourse to transaction costs gradually acquired “‘a
well-deserved bad name”’ (Fisher, 1977, p. 322, n. 5). Headway on these
matters thus unavoidably awaited operationalization.

1.2 Law

The legal literature to which I have reference deals mainly with contract law,
although important labor law contributions have since been made. An es-
pecially important contribution is Karl Llewellyn’s prescient treatment
““What Price Contract?”’ in 1931. Llewellyn took exception to prevailing
contract law doctrine, which emphasized legal rules, and argued that greater
attention should be given to the purposes to be served. Less-attention to form
and more to substance was thus indicated—especially since being legalistic
could sometimes stand in the way of getting the job done.> A concept of
contract as framework was advanced. Llewellyn distinguished between *‘iron
rules” and *‘yielding rules’’ (1931, p. 729) and held that

4Steven Cheung contends that **Coase’s argument is . . . not tautological if one can identify
different types of transactions and how they will vary under different circumstances’ (1983, p.
4). That is correct. But the fact is that such a discriminating effort was not prescribed by Coase,
and such a need went unrecognized until vertical integration was expressly explicated in transac-
tion cost terms (Williamson, 1971). Indeed, full operationalization required additional effort and
still continues (Williamson, 1975, 1979a, 1983; Klein, Crawford, and Alchian, 1978; Klein and
Leffler, 1981; Masten, 1982; Riordan and Williamson, forthcoming).

5As Lon Fuller and William Perdue put it. **In the assessment of damages, the law tends to

be conceived, not as a purposive ordering of human affairs, but W :
(1936, p. 52).
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. the major importance of legal contract is to providé a framework for well-
nigh every type of group organization and for well-nigh every type of passing or
permanent rclation between individuals and groups . . . —a framework highly
adjustable, a framework which almost never accurately indicates real working
relations, but which affords a rough indication around which such relations vary,
an occasional guide in cases of doubt, and a norm of ultimate appcal when the
relations cease in fact to work. {1931, pp. 736-37}

Such a concept of contract as framework is broadly consonant with process
analysis of the type favored by Commons, where the study of working rules
and continuity of exchange were emphasized. The convenient assumption, in
both law and economics, that court ordering was routinely invoked to enforce
contract was plainly challenged. The limited contractual role that Llewellyn
assigned to litigation is a precursor to the more recent literature on “prr_i_vite
ordering’’ (Galanter, 198

1.3 Organizations

The 1930s also witnessed the publication of Chester Barmard’s important
study The Functions of the Executive (1938). Whereas organization theorists
had previously been preoccupied with creating ‘‘principles’” of organiza-
tion—which, it tumed out, were often empirically vacuous (March and Si-
mon, 1958, pp. 30-31)—Barnard was concerned instead with the processes
of organization. The study of formal organization was emphasized, but not to
the exclusion of informal organization. Cooperation was assigned a central
place in the theory of organization that Barnard advanced. Express provision
was made for tacit or personal knowledge.

Thus a]though Barnard approved of the extensive study by social scien-
tists of ‘‘mores, folkways, political structures, institutions, attitudes,
motives, propensities, instincts,”’ he regretted that the study of formal organi-
zation had been relatively neglected (1938, p. ix); by formal organization he
meant *‘that kind of cooperation among men that is conscious, deliberate,
purposeful’” (1938, p. 4). Barnard wanted greater emphasis placed on
intended rationality, due allowance having been made for the limits imposed
by physical, biological, and social factors (1938, pp. 12—-45). What Herbert
Simon subsequently referred to as ‘‘bounded rationality’” (1957) was
anticipated. .

Effective adaptation was what distinguished successful cooperative sys-
tems from failures:

The survival of an organization depends upon the maintenance of an equilibrium
of complex character in a continuously fluctuating environment of physical,
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biological, and social materials, elements, and forces which calls for readjust-
ment of processes internal to the organization. We shall be concerned with the
nature of the external conditions to which adjustment must be made, but the
center of our interest is the process by which it is accomplished. {Bamard, 1938,
p. 6]

Cooperation is jointly determined by social factors and incentive align-
ments: Inasmuch as the ‘“‘social benefits [of cooperation] are limited . . .,
efficiency depends in part on the distributive process in the cooperative sys-
tem’’ (1938, p. 58). The study of formal organization needs to make provi-
sion, moreover, for the role of informal organization— *‘formal organizations
are vitalized and conditioned by informal organization . . . ; there cannot be
one without the other’’ (Barnard, 1938, p. 120). Informal organization facili-
tates communications, promotes cohesiveness, and serves to protect the per-
sonal integrity and seif-respect of the individual against the disintegrating
effects of formal organization (1938, p. 122).

Finally, Barnard, in a very prescient passage, made explicit provision for
what Michael Polanyi (1962) later developed in the context of personal
knowledge. As Barnard put it:

In the common-sense, everyday, practical knowledge necessary to the practice of
the arts, there is much that is not susceptible of verbal statcment—it is a matter of
know-how. It may be called behavioral knowledge. It is necessary to doing
things in concrete situations. It is nowhere more indispensable than in the execu-
tive arts. (1938, p. 291]

Barnard’s remarkable discussion of internal organization thus asserts or
develops the following: (1) Organization form—that is, formal organiza-
tion—matters; (2) informal organization has both instrumental and humaniz-
ing purposes; (3) bounds on rationality are acknowledged; (4) adaptive, se-
quential decision-making is vital to organizational effectivengss; and (5) tacit
knowledge is important. Albeit lacking in comparative institutional re-
spects—no firm or market comparison, for example, was attempted-—a con-
cept of the firm as governance structure was plainly contemplated.

The following propositions had thus been advanced and, in principle,
could have been joined in a concerted study of economic organization as of
1940: (1) Opportunism ‘is a subtle and pervasive condition of human nature
with which the study of economic organization must be actively concerned
(Knight); (2) the transaction is the basic unit of organizational analysis
(Commons); (3) a central purpose of economic organization is to harmonize
exchange relations (Commons; Barnard); (4) the study of contract, broadly
conceived, is the legal counterpart to, and both stands to benefit from and can
help to inform the study of economic organization (Llewellyn); and (5) the
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study of internal organization and market organization are not disjunct but are
usefully joined within a common transaction cost economizing framework
(Coase).

2. The Next Thirty Years

Those were auspictous beginnings. A sound basis for further advances had
plainly been laid. The comparative institutional analysis of economic organi-
zation did not, however, flourish. Attention was concentrated elsewhere.

The prevailing orientation toward economic organization in the thirty-
year hiatus between 1940 and 1970 was that technological features of firm and
market organization were determinative. The allocation of economic activity
as between firms and markets was taken as a datum; firms were characterized
as production functions; markets served as signaling devices; contracting was
accomplished through an auctioneer; and disputes were disregarded because
of the presumed efficacy of court adjudication. The possibility that subtle
economizing purposes are served by organizational variety does not arise
within—indeed, is cffectively beyond the reach of—this orthodox frame-
work. Correspondingly, the prevailing public policy attitude toward un-
familiar or nonstandard business practices during that interval was deep suspi-
cion and even hostility.

That state of affairs was lamented by Ronald Coase in his 1972 essay on
the state of industrial organization. Although his 1937 paper, in which trans-
action rather than production costs were featured, was much cited, it was little
used (Coase, 1972, p. 63). Discontent with exclusive reliance on neoclassical
price theory was nevertheless building. Vernon Smith thus boldly declared,
only two years later, that orthodoxy was dead and predicted that a new
microthcory would arise which ‘‘will, and should, deal with the economic
foundations of organization and institution, and this will require us to have an
economics of information and a more sophisticated treatment of the tech-_
nology of transacting’” (1974, p. 321).6
" Indeed, the man tradition notwithstanding, not everyone worked within
the framework of received microtheory during the interval 1940 to 1970. To
the contrary, significant dissents, of which transaction cost economics has

been the special beneficiary, were continuing to appear in law, economics,
and organization. -

SIndeed, the seeds of a research response along these lines were already being sown. See
Section 2.2 of Chapter 2.
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2.1 Economics

Friedrich Hayek resisted the main tradition in his insistence that ‘‘the eco-
nomic problem of society is mainly one of rapid adaptation to changes in
particular circumstances of time and place’’ (1945, p. 524). How easy it is, he
observed, ‘‘for an inefficient manager to dissipate the differentials on which
profitability rests, and that it is possible, with the same technical facilities, to
produce with a great variety of costs, are among the commonplaces of busi-
ness experience which do not seem to be equally familiar in the study of the
cconomist’’ (Hayek, 1945, p. 523).

Hayek further counseled that the study of adaptive systems will be facili-
tated not by focusing on statistical aggregates but by recognizing the impor-
tance of idiosyncratic knowledge—which, by its nature, cannot be summa-
rized by statistical measures but nevertheless possesses great economic value,
in that such knowledge serves as the basis for local adaptive action (Hayek,
1945, p. 523-24). If complexity is deep in the nature of things economic,
then that ought to be acknowledged rather than suppressed (Hayek, 1967,
chap. 2). An equilibrium approach to ecenomics is thus only preliminary to
the study of the main issues (Hayek, 1945, p. 530).

The postwar market failure literature served further to alert economists to
the importance of information, its distribution among economic agents, and
the difficulties attending its transmission and accurate disclosure.” Coase’s
treatment of social costs (1960) was especially noteworthy. Not only were
market failures traced to transaction cost origins, but problems of economic
organization were posed in a thoroughly comparative institutional way. The
progressive development and refinement of this literature culminated with
Kenneth Arrow’s observation that ‘‘market failure is not absBlute; it is better
to consider a broader category, that of transaction costs, which in general
impede and in particular cases block the formation of markets™" (1969, p.
48)—where by transaction costs Arrow had reference to the *‘costs of running
thj economic system’’ (1969, p. 48).

7Armen Alchianmponant contributions to the economics of property rights are also
noteworthy. Nominal ownership analysis gives way to an examination of those who are in
effective control of resources. The Berle and Means concern over the separation of ownership
from control thus comes under renecwed scrutiny in this way (Alchian, 1965). Efforts to curb
managerial discretion—whether through the activation of the market for corporate control (Man-
ne, 1965), internal reorganization of the firms so as to effect superior resource allocation (Al-
chian. 1969), or by other means—are also germane. The study of nonprofits and of socialist firms
are usefully included within the property rights perspective (Furubotn and Pcjovich, 1974).
Steven Cheung’s work on property rights (1969, 1983) is illustrative of the continuing vitality of
this tradition. Also see Louis DcAlessi (1983).
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That microanalytic orientation is reflected in a series of important contri-
butions to the study of economic organization made by Arrow. Like Hayek,
he emphasized that the needs of equilibrium and disequilibrium economics
differ: “*Traditional economic theory stresses the sufficiency of the price
system as a source of information, and this is correct enough at equilibrium.
In conditions of disequilibrium, [however], a premium is paid for the acquisi-
tion of information from sources other than the prices and quantities’” to
which the firm has direct access (Arrow, 1959, p. 47). Arrow subsequently
described firms and markets as alternative instruments for organizing eco-
nomic activity in his 1963 presidential address to the Institute of Management
Sciences. He noted in that connection that the boundary of an organization is
commonly defined by the line across which only price-mediated transactions
take place, but he observed that the economic content of intraorganizational
and price-mediated transactions are often similar (1971, p. 232). A common
framework that applies to both is therefore indicated. He furthermore ac-
knowledged that the hierarchical structure of internal organization is a deci-
sion variable (1971, pp. 226-27). An assessment of the efficacy of internal
organization presumably needs to take this into account. Arrow’s treatment of
the economics of information disclosed that the ‘‘fundamental paradox’’ of
information is traceable to opportunism— *‘its value for the purchaser is not
known until he has the information, but then he has in effect acquired it
without cost™” (Arrow, 1971, p. 152).8 Finally, Arrow insisted that the prob-
lem of economic organization be located in a larger context in which the
integrity of trading parties is expressly considered (1974). The efficacy of
alternative modes of contracting will thus vary among cultures because of
differences in trust (Arrow, 1969, p. 62).

2.2 The Law and the Evolution of Private Ordering

Noteworthy developments in the law include assessments of the special at-
tributes of collective bargaining contracts by Harry Shulman, Archibald Cox,
and Clyde Summers. The relative merits of private ordering in relation to
court ordering needed to be assessed in deciding on how to implement the
Wagner Act. Shulman urged that the Act be interpreted as a *‘bare legal
framework’" within which private ordering between management and labor

8But for opportunism, the buyer could rely on the seller to charge him only the true value
prior to disclosure, or the seller could depend on the buyer to pay full value upon disciosure. If
neither party believes the other, the difficulties of exchange to which Arrow refers develop.
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would operate (1955, p. 1000). The grievance and arbitration procedure was
thus favored over judicial disposition of disputes because of the corrosive
effects on continuing relationships that adversary proceedings encouraged
(Shulman, 1955, p. 1024). Cox likewise held that the collective bargaining
agreement should be understood as an instrument of governance, which is in
the spirit of Commons, as well as an instrument of exchange: ‘“The collective
agreement governs complex, many-sided relations between large numbers of
people in a going concern for very substantial periods of time’’ (1958, p. 22).
Provision for unforeseeable contingencies is made by writing the contract in
general, flexible terms and supplying the parties with a special arbitration
machinery. ‘‘One simply cannot spell out every detail of life in an industrial
establishment, or even of that portion which both management and labor
agree is a matter of mutual concern’’ (Cox, 1958, p. 23).

The technical versus purposive distinction made earlier by Llewellyn
was elaborated by Summers, who distinguished between ‘*black letter law™’
on the one hand and a more circumstantial approach to law on the other. ‘*The
epitome of abstraction is the Restatement, which illustrates its black letter
rules by transactions suspended in midair, creating the illusion that contract
rules can be stated without reference to surrounding circumstances and are
therefore generally applicable to all contractual transactions’ (Summers,
1969, p. 566). Such a conception does not and cannot provide a *‘framework
for integrating rules and principles applicable to all contractual transactions’”.
(Summers, 1969, p. 566). A broader conception of contract, with emphasis
on the affirmative purposes of the law and effective governance relations, is
needed if that is to be realized. Summers conjectured in this connection that
‘‘the principles common to the whole range of contractual transactions are
relatively few and of such generality and competing charactey that they should
not be stated as legal rules at all’” (1969, p. 527).

Other significant legal contributions include Stewart Macaulay’s em-
pirical studies of contract. Macaulay observed that contract execution is nor-
mally a much more informal and cooperative venture than legalistic ap-
proaches to contracting would suggest. He cited one businessman to the effect
that ‘‘you can settle any dispute if you keep the lawyers and accountants out
of it. They just do not understand the give-and-take needed in business’
(1963, p. 61). More generally, Macaulay’s studies of contractual practices
support the view that contractual disputes and ambiguitics are more often
settled by private ordering than by appeal to the courts—which is in sharp
contrast with the neoclassical presumptions of both law and economics.
Transaction costs and comparative institutional analysis were prominently
featured in Guido Calabresi’s (1970) pathbreaking work on torts.
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2.3 Organization

Important contributions in organization theory include Herbert Simon’s semi-
nal explication of the Barnard thesis in Administrative Behavior in 1947,
Alfred Chandler’s remarkable book Strategy and Structure (1962), and
Michacl Polanyi’s treatment of Personal Knowledge (1962). Simon carrics
Barnard’s rationality analysis forward and develops a more precise vocabu-
lary in the process. He traces the central problem of organization to the
joining of rational purposes with the cognitive limits of human actors: It *‘is
precisely in the realm where human behavior is intendedly rational, but only
limitedly so, that there is room for a genuine theory of organization and
administration’” (1957, p. xxiv). Intended rationality is responsible for the
observed purposcfulness of economic agents and economic organizations.
Interesting economic and organizational choices arise only in a limited (or
bounded) rationality context.

Simon makes repeated reference to the criterion of efficiency (1957, pp.
14, 39-41, 172-97), but he also cautions that organizational design should be
informed by *‘a knowledge of those aspects of the social sciences which are
relevant to the broader purposes of the organization'’ (1957, p. 246). A
sensitivity to subgoal pursuit, wherein individuals identify with and pursue
local goals at the possible expense of global goals (Simon, 1957, p. 13), and
the ‘‘outguessing’’ or gaming aspects of human behavior (Simon, 1957, p-
252) are among those aspects.

Chandler’s 1962 book had its origins in business history rather than
organization theory. In many respects his historical account of the origins,
diffusion, nature, and importance of the multidivisional form of organization
ran ahead of contemporary economic and organization theory. Chandler clear- .
ly established that organization form had important business performance
consequences, which neither economics nor organization theory had done
(nor, for the most part, even attempted) before. The mistaken notion that
economic efficiency was substantially independent of internal organization
was no longer tenable after the book appeared.
~ Michael Polanyi’s treatment of personal knowledge disclosed that to
characterize the firm exclusively in technological terms was bankrupt:

The attempt to analyze scientifically the established industrial arts has every-
where led to similar results. Indeed even in the modern industries the indefinable
knowledge is still an essential part of technology. I have myself watched in
Hungary a new, imported machine for blowing electric lamp bulbs, the exact
counterpart of which was operating successfully in Germany, failing for a whole
year to produce a single flawless bulb. [Polanyi, 1962, p. 52]
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That theme is carried forward in his discussion of craftsmanship. Polanyi
observed that ‘‘an art which has fallen into disuse for the period of a genera-
tion is altogether lost. . . . It is pathetic to watch the endless efforts—
equipped with microscopy and chemistry, with mathematics and elec-
tronics—to reproduce a single violin of the kind the half-literate Stradivarius
turned out as a matter of routine more than-200 years ago’’ (Polanyi, 1962, p.
53). Idiosyncratic knowledge is likewise important with respect to language:

To know a language is an art, carried on by tacit judgments and the practice of
unspccifiable skills. . . . Spoken communication is the successful application by
two persons or the linguistic knowledge and skill acquired by such appren-
ticeship, one person wishing to transmit, the other to receive, information.
Relying on what each has learnt, the speaker confidently utters words and the
listener confidently interprets them, while they mutually rely on each other’s
correct use and understanding of these words. A true communication will take
place if, and only if, these combined assumptions of authority and trust are in fact
justified. [1962. p. 206]

A coherent theory of economic organization that attempted to draw these
several strands together nevertheless remained elusive. Neoclassical eco-
nomic theories of firm and market organization and the neoclassical legal
contracting tradition were left largely unscathed by these nonorthodox treat-
ments. Meanwhile organization theory eschewed further development of the
rationality approach in favor of nonrationality and power approaches to the
study of organization (Williamson, 1981b, pp. 571-73). The upshot is that
Coase’s grim assessment of the state of comparative institutional analysis in
1972 was altogether warranted.

' 3. An Overview

The book successively sets out the rudiments of transaction cost economics,
applies the basic arguments to a series of economic institutions over which
there has been widespread disagreement or puzzlement, and develops public
policy ramifications. ’

Chapter 1 provides an overview of the transaction cost economics ap-
proach to the study of economic organization. The behavioral assumptions on
which transaction cost economics relies and the critical dimensions for dis-
tinguishing among transactions are developed in Chapter 2. Alternative ap-
proaches to the world of contract are described. What I refer to as the **Fun-
damental Transformation'’—whereby a large-numbers condition at the outset
(ex ante competition) is transformed into a small-numbers condition during
contract execution and at contract renewal intervals (ex post competition)—
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and its pervasive importance for the study of economic organization are
developed.

Rather than characterize the firm as a production function, transaction
cost economics maintains that the firm is (for many purposes at least) more
usefully regarded as a governance structure. A comparative institutional ap-
proach to the governance of contractual relations is set out in Chapter 3.

Chapters 4 and 5 deal with vertical integration. Chapter 4 is concerned
with theory and policy. Chapter 5 develops the evidence. Vertical integration
is not only an important condition in its own right but equally because the
transaction cost treatment of the decision to integrate is paradigmatic.[ Such
apparently unrelated phenomena as the employment relation, aspects of reg-
ulation, certain nonstandard contracting practices, corporate governance, and
even family organization are variations on a theme.

Chapter 6 attempts to fill a serious gap in the literature on economic
organization. It cxamines the incentive and burcaucratic limits of internal
organization in the context of the following dilemma: Why can't a large firm
do everything a collection of small firms can do and more?

Chapters 7 and 8 deal with the uses of nonstandard contracting to effect
credible commitments. Nonstandard contracting—customer and territorial re-
strictions, tie-ins, block booking, and related restraints—have been the
source of much public policy consternation. This follows from the neo-
classical view that transactions are properly assigned either to firms or to
markets in accordance with some natural (mainly technological) order. Efforts
to tamper with this natural order are thus presumed to have anticompetitive
purpose and effect. The transaction cost approach discloses that this formula-
tion is simplistic: Many nonstandard or unfamiliar contracting practices serve
legitimate transaction cost economizing purposes. Often the parties are en-
gaged in an effort to devise contractual safeguards that promote more efficient
exchange. Commercial equivalents of hostages arise in this way.

The organization of work is addressed in Chapter 9. This chapter is
partly responsive to the recent Radical Economics literature, which holds that
hierarchy lacks redeeming economic purposes but operates entirely in the
service of power (Marglin, 1974, 1984; Stone, 1974). This argument suc-
ceeds mainly by default: Inasmuch as neoclassical economics is preoccupied
with production functions and is silent with respect to hierarchy, the exis-
tence—indeed the ubiquity—of hierarchy is presumably explained by other
factors, of which power is the leading candidate. Addressing the economics of
organization in transaction cost terms discloses that hierarchy also serves
efficiency purposes and furthermore permits a variety of predictive statements
regarding the organization of work to be advanced.

Chapter 10 deals with efficient labor organization. Unlike the preceding
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chapter, where the nature of the workers’ status was a variable, here it is
assumed that an authority relation prevails between workers and managers.
The principal issue of interest is what governance structure supports will be
crafted in response to job attributes of differing kinds. The ramifications of
the argument for union organization are developed.

The modern corporation is the subject of Chapter 11. The transformation
of the corporation from its traditional (unitary) form to its modern (multidivi-
sional) form is traced, and the significance is assessed. Subsequent develop-
‘ments—the conglomerate and the multinational corporation—are shown to
be extensions of the basic multidivisional structure, the object being to man-
age diversified product lines in the first instance and to facilitate technology
transfer in the second.

Corporate governance issues are considered in Chapter 12. I argue that
the board of directors is appropriately regarded as a governance structure
responsc to those with diffuse and otherwise unprotected investments in the
corporation. So regarded, it is principally an instrument of the stockholders.

Regulation is examined in" Chapter 13. The proposition that franchise
bidding can be used to supplant rate of return regulation in natural monopoly
industries is disputed. Assessing this in transaction cost terms discloses that
the argument goes through in some circumstances but not all. A discriminat-
ing approach to the use of franchise bidding is therefore proposed. A focused
case study illustrating the contractual problems that beset franchise bidding is
set out in an appendix.

Antitrust ramifications of transaction cost economics are summarized in
Chapter 14. Transaction cost issues that arise in the context of contracting,
merger, and strategic behavior are all addressed. The earlier preoccupation of
antitrust with monopoly—to the virtual exclusion of econontizing in non-
technological forms—is challenged. Circumstances in which troublesome
antisocial monopolizing arises are indicated.

The conclusions are set out in Chapter [5. The behavioral assumptions,
the main arguments on which transaction cost economics relies, and the
principal implications are summarized. The implied research agenda is
sketched.

CHAPTER 1

Transaction Cost Economics

Firms, markets, and relational contracting are important economic institu-
tions. They are also the evolutionary product of a fascinating scries of organi-
zational innovations. The study of the economic institutions of capitalism has
not, however, occupied a position of importance on the social science re-
search agenda.

Partly this neglect is explained by the inherent complexity of those
institutions. But complexity can and often does serve as an inducement rather
than a deterrent. The primitive state of our knowledge is at least equally
explained by a reluctance to admit that the details of organization matter. The
widespread conception of the modern corporation as a *‘black box’" is the
epitome of the noninstitutional (or pre-microanalytic) research tradition.

Merely to acknowledge that the microanalytic details of organization
matter does not, however, suffice. The salient structural features of market,
hierarchical, and quasi-market forms of organization need to be identified and
linked to economic consequences in a systematic way. Lack of agreement on
(or misconceptions regarding) the main purposes served by economic organi-
zation has also been an impediment to research progress.

A chapter in some yet unwritten history of economic thought will be
nceded to sort those matters out. Whatever the eventual explanation, the fact

is that the study. of economic. institutions has witnessed a renaissance. Thus,
15
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whereas the study of institutional economics reached a nadir in the immediate
postwar period, a renewal of interest in institutions and a reaffirmation of their
economic importance can, with the benefit of hindsight, be traced to the early
1_9,6.951" Operational content began to appear in the early 1970s.2 A common
characteristic of the new line of research is that the concept of firm as produc-
tion function is supplanted (or augmented) by the concept of firm as goyer-
nance struccture. Research of the New Institutional Economics kind had
reached a critical mass by 1975.3 The ensuing decade has witnessed exponen-
tial growth. ’ - - .

Transaction cost economics is part of the New Institutional Economics
research tradition. Although transaction cost ecopomics (and, more generally,
the New Institutional Economics) applies to the study of economic organiza-
tion of all kinds, this book focuses primarily on the economic institutions of
capitalism, with special reference to firms, markets, and relational contract-
i‘llg; That focus runs the gamut from discrete market exchange at the one
extreme to centralized hierarchical organization at the other, with myriad
mixed or intermediate modes filling the range in between. The changing
character of economic organization over time—within and between markets
and hierarchies—is of particular interest.

Although the remarkable properties of neoclassical markets, where
prices serve as sufficient statistics, are widely conceded—as Friedrich Hayek
put it, the market is a *‘marvel’’ (1945, p. 525)—opinions differ in assessing
transactions that are organized within quasi-market and nonmarket modes of
organization. At best the administrative apparatus and private ordering sup-

1The early contributions includc Ronald Coase's reconceptualization of social costs (1960),
Armen Alchian’s pioneering treatment of property rights (1961), Kenneth Arrow's work on the
troublesome economic properties of information (1962, 1963), and Alfred €handler, Jr.’s contri-
bution to business history (1962).

2These include my first cfforts to recast the vestical integration problem in transaction cost
terms (Williamson, 1971) and efforts to generalize that approach in the context of markets and
hierarchies (Williamson, 1973); the treatments by Armen Alchian and Harold Demsctz of the
“classical capitalist firm’* in terms of team organization (1972) and their related work on
property rights (1973); the proposed reformulation of economic history by Lance Davis and
Douglass North (1971); the important work by Peter Docringer and Michael Piore (1971) on labor
markets; and Janos Kornai's provocative treatment of disequilibrium economics (1971).

3Some of this is described in the first chapter of Markets and Hierarchies (1975), which is
titled **Toward a New Institutional Economics.’™ The conference on ‘*The Economics of Internal
Organization’ held at the University of Pennsylvania in 1974 (the papers from which were
published in 1975 and 1976 in the Bell Journal of Economics) helped to redefine the research
agenda. Many of the articles in the Journal of Economic Behavior and Organization, which first
began publication in 1980, arc in the New Institutionalist spirit. For recent commentary and
contributions to this literature, see the March 1984 issue of the Journal of Institutional and
Theoretical Economics and the forthcoming book of readings edited by Louis Putterman and
Victor Goldberg.
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ports that attend these transactions are messy. Some scholars decline even to
deal with them. Others regard the deviations as evidence of a pervasive
condition of ‘‘market failure.”” Until very recently the primary economic
explanation for nonstandard or unfamiliar business practices was monopoly:*
““(1)f an economist finds something—a business practice of one sort or an-
other—that he does not understand, he looks for a monopoly explanation’”
(Coase,: 1972, p. 67). That other social scientists should regard these same
institutions as antisocial is unsurprising. The enforcement of antitrust from
1945 through 1970 reflected that orientation.

To be sure, a net negative social assessment is sometimes warranted. A
more subtle and discriminating understanding of the economic institutions of
capitalism has nevertheless been evolving. Many puzzling or anomalous
practices have been cast into different relief in the process. This book ad-
vances the proposition that the economic institutions of capitalism have the
main purpose and effect of economizing on transaction costs.

Main purpose is not, however, to be confused with sole purpose. Com-
plex institutions commonly serve a variety of objectives. This is no less true
here. The inordinate weight that 1 assign to transaction cost economizing is a
device by which to redress a condition of previous neglect and undervalua-
tion. An accurate assessment of the economic institutions of capitalism can-
not, in my judgment, be reached if the central importance of transaction cost
economizing is denied.® Greater respect for organizationdl (as against tech- -
nological) features and for efficiency (as against monopoly) purposes is
needed. This theme is repeated, with variation, throughout this book.

1 submit that the full range of organizational innovations that mark the
development of the economic institutions of capitalism over the past 150 years
warrant re.assessmcnt in transaction cost terms. The proposed approach adopts
a contracting orientation and maintains that any issue that can be formulated
as a contracting problem can be investigated to advantage in transaction cost
economizing terms. Every exchange relation qualifies. Many other issues
which at the outset appear to lack a contracting aspect turn out, upon scrutiny,
to have an implicit contracting quality. (The cartel problem is an example.)
The upshot is that the actual and potential scope of transaction cost economics
18 very broad.

As compared with other approaches to the study of economic organiza-

4Important exceptions (o this tradition—which, however, were widely ignored—afe Lester
Telser's (1965) and Lee Preston’s (1965) treatments of restrictive trade practices.

SA balanced view of the economic institutions of capitalism will await more concerted
attention to the sociology of economic organization, which, happily, is in progress. For recegt
wt?rk of this kind, sce Harrison White (1981), Martha Fetdman and James March (1981), Arthur
Stinchcombe (1983), Mark Granovetter (forthcoming), and James Coleman (1982).
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tion, transaction cost economics (1) is more microanalytic, (2) is more self-
conscious about its behavioral assumptions, (3) introduces and develops the
economic importance of asset specificity, (4) relies more on comparative
institutional analysis, (5) regards the business firm as a governance structure
rather than a production function, and (6) place greater weight on the ex post
institutions of contract, with special emphasis on private ordering (as com-
pared with court ordering). A large number of additional implications arise
upon addressing problems of economic organization in this way. The study of
the economic institutions of capitalism, as herein proposed, maintains that the
transaction is the basic unit of analysis and insists that organization form
matters. The underlying viewpoint that informs the comparative study of
issues of economic organization is this: Transaction costs are economized by
assigning transactions (which differ in their attributes) to governance struc-
tures (the adaptive capacities and associated costs of which differ) in a dis-
criminating way.%

Given the complexity of the phenomena under review, transaction cost
economics should often be used in addition to, rather than to the exclusion of,
alternative approaches. Not every approach is equally instructive, however,
and they are sometimes rival rather than complementary.

The nature of transaction costs is developed in section 1. A cognitive
map of contract, in which alternative approaches to economic organization are
described and with respect to which transaction cost economics is located, is
set out in section 2. The relation between behavioral assumptions and alter-
native conceptions of contract is presented in section 3. A rudimentary con-
tracting schema on which the argument in the book repeatedly relies is devel-
oped in section 4. Contractual issues that arise in organizing the company
town are examined in section 5. Other applications are sketched in section 6.
Concluding remarks follow.

1. Transaction Costs

1.1 Frictionlessness

Kenneth Arrow has defined transaction costs as the ‘‘costs of running the
economic system’” (1969, p. 48). Such costs are to be distinguished from
production costs, which is the cost category with which neoclassical analysis

6Indeed, transaction cost economizing is central to the study of economic organization quite
generally—in capitalist and noncapitalist economics alike.
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has been preoccupied. Transaction costs are the economic equivalent of fric-
tion in physical systems. The manifold successes of physics in ascertaining
the attributes of complex systems by assuming the absence of friction scarcely
require recounting here. Such a strategy has had obvious appeal to the social
sciences. Unsurprisingly, the absence of friction in physical systems is cited
to illustrate the analytic power associated with ‘‘unrealistic’’ assumptions
(Friedman, 1953, pp. 16-19).

But whereas physicists were quickly reminded by their laboratory instru-
ments and the world around them that friction was pervasive and often needed
to be taken expressly into account, economists did not have a corresponding
appreciation for the costs of running the economic system. There is, for
example, no reference whatsoever to transaction costs, much less to transac-
tion costs as the economic counterpart of friction, in Milton Friedman’s
famous methodological essay (1953) or in other postwar treatments of
positive economics.”? Thus although positive economics admitted that fric-
tions were important in principle, it had no language to describe frictions in
fact.®

The neglect of transaction costs had numerous ramifications, not the
least of which was the way in which nonstandard modes of economic organi-
zation were interpreted. Until express provision for transaction costs was
made, the possibility that nonstandard modes of organization—customer and
territorial restrictions, tie-ins, block booking, franchising, vertical integra-
tion, and the like—operate in the service of transaction cost economizing was
little appreciated.pInstead, most economists invoked monopoly explana-
tions—be it of the leverage, price discrimination, or entry barriers kinds—
when confronted with nonstandard contracting practices (Coase, 1972, p.
67). Donald Turner’s views are representative: *‘l1 approach customer and
territorial restrictions not hospitably in the common law tradition, but inhos-
pitably in the tradition of antitrust.’*® As discussed below, the research agen-
da and public policy toward business were massively influenced by that
monopoly predisposition. The prevailing view of the firm as production func-
tion was centrally implicated in that situation.

THerbert Simon's treatments of decision-making in economics focus mainly on individual
rather than institutional features of economic organization (1959; 1962).

.sTo be sure, the market failure literature was concerned with many of the relevant issues.
But it rarely posed the issues in transaction cost terms. Armow's remarks are thus prescient: *‘1
C().ntend that market failure isa more general category than externality. . . . [Moreover|, market
failure is not absolute; it is better to consider a broader category, that of transaction costs, which

Ts )general impede and in particular cases completely block the formation of markets'” (1969, p.

) 9The quotation is attributed to Turmer by Stanley Robinson, 1968, N.Y. State Bar Associa-
tion, Antitrust Symposium, p. 29.

s
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1.2 Explication

Transaction cost economics poses the problem of economic organization as a
problem of contracting. A particular task is to be accomplished. It can be
organized in any of several alternative ways. Explicit or implicit contract and
support apparatus are associated with each. What are the costs?

Transaction costs of ex ante and ex post types are usefully distinguished.
The first are the costs of drafting, negotiating, and safeguarding an agree-
ment. This can be done with a great deal of care, in which case a complex
document is drafted in which numerous contingencies are recognized, and
appropriate adaptations by the parties are stipulated and agreed to in advance.
Or the document can be very incomplete, the gaps to be filled in by the parties
as the contingencies arise. Rather, therefore, than contemplate all conceivable
bridge crossings in advance, which is a very ambitious undertaking, only
actual bridge-crossing choices are addressed as events unfold.

Safeguards can take several forms, the most obvious of which is com-
mon ownership. Faced with the prospect that autonomous traders will experi-
ence contracting difficulties, the partics may substitute internal organization
for the market. This is not, to be sure, without problems of its own (see
Chapter 6). Moreover, ex ante interfirm safeguards can sometimes be fash-
joned to signal credible commitments and restore integrity to transactions.
The study of ‘‘nonstandard’ contracting is tentrally concerned with such

matters.
Most studies of exchange assume that efficacious rules of law regarding

contract disputes are in place and are applied by the courts in an informed,

sophisticated, and low-cost way. Those assumptions are convenient, in that

lawyers and economists are relieved of the need to examine the variety of

ways by which individual parties to an exchange ‘‘contract out of or away

from™” the governance structures of the state by devising private orderings./
Thus arises a division of effort whereby economists are preoccupied with the

economic benefits that accrue to specialization and exchange, while legal

specialists focus on the technicalities of contract law.

The ‘‘legal centralism’’ tradition reflects the latter orientation. It main-
tains that *‘disputes require “access’ to a forum external to the original social
setting of the dispute [and that] remedies will be provided as prescribed in
some body of authoritative learning and dispensed by experts who operate
under the auspices of the state’’ (Galanter, 1981, p. 1). The facts, however,
disclose otherwise. Most disputes, including many that under current rules
could be brought to a court, are resolved by avoidance, self-help, and the like
(Galanter, 1981, p. 2).
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The unreality of the assumptions of legal centralism can be defended by
reference to the fruitfulness of the pure exchange model. That i e isputed
lere. My concern is that the law and economics of Mng ave been
pushed into the background as a consequence. That is unfortunate, since in
“many instances the participants can devise more satisfactory solutions to
their disputes than can professionals constrained to apply general rules on the
basis of limited knowledge of the dispute’’ (Galanter, 1981, p. 4).1¢

The issues here are akin to those that were of concern to Karl Llewellyn
in his discussion of contract in 1931 but have been systematically evaded
since.!! But for the limitations of legal centralism, the ex post side of contract
can be disregarded. Given the very real limitations, however, with which
court ordering is beset, the ex post costs of contract unavoidably intrude.
Transaction cost economics insists that contracting costs of all kinds be ac-
corded parity.

! Ex post costs of contracting take several forms. These include (1) the
maladaption costs incurred when transactions drift out of alignment in relation
to what Masahiko Aoki refers to as the ‘‘shifting contract curve’ (1983),!2
(2) the haggling costs incurred if bilateral efforts are made to correct ex post
misalignments, (3) the setup and running costs associated with the governance
structures (often not the courts) to which disputes are referred, and (4) the
bonding costs of effecting secure commitments.

Thus suppose that the contract stipulates x but, with the benefit of
hindsight (or in the fullness of knowledge), the partics discern that they
should have done y. Getting from x to y, however, may not be easy. The
manner in which the associated benefits are divided is apt to give risc to
m.te.nsive, self-interested bargaining. Complex, strategic behavior may be
elicited. Referring the dispute to another forum may help, but that wilt vary
with the circumstances. An incomplete adaptation will be realized if, as a
consequence of efforts of both kinds, the parties move not to y but to y'.

A complicating factor in all of this is that the ex ante and ex post costs of
contract are interdependent. Put differently, they must be addressed simul-
taneously rather than sequentially. Also, costs of both types are often difficult

10 I
Marc Galanter elaborates as follows: ‘‘The variability of preferences and of situations,
C:mpared to the.small number of things that can be taken into account by formal ryles . . . and
t e‘loss. Qf meaning in t.ransforming the dispute into professional categories suggest limits on the
desirability of conforming outcomes 1o authoritative rules (1981, p. 4).

HSee **Prologue,’* Section 1.2.

12

Thc ex post transaction costs are related to, but plainly differ from, what Michael Jenscn

and 'Wl!ham Meckling refer to as agency costs, which they define as the sum of ‘(1) the

monitorifig cxpenditures of the principal, (2) the bonding expenditures by the agent, and (3) the
(1976, p. 308)—this last being a very cxpansive category.

residual loss™
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to-quantify. The difficulty, however, is mitigated by the fact that transaction
costs are always assessed in a comparative institutional way, in which one
mode of contracting is compared with another. Accordingly, it is the dif-
ference between rather than the absolute magnitude of transaction costs that
“matters. As Herbert Simon has observed, the comparison of discrete structural
alternatives can employ rather primitive apparatus—*‘such aﬁiffge‘;éan often
be carried out without elaborate mathematical apparatus or marginal calcula-
tion. In general, much cruder and simpler arguments will suffice to demon-
strate an inequality between two quantities than are required to show the
conditions under which these quantities are equated at the margin’’ (1978, p.
6). Empirical research on transaction cost matters almost never attempts to
measure such costs directly. Instead, the question is whether organizational
relations (contracting practices; governance structures) line up with the at-
tributes of transactions as predicted by transaction cost reasoning or not. /

1.3 The Larger Context

This book concentrates on transaction cost economizing, but the costs need to
be located in the larger context of which they are a part. Among the relevant
factors—to which | sometimes (but not continuously) refer—are the
following:

1. Holding the nature of the good or service to be delivered constant,
economizing takes place with reference to the sum of production and
transaction costs, whence tradeoffs in this respect must be recog-
nized.

2. More génerally, the design of the good or service to beXdelivered is a
decision variable that influences demand as well ‘as costs of both
kinds, whence design is appropriately made a part of the calculus.

3. The social context in which transactions are embedded—the
customs, mores, habits, and so on—have a bearing, and therefore
need to be taken into account, when moving from one culture to
another. 13

4. The argument relies in a general, background way on the efficacy of
competition to perform a sort between more and less efficient modes
and to shift resources in favor of the former. This seems plausible,
especially if the relevant outcomes are those which appear over inter-

13§ee Mark Granovetter (1983) for u discussion of the importance of embeddedness. Also
see Douglass North (1981). .
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vals of five and ten years rather than in the very near term.4 This
intuition would nevertheless benefit from a more fully developed
theory of the selection process. Transaction cost arguments are thus
open to some of the same objections that evolutionary economists
have made of orthodoxy (Nelson and Winter, 1982, pp. 356-70),
though in other respects there are strong complementarities (pp. 34—
38).

5. Whenever private and social benefits and costs differ, the social cost
calculus should govern if prescriptive treatments are attempted.

2. A Cognitive Map of Contract

The field of specialization with which transaction cost economics is most
closely associated is industrial organization. A number of the leading ap-
Rroaches to the study of industrial organization and the relation that transac-
tion cost economics bears to.them are examined here.

quustrial organization _examines contract in terms of the purposes
served. What are the parties trying to accomplish? Here as elsewhere in

. industrial organization, monopoly and efficiency purposes are usefully dis-

tinguished. The cognitive map shown in Figure 1-1 begins with this
distinction.

-]
~ & The Monopoly Branch

Atll of the approaches to contract shown in Figure 1-1, monopoly and effi-
ciency alike, -are concerned with the same puzzle: What purposes are served
by. supplanting classical market exchange—whereby product is sold at a
umform.price to all comers without restriction—by more complex forms of
contracting (including nonmarket modes of economic organization)? The mo-
nopoly approaches ascribe departures from the classical norm to monopoly

purpose. The efficiency approaches hold that the departures serve economiz-
Ing purposes instead.

TRt e o 1L
er'l;rh; ;lnr::tl;l:?v: W:,le:mt to that ‘expressed by Michael Spence in his conjecture that entry
long mum for Spencs mbazl 0 contestable markets in the long run (1983. p. 988). Although the
et 10 opene Span hau)f' excecds five or ten years, some of the evolutionary phenomena of
e ¢ y p 2 century. -Ong way of putting it is that I subscribe to weak-form

an strong-form selection, the distinction being that **in a relative sense, the fitter survive,

barri

but ther 18 no reason to SUpPpOS Yy ar y . .
i are fittest 1in any abs .
C. S I . se that the f bsolute sense (SlmOII, 1983 p. 69
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FIGURE 1-1. Cognitive Map of Contract
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The four monopoly approaches to contract are grouped under two head-
ings. The first examines the uses of customer and territorial restrictions, resale
price maintenance, exclusive dealing, vertical mtegratlon and the like in
relation to buyers. The second is concerned with the impact of such practices
on rivals.

The ‘‘leverage’ theory of contract and the price discrimination in-
terpretation of nonstandard contracting both focus on buyers. Richard Posner
(1979) associates leverage theory with the (earlier) ‘‘Harvard School™ ap-
proach and price discrimination with the *‘Chicago School’’ approach to
antitrust cconomics. Leverage theory maintains that original monopoly power
can be extended and that nonstandard contracting practices accomplish this.
Although leverage theory is largely discredited among economists, 15 it main-
tains ah appeal to many lawyers and continues to find ns way into legal
briefs!¢ and court opinions.!? & Tneermne Yewds

The price discrimination approach to nonstandard contracting maintains
that original monopoly power is unchanged. Price discrimination is merely a
means by which latent monopoly power is actualized. This interpretation of
nonstandard contracting has been advanced by Aaron Director and Edward
Levi (1956) in conjunction with tie-in sales and by George Stigler (1963) in
relation to block booking. Tie-in sales and block booking are purportedly
devices by which sellers are able to discover underlying product valuation
differences among consumers and to monetize consumers’ surplus.

The other two monopoly approaches examine nonstandard contracting
practices in relation to rivals. They are expressly concerned with the enlarge-

- at of monopoly power by large established firms in relation to smaller
actual or potential rivals. The barriers to entry literature, which is prominently
associated with the work of Joe Bain (1956), is in that tradition. The early
work in the area has come under considerable criticism, much of it originating

'5The *‘main’” leverage argument applics to the sale of complementary goods in the down-
stream market. Chicago maintains that tieing in these circumstances cannot extend monopoly
power but merely represents an effort to effect price discrimination: **absent price discrimination,
a monopolist will obtain no additional monopoly profits from monopolizing a complementary
product’” (Posner, 1976, p. 173). This assessment is widely conceded. Timothy Brennan and
Sheldon Kimmel have since examined the special but interesting case where the tie occurs not in
the downstream but in the upstream market. They show that a tie herc can effect a monopoly in
the second market if *‘economies of scope or demand conditions . . . [are] such that the pro-

ducers cannot sell the second good prof:mbly unless they sell the first good to the monopohsl as
well”” (1983, p. 21).

'GSCC, VfOr example, the amicus bricf prepared by Lawrence A. Sullivan in support of the
respondent in Monsanto Company v. Spray-Rite Servige Corporation.

17Although the majority opinion in Jefferson Parish Hosp. Dist. No. 2 v. Hyde (44CCH S.

Ct. Bull., P.) reaches the correct result, it also muddies the opinion by passing reference to
leverage theory.
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with the Chicago School. The main problems with the early work are that it
was static and did not carefully identify the essential preconditions for entry
barrier arguments to go through. The more recent literature on strategic be-
havior relieves many of the objections.!® Investment and information asym-
metries are expressly introduced. Intertemporal attributes are recognized; and
reputation effect features are developed. The use of nonstandard contracting
as a means of ‘‘raising rivals’ costs’’ (Salop and Scheffman, 1983) is an
especially intriguing possibility.

The recent strategic behavior literature excepted, all the monopoly ap-
proaches to contract work within the neoclassical framework, where the firm
is regarded as a production function. Inasmuch as the natural boundaries of
the firm are therein defined by technology, any effort by the firm to extend its
reach by recourse to nonstandard contracting was presumed to have monopo-
ly purpose and effect.'® This “‘applied price theory’’ approach to industrial
organization was the prevailing postwar orientation. As Coase observed
(1972, p. 61), it informed both of the leading industrial organization texts—
the one by Joe Bain (1958); the other by George Stigler (1968). The inhos-
pitality approach to antitrust law enforcement, to which I referred in 1.1, was
similarly oriented. Much of the strategic behavior literature, by contrast, is
more closely associated with the governance structure conception of the enter-
prise (see Chapter 14). So as to highlight this important monopoly distinction,
the dashed curve (denoted PF) in Figure 1-1 separates the earlier production
function approaches from the more recent strategic conception of contract.

2.2 The Efficiency Branch

Most of what I refer to as the New Institutional Economics is loct:ted on the
efficiency branch of contract. The efficiency branch of contract distinguishes
between those approaches in which incentive alignments are emphasized and
those which feature economies of transaction costs. The incentive alignment
literature focuses on the ex ante side of contract{ New forms of property rights
and complex contracting are thus interpreted as efforts to overcome the incen-
tive deficiencies of simpler property rights and contracting traditions. Ronald
Coase (1960), Armen Alchian (1961; 1965), and Harold Demsetz (1967,

18See Chapter 14.

19T be sure, it can be argued that price discrimination is efficient, which it ordinarily is if it
can be effected at zero transaction cost and if income distribution effects wash out. The zero
transaction cost assumption is rarely warranted, however. Private and social valuations of price
discrimination can yield contradictory results for this reason (Williamson, 1975, pp. 11-13).

%
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1969) are prominently associated with the property rights literature.?® Leonid
Hurwicz (1972; 1973), Michael Spence and Richard Zeckhauser (1971), Ste-
phen Ross (1973), Michael Jensen and William Meckling (1976), and James
Mirrlees (1976) opened up the agency approach.z‘

The property rights literature emphasizes that ownership matters, where
the rights of ownership of an asset take three parts: the right to use the asset,
the right to appropriate returns from the asset, and the right to change the form

" and/or substance of an asset (Furubotn and Pejovich, 1974, p. 4). Upon

getting the property rights straight, it is commonly assumed (often implicitly;
sometimes explicitly) that asset utilization will thereafter track the purposes of
its owners. This will obtain if (1) the legally sanctioned structure of property
rights is respected and (2) human agents discharge their jobs in accordance
“with instructions.22
Thus, whereas the monopoly branch of contract interprets nonstandard
forms of exchange as having monopoly purpose and effect, the property
rights literature would inquire whether mistaken property rights assignments
were responsible for resource misallocations. Redescribing property rights,
possibly in complex (nonstandard) ways, is what explains contractual irreg-
ularities. Put differently, discrete market contracting is supplanted by more
complex forms of contracting, because that is the way residual rights to
control can be placed in the hands of those who can use those rights most
productively.
The agency literature, particularly the early agency literature, empha-
sizes that principals contract in full awareness of the hazards that contract
»xecution by agents poses. Thus although the separation of ownership from
control attenuates profit incentives, that is anticipated at the time separation
occurs and is fully reflected in the price of new shares (Jensen and Meckling,
1976). The future therefore holds no surprises; all of the relevant contracting
action is packed into ex ante incentive alignments.k
Actually, as Michael Jensen’s influential survey points out (1983), the
agency literature has developed in two parts. He refers to the one branch as
the positive theory of agency. Here, ‘‘capital intensity, degree of specializa-

20For recent survey, see Louis De Alessi (1983). For an carlier survey, see Eirik Furubotn
and Steve Pejovich (1974).

21For a recent survey, see Stanley Baiman (1982).

22The recent treatment of vertical integration by Sanford Grossman and Oliver Hart illus-
trates both of these propositions. Thus they view asset ownership as control over residual rights:
**Each asset will have a single owner and that owner has the right to control the asset in the case
of a missing [contractual] provision™ (1984, p. 7). They further contend that the owner of
physical assets ‘*can order plant employees™ to utilize these assets in accordance with his
directions (1984, p. 17). Differences between market organization and vertical integration are
thus entirely attributed to the asset ownership differences that distinguish them.
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tion of assets, information costs, capital markets, and internal and external
labor markets are examples of factors in the contracting environment that
interact with the costs of various monitoring and bonding practices to deter-
mifie the contractual forms’’ (Jensen, 1983, pp- 334-35). The positive branch
repeatedly asserts that natural selection processes are reliably efficacious
(Fama, 1980; Jensen, 1983, p. 331; Fama and Jensen, 1983, pp. 301, 327)—
Armen Alchian’s classic but highly nuanced and very cautious statement of
the evolutionary approach to economics (195Q) being cited as the main
authority. .
Jensen refers to the second type of agency literature as that of ‘‘prin-
rcipal-agent’” (1983, p. 334). This relatively mathematical literature features
ex ante incentive alignments in superlative degree. It has come to be known
more recently as the mechanism design approach. This line of research is akin
to the earlier contingent claims contracting literature?? but moves beyond it by
admitting contracting complications in the form of private information. Com-
plex problems of incentive alignment are posed (which the contingent claims
contracting literature had ignored) if full and candid disclosure of private
information cannot be assumed. In other respects, however, the mechanism
design and contingent claims contracting literatures are very similar: Both
resolve all the relevant contracting issues in a comprehensive ex ante
bargain;2* and both assume that court ordering is efficacious.?> Again, effi-
ciency rather than monopoly purposes drive the argument. :
The transaction cost literature also maintains the rebuttable presumption
that nonstandard forms of contracting have efficiency purposes. Greater atten-
tion is shifted, however, to the contract execution stage. As shown in Figure

23Yrvyn King characterizes the Arrow-Debreu model as follows:

-J . commodities are distinguished not only by physical and spatial characterilstics, and by

e date at which the commodity is made available, but aiso by the *‘state of the world”’ in
which it is delivered. A *‘state of the world’’ is defined by assigning values to all the
uncertain variables which are relevant to the economy . . . and comprises a complete list of
all these variables. These states of the world are mutually exclusive, and together form an
exhaustive set. . . . Commodities are now defined as contingent on the occurrence of
certain events, and the market system comprises markets in all these contingent com-
modities. {1977, p. 128]

24The mechanism design litcrature assumes that the parties to a contract have the cognitive
competence to craft contracts of unrestricted complexity. In the language of Chapter 2, the parties
to a contract have unbounded rationality; see Bengt Holmstrom (1984). By contrast with the
property rights literature, the mechanism design approach holds that *‘since each party's obliga-
tion to the other is completely specified for every state of nature, there are no residual rights of
control over assets to be allocated”’ (Grossman and Hart, 1984, p. 7). Complex contracts are
therefore not concerned with residual rights but with getting the obligations defined at the
outset—due provision for private information having been acknowledged.

25See Baiman (1982, p. 168).
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1-1; the transaction cost approach i§ split into a governance branf:h and a
measurement branch. Of the two, this bool'( places grt.:ater emphasis on the
former. Both, however, arc important and. in fact are mterc?ependent.

In common with the property rights literature, transaction cost econom-
ics agrees that ownership matters. It furthermore ackno.wledgcs that ex a.me
incentive alignments matter. But whereas the property rights .and mecham.sm
design approaches work within the tradition of legal cer;trahsm., trz.msacfuon
cost economics disputes that court ordering is ef ficacious’ Attention is shlfted
instead to private ordering. What institutions are created w.ith what adaptw:c.
sequential decision-making and dispute settlement propemc?s? To ownership
and incentive alignment, therefore, transaction cost economics adds the prop-
osition that the ex post support institutions of contract matter.

James Buchanan has argued that ‘‘economics comes closer to being a
‘science of contract’ than a ‘science of choice’ [on which account) the max-
imizer must be replaced by the arbitrator, the outsider who tries to work out
compromises among conflicting claims™ (1975, p. 229). The gover.nance
approach adopts the science of contract orientation but joins the arbitrator
with an institutional design specialist. The object is not merely to resolve
conflict in progress but also to recognize potential conflict in advance and
devise governance structures that forestall or attenuate it.

Transaction cost economics maintains that it is impossible to concentrate
all of the relevant bargaining action at the ex ante contracting stage. Instead,
bargaining is pervasive—on which account the institutions of private order-
ing and the study of contracting in its entirety take on critical economic

) igniﬂcancc.\l‘he behavioral attributes of human agents, whereby conditions

""of bounded rationality and opportunism are joined, and the complex attributes
of transactions (with special reference to the condition of asset specificity) are
responsible for that condition.,

The measurement branch of transaction cost economics is concerned
with performance or attribute ambiguitics that are associated with the supply
of a good or service. The Alchian—Demsetz (1972) treatment of technological
nonseparabilities (team organization) is an example. The issues have since
been addressed by William Ouchi (1980b) in the context of work organization
and Yoram Barzel (1982) with respect to the organization of markets. A
recent interesting application is the study by Roy Kenney and Benjamin Klein
(1983) of what they refer to as “‘oversearching.”” They take exception with
Stigler’s view that block booking has monopoly (price discrimination) pur-
poses and argue instead that it serves ta economize on measurement costs.

As indicated, this book deals mainly with the govemance branch of
transaction cost economics. Measurement aspects are also treated, however—

as indeed they must be, as governance and measurement are interdependent.
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3. .The World of Contract

The world of contract is variously described as one of (1) planning, (2)
promise, (3) competition, and (4) governance (or private ordering). Which of
these descriptions is most applicable depends on the behavioral assumptions
that pertain to an exchange and on the economic attributes of the good or
service in question. ‘

As developed more fully in Chapter 2, the study of economic organiza-
tion turns critically on two behavioral assumptions. What cognitive compe-
tencies and what self-interest seeking propensities are ascribed to the human
agents engaged in exchange? Transaction cost economics assumes that human
agents are subject to bounded rationality, whence behavior is *‘intendedly
rational, but only limitedly so” (Simon, 1961, p. xxiv), and are given to
opportunism, which is a condition of self-interest seeking with guile. Transac-
tion cost economics further maintains that the most critical dimension for
describing transactions is the condition of asset specificity. Parties engaged in
a trade that is supported by nontrivial investments in transaction-specific
assets are effectively operating in a bilateral trading relation with one another.
Harmonizing the contractual interface that joins the parties, thereby to effect
adaptability and promote continuity, becomes the source of real economic
value.

But for uncertainty, problems of economic organization are relatively
uninteresting. Assume, therefore, that uncertainty is present in nontrivial
degree and consider the ramifications for contract of differences in bounded
rationality, opportunism, and assdt specificity. Assume, in particular, that
each of these conditions can take on either of two values: Either it is present in
significant degree (denoted +) or it is presumed to be absent (denoted 0).
Consider the three cases in which only one of these factors is presumed to be
absent and then that in which all three are joined. Table 1-1 shows the four
conditions to be compared and the contracting model that is associated with
each.

The case where parties are opportunistic and assets are specific but
economic agents have unrestricted cognitive competence essentially describes
the mechanism design literature (Hurwicz, 1972; 1973; Meyerson, 1979;
Harris and Townsend, 1981). Although the condition of opportunism requires
that contracts be written in such a way as to respect private information,
whence complex incentive alignment issues are posed, all the relevant issues
of contract are settled at the ex ante bargaining stage. Given unbounded
rationality, a comprehensive bargain is struck at the outset, according to
which appropriate adaptations to subsequent (publicly observable) contingent
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Table 1-1. Attributes of the Contracting Proccss

Behavioral Assumpition Implied
- Asset Contracting
zz:-zdnf,‘liity Opportunism Specificity Process
+ + Planning
: 0 + Promise
1 + 0 Competition
i + + Governance

events are fully described.\Contract execution problems thus ne.ver. arise (or
defection from such agreements is deterred because court adjudication of a'll
disputes is assumed to be efficacious (Baiman, 1982, p. 168)). Contract, in
the context of unbounded rationality, is therefore described as a world of
planning. .

Consider alternatively the situation where agents are subject to bounded
rationality and transactions are supported by specific assets, but the condition
of opportunism is assumed to be absent, which implies that the word of an
agent is as good as his bond. Although gaps will appear in these cont.racls,
because of bounded rationality, they do not pose execution hazards if the
parties take recourse to a self-enforcing general clause. Each p?ny to.lhe
contract simply pledges at the outset to execute the cor?tract efficiently (in a
joint profit maximizing manner) and to seek only fair retlllms at contract
renewal intervals. Strategic behavior is thereby denied. Parties to a contract
thus extract all such advantages as their endowments entitle them to \.when the
initial bargain is struck. Thereafter contract execution goes.efﬁcmntly to
completion because promises of the above-described kind are, in the absence
of opportunism, self-enforcing. Contract, in this context, reduces to a world
of promise.

Consider, then, the situation where agents are subject to bounded ra-
tionality and are given to opportunism, but asset specificity is presumed to be
absent. Parties to such contracts have no continuing interests in the identity of
one another. This describes the world where discrete market contracting is
efficacious, where markets are fully contestable,2® and where franchise bid-

26Djfferences between transaction cost economics and *‘contestability theory’” (Baumol,
Panzer, and Willig, 1982) in asset-specificity respects are noteworthy. Both approaches t.o th'e
study of economic organization acknowledge the importance of asset specificity, but they view it
from opposite ends of the telescope. Thus contestability theory reduces asset specificity 10
insignificance, so that hit-and-run entry is easy. Transaction cost economics, by contrast, magni-
fies the condition of asset specificity. The existence of durable, firm specific assets is held to be
widespread, and accordingly hit-and-run entry is often infeasible.
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ding for natural monopoly goes through. Inasmuch as fraud and egregious
contract deceits are deterred by court ordering,2? contract, in this context, is
described by a world of competition.

Each of the three devices fails when bounded rationality, opportunism,
and asset specificity are joined. Planning is necessarily incomplete (because
of bounded rationality), promise predictably breaks down (because of oppor-
tunism), and the pairwise identity of the parties now matters (because of asset
specificity). This is the world of governance. Since the efficacy of court
ordering is problematic, contract execution falls heavily on the institutions of
private ordering. This is the world with which transaction cost economics is
concerned. The organizational imperative that emerges in such circumstances
is this: Organize transactions so as to economize on bounde@yationality while
simultaneously safeguarding them against the hazards of opportunism. Such a
statement supports a different and larger conception of the economic problem
than does the imperative *‘Maximize profits!’

4. A Simple Contracting Schema

Assume that a good or service can be supplied by either of two alternative
technologies. One is a general purpose technology, the other a special purpose
technology. The special purpose technology requires greater investment in
transaction-specific durable assets and is more efficient for servicing steady-
state demands.

Using k as a measure of transaction-specific assets, transactions that use
the general purpose technology are ones for which & = 0. When transactions
use the special purpose technology, by contrast, a k > 0 condition exists.
Assets here are specialized to the particular needs of the parties. Productive
values wodld therefore be sacrificed if transactions of this kind were to be
prematurely terminated. The bilateral monopoly condition described above
and elaborated in Chapter 2 applies to such transactions.

Whereas classical market contracting— ‘*sharp in by clear agreement;
sharp out by clear performance’” (Macneil, 1974, p. 738)—suffices for trans-
actions of the & = 0 kind, unassisted market governance poses hazards
whenever nontrivial transaction-specific assets are placed at risk. Parties have
an incentive to devise safeguards to protect investments in transactions of the
latter kind. Let s denote the magnitude of any such safeguards. An s = 0
condition is one in which no safeguards are provided; a decision to provide
safeguards is reflected by an s > 0 result.

27The assumption that court ordering is efficacious in a regime of bounded rationality and
opportunism is plainly gratuitous, but it is the maintained assumption nonetheless.
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FIGURE 1-2. A Simplc Contracting Schema

-
-

Figure 1-2 displays the three contracting outcomes corresponding to
such a description. Associated with each node is a price. So as to facilitate
comparison between nodes, assume that suppliers (1) are risk neutral, (2) are
prepared to supply under either technology, and (3) will accept any safeguard
condition whatsoever so long as an cxpected breakeven result can be
projected. Thus node A is the general purpose technology (k = 0) supply
relation for which a breakeven price of p, is projected. The node B contract is
supported by transaction-specific assets (k > 0) for which no safeguard is
offered (s = 0). The expected breakeven price here is p. The node C contract
also employs the special purpose technology. But since the buyer at this node
provides the supplier with a safeguard, (s > 0), the breakeven price, p, at
node C is less than p.

The protective safeguards to which I refer normally take on one or more
of three forms. The first is to realign incentives, which commonly involves
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some type of severance payment or penalty for premature termination.\A
second is to create and employ a specialized governance structure to which to
refer and resolve disputes. The use of arbitration, rather than litigation in the
courts, is thus characteristic of node C governance. A third is to introduce
trading regularities that support and signal continuity intentions. Expanding a
trading relation from unilateral to bilateral exchange—through the concerted
use, for example, of reciprocity—thereby to effect an equilibration of trading
hazards is an example of that last.

This simple contracting schema, which will subsequently be elaborated,
applies to a wide variety of contracting issues. It facilitates comparative
institutional analysis by emphasizing that technology (k), contractual gover-
nance/safeguards (s) and price (p) are fully interactive and,are determined
simultaneously. Repeated reference to the schema will be made throughout
the book. Indeed, it is gratifying that so many applications turn out to be
variations on a theme. As Hayek observed, ‘‘whenever the capacity of recog-
nizing an abstract rule which the arrangement of these attributes follows has
been acquired in one field, the same master mould will apply when the signs
for those abstract attributes are evoked by altogether different elements’
(1967, p. 50).28

By way of summary, the nodes A, B, and C in the contractual schema set
out in Figure 1-2 have the following properties:

1. Transactions that are efficiently supported by general purpose assets
(k = 0) are located at node A and do not need protective governance
structures. Discrete market contracting suffices. The world of com-
petition obtains.

2. Transactions that involve significant investments of a transaction-
specific kind (k > 0) are ones for which the parties are effectively
engaged in bilateral trade.

3. Transactions located at node B enjoy no safeguards (s = 0), on which
account the projected breakeven supply price is great (5 > p). Such
transactions are apt to be unstable contractually. They may revert to
node A (in which event the special purpose technology would be
replaced by the general purpose (k = 0) technology) or be relocated to
node C (by introducing contractual safeguards that would encourage
the continued use of the & > 0 technology).

28Although [ was aware that the contractual approach to vertical integration on which I was
working in 1971 would have other applications (including labor market organization and regula-
tion), little did I imagine that nonstandard modes of contracting and corporate governance would
also yield to the same type of analysis upon restating the issues in contracting terms.
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4. Transactions located at node C incorporate safeguards (s > 0) and
thus are protectéd against expropriation hazards.

5. Inasmuch as price and governance are linked, parties to a contract
should not expect to have their cake (low price) and eat it too (no
safeguard). More generally, it is important to study contracting in its
entirety. Both the ex ante terms and the manner in which contracts are
thereafter executed vary with the investment charactristics and the
associated governance structures within which transactions are
embedded.

S. Ecenomic Organization of the Company Town

The c'ompany town is mainly regarded as a painful reminder of labor abuses
associated with an earlier era. Surely there is nothing favorable, much less
redeeming, that can be said about such a condition. ,
' Still, company towns were the exception rather than the rule. The ques-
ton, moreover, needs to be asked, why would anyone accept employment
under patently unfavorable terms? More generally, what are the relevant
contractual alternatives for which a comparative assessment is needed? In-
a'smuch as the study of extreme instances often helps to illuminate the essen-
:;als og ahsituation (Behavioral Sciences Subpanel, 1962, p. 5), an examina—l
on of the problem izati
ey problems of organization faced by the company town may be
The issues are addressed in two stages. The first illustrates the advan-
tages and the second the limitations of studying economic organization fr
the standpoint of ‘‘contracting in its entirety.”’ ‘ o

5.1 Contract Analysis

A§sgme the following: (1) A remote mineral source has been located, th
mining of which is deemed to be economical; (2) the mineral can be m‘ine;
(:lnly upon making significant investments in durable physical assets that are
;n;rzzii;:irﬁ zzrr:fzdcployable; (3) requisite labor skills are not firm-specific to
o o Wea::li:ct?, b:t ther‘e ar.e set-up costs. associated with labor reloca-
o d, b e r in the regfon 1s severe, which necessitates the provision
. ura' e housing for protection from the clements; (5) the community of
n?me.rs 15 too small to support more than one general store; and (6) the nearest
city is forty miles away.
I'wish to focus on two issues: Should the workers or the mining firm own
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the homes in the community? And how should the general store be owned and
operated? So as to display the relevant features more clearly, two different
mobility scenarios will be considered.

a. THE IMMOBILE SOCIETY

This is the pre-automobile era. The firm advertises for workers and
describes the terms of employment. Given the remote location, workers will
be concerned not merely with wages but also with housing and with the
economic infrastructure.

Were the firm to decide to construct housing itself, it could then (1) sell
the homes to the workers, (2) rent the homes to workers on short-term leases,
(3) write long-term leases with severe penalties for carly terminatlon by the
lessee, or (4) write long-term leases that bind the firm but permit easy termi-
nation by the lessee. Alternatively, the firm could (5) require workers to
construct their own housing.

Given the thin market, workers who constructed their own homes would,
in effect, be making firm-specific investments. Lacking contractual safe-
guards—buy-back clauses (whereby the company guarantees a market in the
event of layoff or termination), long-term employment guarantees, lump sum
severance awards, death benefits, and the like—workers will agree to make
such investments only if offered a sign-on bonus and/or a wage premium.
Expressed in terms of the contractual schema in Figure 1-1, that last corre-
sponds to a node B rather than a node C result (which is to say, a w > w
outcome).

Node B outcomes, however, are notoriously inefficient. The marginal
costs of the firm will be driven up by a w wage bargain, whence the firm will
make layoffs according to an inefficient criterion. Home designs chosen by
the workers will likewise be compromised in consideration of the hazards.
The advantages of concentrating all the specific investments on the mining
firm are thus apt to be apparent to both parties at the outset (or will become
obvious during negotiations). Accordingly, home ownership by the mining
firm coupled with efficient lease terms ought to be observed. Option 4—long-
term leases that bind the lessor but provide easy release for the lessee—have
obvious attractions.?” :

Consider the general store. The leading possibilities here are: (1) The

29Whether the defects of the first three options described in the text exceed those of option
(4) is left as an exercise for the reader. Rental arrangements arc favored by assuming that
occupants will exercise due care, which requires that deterrents for abuscs that can be imple-
mented to the satisfaction of the parties be included in the lease agreement. For a related
discussion, see Alchian (1984, p. 40).
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store is owned by the mining firm and (2) operated as a monopoly, (b) placed
under a fair rate of return constraint, or (c) placed under a market basket
(index number) constraint; (2) a muitiyear franchise is awarded to the highest
bidder, the receipts from which bidding competition are (a) paid to the com-
pany treasury, (b) divided among the initial group of workers, or (c) placed in
a money market fund and paid out to customers over the life of the franchise
in proportion to purchases; and (3) the store is owned and operated by the
workers as a cooperative. Although none of these is unpreblematic, options
2¢ and 3 have much to recommend them.3? Whatever the determination, the
more general point is this: The wage bargain to which the workers agree will
be conditional on, rather than independent of, the way in which the general
store is owned and operated if, as assumed, contract realizations reflect all of
the salient features—of which the ownership and governance of the general
store are plainly germane.

b. THE MOBILE SOCIETY

The appearance of the automobile, mobile homes, home freezers, mail
order houses, and the like greatly relieve the contracting difficulties of the
premobility era: The need for site-specific investments in homes is alleviated
by the invention of suitable assets on wheels, which is what the mobile home
option represents. Exclusive reliance on the general store is relieved by the
possibility of shopping at a distance, which cheap transportation to the nearby
city and purchases from mail order houses permit. Changes in markets and
technology thus have sweeping contracting ramifications. In effect, a viable
node A alternative has been introduced into what had previously becn a
contractually complicated node B/node C choice set.

_ To be sure, remote mining communities may present still other issues for
which careful comparative institutional assessments will be needed. Plainly
hows\.ler, contractual strains of the earlier era are greatly alleviated by thc;
mobility that assets.on wheels and competition permit.

5.2 Some Reservations

If contracting in its entirety reliably obtains, then an efficient configuration of
wages, home own§r§hlp, company store operations, and the like will appear,
whatever the mobility condition of the population. What then explains the

w1d§spread discontent with the organization of company towns in the pre-
mobility era?

3 . . .
0Again, this is left as an exercise for the reader.
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There are two leading possibilities. One is that students of company
towns have not performed the relevant comparative institutional tests. Rather
than describe and evaluate the actual set of contractual choices from which
company town organization is constrained to choose, company towns are
compared instead with noncompany towns. Unsurprisingly, company towns
fare poorly in the comparison. Inasmuch, however, as such a comparison is
operationally irrelevant, it is wholly unhelpful to an understanding of the

organizational problems with which the company town is faced.
The second possibility is that, especially in the context of labor market

organization, contracting in its entirety is rarely realized. Company towns
would be a good deal less objectionable if they were actually. organized along
efficient contracting principles. But what company store was ever o{ganized
as a cooperative? A chronic problem with labor market organization is that
workers and their families are irrepressible optimists. They are taken in by
vague assurances of good faith, by legally unenforceable promises, and by
their own hopes for the good life. Tough-minded bargaining in its entirety
never occurs or, if it occurs, comes too late. An objective assessment of
employment hazards that should have preceded any employment agreement
thus comes only after disappointment. ‘‘Demands’’ for redress in those cir-
cumstances are apt to be regarded as a bluff—based, as they are, on weak-
ness. Collective organization may help, but it entails a struggle. Ensuing
settlements may stanch the losses rather than effect a transfusion.

I submit that both factors contribute to the low opinion with which
company towns are held. As stated at the outset, however, this book does not
atternpt a comprehensive treatment of all the relevant factors. Instead, I con-
sistently assume that the parties to a contract are hard-headed and that the
ramifications of alternative contracts are intuited if not fully thought through.
This often sheds insights, but not without cost. Omissions and distortions
sometimes result. Such costs are less severe, | believe, where commercial
contracting practices (including vertical integration and supporting internal
governance structures) are under review than when labor market organization
is being studied. In any event, my emphasis on previously neglected transac-
tion cost features is meant to redress an earlier imbalance. I fully concur that
complex contracting will be better understood if examined from several well-
focused perspectives.

6. Applications

The applications of transaction cost economics sketched here are developed
more extensively in later chapters. The object is merely to motivate the
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proposition that transaction cost economics makes useful contact with many
of the issues of central interest to applied microeconomics.

6.1 Vertical Market Restrictions

Whereas it was once common to approach customer and territorial restrictions
and related forms of nonstandard contracting as presumptively anticom-
petitive, transaction cost economics maintains the rebuttable presumption that
such practices have the purpose of safeguarding transactions. The contracting
schema in section 4 discloses that firms in which specific assets are placed at
hazard (¢ > 0) have an incentive to devise protective governance (s > 0),
thereby to locate at node C. Many of the nonstandard practices, of which
customer and territorial restrictions are examples, serve precisely this
purpose.

Thus suppose that a firm develops a distinctive good or service and
distributes it through franchisees. Assume further that the incentive to pro-
mote-the good or service experiences externalities: Some franchisees may
attempt to free-ride off of the promotional efforts of others; or franchisees that
serve a mobile population may cut costs, allow quality to deteriorate, and shift
the reputation effect onto the system. Franchisors thus have an incentive to
extend their reach beyond the initial franchise award to include constraints on
the condition of supply.

Transparent though that may be, it was not always so. Consider the
position of the government in arguing the Schwinn case before the Supreme
Court: A “*rule that treats manufacturers who assume the distribution function
more leniently than those who impose restraints on independent distributors
merely reflects the fact that, although integration in distribution sometimes
benefits the economy by leading to cost savings, agreements to maintain
resale prices or to impose territorial restrictions of limited duration or outlet
limitations of the type involved here have never been shown to produce
comparable economies.’’3! The clear preference for internal over market
modes of organization is consonant with the then prevailing preoccupation
with technological features and the associated disregard for the benefits of
Contractual safeguards.?? In terms of the contracting schema set out in Figure
1-2, the government implicitly assumed that all trades were of a node A

" 31Brief for the United States at 58, United States v. Arnold, Schwinn & Co., 388 U.S. 365
967).

3_2Lester Telser's insightful treatment of **abusive trade practices’’ (1965) was in the public
domain but was simply disregarded.
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kind— whence any efforts to impose restrictions were presumptively anticom-
petitive.

6:2 Price Discrimination

The Robinson-Patman Act has been interpreted as an effort “‘to deprive a’

large buyer of [discounts] except to the extent that a lower price could be
justified by reason of a seller’s diminished cost due to quantity manufacture,
delivery, or sale, or by reason of the seller’s good faith effort to meet a
competitor’s equally low price.’’33 Again, this assumes a node A transaction.
If, however, a seller is operating on the k > 0 branch and is selling to buyers
onc of which offers a contractual safeguard while the other refuses, it ¥s
unrealistic to expect that product will be sold to both at an identical price.
Instead, the node B buyer must pay a premium (5 > j) to reflect his refusal to
~ safeguard the hazard.

6.3 Regulation/Deregulation

Monopoly supply is efficient where economies of scale are large in relation to
the size of the market. But, as Friedman laments, *‘There is unfortunately no
good solution for technical monopoly. There is only a choice among three
evils: private unregulated monopoly, private monopoly regulated by the state,
and government operation’” (1962, p. 128).

Friedman characterized private unregulated monopoly as an evil because
he assumed that private monopoly ownership implied pricing on monopoly
terms. As subsequently argued by Demsetz (1968b), Stigler (1968), and
Posner (1972), however, a monopoly price outcome can be avoided by using
ex ante bidding to award the monopoly franchise to the firm that offers to
supply product on the best terms. Demsetz advances the franchise bidding for
natural monopoly argument by stripping away ‘‘irrelevant complications’’ —
such as equipment durability and uncertainty (1968b, p. 57). Stigler contends
that ‘‘customers can auction off the right to scll electricity, using the state as
an instrument to conduct the auction. . .. The auction ... consists of
{franchise bids] to sell cheaply’” (1968, p. 19). Posner agrees and furthermore
holds that franchise bidding is an efficacious way by which to award and
operate cable TV franchises.

Transaction cost economics recognizes merit in the argument but insists
that both ex ante and ex post contracting features be examined. Only if

33FTC v Morton Salt Co., 334 U.S. 37 (1948). Emphasis added.

R
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competition is efficacious at both stages does the franchise bidding argument
go through. The attributes of the good or service to be franchised are crucial to
the assessment. Specifically, if the good or service is to be supplied under
conditions of uncertainty and if nontrivial investments in specific assets are
involved, the efficacy of franchise bidding is highly problematic. Indeed, the
implementation of a franchise bidding scheme under those circumstances
essentially requires the progressive elaboration of an administration apparatus
that differs mainly in name rather than in kind from the sort associated with
rate of return regulation. It is elementary that a change in name lacks com-
parative institutional significance.

This is not, however, to suggest that franchisc bidding for goods or
services supplied under decreasing cost conditions is never feasible or to
imply that extant regulation or public ownership can never be supplanted by
franchise bidding with net gains. Examples include local service airlines and,
possibly, postal delivery. The winning bidder for each can be displaced with-
out posing serious asset valuation problems, since the base plant (terminals,
post office, warehouses, and so on) can be owned by the government, and
other assets (planes, trucks, and the like) will have an active secondhand
market. It is not, therefore, that franchise bidding is totally lacking in merit.
On the contrary, it is a very imaginative proposal. Transaction cost economics
maintains, however, that all contracting schemes—of which franchise bid-
ding for natural monopoly is one—need to be examined microanalytically and
assessed in a comparative institutional manner.

7. Concluding Remarks

Transaction cost economics relies on and develops the following propositions:

1. The transaction is the basic unit of analysis.

2. Any problem that can be posed directly or indirectly as a contracting
problem is usefully investigated in transaction cost economizing
terms.

3. Transaction cost economies are realized by assigning transactions
(which differ in their attributes) to governance structures (which are
the organizational frameworks within which the integrity of a con-
tractual relation is decided) in a discriminating way. Accordingly:
a. The defining attributes of transactions need to be identified.

b. The incentive and adaptive attributes of alternative governance
structures need to be described.

4. Although marginal analysis is sometimes employed, implementing
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transaction cost economics mainly involves a comparative institu-
tional assessment of discrete institutional alternatives—of which
classical market contracting is located at one extreme; centralized,
hierarchical organization is located at the other; and mixed modes of
firm and market organization are located in between.

5. Any attempt to deal seriously with the study of economic organiza-
tion must come to terms with the combined ramifications of bounded
rationality and opportunism in conjunction with a condition of asset
specificity.

Note, with respect to this last, that the main differences in the four
concepts of contract that are discussed in the text can be traced to variations in
one or more of these three conditions. Thus contract as comprehensive ex ante
planning and contract as promise both make heroic assumptions about human
nature—the absence of bounded rationality being featured by the one (plan-
ning); the absence of opportunism being presumed by the other (promisc). By
contrast, concepts of contract as competition and contract as governance make
less severe demands in behavioral respects. Both accommodate and/or make
express provision for bounds on rationality and the hazards of opportunism.

Thus it is the condition of asset specificity that distinguishes the com-
petitive and governance contracting models. Contract as competition works
well where asset specificity is negligible. This being a widespread condition,
application of the competitive model is correspondingly broad. Not all invest-
ments, however, are highly redeployable. Use of the competitive model out-
side of the circumstances to which it is well-suited can be and sometimes is
misleading. ,

Whereas the competitive model of markets has been developed to a
refined degree, the formidable difficulties that attend contracting in the con-
text of nonredeployable investments have only recently come under scrutiny.
This is largely because the sources and economic importance of asset specific-
ity had previously been undervalued. Extending the theory of economic orga-
nization to deal with asset specificity has been a central preoccupation of the
New Institutional Economics research agenda. This book advances and em-
ploys a private ordering approach to economic organization in which the
concept of contract as governance is featured.

CHAPTER 2

Contractual Man

Complex systems are usefully studied from several points of view. Among
those that have been productively employed are economic man, working man,
political man (Rawls, 1983, p. 13), and even hierarchical man: The approach
to the study of economic organization employed in this book is that of con-
tractual man.

As set out in Chapter 1, a variety of economic approaches have been
employed in assessing contract. Those different approaches are distinguished
by (1) the behavioral assumptions imputed to contractual man, (2) the at-
tributes of transactions believed to be of economic importance, and (3) the
degree to which the courts are relied upon for settling disputes. This chapter
elaborates on the first two. The private ordering versus legal centralism issue
is developed further in Chapter 3.

The behavioral assumptions on which transaction cost economics relies
are described in section 1. The principal dimensions for characterizing trans-
actions are examined in section 2. The ‘‘fundamental transformation,”’ which
is responsible for a widespread condition of bilateral contracting is discussed
in section 3. Although there are no substantive results in this chapter, asset
specificity and the fundamental transformation both play leading roles in the
chapters that follow. Note should be taken of them, therefore, even by those
who regard behavioral assumptions as unimportant.

43
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1. Behavioral Assumptions

Many economists treat behavioral assumptions' as a matter of convenience.
This reflects a widely held opinion that the realism of the assumptions is
unimportant and that the fruitfulness of a theory tumns on its implications
(Friedman, 1953).2 As noted carlier, however, Bridgeman urges that an un-
derstanding of the actions of men requires more self-conscious attention to the
study of how the minds of men work (1955, p. 450). Iredell Jenkins concurs.
He observes that ‘‘human institutions—including law—inherit their major
problems and purposes from the general condition of man’” and holds that the
study of mind and of social process is needed to get at the roots (1980, p. 5).
As Coase puts it, ‘‘Modern institutional economics should study man as he is,
acting within the constraints imposed by real institutions. Modern institutional
economics is economics as it ought to be’” (1984, p. 231).

Transaction cost economics characterizes human nature as we know it by
reference to bounded rationality and opportunism.? The first acknowledges
limits on cognitive competence. The second substitutes subtle for simple self-
interest seeking.

1.1 Rationality

Three levels of rationality are usefully distinguished. The strong form con-
templates maximizing. Bounded rationality is the semistrong form.? The

weak form is organic rationality.

'Beauty, it is said, is in the eye of the beholder. There is a sense in which the same is true of
behavioral assumptions. Thosec who arc impatient with such matters may -therefore want to skip
directly to Section 2. Plainly, however, many of differences among alternative approaches to the
study of economic organization owe their origins to undcrlying differences in the behavioral
assumptions (see Section 1.3).

2For a recent and informed critique of this **official methodology," scc Donald McCloskey
(1983). For a recent endorsement, sce Baiman (1982, p. 177).

31 originally intended also to include a discussion of dignitarian values and how these
influence economic organization. The effort was not successful, however. I regard this as a
regretable shortfall and hope that it will be remedicd. Occasional reference to dignity appears in
the text (mainly in conjunction with the employment relation and informal organization), and the
issues are discussed in a more general way in Chapter 15. A more complete and systematic
treatment of the ramifications of dignity for economic organization is sorcly needed. The pos-
sibility that economic organization is sometimes distorted by excesses of optimism is introduced
in section 5.2 of Chapter 1. This too needs development.

4Note that this docs not exhaust the rationality categories. Nonrationality and irrationality.
might also be included. Their cxclusion here reflects the view expressed in Chapter 1 that the
study of economic organization is better advised to focus on the purposes served.
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a. MAXIMIZING

Neoclassical economics maintains a maximizing orientation. That is un-
objectionable, if all of the relevant costs are recognized.> The maximizing
tradition does not, however, encourage such recognitions. Instead, the role of
institutions is suppressed in favor of the view that firms are productiop func-
tions, consumers are utility functions, the allocation of activity between alter-
native modes of organization is taken as given, and optimizing is ubiquitous
{DeAlessi, 1983). Contingent claims contracting of the Arrow-Debreu kind
is an especially ambitious form of maximizing. The occasion to study alter-
native means of contracting vanishes upon assuming that comprehensive in-
tertemporal trading of this kind is feasible. The world being reduced to a
single gigantic once-for-all higgle-haggle (Meade, 1971, p. 166), technology,
initial endowments, and risk preferences and perceptions are fully
determinative.

b. BOUNDED RATIONALITY

Bounded rationality is the cognitive assumption on which' transaction
cost economics relies. This is a semistrong form of rationality in which
economic actors are assumed to be *‘intendedly rational, but only limitedly
s0’’ (Simon, 1961, p. xxiv). Note the simultaneous reference to both intended
and limited rationality. That conjunction has been resisted by both economists
and other social scientists, albeit for different reasons. Economists object to it
because limits on rationality are fnistakenly interpreted in nonrationality or
irrationality terms. Regarding themselves as they do as the *“‘guardians of
rationality”” (Arrow, 1974, p. 16), economists are understandably chary of
such an approach. Other social scientists demur because reference to intended
rationality makes too great a concession to the economists’ maximizing mode
of inquiry. The upshot is that bounded rationality invites attack from both
sides.

Transaction cost economics acknowledges that rationality is bounded
and maintains that both parts of the definition should be respected. An econo-
mizing orientation is elicited by the intended rationality part of the definition,
while the study of institutions is encouraged by conceding that cognitive
competence is limited.

SNot all skeptics of maximizing analysis would agree with this. I am nevertheless persuaded
that most of the matters with which this book is concerned can be dealt with more formally.
Often, however, formal cfforts to introduce the relevant costs pull up short and/or do so in a way
that lacks operational significance. Despite this. progress with formalization has occurred and is
in prospect.
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Comprehensive contracting is not a realistic organizational alternative
when provision for bounded rationality is made (Radner, 1968). If mind is the
scarce resource (Simon, 1978, p. 12), then economizing on claims against it
is plainly warranted. Respect for limited rationality elicits deeper study of
both market and nonmarket forms of organization. Given limited competence,
how do the parties organize so as to utilize their limited competence to best
advantage? Views to the contrary notwithstanding, the set of issues on which
economic reasoning can usefully be brought to bear is enlarged rather than
reduced when bounds on rationality are admitted.

Economizing on bounded rationality takes two forms. One concerns
decision processes, and the other involves governance structures. The use of
heuristic problem-solving—both in general (Simon, 1978) and in conjunction
with specific problems, such as Rubic’s cube (Heimer, 1983)—is a decision
process response. Transaction cost economics is principally concerned, how-
ever, with the ecohomizing consequences of assigning transactions to gover-
nance structures in a discriminz;ting way._Confronted with the realities of
bounded rationality, the costs of planning, adapting, and monitoring transac-
tions need expressly to be considered. Which governance structures are more
efficacious for which types of transactions? Ceteris paribus, modes that make
large demands against cognitive competence are relatively disfavored.®

C. ORGANIC RATIONALITY

The weak form of rationality is process or organic rationality, the type of
rationality with which modern evolutionary approaches (Alchian, 1950;

Sit is sometimes argued that bounded rationality is mercly a convoluted way of stating that
information is costly. Once this has been acknowledged, maximizing modes of analysis can deal
with all of the issues with which bounded rationality is concerned. There is something to be said
for this: As Simon obscrves, a large “‘plot of common ground is shared by optimizing and
satisficing analysis’" (1978, p. 8. n. 6). Although one might, on grounds of parsimony, recom-
mend that “‘we prefer the postulate that men are rcasonablc to the postulate that they are
supremely rational when cither one of these assumptions will do* (Simon, 1978, p. 8), it is easy
10 understand how others can decide differeptly. Working within an extended neoclassical frame-
work is not a benefit that will be sacrificed lightly.

As Richard Nelson and Sidncy Winter argue, however, fundamental tensions remain:

There is . . . a fundamental difference between a situation in which a decision maker is
uncertain about the statc X and a situation in which the decision maker has not given any
thought to whether X matters or not, between a situation in which a prethought cvent
judged of low probability occurs and a situation in which something occurs that never has
been thought about. . . . Most complex models of maximizing choice do not come to grips
with the problem of bounded rationality. Only metaphorically can a limited information
model be regarded as a model of decision with limited cognitive abilities. [1982. pp. 66—
67] :

Evolutionary economics, of the kind with which Nelson and Winter are associated, relies tess on
intended rationality and morc on the limits of rationality than do I.
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Nelson and Winter, 1982) and Austrian economics (Menger, 1963; Hayek,
1967; Kirzner, 1973) are associated. But whereas Nelson and Winter deal
with evolutionary processes within and between firms, the Austrian approach
is concerned with processes of the most general kinds—the institutions of
money, markets, aspects of property rights, and law being examples. As
Louis Schneider puts it, such institutions *‘are not planned. A general blue-
print of the institutions is not aboriginally in anyone’s mind. {Indeed}, there
are situations in which ignorance . . . works more ‘effectively’ toward cer-
tain ends than would knowledge of and planning toward those same ends’’
(1963, p. 16). Although transaction cost economizing is surely an important
contributor to the viability of the institutions with which Austrian economics
is concerned, and a joinder of the two approaches would be useful, the
reséarch agenda of organic rationality and transaction cost economics are
currently rather different. They are nevertheless complementary; cach can
expect to benefit from the insights of the other (Langlois, 1982, p. 50).

1.2 Self-interest Orientation |

~ Three levels of self-interest seeking can also be distinguished. The strongest

form, the one to which transaction cost economics appeals, is opportunism.
The semistrong form is simple self-interest secking. Obedience is the weak
(really null) form.

4. OPPORTUNISM

By opportunism I mean self-interest seeking with guile. This includes
but is scarcely limited to more blatant forms, such as lying, stealing, and
cheating. Opportunism more often involves subtle forms of deceit. Both
active and passive forms and both ex ante and ex post types are included.

Ex ante and ex post opportunism are recognized in the insurance liter-
ature under the headings of adverse selection and moral hazard, respectively.
'I.'he first is a consequence of the inability of insurers to distinguish between
risks and the unwillingness of poor risks candidly to disclose their true risk
condition. Failure of insureds to behave in a fully responsible way and take
appropriate risk-mitigating actions gives rise to ex post execution problems.
Both conditions are subsumed under the heading of opportunism. ’

More generally, opportunism refers to the incomplete or distorted dis-
CI'OSm"e of information, especially to calculated efforts to mislead, distort,
dl'sgulse, obfuscate, or otherwise confuse. It is responsible for real or con- -
tnved conditions of information asymmetry, which vastly complicate prob-
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lems of economic organization. Both principals and third parties (arbitrators,
courts, and the like) confront much more difficult ex post inference problems
as a consequence. It is not necessary, moreover, that all parties be given to
opportunism in identical degree. Indeed, problems of economic organization
are compounded if the propensity to behave opportunistically is known to
vary among members of the contracting population, since now gains can be
realized by expending resources to discriminate among types.l
Nicholas Georgescu-Roegen’s reference to behavior that deviates from
the rules is consonant with this view of human nature. As he puts it:
[Olbservation of what happens in the economic: sphere of organizations, or
between organizations and individuals, [reveals] phcnomena that do not consist
of tatonnement with given means toward ends according to the rules. They show
beyond any doubt that in all societies the typical individual continually pursues

also an end ignored by the standard framework: the increase of that {which} he
can claim as his. . . . It is the pursuit of this end that makes the individual a true

agent of the economic process. [1971, pp. 319-20; emphasis added]

Plainly, were it not for opportunism, all behavior could be rule governed.
This need not, moreover, require comprehensive preplanning. Unanticipated
events could be dealt with by general rules, whereby the parties agree to be
bound by actions of a joint profit-maximizing kind. Thus problems during
contract execution could be avoided by ex ante insistence upon a general
clause of the following kind: I agree candidly to disclose all relevant informa-
tion and thereafter to propose and cooperate in joint profit-maximizing
courses of action during the contract execution interval, the benefits of which
gains will be divided without dispute according to the sharing ratio herein
provided.’ 4
It is noteworthy that Niccold Machiavelli’s efforts to deal with “‘men as
they are”’ (Gauss, 1952, p. 14) makes prominent provision for opportunism.
Upon observing that humans have a propensity to behave opportunistically,
Machiavelli advised his prince that ‘‘a prudent ruler ought not to keep faith
when by so doing it would be against his interest, and when the reasons which
made him bind himself no longer exist. . . . [L]egitimate grounds [have
never] failed a prince who wished to show colourable excuse for the promise™
(Gauss, 1952, pp. 92-93). But reciprocal-or preemptive opportunism is not
the only lesson to be gleaned from an awareness that human agents are not
fully trustworthy. Indeed, that is a very primitive response. l
The more important lesson, for the purposes of studying economic orga-
nization, is this: Transactions that are subject to ex post opportunism will
benefit if appropriatc safeguards can be devised ex ante. Rather than reply to
opportunism in kind, therefore, the wise prince is one who sceks both to give
and to receive ‘‘credible commitments.”’ Incentives may be realigned, and/or
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superior governance structures within which to organize transactions may be
devised.- The ramifications are developed more completely in subsequent
chapters. {

As discussed below, opportunism is a troublesome source of ‘‘behav-
joral”’ uncertainty in economic transactions—which uncertainty would vanish
either if individuals were fully open and honest in their efforts to realize
individual advantage or, alternatively, if full subordination, self-denial, and
obedience could be presumed. Open or simple self-interest seeking is the
motivational assumption on which neoclassical economics relies. It is the
semistrong form of self-interest seeking. Obedience is tantamount to non-self-
interest seeking.

b. SIMPLE SELF-INTEREST SEEKING

Although neoclassical man confronts self-interested others across mar-
kets, this mercly presumes that bargains are struck on terms that reflect
original positions. But initial positions will be fully and candidly disclosed
upon inquiry, state of the world declarations will be accurate, and execution is
oath- or rule-bound in the manner described above. Accordingly, whereas
parties realize all advantages that their wealth, resources, patents, know-how,
and so forth lawfully entitle them, those are all evident from the outset.
.Inasmuch as there are no surprises thereafter, a condition of simple self-
interest seeking may be said to obtain. Issues of economic organization thus
turn on technological features (e.g. scale economies), there being no prob-
lematic behavior attributable to rule deviance among human actors.”

€. OBEDIENCE

.Obedience is the behavioral assumption that is associated with social
engineering (Georgescu-Roegen, 1971, p. 348). Adolph Lowe puts it as
follows: ““One can imagine the limiting case of a monolithic collectivism in
which the prescriptions of the central plan are carried out by functionaries
who fully identify with the imposed macrogoals. In such a system the eco-
npmically relevant processes reduce almost completely to technical manipula-
tions™* (1965, p. 142). The full identification to which Lowe refers contem-
plates stev'/ardship qf an extreme Kind in which self-interestedness vanishes.
Although it is a recurrent theme throughout utopian and related literatures, to

) 7As Peter Diamond puts it, standard economic models treat *
with fixed rules which they obey. They do not buy more than
embezzle funds, they do not rob banks'" (1971, p. 31).

‘individuals as playing a game
they can pay for, they do not
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project such ‘‘mechanistic orderliness’” is even more unwarranted than *‘the
basic position of standard economics’ (Georgescu-Roegen, 1971, p. 348).
Problems of economic organization would nevertheless be, greatly simplified
if that condition were satisfied or even closely approximated. Robots have the
feature that they satisfy obedience requirements at zero social conditioning
cost, albeit within a limited range of responsiveness. :

1.3 Some Comparisons

The main behavioral assumptions which contingent claims, mechanism de-
sign, transaction cost economics, evolutionary (or organic) economics, team
theory, and utopian approaches employ are summarized in Figure 2-1. Of
special importance is that transaction cost economics pairs a semistrong form
of cognitive competence (bounded rationality) with a strong motivational
assumption (opportunism). Without both, the main problems of economic
organization with which this book is concerned would vanish or be vastly
transformed.

Thus there would be relatively little scope for organizational design and
analysis if either high-powered or organic rationality prevailed. Comprehen-
sive contracting would rule in the first instance, while conscious efforts give
way to evolutionary processes in the second. Were it not for opportunism,
moreover, the general clause device—whereby parties agreed to be bound by

Behavioral Assumptions

Self:Interest
Rationality Orientation
Strong CC:MD TCMD
Semi-strong TC. T CC
Weak E uT

CC: CONTINGENT CLAIMS
MD: MECHANISM DESIGN
TC: TRANSACTION COST

E: EVOLUTIONARY

U: UTOPIAN

T: TEAM THEORY

FIGURE 2-1. Behavioral Assumptions of Alternative Approaches to Economic
Organization
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actions of a joint profit-maximizing kind—would also support ubiquitous
contracting. There simply is no occasion to supplant market exchange by
other modes of economic organization if promises to behave in a joint profit-
maximizing way are self-enforcing and if sharing rules are agreed to at the
outset. These issues are discussed further in the Appendix.

Mechanism design theory couples a variant of unbounded rationality
with opportunism. The rationality variar&’ks_this: ?n\é’nformation impacted-
ness condition exists, whereby the principal and agent have knowledge of
different and essentially private information and engage in complex contract-
ing. Mechanism design theory is thus located between contingent claims
contracting and transaction cost economics in rationality respects. Imputing
high-powered computational capacity is consonant with the former, while an
information asymmetry condition places it closer to the latter, With respect to
self-interest seeking, however, mechanism design and transaction cost eco-
nomics are wholly congruent. To be sure, there are language differences—
mechanism design theory refers to the propensity of human agents to behave
opportunistically as ‘‘moral hazard’’—but both assume deep problems of
veracity and truth revelation.® Inasmuch as information may be disclosed
strategically rather than candidly upon request, initial information disparities
between the parties will not be assuredly overcome by proposals that all
relevant information be pooled. [nstead, initial information asymmetries per:
sist. Indeed, additional asymmelries develop as events unfold.

Team theory acknowledges bounded rationality but assumes that agents
have identical preferences, which is equivalent to weak form self-interested-
ness (Marschak and Radner, 1972). Although interesting problems of infor-
ma?ional decentralization are thereby posed, the presumed absence of oppor-
tunism simplifies matters considerably. '

Utopian maodes of organization are intendedly humanistic and are gener-

31. have resisted substituting the term **moral hazard"* for opportunism for two reasons. For
one thing, moral hazard is plainly distinguishable from adverse selection. Both are subsumed
under opportunism. Second, and more important, reference to moral hazard sometimes discour-
ages deeper inquiry.

To.be sure, the term *‘moral hazard’* may be legitimately extended to reach outside of its
narrow insurance f:ontcxt—where it refers to the possibility that insureds will fail to take appro-
?nate lo_ss—mmgatmg‘ actions in the insurance interval and will not candidly accept accountabil-
oufy;l: n‘m*e all failures of “dl{e care."’ But it do;s not orfiinarily elicit sensitivity to the full set

nte ex post efforts to lie, cheat, steal, mislead, disguise, obfuscate, feign, distort, and

confuse. If everyone who uses the term moral hazard both recognizes and is prepared to plumb

the comrac»tua'l ramifications of those attributes of human nature, the general term (opportunism)

me technical tem'1 (moral hazard) are interchangeable. To the extent, however, that moral

foresmrf::::lses attention na!'rowly on the analytically more tractable features of contracting,

- u.|g can resu}l. It is no accident that the formal principal-agent literature uses **moral
while transaction cost economics uses *‘opportunism.
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ally nonmarket. Whether they-are democratic or hicrarchical, utopian modes
require deep commitment to collective purposes and commonly involve per-
sonal subordination. The history of social and economic organization records
repeated efforts to craft such structures. But utopian socicties are especially
vulnerable to the pound of opportunism.®

 The new man of socialist economics is endowed with a high level of
cognitive competence (hence the presumed efficacy of planning) and displays
a lesser degree of self-interestedness (a greater predisposition to cooperation)
than his capitalist counterpart. The ‘‘cooperation and solidarity’’ on which
socialism is based are ‘‘introduced by social planning’’, which ‘‘not only
fmproves macroeconomic efficiency but [also adds these new qualities] to the
economic process’ (Horvat, 1982, p. 335).

2. Dimensions

Transaction cost economics maintains that there are rational economic reasons
for organizing some transactions one way and other transactions another. But
which go where and for what reason? A predictive theory of economic organi-
zation requires that the factors responsible for differences among transactions
be identified and explicated. :

The principal dimensions with respect to which transactions differ are
asset specificity, uncertainty, and frequency. The first is the most important
and most distinguishes transaction cost economics from other treatments of
economic organization, but the other two play significant roles.

2.1 Asset Specificity

An awareness of the condition that is herein described as asset specificity can
be traced at least to Alfred Marshall.!® The contracting and organizational

9The experience of utopian societies is examined by Frank and Fritzie Manucl (1979). There
is a brief discussion of the issues in Chapter 10 herein.

10Consider Marshall’s discussion of idiosyncratic employment:

The point of view of the employer . . . does not include the whole gains of tholllsiness: for
there is another part which attaches to his cmployees. Indeed, in some cases and for some
purposes, nearly the whole income of a business may be regarded as a quasi-rent, that is an
income determined for the time by the state of the market for- its wares, with but littie
reference to the cost of preparing for their work the various things and persons engaged in
it. . . . Thus the head clerk in a business has an acquaintance with men and things, the use
of which he could in some cases sell at a high price to rival firms. But in other cases it is of
a kind to be of no value save to the business in which he already is; and then his departure

e ]
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ramifications, however, went unremarked. Indeed, the quasi-rent condition to
which Marshall referred played a lesser rather than a greater role as neo-
classical economics progressed.

To be sure, Michael Polanyi’s remarkable study of ‘‘personal knowl-
edge’” included several illustrations of industrial arts and craftsmanship in
which the skills in question are so deeply embedded in the experienced work-
force that they can be known or inferred by others only with great difficulty—
if at all (Polanyi, 1962, pp. 52-53). tlacob Marschak likewise recognized that
assets can be idiosyncratic and expressed concern with the readiness of econo-
mists to accept or employ assumptions of fungibility: *“There exist almost
unique, irreplaceable research workers, teachers, administrators: just as there
exist unique choice locations for plants and harbors. The problem of unique or
imperfectly standardized goods . . . has been indeed ncglected in the text-
books’” (Marschak, 1968, p. 14). It was widely believed that those
uniqueness conditions were rare and/or unimportant, however. The nuances
to which Polanyi and Marschak referred could thus safely be relegated to
footnotes.

That viewpoint has been dramatically reversed in the past decade. Al-
chian, who once held otherwise,!! now contends that ‘‘the whole rationale for
the employer-employee status, and even for the existence of firms, rests on
{asset specificity]; without it there is no known reason for firms to exist.””!?

The proposition that the idiosyncratic attributes of transactions have
large and systematic organizational ramifications first appeared in conjunction
with the study of vertical integration (Williamson, 1971). Transactions that
are supported by investments in durable, transaction-specific assets experi-
ence ‘‘lock in’’ effects, on which account autonomous trading will commonty
be supplanted by unified ownership (vertical integration). Thus although there
may be large numbers of qualified bidders at the outset, if the ‘‘winner of an
original contract acquires a cost advantage, say by reason of . . . unique

would perhaps injure it by several times the value of his salary, while probably he could not
get haif that salary elsewhere. [1948, p. 626]

TI}e employces to whom Marshall refers are evidently specialized to the work of a particular firm.
Discrete contracting is poorly suited for such transactions. Transaction cost economics predicts
that contracts that have superior properties for safeguarding employment will appear.

) "Alchian and Demsetz. originally maintained that **neither the employce nor the employer
is bounq by any contractual obligations to continue their relationship. Long term contracts
between en}ploycr and employee are not the essence of the organization we call a firm”’ (1972, p.
177). Alchian has since rejected this position (1984, pp. 38-39). ‘

- ) )
A.IChlaﬂ, First National M.alntenance vs. National Labor Relations Board,”* unpublished
manuscript, 1982, pp. 6-7. Alchian goes on generously to observe that *‘Markets and Hier-

:l':”:"i; “;]) by far the most elegant, though abstruse, statement of the [asset specificity] princi-
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location or learning, including the acquisition of undisclosed or proprietary
technical and managerial procedures and task-specific labor skills,”” bidding
parity at contract renewal intervals will be upset—with the result that (com-
parative or remediable) ex post contracting strains predictably develop if
discrete contracting is attempted (Williamson, 1971, p. 116). (

a. EXPLICATION

Asset specificity arises in an intertemporal context. As set out in the
contractual schema in Chapter 1, parties to a transaction commonly have a
choice between special purpose and general purpose investments. Assuming
that contracts go to completion as intended, the former will often permit cost
savings to be realized. But such investments are also risky, in that specialized
assets cannot be redeployed without sacrifice of productive value if contracts
should be interrupted or prematurely terminated. General purpose investments
do not pose the same difficulties. ‘‘Problems’’ that arise during contract
execution can be solved in a general purpose assét regime by each party going
his way. The following issue thus needs to be evaluated: Do the prospective
cost savings afforded by the special purpose technology justify the strategic
hazards that arise as a consequence of their nonsalvageable character? /

A tradeoff is thus posed and needs to be evaluated. Unlike earlier treat-
ments of economic organization, transaction cost economics is centrally con-
cerned with that condition. Also, the nature of the tradeoff is not invariant but
varies systematically with the governance structure to which the transactions
in question are assigned. A comparative organizational assessment of trade-
offs is thus needed.

It is common to distinguish between fixed and variable costs, but this is
merely an accounting distinction. More relevant to the study of contracting is
whether assets are redeployable or not (Klein and Leffler, 1981). Many assets
that accountants regard as fixed are in fact redeployable, for example, cen-
trally located general purpose buildings and equipment. Durable but mobile
assets such as general purpose trucks and airplanes are likewise redeployable.
Other costs that accountants treat as variable often have a large nonsalvagea-
ble part, firm-specific human capital being an illustration. Figure 22 helps to
make the distinction.

Thus costs are distinguished as to fixed (F) and variable (V) parts. But
they are further classified as to the degree of specificity, of which only two

kinds are recognized: wholly specific (k) and nonspecific (v). (That only two .

specificity classes are distinguished does not imply that assets must be entirely
one kind or the other. Semi-specific assets involve a mixture of k and v.) The
shaded region at the bottom of the figure is the troublesome one for purposes
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Accounting: Fixed (F) and Variable (V)
Contracting: Specific (k) and nonspecific (v)

FIGURE 2-2. Cost Distinctions

of contracting. That is where the specific assets are located. Such specificity
is responsible for what is referred to as the ‘‘fundamental transformation”’ in
Section 3 below.

At least four different types of asset specificity are usefully dis-
tinguished: site specificity; physical asset specificity; human asset specificity;
and dedicated assets. The organizational ramifications, moreover, vary with
.cach. The details are best developed in the context of specific organizational
issues—vertical integration, nonstandard contracting, employment, corporate -
governance, regulation, and the like, which are the subjects of subsequent
chapters. Suffice it to observe here that (1) asset specificity refers to durable
investments that are undeftaken in support of particular transactions, the
opportunity cost of which investments is much lower in best alternative uses
or by altemnative users should the original transaction be prematurely termi-
nated, and{(2) the specific identity of the parties to a transaction plainly
n.1atter.s ip hese circumstances, which is to say that continuity of the rela-
flonshnp s valued, whence (3) contractual and organizational safeguards arise
In support of transactions of this kind, which safeguards are unneeded (would
be th'e source of avoidable costs) for transactions of the more familiar neo-
classical (nonspecific) variety. Thus whereas neoclassical transactions take
Place within markets where *‘faceless buyers and sellers . . . meet . . . foran
instant to exchange standardized goods at equilibrium prices’* (Ben-Porath,
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1980, p. 4), exchanges that are supported by transaction-specific investments
are neither faceless nor instantaneous. The study of governance owes its
origins to that condition.'3

b. SIGNIFICANCE

The importance of asset specificity to transaction cost economics is
difficult to exaggerate. Just as the absence of differential risk aversion would
diminish if not vitiate much of the recent incentive work on contracting
(Akerlof and Miyazaki, 1980; Bull, 1983), so would the absence of asset
specificity vitiate much of transaction cost economics. 14 It is the source both
of striking commonalities among transactions and of numerous refutable
implications.

To be sure, asset specificity only takes on importance in conjunction
with bounded rationality/opportunism and in the presence of uncertainty. It is
nonetheless true that asset specificity is the big locomotive to which transac-
tion cost economics owes much of its predictive content. Absent this condi-
tion, the world of contract is vastly simplified; enter asset specificity, and
nonstandard contracting practices quickly appear. Neglect of asset specificity
is largely responsible for the monopoly preoccupation of earlier .contract
traditions.

2.2 Uncertainty

a. GENERAL

Many of the interesting issues with which transacuon cost economics is
involved reduce to an assessment of adaptive, sequential -decision-making.
Contingent on the set of transactions to be effected, the basic proposition here
is that governance structures differ in their capacities to respond effectively to

13Others who are persuaded of the importance of asset specificity include Klein, Crawford,
and Alchian, who develop the argument in the context of what they refer to as **appropriablc
quasi-rents,”” where the quasi-rent value of an asset is the value in its next best use and the
**potentially appropriable specialized portion of the quasi-rent is the portion, if any, in excess of
its value to the second highest-valuing user”’ (1978, p. 298). Also sce Klein (1980), Klein and
Leffler (1981), Goetz and Scott (1981), and Alchian (1984).

1sMarkets are thoroughly contestable—in the sense of Baumol, Panzer, and Willig
(1982)—if asset specificity is presumed to be absent. In this sense contestability theory and
transaction cost economics arc looking at the very same phenomenon—the condition of asset
specificity—through opposite ends of the telescope.

A
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disturbances.~ To be sure, those issues would vanish were it not for bounded
rationality, since then it would be feasible to develop a detailed strategy for
crossing all possible bridges in advance.'S It would likewise be possible to
adapt effectively using the ‘*general rule’” device described above were it not
for opportunism. Confronted, however, by the need to cope with both bound-
ed rationality and opportunism, comparative institutional assessments of the
adaptive attributes of alternative governance structures must necessarily be

" made.

As Hayek maintained, interesting problems of economic organization
arise only in conjunction with uncertainty: The ‘‘economic problem of society
is mainly one of adaptation to changes in particular circumstances of time and
place’’ (Hayek, 1945, p. 524). Disturbances, moreover, are not all of a kind.
Different origins are usefully distinguished. Behavioral uncertainty is of spe-
cial importance to an understanding of transaction cost economics issues.

Although there is a hint in the earlier discussions that uncertainty can
have behavioral origins (Williamson, 1975, pp. 26-37), it generally goes
unremarked. Even Tjalling Koopmans, whose distinction between primary
and secondary uncertainty goes beyond most treatments and who describes
the core problem of the economic organization of society as that of facing and
dealing with uncertainty (1957, p. 147), does not deal with behavioral issues.
Primary uncertainty is of a state-contingent kind, while secondary uncertainty
arises *‘from lack of communication, that is from one decision maker having
no way of finding out the concurrent decisions and plans made by others’'—
which Koopmans judges to be ‘‘quantitatively at least as important as the
ptimary uncertainty arising from random acts of nature and unpredictable
changes in consumer’s preferences’” (1957, pp. 162-63).

' The secondary ur.lcertainty to which Koopmans refers is of a rather
::szo:sr:e;rr :,:::n:tirsatr:i:eli?i;‘ ::rvtve.v:r. l’}l‘here. is a lack of communiFation,
ﬂisclosure,‘disguise ordistortion o? l'nfy t at'a“SCS becaus'e o Strafeglc o
tion involves not a l,ack of infon'nat'ln Obm‘a:;"" (nme' that information distor-
misleading signals). Also, the lanlsortlo Utht' ‘;C‘Z‘TSCIOUS [Py o lse and
unknown. The possibility that plans to which Roopmans refers are merely

parties make strategic plans in relation to each

15G;
oompleililt‘)"():rziasu[:::: ;il:]e‘ soir:e.what ex.trcme posifion that the distinction between dgterministic
uncerainty introdueed inym ame:fsenual. What is rcfcrred to as ‘“‘uncertainty’’ in chess is
ability 10 ascertuim e < perfectly ce}‘tam environment by inability—computational in-
n the structure of the environment. But the result of uncertainty, whatever its

source, is : imati S
0, l‘ the same: approximation must replace exactness in reaching a decision’” (1972, p.
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other'¢ that are the source of ex ante uncertainty and ex post surprises is
nowhere suggested.

Uncertainty of a strategic kind is attributable to opportunism and will be
referred to as behavioral uncertainty. Such uncertainty is presumably akin to
what Ludwig von Mises refers to as case probability, where ‘‘case probability
is a peculiar feature of our dealing with problems of human action. Here any
reference to frequency is inappropriate, as our statements always deal with
unigue events’’ (1949, p. 112; emphasis added).'” Thus even if it were
possible to characterize the general propensity of a population to behave
opportunistically in advance and perhaps even to screen for trustworthiness,
knowing that one is dealing with a trader who comes from one part of the
opportunism distribution rather than another does not fully describe the uncer-
tainties that arise on this account. Those added uncertainties can be evaluated
only upon projecting the devious responses (and own replies) that oppor-
tunism introduces. And those can be evaluated only in conjunction with the
particulars of the contract. Even knowledge of particulars, moreover, does not
preciude surpfises. The capacity for novelty in the human mind is rich beyond
imagination. '8 The issues here are nicely put by Leif Johansen, who observes
that the study of economic behavior between motivationally complex eco-
nomic agents is complicated by the fact that the ‘‘ranges of possible mes-

16The Holmes-Moriarity dilemma described by Oskar Morgenstern is an illustration:

Sherlock Holmes, pursued by his opponent, Moriarity, leaves London for Dover. The train
stops at a station on the way, and he alights there rather than travelling on to Dover. He has
seen Moriarity at thc railway station, recognizes that he is very clever and expects that
Moriarity will take a faster special train in order to catch him in Dover. Holmes' anticipa-
tion turns out to be correct. But what if Moriarity had been still more clever, had estimated
Holmes’ mental abilities better and had foreseen his actions accordingly? Then, obviously,
he would have travelled to the intermediate station. Holmes, again, would have had to
calculate that, and he himself would have decided to go on to Dover. Whereupon, Mor-
iarity would again have *‘reacted’’ differently. Because of so much thinking they might not
have been able to act at all or the intellectually weaker of the two would have surrendered to
the other in the Victoria Station, since the whole flight would have become unnccessary.
{1976, pp. 173-74]

17G. L. S. Shackie likewise remarks that *‘in a great multitude and diversity of matters the
individual has no record of a sufficient number of sufficiently similar acts, of his own or other
people’s, to be able to construct a valid frequency table of the outcomes of acts of this kind.
Regarding these acts, probabilities are not available to him'' (1961, p. 55). Georgescu-Roegen
evidently agrees. He observes that *‘a measure for all uncertainty situations . . . has absolutely no
meaning, for it can be obtained only by an intentionally mutilated representation of reality. We
hear people almost every day speaking of ‘calculated risk,” but no one yet can telf us how he
calculated it so that we can check on his calculations’™ (1971, p. 83). Events that involve
*‘novelty’’ cannot be described by probability distributions (Georgescu-Roegen, 1971, p. 122).

18:‘By saying that everybody was surprised at the announcement by President Johnson not to
seek or accept the 1968 presidential nomination we do not'simply mean that the ex ante belief in
his move had been extremely small: we simply mean that nobody else had thought of it*
(Georgescu-Roegen, 1971, p. 123).

. context that disorder becomes a conspicuous feature: and it is o
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sages, offers, threats, etc. which can be given during the process, including
the timing of moves, are hard to delimit. Imagination and ability to surprise
the opponents may be important points, and very often the ‘agenda’ will be
expanded during the process’’ (1979, p. 511). Surprise moves often elicit
complex replies. Bounded rationality limits are quickly reached—since the
entire decision tree cannot be generated for even moderately complex prob-
lems (Feldman and Kanter, 1965, p. 615).!°

To be sure, behavioral uncertainties would not pose contractual problems
if transactions were known to be free from exogenous disturbances, since then
there would be no occasion to adapt and unilateral efforts to alter contracts
could and presumably would be voided by the courts or other third party
appeal. Insistence on original terms would thus everywhere be observed. The
case of enforcing contracts vanishes, however, once the need for adaptation
appears (or can be plausibly asserted). Questions of the following kind arise:
Should maladaptations to changed circumstances be tolerated lest efforts to
effect an adaptation give rise to complex behavioral responses by opposite
parties with the prospect of realizing net losses? Can a governance structure
that attenuates such behavioral uncertainties be devised??° Such issues do not
arise within the context of primary uncertainty but are nontheless germane to
the study of economic organization.

{ b. INTERACTION EFFECTS

The influence of uncertainty on economic organization is conditional.
Specifically, an increase in parametric uncertainty is a matter of little conse-
quence for transactions that are nonspecific. Since new trading relations are
easily arranged, continuity has little value, and behavioral uncertainty is
itrevelant. Accordingly, market exchange continues and the discrete contract-

Inasmuch as a great deal of the relevant information about trustworthiness or its absence
that is generated during the course of bilateral trading is essentially private information—in that it
cannot be fully communicated to and shared with others (Williamson, 1975, pp. 31-37)—
.knowledgc about behavioral uncertainties is very uneven. The organization of economic ;;ctivi(y
is even more complicated as a result.

20Stephen Littlechild’s interesting discussion of the radical-subjectivist perspective intro-
dncefthe possibi.lity that governance structures will reflect behavioral uncertainties. He observes
that “if un?enamly derives from the as yet undetermined actions of other agents, then it is
m:‘y either to become privy to the decisions of those other agents (e.g., by-agreement,
¢ , me.rger, itc.) or to reduce one’s dependence on them (e.g., by establishing or extend-
:E property ngh'ts) (1983, p. 6). Jenkins likewise refers to the same condition when he obscrves
wat hudm:x: mlm19ns are un's:table because “‘men indicate by word or deed that they will act one
y and then act in another (1980, p. 18). to which he adds, *it is apparently only in the human

; ; nly man who is at once challenged
and equipped to deal purposively with it™” (1980, p. 18).
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ing paradigm holds across standardized transactions of all kinds, whatever the
degree of uncertainty.

That is no longer so for transactions that are supported by idiosyncratic
investments. Whenever assets are specific in nontrivial degree, increasing the
degree of uncertainty makes it more imperative that the parties devise a
machinery to ‘‘work things out’’-—since contractual gaps will be larger and
the occasions for sequential adaptations will increase in number and impor-
tance as the degree of uncertainty increases. Also, and relatedly, concerns
over the behavioral uncertainties referred to above now intrude.

A further discussion of the governance ramifications is best deferred to
Chapter 3. Suffice it to observe here that (1) the interaction effects between
uncertainty and asset specificity are important to an understanding of eco-
nomic organization, and (2) empirical analysis of transaction cost features is
complicated as a result.

2.3 Frequency

Adam Smith’s famous theorem that *‘the division of labor is limited by the
extent of the market’’ is iainly thought to have neoclassical cost ramifica-
tions. Investments in specialized production techniques the costs of which
could be recovered in a large market may be unrecoverable if markets are
small, whence general purpose plant and equipment and proccdures will be
observed in small markets. Similar reasoning carries over to the study of
transaction costs. The basic proposition in the latter connection is this: Spe-
cialized governance structures are more sensitively attuned to the governance
needs of nonstandard transactions than are unspecialized structures, ceteris
paribus. But specialized structures come at a great cost, and the question is
whether the costs can be justified. This varies with the benefits on the one
hand and the degree of utilization on the other/

The benefits of specialized governance structures are greatest for transac-
tions supported by considerable investment in transaction-specific assets. The
reasons are those described previously. Whether the volume of transactions
processed through a specialized governance structure utilizes it to capacity is
then the remaining issue. The cost of specialized governance structures will
be easier to recover for large transactions of a recurring kind. Hence the
frequency of transactions is a relevant dimension. Where frequency is low but
the needs for nuanced governance are great, the possibility of aggregating the
demands of similar but independent transactions is suggested. Court ordering
is commonly supplanted by arbitration in such circumstances: Both permit
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aggregation, but the latter is more oricnted to the continuity needs of asset
specific transactions.

More generally, the object is not to economize on transaction costs but to
economize in both transaction and neoclassical production cost respects.
Whether transaction cost economies are realized at the expense of scale econ-
omies or scope economies thus needs to be assessed. A tradeoff framework is
needed to examine the production cost and governance gost ramifications of
alternative modes of organization simultaneously. Rudimentary apparatus of
this kind is developed in Chapter 4.

3. The Fundamental Transformation

Economists of all persuasions recognize that the terms upon which an initial
bargain will be struck dépcnd on whether noncollusive bids can be elicited
from more than one qualified supplier. Monopolistic terms will obtain if there
is only a single highly qualified supplier, while competitive terms will result if
there are many. Transaction cost economics fully accepts this description of
ex ante bidding competition but insists that the study of contracting be ex-
tended to include ex post features. Thus initial bidding merely sets the con-
tracting process in motion. A full assessment requires that both contract
execution and ex post competition at the contractTenewal interval come under
scrutiny.

Contrary to earlier practice,2! transaction cost economics holds that a
condition of large numbers bidding at the outset does not necessarily imply
thata larée numbers bidding condition will prevail thereafter. Whether ex post
competition is fully efficacious or not depends on whether the good or service
in question is supported by durable investments in transaction-specific human
or physical assets. Where no such specialized investments are incurred, the
initial ‘winning bidder realizes no advantage over nonwinners. Although it
may continue to supply for a long time, that is only because, in effect, it is
continuously meeting competitive bids from qualified rivals. Rivals cannot be
presumed to operate on a parity, however, once substantial investments in
transaction-specific assets are put in place. Winners in such circumstances
enjoy advantages over nonwinners, which is to say that parity is upset. Ac-
c.ordingly, what was a large numbers bidding condition at the outset is effec-
t;vely transformed into one of bilateral supply thereafter. This fundamental
transformation has pervasive contracting consequences. :

2|‘T|.le ealeier treatments of franchise bidding discussed in Chapter 13-illustrate contract
analysis in which ex post features were ignored or effectively assumed away.
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The reason why significant reliance investments in durable, transaction-
specific assets introduces contractual asymmetry between the winning bidder
on the one hand and nonwinners on the other is that economic values wouid be
sacrificed if the ongoing supply relation were to be terminated. Faceless
contracting is thereby supplanted by contracting in which the pairwise identity
of the parties matters. Occasionally the identity of the parties is important
from the very outset, as when a buyer induces a supplier to invest in spe-
cialized physical capital-of a transaction-specific kind. Inasmuch as the value
of that capital in other uses is, by definition, much smaller than the spe-
cialized use for which it has been intended, the supplier is effectively commit-
ted to the transaction to a significant degree. The effect is often symmetrical,
moreover, in that the buyer cannot turn to alternative sources of supply and
obtain the item on favorable terms, since the cost of supply from unspec-
ialized capital is presumably great. :

Ordinarily, however, there is more to idiosyncratic exchange than spe-
cialized physical capital. Human capital investments that are transaction-
specific commanly occur as well. These evolve during contract execution.
Specialized training and learning-by-doing economies in production opera-
tions are illustrations. Except when such investments are transferable to alter-
native suppliers at low cost, which is rare, the benefits can be realized only so
long as the relationship between the buyer and seller is maintained.

Additional transaction-specific savings can accrue at the interface be-
tween supplier and buyer as contracts are successively adapted to unfolding
events and as periodic contract renewal agreements are reached. Familiarity
here permits communication economies to be realized: Specialized language
develops as experience accumulates and nuances are signaled and received in
a sensitive way. Both institutional and personal trust relations evolve. Thus
the individuals who are responsible for adapting the interfaces have a personal
as well as an organizational stake in what transpires. Where personal integrity
is believed to be operative, individuals located at the interfaces may refuse to
be part of opportunistic efforts to take advantage of (rely on) the letter of the
contract when the spirit of the exchange is emasculated. Such refusals can
serve as a check upon organizational proclivities to behave oppor-
tunistically.2? Other things being equal, idiosyncratic exchange relations that

22Thorstein Veblen's remarks on the distant relation of the head of a large enterprise to
transactions are apposite. He observes that in those impersonal circumstances the ‘‘mitigating
effect which personal conduct may have in dealings between man and man is . . . in great
measure eliminated. . . . Business management [then] has a chance to proceed . . . untroubled
by sentimental considerations of human kindness or irritation or of honesty’” (1927, p. 53).
Veblen evidently assigns slight weight to the possibility that those to whom negotiating and
execution responsibilities are assigned will themselves invest the transactions with integrity.
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feature personal trust will survive greater stress and will display greater adapt-

ablml)-,l.ow to effect these adaptations poses a serious contracting dil:cm.ma, '
though it bears repeating that, absent the hazards of oppo‘rtumsm, the difficul-

ties would vanish—since then the gaps in long-term, incomplete contracts

could be faultlessly filled by Yecourse to the earlier described general clause

device. Given, however, the unenforceability of general clat.xses ?nd the pro-

clivity of human agents to make false and misleading (s.elf-dlsbeheved) st'ate-

ments, the following hazards must be confronted: Joined as they are |f1 a

condition of bilateral monopoly, both buyer and seller are str.ateglcally situ-

ated to bargain over the disposition of any incremental gain whenever a

proposal to adapt is made.by the other party. Althougl? b.ot'h ha\./e a long-term

interest in effecting adaptations of a joint profit-maximizing kind, each a.lso
has an interest in appropriating as much of the gain as he can on each occasm'n
to’adapt. Efficient adaptations that would otherwis:)e be m.adfz thus result in

costly haggling or even go unmentioned, lest the gains be dxss:pa'ted by costly
subgoal pursuit. Governance structures that attentuate opportunism and oth-
erwise infuse confidence are evidently needed.?3

Thomas Palay’s recent studies of transportation transactions suggest that -Veblen erred—in that
specialized transactions do enjoy the added safeguard of personal honor and integrity of the
individuals who negotiatc the terms (Palay, 1981, pp. 105, 117, 124). Ronald Dore’s assessment
of Japanese contracting practices also suggests that personal integrity matters ( 1983).

23Considering the importance of the fundamental transformation to the study of econ.omi.c
organization, the question arises as to why this condition was so long ignored. One explanation 1s
that such transformations do not occur in the context of comprehensive, once-for-all contract-
ing—which is a convenient and sometimes productive contracting fiction but imposes inordinate
demands on limited rationality. A second reason is that the transformation will not arise in the
absence of opportunism—which is a condition that economists have been loath to conccc.:le,
Third, even if bounded rationality and opportunism are conceded, the fundamentat transformation
appears only in conjunction with an asset specificity condition, which is a contracting feature that
has only recently been explicated.




APPENDIX

Opportunism: A Digression

The behavioral assumption that human agents are given to opportunism elicits
a variety of reactions, ranging from abhorrence through easy acceptance to an
insistence that this is yet another case where there is nothing new under the
sun. There are even those who regard opportunism as irrelevant.

Those who abhor the use of opportunism regard it as an unduly jaundiced
view of human nature and/or are distressed with the theory of economic
organization that it supports. I can appreciate both concerns. Note with re-
spect to the first that I do not insist that every individual is continuously or
even largely given to opportunism. To the contrary, I merely assumec that
some individuals are opportunistic some of the time and that differential
trustworthiness is rarely transparent ex ante. As a consequence, ex ante
screening efforts are made and ex post safeguards are created. Otherwise,
those who are least principled (most opportunistic) will be able to exploit
egregiously those who are more principled. (Even, moreover, in dealings
among those who are known to be opportunistic, there are benefits in mutual
restraint, as reflected in the aphorism that there is honor among thieves,
although admittedly it invites a more complex interpretation than can be
attempted here.)

One of the implications of opportunism is that **ideal’" cooperative modes
of economic organization, by which 1 mean those where ‘trust and good
intentions are generously imputed to the membership, are very fragile. Such
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organizations are easily invaded and exploited by agents who do not possess
those qualities. *‘High-minded’’ organizational forms—those which presume
trustworthiness, hence are based on nonopportunistic principles—are thus
rendered nonviable by the intrusion of unscreened and unpenalized oppor-
tunists. Accordingly, those who would have cooperatives succeed must, of
necessity, make organizational concessions to the debilitating effects of op-
portunism. Viable cooperatives will attempt to screen against, socially recon-
dition, and otherwise penalize opportunistic invaders.

At the other extreme are those who maintain that opportunism has always
been the operative behavioral assumption. Express reference to *“self-interest-
seeking with guile’” is thus merely a gloss. My response comes in two parts.
First, even if true, there are advantages in being more rather than less explicit
about what we mean, especially in dealing with those who may be unfamiliar
with oral traditions. But second, and more to the point, I seriously dispute that
opportunism has been the operative behavioral assumption. Public goods,
insurance, and oligopoly aside, there was little or no provision for oppor-
tunism in most textual and other treatments of economic organization as
recently as 1970. Peter Diamond’s remarks on the prevailing orientation
toward self-interest seeking in the postwar era are pertinent: standard *‘eco-
nomic models [treat] individuals as playing a game with fixed rules which
they obey. They do not buy more than they know they can pay for, they do not
embezzle funds, they do not rob banks’ (1971, p. 31). Simple self-interest-
seeking, rather than opportunism, was plainly the ruling view. Thus, circa
1970,

I. Vertical integration was not viewed as a problem of contracting but
one of applied price theory and/or technology.

2. Labor union organization was treated almost entirely as a matter of
monopoly, there being little or no reference to efficient governance
and the attenuation of opportunism.

3. The efficiency benefits of nonstandard forms of contracting were
almost wholly disregarded in favor of monopoly explanations for
those conditions. ’

4. Regulatory solutions in which contracting complications attributable
to opportunism were dismissed or suppressed were prescribed.

5. The study of contract doctrine relied (and still relies) almost entirely
on assumptions of differential risk aversion, concerns over the haz-
ards of opportunism having been suppressed.

6. Firms were regarded as production functions rather than governance
structures. .

7. More generally, the importance of process and of the institutions of
governance to the study of economic organization were undervalued.

Indeed, if an appreciation for opportunism was widespread, what explains the
dramatic impact of George Akerlof’s treatment of the “‘lemons problem’’ in
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19707 Or what explains Ronald Coase’s uncontested claim that Industrial
Organization, circa 1970, was a study in ‘‘applied price theory,”” whence
neoclassical monopoly rather than efficient contracting considerations were
predominant?

Consider finally the view that opportunism is irrelevant: All that matters
is bounded rationality. That result is reached by observing that if unbounded
rationality (of the most comprehensive kind, in which even all forms of
private information were annihilated) were to obtain then comprehensive
long-term contracting would be feasible and all of the problems purportedly
due to ‘‘opportunism at contract renewal would be entirely eliminated at no
cost. [Accordingly, the] reigning comparative-efficiency explanation for in-
ternal organization [opportunism] ultimately reduces to an explanation from
imperfect structural knowledge [bounded rationality}”” (Langlois, 1984,
p- 33).

I agree that opportunism is of no account in the face of unbounded
rationality. But [ also insist that bounded rationality notwithstanding, con-
tracting would be ubiquitous in the face of nonopportunism—that is, if simple
self-interest-seeking is assumed. Thus although simple self-interest-seeking
assures that all original bargaining advantages (e.g. monopoly ownership of
resources) will be fully realized, it also permits ex post contracting problems
to be annihilated by recourse to a ‘‘general clause’” whereby parties to a
contract promise to disclose all relevant information candidly and to behave in
a cooperative fashion during contract execution and at contract renewal
intervals.!

The general clause mechanics are discussed elsewhere (Williamson,
1975, pp. 27, 91-93). Suffice it to observe here that four cases must be

6

"That contracting works well in both of these cases does not mean that economies which
initially differ only in the attributes of human agents—on¢ has unboundedly rational but oppor-
tunistic agents (such agents, were they to be transported to a planet of boundedly rational agents,
would thus take advantage of the indigenous population); the other economy has boundedly
rational but nonopportunistic. agents—will yield identical results. To the contrary, the latter
economy will underperform the former: Some opportunities for improvements will not be per-
ceived at all; some mistakes will be recognized only after the fact. Any ‘‘shortfalls’” due to
misperception or mistake will not be remediable by supplanting contract by vertical integration,
however. This is the critical point.

Inasmuch as each agent can trust the other, delegation of decision responsibilities proceeds
in a fully instrumental way in a community of nonopportunists. There being no strategic hazards,
specializatidn of decision-making reflects tastes, differential information access, and differential
decision-making competencies. i

Agents who value decision participation will thus make this clear in the contracts they reach.
All adaptations for which net gains can be projected will thereafter be realized without resistance
within a community of nonopportunists. Should the nexus of contracts 1ced to be expanded or
otherwise altered—for insurance purposes, for example—this will come . bout by displaying the
relevant data in a fully objective way. Reversals of decision roles, due to aging, leaming, or the
like, will simply come about whencver net gains are in prospect, the disposition of these gains
being distributed according to the gainsharing rule negotiated at the outset.
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« distinguished and that contracting problems vanish for three of them. These

are (1) unbounded rationality/nonopportunism—a condition of contractual
utopia; (2) unbounded rationality/opportunism—a case where contracts can
bc.made to work well by recourse to comprehensive contracting; (3) bounded
rationality/nonopportunism-—where contracting works well because of gener-
al clause protection against the hazards of contractual incompleteness; and (4)
Pounded rationality/opportunism—which I maintain accords with reality and
is where all of the difficult contracting issues reside. The entries that.appear in
the following four-way classification of contract are offered as an overview.

Condition of Bounded Rationality

Absent Admitted
Absent Bliss “*General clause™
Condition contracting
of

Opportunism
Admitted Comprehensive Serious contractual
contracting Jdifficulties




CHAPTER 3

The Governance of Contractual
Relations

The preceding chapters focused on alternative economic approaches to the
study of contract. Alternative legal approaches to the study of contract also
warrant review, and they are subject of the present chapter.

Contractual variety is the source of numerous puzzles with which the
study of the economic institutions of capitalism is appropriately concerned.
Transaction cost economics maintains that such variety is mainly explained by
underlying differences in the attributes of transactions. Efficiency purposes
are served by matching governance structures to the attributes of transactions
in a discriminating way.

Ian Macneil’s (1974; 1978) thoughtful and provocative three-way classi-
fication of contract is set out in section 1. A transaction cost interpretation is
advanced in section 2. Issues of uncertainty and measurement are addressed in
sections 3 and 4. The distribution of transactions within the spectrum of
contract is discussed in section 5.

1. Contracting Traditions

There is widespread agreement that the discrete transaction paradigm—
““sharp in by clear agreement; sharp out by clear performance’” (Macneil,
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1974, p. 738)—has served both law and economics well. But there is also
increasing awareness that many contractual relations are not of this well-
defined kind. A deeper understanding of the nature of contract has emerged as
the legal-rule emphasis associated with the study of discrete contracting has
given way to a more genecral concern with the contractual purposes to be
served. Macneil’s distinctions among classical, neoclassical, and relational
law are instructive.

1.1 Classical Contract Law

As Macneil observes, arfy system of contract law has the purpose of facilitat-
ing exchange. What is distinctive about classical contract law is that it at-
tempts to do so by enhancing discreteness and intensifying *‘presentiation’’
(1978, p. 862), where presentiation has reference to efforts to ‘‘make or
render present in place or time; to cause to be perceived or realized at pre-
sent’’ (1978, p. 863, n. 25). The economic counterpart to complete presentia-
tion is contingent claims contracting, which entails comprehensive contract-
ing whereby all relevant future contingencies pertaining to the supply of a
good or service are described and discounted with respect to both likelihood
and futurity.

Classical contract law endeavors to implement discreteness and present-
iation in several ways. For one thing, the identity of the parties to a transac-
tion is treated as irrelevant. In that respect it corresponds exactly with the
“ideal’” market transaction in economics.! Second the nature of the agree-
ment is carefully delimited, and the more formal features govern when formal
(for example, written) and informal (for example, oral) terms are contested.
Third, remedies are narrowly prescribed so that, ‘‘should the initial presenta-
tion fail to materialize because of nonperformance, the consequences are
relatively predictable from the beginning and are not open-ended’” (Macneil,
1978, p. 864). Additionally, third-party participation is discouraged (p. 864).
The emphasis is thus on legal rules, formal documents, and self-liquidating
transactions.

'As Lester G. Telser and Harlow N. Higinbotham put it: -

In an orgamz.ed market the participants trade a standardized contract such that each unit of
the contract is a perfect substitute for any other unit. The identities of the parties in any
!nutually agreeable transaction do not affect the terms of exchange. The organized market
itself or some other institution deliberately creates a homogeneous good that can be traded
anonymously by the participants or their agents. [1977, p. 997]
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1.2 Neoclassical Contract Law

Not every transaction fits comfortably into the classical contracting scheme.
In particular, for long-term contracts executed under conditions of uncertainty
complete presentiation is apt to be prohibitively costly if not impossible.
Problems of several kinds arise. First, not all future contingencies for which
adaptations are required can be anticipated at the outset. Second, the appropri-
ate adaptations will not be evident for many contingencies until the circum-
stances materialize. Third, except as changes in states of the world are unam-
biguous, hard contracting between autonomous parties may well give rise to
veridical disputes when state-contingent claims are made. In a world where
(at least some) parties are inclined to be opportunistic, whose representations
are to be believed?

Faced with the prospective breakdown of classical contracting in such
circumstances, three alternatives are available. One would be to forgo such
transactions altogether. A second would be to remove those transactions from
the market and organize them internally instead. Adaptive, sequential deci-
sion-making would then be implemented under unified ownership and with
the assistance of hierarchial incentive and control systems. Third, a different
contracting relation that preserves trading but provides for additional gover-
nance structure might be devised. This last brings us to what Macneil refers to
as neoclassical contracting.

As Macneil observes, ‘‘Two common characteristics of long-term con-
tracts are the existence of gaps in their planning and the presence of a range of
processes and techniques used by contract planners to create flexibility in lieu
of either leaving gaps or trying to plan rigidly’* (1978, p. 865). Third-party
assistance in resolving disputes and evaluating performance often has advan-
tages over litigation in serving these functions of flexibility and gap filling.
Lon Fuller’s remarks on the procedural differences between arbitration and
litigation are instructive:

[T]herc are open to the arbitrator . . . quick methods of education not open to the

courts. An arbitrator will frequently interrupt the examination of witnesses with a

request that the parties educate him to the point where he can understand the

testimony being received. This education can procced informally, with frequent

interruptions by the arbitrator, and by informed persons on either side, when a

point needs clarification. Sometimes there will be arguments across the table,

occasionally even within each of the separate camps. The end result will usually
be a clarification that will enable everyone to proceed more intelligently with the

case. [1963, pp. 11-12]

A recognition that the world is complex, that agreements are incomplete,
and that some contracts will never be reached unless both parties have confi-
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dence in the settlement machinery thus characterizes neoclassical contract
law. One important purposive difference in arbitration and litigation that
contributes to the procedural differences described by Fuller is that, whereas
continuity (at least completion of the contract) is presumed under the arbitra-
tion machinery, that presumption is much weaker when litigation is
employed.?

Patrick Atiyah’s views regarding ‘‘the failure of classical law’’ are
apposite:

The modern commercial transaction is, in practice, apt to include provision for
varying the terms of exchange to suit the conditions applicable at the time of
performance. Goods ordered for future delivery are likely to be supplied at prices
ruling at the time of delivery; rise and fall clauses in building or construction
works are the rule and not the exception; currency-variation clauses may well be
included in international transactions. And even where such provisions are not
included in the contract itself, business people are in practice often constrained to
agree to adjustments to contractual terms where subsequent events make the
original contract no longer capable of performance on a fair basis. The rewards
and penalties for guessing what the future will bring are no longer automatically
thought of as being the natural consequences of success or failure in the skill and
expertise of business activity. For example, in Government contracts, ex gratia
payments are typically made in fixcd price contracts, *‘where unforeseen circum-
stances have substantially raised costs and caused the contractor to suffer a loss.”
And conversely, contractors who make *‘excessive profits’ in dealings with the
Government may well discover that these are not regarded as the reward for
abnormal skill and enterprise, but as the result of miscalculation by the Govern-
ment which they will be compelled to hand over. Nor are such occurrences
peculiar to Government or other public authorities. Even between private com-
mercial organizations, the fact that business relationships are so often continuous
means that the desire to maintain the goodwill of other contracting parties is often
more important than the letter of a contract. [1979, pp. 714-15]

1.3 Relational Contracting

The. pressures to sustain ongoing relations ‘‘have led to the spinoff of many
subject areas from the classical, and later the neoclassical, contract law sys-
tem, e.g., much of corporate law and collective bargaining’’ (Macneil, 1978,
p. 885). Progressively increasing the ‘‘duration and complexity’’ of contract
has th}ns resulted in the displacement of even neoclassial adjustment processes
by afij}.lstm.ent processes of a more thoroughly transaction-specific, ongoing-
a‘dmlmstratlvc kind. The fiction of discreteness is fully displaced as the rela-
tion takes on the properties of a “‘minisociety with a vast array of norms

2 .
As Lawrence Friedman observes, relationshi

ltigation (1965, p. 205). ps are effectively fractured if a dispute reaches
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beyond those centered on the exchange and.its immediate processes’” (Mac-
neil, 1978, p. 901). By contrast with the neoclassical system, where the
reference point for effecting adaptations remains the original agreement, the
reference point under a truly relational approach is the *‘entire relation as it
has developed [through] time. This may or may not include an ‘original
agreement’; and if it does, may or may not result in great deference being
given it”" (Macneil, 1978, p. 890). :

The spinoff to which Macneil refers notwithstanding, commercial law,
labor law, and corporate law all possess striking commonalities.

2. Efficient Governance

As discussed above, the principal dimensions for describing transactions are
asset specificity, uncertainty, and frequency. It will facilitate the argument in
this section to assume that uncertainty is present in sufficient degree to pose
an adaptive, sequential decision requirement and to focus on asset specificity
and frequency. Three frequency classes—one-time, occasional, and recur-
rent—and three asset specificity classes—nonspecific, mixed, and highly
specific—will be considered. To simplify the argument further, the following
assumptions are made: (1) Suppliers and buyers intend to be in business on a
continuing basis; thus the special hazards posed by fly-by-night firms can be
disregarded. (2) Potential suppliers for any given requirement are numer-
ous—which is to say that ex ante monopoly in ownership of specialized
resources is assumed away. (3) The frequency dimension refers strictly to
buyer activity in the market. (4) The investment dimension refers to the
characteristics of investments made by suppliers.

Although discrete transactions are intriguing—for example, purchasing
local spirits from a shopkeeper in a remote area of a foreign country one
expects never again to visit or refer his friends—few transactions have such a
totally isolated character. For those that do not, the difference between one-
time and occasional transactions is not apparent. Accordingly, only occasion-
al and recurrent frequency distinctions will be maintained. The two-by-three
matrix shown in Figure 3~1 thus describes the six types of transactions to
which governance structures must be matched. Illustrative transactions appear
in the cells.

The question now is how Macneil’s contracting classifications corre-
spond to the description of transactions in Figure 3—1. Several propositions
are suggested immediately: (1) Highly standardized transactions are not apt to
require specialized governance structure. (2) Only recurrent transactions will
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FIGURE 3-1. Illlustrative Transactions

support a highly specialized governance structure.* (3) Although occasional
transactions of a nonstandardized kind wiil not support a transaction-specific
governance structure, they require special attention nonetheless. In terms of
Macneil’s three-way classification of contract, classical contracting presum-
ably applies to all standardized transactions (whatever the frequency), rela-
tional contracting develops for transactions of a recurring and nonstandar-
dized kind, and neoclassical contracting is needed for occasional, nonstan-
dardized transactions.

Specifically, classical contracting is approximated by what is described
below as market governance, neoclassical contracting involves trilateral gov-
ernance, and the relational contracts that Macneil describes are organized in
bilateral or unified governance structures. Consider these seriatim.

2.1 Marker Governance

Market governance js the main governance structure for nonspecific transac-
tons of both occasional and recurrent contracting. Markets are especially

JDef?nse cc?ntracling may appear to be a counterexample, since an claborate governance
st.ruct'u;x? }s devised for many defense contracts. This reflects in part, however, the special
disabilities of the govemiment to engage in own-production. But for that, many contracts would
e and of long duration, as many defense

be organized in-house. Also, contracts that are very larg,
contracts are, do have recurring character. ’
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efficacious when recurrent transactions are contemplated, since both parties
need only consult their own experience in deciding to continue a trading
relationship or, at little transitional expense, turn elsewhere. Being standard-
ized, alternative purchase and supply arrangements are presumably easy to
work out.

Nonspecific but occasional transactions are ones for which buyers (and
sellers) are less able to rely on direct experience to safeguard transactions
against opportunism. Often, however, rating services or the experience of
other buyers of the same good can be consulted. Given that the good or
service is of a standardized kind, such experience rating, by formal and
informal means, will provide incentives for parties to behave responsibly.

To be sure, such transactions take place within and benefit from a legal
framework. But such dependence is not great. As S. Todd Lowry puts it, “‘the
traditional economic analysis of exchange in a market setting properly corre-
sponds to the legal concept of sale (rather than contract), since sale presumes
arrangements in a market context and requires legal support primarily in
enforcing transfers of title’’ (1976, p. 12). He would thus reserve the concept
of contract for exchanges where, in the absence of standardized market alter-
natives, the parties have designed *‘patterns of future relations on which they
could rely’” (1976, p. 13).

The assumptions of the discrete contracting paradigm are rather well
satisfied for transactions where markets serve as a main governance mode.
Thus the specific identity of the parties is of negligible importance; substan-
tive content is determined by reference to formal terms of the contract; and
legal rules apply. Market alternatives are mainly what protect each party
against opportunism by his opposite. Litigation is strictly for settling claims;
concentrated efforts to sustain the relation are not made, because the relation
is not independently valued.4 ‘

2.2 Trilateral Governance

The two types of transactions for which trilateral governance is needed are
occasional transactions of the mixed and highly specific kinds. Once the
principals to such transactions have entered into a contract, there are strong
incentives to see the contract through to completion. Not only have spe-

4*“Generally speaking, a serious conflict, even quite a minor one such as an objection to a
harmlessly late tender of the delivery of goods, terminates the discrcte contract as a live one and
leaves nothing but a conflict over money damages to be settled by a lawsuit. Such a result fits
neatly the norms of enhancing discreteness and intensifying . . . presentiation’’ (Macneil, 1978,
p. 877).
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cialized investments been put in place, the opportunity cost of which is much
lower in alternative uses, but the transfer of those assets to a successor
supplier would pose inordinate difficulties in asset valuation.’ The interests of
the principals in sustaining the relation are especially great for highly idiosyn-
cratic transactions.

Market relief is thus unsatisfactory. Often the setup costs of a transac-
tion-specific governance structure cannot be recovered for occasional transac-
tions. Given the limits of classical contract law for sustaining such transac-
tions, on the one hand, and the prohibitive cost of transaction-specific
(bilateral) governance, on the other, an intermediate institutional form is
evidently needed.

Neoclassical contract law has many of the sought-after qualities. Thus
rather than resorting immediately to court-ordered litigation—with its trans-
action-rupturing features—third-party assistance (arbitration) in resolving
disputes and evaluating performance is employed instead. (The use of the
architect as a relatively independent expert to determine the content of form
construction contracts is an example (Macneil, 1978, p. 566).) Also, the
expansion of the specific performance remedy in past decades is consistent
with continuity purposes—though Macneil declines to characterize specific
performance as the ‘‘primary neoclassical contract remedy’” (1978, p. 879).
The section of the Uniform Commercial Code that permits the “‘seller ag-
grieved by a buyer’s breach . . . unilaterally to maintain the relation’” is yet
anotherexample.®

2.3 Bilateral Governance

The two types of transactions for which specialized governance structure are
commonly devised are recurring transactions supported by investments of the
mixed and highly specific kinds. The fundamental transformation applies
because of the nonstandardized nature of the transactions. Continuity of the
trading relation is thus valued. The transactions’ recurrent nature potentially
permits the cost of specialized governance structures to be recovered.

Two types of transaction-specific governance structures for intermediate
product market transactions can be distinguished: bilateral structures, where
the autonomy of the parties is maintained, and unified structures, where the

SAs discussed in Chapter 4, physical assets sometimes qualify as an exception.

& . . . . P
. T.he.mtfor!ale for ﬂ‘!lS section of the Code is that **identification of the goods to the contract
will, within limits, permit the seller to recover the price of the goods rather than merely damages

for the Preach -+ . ([where the] latter may be far less in amount and more difficult to prove)””
(Macneil, 1978, p- 880).
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transaction is removed from the market and organized within the firm subject
to an authority relation (vertical integration). Bilateral structures have only
recently received the attention they deserve, and their operation is least well
understood. The issues are elaborated in Chapters 7 and 8.

Highly idiosyncratic transactions are ones where the human and physical
assets required for production are extensively specialized, so there are no
obvious scale economies to be realized through interfirm trading that the
buyer (or seller) is unable to realize himself (through vertical integration). In
the case, however, of mixed transactions, the degree of asset specialization is
less complete. Accordingly, outside procurement for those components may
be favored by scale economy considerations.

As compared with vertical integration, outside procurement also main-
tains high-powered incentives and limits burcaucratic distortions (see Chapter
6). Problems with market procurement arise, however, when adaptability and
contractual expense are considered. Whereas internal adaptations can be ef-
fected by fiat, outside procurement involves effecting adaptations across a
market interface. Unless the need for adaptations has been contemplated from
the outset and expressly provided for by the contract, which often is impossi-
ble or prohibitively expensive, adaptations across a market interface can be
accomplished only by mutual, follow-on agreements. Inasmuch as the in-
terests of the parties will commonly be at variance when adaptation proposals
(originated by either party) are made, a dilemma is evidently posed.

On the one hand, both parties have an incentive to sustain the rela-
tionship rather than to permit it to unravel, the object being to avoid the
sacrifice of valued transaction-specific economies. On the other hand, each
party appropriates a separate profit stream and cannot be expected to accede
readily to any proposal to adapt the contract. What is needed, evidently, is
some way for declaring admissible dimensions for adjustment such that flexi-
bility is provided under terms in which both parties have confidence. This can
be accomplished partly by (1) recognizing that the hazards of opportunism
vary with the type of adaptation proposed and (2) restricting adjustments to
those where the hazards are least. But the spirit within which adaptations are
effected is equally important (Macaulay, 1963, p. 61).

Quantity adjustments have much better incentive-compatibility proper-
ties than do price adjustments. For one thing, price adjustments have an
unfortunate zero-sum quality, whereas proposals to increase, decrease, or
delay delivery do not. Also, except as discussed below, price adjustment
proposals involve the risk that one’s opposite is contriving to alter the terms
within the bilateral mondpoly trading gap to his advantage. By contrast, a
presumption that exogenous events, rather than strategic purposes, are re-
sponsible for quantity adjustments is ordinarily warranted. Given the idiosyn-
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cratic nature of the exchange, a seller (or buyer) simply has little reason
to doubt the representations of his opposite when a quantity change is
proposed. -

Thus buyers will neither seek supply from other sources nor divert prod-
ucts obtained (at favorable prices) to other uses (or users)—because other
sources will incur high setup costs and an idiosyncratic product is nonfuhgible
across uses and users. Likewise, sellers will not withhold supply because
better opportunities have arisen, since the assets in question have a specialized
character. The result is that quantity representations for idiosyncratic products
can ordinarily be taken at face value. Since inability to adapt both quantity
and price would render most idiosyncratic exchanges nonviable, quantity
adjustments occur routinely.

Of course, not all price adjustments pose the same degree of hazard.
Those which pose few hazards will predictably be implemented. Crude esca-
lator clauses that reflect changes in general economic conditions are one
possibility. But since such escalators are not transaction-specific, imperfect
adjustments often result when these escalators are applied to local conditions.
Consider therefore whether price adjustments more closely related to local
circumstances are feasible. The issue here is whether interim price adjust-
ments can be devised for some subset of conditions such that the strategic
hazards described above do not arise. What are the preconditions?

Crises facing either of the parties to an idiosyncratic exchange constitute
- € class of exceptions. Faced with a viability crisis that jeopardizes the
relationship, ad hoc price relief may be permitted. More relevant and interest-
ing, however, is whether there are circumstances whereby interim price ad-
justments are made routinely. The preconditions here are two: first, proposals
to adjust prices must relate to exogenous, germane, and easily verifiable
events; and second, quantifiable cost consequences must be confidently relat-
ed thercto. An example may help to illustrate. Consider a component for
which a significant share of the cost is accounted for by a basic material
.(copper; steel). Assume, moreover, that the fractional cost of the component
m.terms of this basic material is well specified. An exogenous change in
prTces of materials would in such a case pose few hazards if partial but interim
price relief were permitted by allowing pass-through according to formula. A
more refined adjustment than aggregate escalators would afford thereby

‘ obtain$.

It bears emphasis, however, that not all costs so qualify. Changes in
ove.rhead or other expenses for which validation is difficult and which, even if
verified, bear an uncertain relation to the cost of the component will not be
p'assed through in a similar way. Recognizing the hazards, the parties will
simply forgo relief of this kind.
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2.4 Unified Governance

Incentives for trading weaken as transactions become progressively more
idiosyncratic. The reason is that as human and physical assets become more
specialized to a single use, and hence less transferable to other uses, econo-
mies of scale can be as fully realized by the buyer as by an outside supplier.
The choice of organizing mode then turns entirely on which mode has superi-
or adaptive properties. As discussed in Chapter 4, vertical integration will
ordinarily appear in such circumstances.

The advantage of vertical integration is that adaptations can be made in a
sequential way without the need to consult, complete, or revise interfirm
agreements. Where a single ownership entity spans both sides of the transac-
tion, a presumption of joint prdfit maximization is warranted. Thus price
adjustments in vertically integrated enterprises will be more complete than in
interfirm trading. And, assuming that internal incentives are not misaligned,
quantity adjustments will be implemented at whatever frequency serves to
maximize the joint gain to the transaction.

Unchanging identity at the interface coupled with extensive adaptability
in both price and quantity is thus characteristic of highly idiosyncratic transac-
tions. Market contracting gives way to bilateral contracting, which in tumn is
supplanted by unified contracting (internal organization) as asset specificity
progressively deepens.”

The efficient match of governance structures with transactions that re-
sults from the foregoing is shown in Figure 3-2.

7Note that this transaction cost rationale for internal organization is very different from that
originally advanced by Coase. He argued that there are two factors that favor organizing produc-
tion in the firm as compared with the market: the cost of **discovering what the relevant prices
arc™" is purportedly lower, and the ‘‘costs of negotiating and concluding a separate contract for
each exchange transaction which takes place on a market”” are reduced (Coase, 1952, p. 336).
His 1972 treatment of the main differences between firms and markets invokes precisely these
same two factors (Coase, 1972, p. 63). Expressed in terms of the behavioral assumptions on
which I rely, Coase (implicitly) acknowledges bounded rationality but makes no reference to
opportunism. Indeed, to contend, as he does, that Knight offers no reason for superseding the
price system, since ‘*[wle can imagine a system where all advice or knowledge was bought as
required’ (Coase, 1952, p. 346), is essentially to deny that markets for information are beset by
opportunism. Coase is not only silent on the contracting hazards and maladaptations on which I
rcly to explain nonstandard contracting, but hc makes no mention of the need to dimensionalize
transactions, which is the key fo the discriminating approach. Those differences notwithstanding,
the debts of transaction cost economics to Coase’s early work are beyond adequate
acknowledémem.
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Investment Characteristics

Nonspecific Mixed Idiosyncratic

Trilateral governance
(neoclassical contracting)

Occasional

Bilateral governance Unified governance

Frequency
Market governance
{classical contracting)

Recurrent

1]
(relational contracting)
]

—

FIGURE 3-2. Efficient Governance

3. Uncertainty

The proposed match of governance structures with transactions considers only
two of the three dimensions for describing transactions: asset specificity and
frequency. The third dimension, uncertainty, is assumed to be present in
sufficient degree to pose an adaptive, sequential decision problem. The occa-
sion to make successive adaptations arises because of the impossibility (or
costliness) of enumerating all possible contingencies and/or stipulating appro-
priate adaptations to them in advance. The effects on economic organization
of increases in uncertainty above that threshold level have not, however, been
considered.

As indicated earlier, nonspecific transactions are ones for which con-
tinuity has little value, since new trading relations can be easily arranged by
both parties. Increasing the degree of uncertainty does not alter this. Market
govemnance (classical contracting) thus holds across standardized transactions
of all kinds, whatever the degree of uncertainty.

Matters change when asset specificity is introduced. Since continuity
fnow mz?tters, increasing the degree of parametric uncertainty makes it more
1mperj¢mve to organize transactions within governance structures that have the
ca‘pacxty to ““work things out.” Failure to support transaction-specific assets
with protective governance structures predictably results in costly haggling
and maladaptiveness. Efforts to restore a position on the shifting contract
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curve may be forgone for this reason. The intrusion of behavioral uncertainty,
which is associated with unique events, compounds the difficultics.

Indeed, though it is extreme and even implausible in many trading situa-
tions, it is not strictly essential for the original disturbance to which an
adaptation is sought to have exogenous origins. As discussed in Chapter 7,
Section 4, one of the parties to a bilateral trade can contrive to introduce a
disturbance that alters the profit prospects of the other. An even more blatant
example would be for one party to make false state of the world declarations.
Thus suppose that a contract stipulates that X will be delivered under 6; and X
+ 3 under 0,, where 8, and 8, refer to state realizations. If it is difficuit for
third parties to discern which state actually obtairs, buyers may falsely assert
that 0, obtains. Although such blatant opportunism may be rare, it nev-
ertheless illustrates the problems that arise when trading parties possessing the
behavioral attributes of human nature as we know it are joined, by reason of
asset specificity, in a bilateral trading situation.

Transactions with mixed investment attributes pose especially interesting
organizational problems. Unless an appropriate market-assisted governance
structure can be devised, such transactions may ‘‘flee’” to one of the polar
extremes as the degree of uncertainty increases. One possibility would be to
sacrifice valued design features in favor of a more standardized good or
service. Market governance would then apply. Alternatively, the valued de-
sign features could be preserved (perhaps even enhanced) and the transaction
assigned to internal organization instead. Sometimes, however, it will be
feasible to devise nonstandard contracts of the kinds discussed in Chapters 7
and 8. Where that is done (and is not prohibited by public policy), bilateral
contracting relations between nominally autonomous contracting agents can
often survive the stresses of greater uncertainty.

Reductions in uncertainty, of course, warrant shifting transactions in the
opposite direction—although such shifts may be delayed if the assets in
question are long-lived. To the extent that uncertainty decreases as an industry
matures, which is the usual case, the benefits that accrue to internal organiza-
tion (vertical integration) presumably decline. Accordingly, greater reliance
on market procurement is commonly feasible for transactions of recurrent
trading in mature industries.

4. Measurement

The cognitive map of contract set out in Figure 1-1 (Chapter 1) distinguishes
between two branches of transaction cost economics: the governance branch
and the measurement branch. The former is concerned mainly with organizing
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transactions in such a way as to facilitate efficient adaptations. The latter is
concerned with the ways by which better to assure a closer correspondence
between deeds and awards (or value and price). To be sure, these are not
independent. The difference in emphasis is nevertheless real and needs to be
highlighted. It is furthermore noteworthy that problems of governance and
measurement both vanish if either bounds on rationality or opportunism are
presumed to be absent.

Thus assume that parties to a trade do not experience bounded ra-
tionality. Assume, moreover, that this implies the absence of private informa-
tion and that this competence extends to impartial arbiters. Governance prob-
lems then vanish, since comprehensive contracting is feasible. Opportunistic
inclinations are simply of no account. Measurement problems likewise van-
ish, since a world of unbounded rationality is one in which measurement costs
are zero. An opportunistic propensity to exploit private information is vitiated
in these eircumstances.

Assume instead that parties experience bounded rationality but are not
opportunistic. Incomplete contracting does not then pose a governance issue,
since the general clause device assures that appropriate adaptations will be
implemented without resistance by either party to a bilateral trade. Similarly,
costly measurement is not a problem if neither party to a trade attempts to
exploit private information to the disadvantage of the other—which neither
will do if opportunism is absent.

Repeated reference to bounded rationality and opportunism does not,
however, without more, direct attention to the particular problems of eco-
nomic organization that are most severe. Some transactions test bounded
rationality limits more severely. Some pose greater hazards of opportunism.
Which are they?

N Just as the study of governance has benefited by efforts to identify the
cntical dimensions with respect to which transactions differ in governance
Tespects, so likewise will the study of measurement benefit by efforts to
deve]op. the underlying microanalytics. Although the measurement branch of
transaction cost economics has made considerable headway during the past
gie;ii:ig:rfz:rl,aslf82;.Nonh, 1982; Kenney and Kle.in, 1983), the relevant

ertaining where the measurement difficulties reside remain

somew i
som llTat obscure. Be that as it may, an effort to examine some of the
erlying features will nevertheless be attempted.

4.1 Ex Ante Problems

The i
cond?ﬁ:erse ;elecnon probiem referred to above is an illustration of an ex ante
N where one party to the trade has private information that it can
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choose selectively to disclose, which asymmetry the other party cannot over-
come except at great cost. The condition is a manifestation of a more general
problem that is responsible for measurement difficulties, namely, idiosyncrat-

ic information. Many of the problems that George Akerlof (1970) treats in the

context of ‘“‘lemons™ are precisely attributable to such an ex ante valuation
condition. The seller of a used car can thus be presumed to have deeper
knowledge than the buyer, which asymmetry introduces distortions into this
market. And Groucho Marx’s refusal to join a club that would admit him
reflects a condition of bilateral asymmetry: if they really knew what he was
like, they wouldn’t admit him; and since they don’t know, they presumably
have admitted many others of dubious reputation earlier.

The recent Kenney and Klein (1983) treatment of ‘‘oversearching’’ in
the market for gem-quality uncut diamonds is another illustration of the phe-
nomenon. Despite classification into more than two thousand categories,
significant quality variation in the stones evidently remained. How can such a
market be organized so that oversearching expenses are not incurred and each
party to the trade has confidence in the other? The ‘‘solution’’ that Kenney
and Klein describe entails more than just accumulating experience upon
which to base “‘trust’’. By assembling groups of diamonds—or *‘sights’’—
and subjecting the exchange to special trading rules, hazards of opportunism
are more reliably attenuated.

4.2 Contract Execution

Information asymmetries of two kinds can be distinguished at the contract
execution stage. The more familiar is where one party to the trade has more
knowledge over the particulars than does the other. For example, a salesman’s
success depends jointly on his sales efforts and stochastic state realizations.
Although the salesman knows the former, he cannot be relied upon accurately
to report them. Accordingly, if the producer can observe only output alone,
then compensation is based entirely on sales. (That is the classic agency
problem, where X = X(a,0), where X denotes output, a is effort, and 0 is the
state realization.) Complex incentive alignment problems are thereby posed
(Holmstrom, 1979).

A second, less widely recognized type of asymmetry takes the form of
King Solomon problems. Here each party to the transaction knows the full
truth of what has occurred, but it is costly to disclose the facts to anyone other
than an on-site observer. Those are the issues with which Alchjan and Dem-
setz (1972) were concerned in their discussion of team organization. If two or
more workers must work coordinately and if their separate contributions
cannot be ascertained by an ex post examination of the work product, then
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assignment of someone to oversee the work may be needed. Supervision
purportedly arises in this way.

Unsurprisingly, many of the most interesting problems of economic
organization involve both asset specificity and information asymmetry issues.
Indeed, as Alchian has argued, the two are often inseparable (1984, p. 39).

§. The Distribution of Transactions

The study of contractual relations plainly involves more than an examination
of discrete markets on the one hand and hierarchical organization on the other.
As Llewellyn observed in 1931, the exchange spectrum runs the full gamut
from pure market to hierarchy and includes complex ‘‘future deals’’ located
between market and hierarchy extremes (1931, p. 727). Similarly, George
Richardson remarks that ‘‘what confronts us is a continuum passing from
transactions, such as those on organized commodity markets, where the coop-
eration element is minimal, through intermediate areas in which there are
linkages of traditional connection and good will, and finally to those complex
and interlocking clusters, groups and alliances which represent cooperation
fully and formally developed’” (1972, p. 887). Both Richardson’s examples
and those more recently developed and discussed by Arthur Stinchcombe
(1983) demonstrate that activity in the middle range is extensive. Stewart
Macaulay’s empirical examination of commercial contracting practices
(1963) confirms this.

Suppose that transactions were to be arrayed in terms of the degree to
which parties to the trade maintained autonomy. Discrete transactions would
thus be located at the one extreme, highly centralized, hierarchical transac-
tions would be at the other, and hybrid transactions (franchising, joint ven-
tures, other forms of nonstandard contracting) would be located in between.
What would the resulting distribution of transactions look like?

The three leading candidates are (1) the bimodal distribution, where most
transactions cluster at one or the other extreme, (2) the normal distribution,
whence the extremes are rare and most transactions display an intermediate
degr_ee of interdependence, and (3) the uniform transaction. Whereas [ was
earhex: of the view that transactions of the middle kind were very difficult to
Organize and hence were unstable, on which account the bimodal distribution
was moTe accurately descriptive (Williamson, 1975), I am now persuaded that
transactions in the middle range are much more common. (Such transactions
have, moreover, been the object of increasing attention in the economic,?

s .
SeF e.specmlly Chapters 7, 8, 10, and 13 and the numerous references to the recent
economic literature therein.
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legal,® and organizations'® literatures.) But inasmuch as standardize.d com-
modity transactions are numerous and as administrative organization is simi-
larly widespread, the tails of the distribution are thick. By a process of
elimination, the uniform distribution appears most nearly to correspond with
the world of contract as it is. Whatever the empirical realities, greater atten-
tion to transactions of the middle range will help to illuminate an understand-
ing of complex economic organization. If such transactions flee to the ex-
tremes, what are the reasons? If such transactions can be stabilized, what are
the governance processes?

9Macaulay (1963); Macneil (1974); Clarkson, Miller, and Muris (1978); Atiyah (1979);

Goetz and Scott (1983); Palay (1984); Masten (1984); and Kronman (1985) are examples.

10Stinchcombe (1983), Harrison White (1981), and Robert Eccles (1981), and Granovetter

(1983) are examples.

CHAPTER 4

Vertical Integration: Theory
and Policy

The law and economics of vertical integration have long been subject to
controversy. Roger Blair and David Kaserman's recent review of the issues
employs the language of warfare—battleground, skirmishes, campaigns, and
the like—to set the stage (1983, p. 1). Contests of two kinds can be dis-
tinguished. The earlier ones took place within the monopoly domain, the
disputes having reference to whether vertical integration was principally an
instrument of price discrimination, was designed to check successive margin-
alization, or had entry barrier purposes. More recently monopoly and efficien-
cy explanations have been paired off. Vigorous resistance notwithstanding,
the technological orientation and monopoly presumptions of an earlier era
have gradually made way for an interpretation in which efficiency purposes
are more prominently featured. By comparison with the 1968 Vertical Merger
Guidelines, those issued by the Justice Department in 1982 make significant
allowances for efficiency. Indeed, the 1984 Merger Guidelines even make
provision for an efficiency defense (Chapter 14).

] To be sure, as with most complex forms of organization, vertical integra-
tion can and sometimes does serve a variety of economic purposes. i I focus
here on what I consider to be the main purpose served: economizing on

Paul Kleindorfer and Gunter Knieps (1982, p. 1) offer the following summary statement on
urposes of vertical integration:

the p
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transaction costs. A brief discussion of strategic purposes, however, is also
included.

The commonsense explanation for vertical integration is that it has tech-
nological origins.? That explanation is disputed in section 1. The main factor
to which I attribute a decision to integrate is a condition of asset specificity. A
simple mode! in which asset specificity is featured and in which the tradeoffs
between transaction costs and production costs are displayed is developed in
section 2. Further implications of this approach are developed in section 3.
Vertical Merger Guidelines are examined in section 4.

1. Technological Determinism

Ours is indisputably a technologically advanced society. That complex orga-
nization is needed to serve a complex technology is surely common sense. In
particular, comprehensive integration—backward -into materials, laterally
into components, and forward into distribution—is widely believed to be the
organizational means by which complex products and services are created,
produced, and efficiently brought to market.

That conception is supported by the firm-as-production-function orienta-
tion. Large, integrated firms, wherein production is accomplished by joining
fungible inputs to yield outputs according to the engineering specifications,
are supposedly the rule rather than the exception. Reference to ‘‘physical or
technical aspects’’ sometimes buttresses this nonmarket presumption. The
standard example is the integration of iron and steel making, where the

The most popular [explanation] has been that when economies of scope between successive
stages due to technological organizational interrelationships are strong enough, these ac-
tivities should be provided under joint ownership (e.g., Chandler [1966]). Other arguments
for Vertical Integration have becn the avoidance of factor distortions in monopolized
markets (e.g., Vernon and Graham [1971], Warren-Boulton {1974], Schmalensee {1973));
uncertainty in the supply of the upstream good with the consequent need for information by
downstream firms (Arrow [1975)); and the transfer of risks from one section of the econo-
my to another (Crouhy [1976), Carlton [1979]). Furthermore, it has been pointed out that
transaction costs might create important incentives for vertical integration (e.g., Coase
{1937], Williamson [1971, 1975]).

Omitted from this list is the incentive to use vertical integration as an organization shell to evade
taxes on intermediate products (Stigler, 1951) or as a device, through judicious use of transfer
pricing, to take advantage of differences among tax jurisdictions (that arise, for example, between
states). Jerry Green'’s recent examination of information externalities (1984) also warrants inclu-
sion. Yoram Barzel (1982) and Douglass North (1978) trace vertical integration to difficulties of
measurement.

2The recent book by Roger Blair and David Kaserman (1983) provides an expansive survey
and assessment of the literature.
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realization of thermal economics is said to require integration (Bain, 1958, p.
381). Even, moreover, if tight technological linkages of that kind are missing,
existing configurations of assets are widely believed to reflect technological
principles. Especially among noneconomists, more integration is thought to
be preferable to less. Only in such rare circumstances where outside suppliers
have patents or where economies of scale or scope are very large would
outside procurement be seriously contemplated.

All of the above is plausible, which is to say that vertical integration
appears to be the unproblematic result of a natural technological order. I
submit, however, that intermediate product market transactions are much
more numerous than the conventional wisdom would suggest.? The marvels
of the market to which Hayek referred in 1945 apply equally today. 1 further-
more contend that decisions to integrate are rarely due to technological deter-
minism but are more often explained by the fact that integration is the source
of transaction cost economies.

One way of putting it is as follows: Technology is fully determinative of
economic organization only if (1) there is a single technology that is de-
cisively superior to all others and (2) that technology implies a unique organi-
zation form. Rarely, I submit, is there only a single feasible technology, and
even more rarely is the choice among alternative organization forms deter-
mined by technology.

Recall in this connection the contracting schema in Chapter 1, where
general purpose and special purpose technologies are distinguished. Recall
further that the parties to the transactions so described have the option of
crafting governance structures responsive to their contracting needs. Only as
market-mediated contracts break down are the transactions in question re-
moved from markets and organized internally. The presumption that *‘in the
beginning there were markets’’ informs this perspective.

This market-favoring premise has two advantages. One is that it helps to
flag a condition of bureaucratic failure that has widespread economic impor-
tance but goes little remarked. (The issues here are briefly introduced in
section 3 and are more fully developed in Chapter 6.) Second, it encourages
the view, which I believe to be correct, that technological separability be-
tween successive production stages is a widespread condition—that sepa-

ﬁmnst::sz:‘sfm ‘;:zi:::sr:s of changc. in the amount of vertical integration,. it n often inferred
increased. But such increasess In tf_'ln'n size over time that the degree of ve‘mcal integtation has
grows to serve larger markers l;ml:‘n size are .o.ften a reSl'llt. of .radual expansion, whc.:rebx the firm
Itis evident that fou consun;er I'Ode con.|posmon of activity is unc!langcd, or of dwersuﬁcation.
waterials, And . product f:rms zfrc comprehenswe'ly mt.egr_ated backward into raw

many manufacturers decline to integrate forward into distribution. Lateral integra-

;l:n nto components is also incom;.)lete—as an examination of the automobile industry (General
otors, Ford, Chrysler, Toyota) discloses (Monteverde and Teece, 1982).
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rability is the rule rather than the exception..It thus becomes easy and even
natural to regard the transaction as the basic unit of analysis. As between
alternative feasible modes for organizing transactions, which has superior
efficiency -properties and why? Once that orientation is adopted, internal
organization is seen less as a consequence of technology and more as the
result of a comparative assessment of markets and hierarchies.

A useful strategy for explicating the decision to integrate is to *hold
technology constant across alternative modes of organization and to neutralize
obvious sources of differential economic benefit, such as transportation cost
savings. Thus consider two separable manufacturing operations in which the
output of one stage feeds the next. An entrepreneur has decided to enter stage
I activity and is considering alternative ways of organizing stage I. One
possibility is to solicit bids from qualified suppliers to produce to his needs. A
second is to integrate backward and do the work himself.

Assume that the same stage I technology will be employed whether the
entrepreneur makes or buys. One factor that would appear to favor own-
manufacture over procurement is that transportation cost economies may be
realized. That is superficial, however, since an independent stage I supplier
can locate in the same cheek-by-jowl relation to stage II as can an integrated
owner. Accordingly, transportation (and related inventory cost savings) are
neutralized. What is it, then, that favors one of the modes in relation to the
other?

Although this query is one to which a theory of the firm might reasonably
be expected to speak, mundane vertical integration of this kind is a subject on
which the orthodox view of the firm as production function is curiously silent.
Given that the two stages in question are technologically separable, and given
that factor price, tax, and related distortions are not obviously posed, there is
no compelling neoclassical reason to prefer integration over market
procurement.

The notion that an independent stage I supplier would be willing to locate
in cheek-by-jowl proximity to the stage 11 buyer nevertheless runs contrary to
intuition. Surely there are undisclosed hazards in such an association? If so,
does this have organizational ramifications?

4The view that technological nonseparability is a common condition and is primarily respon-
sible for the appearance of the ‘‘classical capitalist firm’* and its successor was advanced by
Armen Alchian and Harold Demsetz (1972). The principal example they offered in support of
their view was that of manual freight loading, whereby two men need to work coordinately in
order to load a truck. Such team relations are restricted to relatively small groups, however. The
symphony orchestra is the largest such group of which I am aware. See Karl Marx, Vol. 1, chap.
13, for an early insightful discussion of nonseparability. Interesting though such a condition is,
nonseparabilities do not explain the appearance and viability of very large-scale organization.
Alchian (1984) now holds that complex organization owes its origin to transaction costs.
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Note that reference to hazards introduces nonproduction (transaction
cost) considerations. Of special importance in this connection, and the distinct
contribution of transaction cost economics, is the following proposition: The
magnitude of the hazards depends on the attributes of the assets and on the
characteristics of the contracting relation.

Thus suppose that stage I requires an investment in durable, general
purpose equipment that is mounted ‘‘on wheels,’’ hence can be costlessly
relocated. Contractual problems between independent buyer and supplier are
here limited since contracts can be terminated and productive resources relo-
cated at negligible cost. Given the unspecialized nature of the investments and
the mobility that has been ascribed to them, neither buyer nor supplier oper-
ates at the sufferance of the other. Problems arise, however, if stage I involves
durable specialized investments or if, once put in place, relocation of general
purpose assets is thereafter very costly. Here the parties must face issues such
as the following: Can the complex contract be written and implemented at low
cost whereby independent parties assuredly adapt their relation efficiently to
changing circumstances? What are the hazards of incomplete contracting? In
consideration of the fundamental transformation to which autonomous con-
tracting is subject in these circumstances, ought unified ownership of the two
stages be elected instead? Adaptive, sequential decision-making of the com-
bined stages would then be implemented under the administrative aegis rather
than in a recurring bargaining context.$

To be sure, this is a highly simplified and stylized example. But the basic
argument applies quite generally: Technology is not determinative of eco-
nomic organization if alternative means of contracting can be described that
can feasibly employ, in steady state respects at least, the same technology. I
submit that several alternative modes commonly qualify, whence technology
is more usefully regarded as a factor that delimits the set of feasible modes—
the final choice thereafter turning on a transaction cost assessment. Dis-
tinguishing among transactions according to their attributes is essential for
final mode selection purposes.

Even that, however, is too simple. It assumes a sequential process
whereby technology is selected first and choice among feasible organizational
modes is made thereafter. This convenient expository device is used in section
2, below. In fact, however, technology and organizational modes ought to be
treated symmetrically; they are decision variables whose values are deter-
mined simultaneously. The issues here are addressed clsewhere {Masten,
1982; Riodan and Williamson, forthcoming). Suffice it to observe that, albeit

The limits of fiat also need to be addressed. Suffice it to observe here that common

ownership of successive stages attenuates incentives for managers to suboptimize, since they do
not appropriate scparate profit streams. But the issues are more complex. See Chapter 6.
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qualified, the main arguments survive when formulated in a more general
framework.

2. A Heuristic Model

As discussed in earlier chapters and sketched in section 1 above, the principal
factor to which transaction cost economics appeals to explain vertical integra-
tion is asset specificity. Without it, market contracting between successive
production stages ordinarily has good economizing properties. Not only can
production economies be realized by an outside supplier who aggregates
orders, but the governance costs of market procurement are negligible—since
neither party has a transaction-specific interest in the continuity of the trade.
As asset specificity increases, however, the balance shifts in favor of internal
organization,

The argument is developed in two parts. First, output is held constant
and economies of scale and scope are assumed to be negligible (or the firm in
question is of sufficient size to exhaust them). Choice between firm and
market thus turns entirely on governance cost differences. Second, economies
of scale and scope are admitted, but output is constrained to be the same.6

2.1 Governance Costs and Economic Organization

The main differences between market and internal organization are these: (1)
Markets promote high-powered incentives and restrain bureaucratic distor-
tions more effectively than internal organization; (2) markets can sometimes
aggregate demands to advantage, thereby to realize economies of scale and
scope; anq (3) internal organization has access to distinctive governance in-
struments: The differences between market and internal organization in incen-
tive and control respects are developed in Chapter 6. For my purpose here, I
take these as given.
Consider, therefore, the decision of a firm to make or buy a particular
good or service. Suppose that it is a component that is to be joined to the
mainframe and that the quantity to be supplied is fixed.? Economies of scale
and scope are assumed to be negligible, so the critical factors that are deter-

SAs I acknowledge above, a more complete and general model would treat output, asset
specificity, and organization form as decision variables.

7Assume that the component is uscd in fixed proportions and represents a negligible fraction
of the total cost.

Vertical Integration: Theory and Policy K 91

Cost

B,
AG

FIGURE 4-1. Comparative Governance Cost

minative _in the decision to make or buy are production cost control and the

Ease of effecting intertemporal adaptation.

The high-powered incentives of markets manifest thems'elves in both
respects: They favor tighter production cost control but, as 'the bilateral depen-
dency of the relation between the parties builds up, they impede the ease of
adaptation. The latter effect is a consequence of the fundamental transforma-
tion that occurs as a condition of asset specificity deepens. Let § (k) be the
bureaucratic costs of internal governance and M(k) the corresponding gover-
nance costs of markets, where & is an index of asset specificity. Assume that
B(0) > M(0), by reason of the above described cost control effects. Assume
further, however, that M’ > B’ evaluated at every k. This second is a conse-
quence of the comparative disability of markets in adaptability respects.
Letting AG = B(k) — M(k), the relation shown in Figure 4-1 obtains.

Thus market procurement is the preferred supply mode where asset spec-
ificity is slight——because of the incéntive and bureaucratic disabilities of
internal organization in production cost control respects. But internal organi-
zation is favored where asset specificity is great, because a high degree of
bilateral dependency exists in those circumstances and high-powered incen-
tives impair the ease with which adaptive, sequential adjustments to distur-
bances are accomplished. As shown, the switchover value, where the choice
between firm and market is one of indifference, occurs at k.
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2.2 Economies of Scale and Scope

The foregoing assumes that economies of scale and scope are negligible, so
that the choice between firm and market rests entirely on the governance cost
differences. Plainly that oversimplifies. Markets are often able to aggregate
diverse demands, thereby to realize economies of scale and scope. According-
ly, production cost differences also need to be taken into account.8

Again it will be convenient to hold output unchanged. Let AC be the
steady state production cost difference between producing to one’s own re-
quirements and the steady state cost of procuring the same item in the market.
(The steady state device avoids the need for adaptation.) Expressing AC as a
function of asset specificity, it is plausible to assume that AC will be positive
throughout but will be a decreasing function of k.

The production cost penalty of using internal organization is large for
standardized transactions for which market aggregation economies are great,
whence AC is large where & is low. The cost disadvantage decreases but
remains positive for intermediate degrees of asset specificity. Thus although
dissimilarities among orders begin to appear, outside suppliers are nev-
ertheless able to aggregate the diverse demands of many buyers-and produce
at lower costs than can a firm that produces to its own needs. As goods and
services become very close to unique. (k is high), however, aggregation econ-
omies of outside supply can no longer be realized, whence AC asymptotically
approaches zero. Contracting out affords neither scale nor scope economies in
those circumstances. The firm can produce without penalty to its own needs.

¥The argument assumes that the firm produces to and services only its own needs. If
diseconomies of scale or scope are large, therefore, technological features will deter all but very
large firms from supplying 1o their own needs.

Plausible though this appears, neither economies of scale nor scope are, by themselves,
responsible for decisions to buy rather than-make. Thus, suppose that economies of scale are large
in relation to a firm’s own needs. Absent prospective contracting problems, the firm could
construct a plant of size sufficient to exhaust economies of scale and sell excess product to rivals
and other interested buyers. Or suppose that economies of scope are realized by selling the final
g0od in conjunction with a variety of related items. The firm could integrate forward into
marketing and offer to sell its product together with related items on a parity basis—rival and
complementary items being displayed, sold, and serviced without reference to strategic purposes.

That other firms, especially rivals, would be willing to proceed on this basis is surely
doubtful. Rather than submit to the strategic hazards, some will decline to participate in such a
scheme (Williamson, 1975, pp. 1619, 1979¢, pp. 979-80). The upshot is that all cost dif-
ferences between internal and market procurement ultimately rest on transaction cost considera-
tions. Inasmuch, however, as the needs of empirical research on economic organization are better
served by making the assumption that firms which procure internally supply exclusively to their
own needs, whence technological economies of scale and Scope are accorded independent impor-
tance (see, for example, the study of Walker and Weber {] 984}, which is briefly discussed in
Section 3.2 of Chapter 5), | employ this assumption here.
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This AC relation is shown in Figure 4-2. The object, of course, is not to
minimize AC or AG taken separately but, given the optimal or specified level
of asset specificity, to minimize the sum of production and governance cost
differences. The vertical sum AG + AC is also displayed. The crossover
value of k for which the sum (AG + AC) becomes negative is shown by %,
which value exceeds k. Economies of scale and scope thus favor market
organization over a wider range of asset specificity values than would be
observed if steady state production cost economies were absgm. .

More generally, if k* is the optimal degree of asset specificity,® Figure
4-2 discloses:

1. Market procurement has advantages in both scale economy and gov-
ernance respects where optimal asset specificity is slight (k*.<< k).

9Reference to a single *‘optimal’’ level of k is an expository convenience: The optimal level
actually varies with organization form. The intuition for this is set out ln'fqotnole 13, below.. For
a more complete treatment, see Scott Masten (1982) and Riordan and Williamson (forthcoming).
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2. Internal organization enjoys the advantage where optimal asset speci-
ficity is substantial (k* >> 12). Not only does the market realize little
aggregate economy benefits, but market governance, because of the
“lock-in"" problems that arise when assets are highly specific, is
hazardous.

3. Only small cost differences appear for intermediate degrees of op-
timal asset specificity. Mixed governance, in which some firms will
be observed to buy, others to make, and all express ‘‘dissatisfaction”’
with their current procurement solution, are apt to arise for these.
Accidents of history may be determinative. Or nonstandard contracts
of the types discussed briefly in Chapter 3 and examined more fully in
Chapters 7 and 8 may arise to serve these.

4. More generally, it is noteworthy that, inasmuch as the firm is every-
where at a disadvantage to the market in production cost respects (AC
> 0 everywhere), the firm will never integrate for production cost
reasons alone. Only when contracting difficulties intrude does the
firm and market comparison support vertical integration—and then
only for values of k* that exceed £.

Additional implications may be gleaned by introducing quantity (or firm
size) and organization form effects. Thus consider firm size (output). The
basic proposition here is that diseconomies associated with own-production
will be everywhere reduced as the quantity of the component to be supplied
increases. The firm is simply better able to realize economies of scale as its
own requirements become larger in relation to the size of the market. The
curve AC thus everywhere falls as quantity increases. The question then is
what happens to the curve AG. If this twists about k, which is a plausible
construction,'? then the venicel sum AG + AC will intersect the axis at a

value of k that progressively moves to the left as the quantity to be supplied
increases. Accordingly:

5. Larger firms will be more integrated into components than will small-

er, celeris paribus.

Finally, although this anticipates arguments developed more fully in
Chapter 11, the bureaucratic disabilities to which internal organization is
subject vary with the internal structure of the firm. Multidivisionalization,

10Assume that B(k,X) = I(k)X, where /(0) > 0 and 1(k) is the internal governance cost per
unit of effecting adaptations. Assume further that M(k,X) = M(k)X, where M(0) = 0 and Mk) is
the corresponding governance cost per unit of effecting market adaptions. Then AG = (k) -
M(k))X, and the value at which AG goes to zero will be independent of X. The effect of
increasing X is to twist AG clockwise about the value of k at which it goes 10 zero.
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assuming that the M-form is feasible, serves as a check against the bur.eaucglt-
ic distortions that appear in the unitary form (U-form) of e{lt'erpr'lse. . X-
pressed in terms of Figure 4-2, the curve AG falls under muludw:sxonahu}-
tion as compared with the unitary form organization. Thus, assuming AC is
unchanged:

6. An M-form firm will be more integrated than its U-form counterpart,
ceteris paribus."!

3. Further Implications

‘

3.1 Asset Specificity Distinctions

Additional implications of a transaction cost econqmizing kind can be :erlx;;d
by recognizing that asset specificity takes a variety of forms and t a; 'te
organizational ramifications vary among these. Four type§ of asst:t spe;n icity
are usefully distinguished: site specificity—e.g. successive stations t'at are
located in a cheek-by-jowl relation to each other so as 'to .economlze on
inventory and transportation expenses; physical asset specificity—e.g. :_pe-
cialized dies that are required to produce a component; hyman asset speci 1c1l;
ty that arises in a learning-by-doing fashic?n; and dedicated ass?ts, wh1-<:1
represent a discrete investment in generalized (as contrasted with Spe:laf
purpose) production capacity that would not be Wade but for the prospec o-
selling a significant amount of prodfuc;; to a specific customer. The organiza
i i i f each are as follows:
tlonall ‘fa;;::l (;::g?f;c?ty. Unified ownership is the pl:eponderant re]sponsz tﬁ
an asset specificity condition that arises wher! successive stagesdarg ocatessle t
close proximity to one another. Such specificity is explaine by an tay st
immobility condition, which is to say that the setup and( or relocatlonfcos s °
great. Once such assets are located, therefore, the parties arc thereafter oper
ating in a bilateral exchange relation for the useful h.fe of the assets..f' -
2. Physical asset specificity. If assets are mobile and 'the speci 1;; yb
attributable to physical features, market procurement may sm.I be fea(s; e by
concentrating the ownership of the speciﬁF assets (g.g. specialized 1e§; c‘)jn
the buyer and putting the business up for bid. Lock-in problem§ are av?}: eki
because the buyer can reclaim the dies and reopen the blddnng shou

There are, however, offsetting considerations. U-form managers may be bcr-tter.able to
implement their preferences for empire-building, which could take the form of vertical integra-
tion. See Chapter 6.
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contractual difficulties develop.'2 Thus ex post competition is efficacious,
and internal organization is unneeded. .

3. Human asset specificity.  Any condition that gives rise to substantial
.human asset specificity—be it learning-by-doing or chronic problems of mov-
ing human assets in team configurations—favors an employment relation

thus predicted as the degree of human asset specificity deepens.

. 4: Dedicated Assets. Investments in dedicated assets involve ‘expand-
ing existing plant on behalf of a particular buyer. Common ownership in these
circumstances is rarely contemplated. Trading hazards are nevertheless recog-
nized and are often mitigated by expanding the contractual relation to effect
Symmetrical exposure. Paradoxically, greater aggregate hazard exposure can
be mutually preferred to less if, as a consequence, hazard “‘equilibration”” is
thereby realized. (The issues here are developed more fully in Chapters 7
and 8.)

Yet another implication of transaction cost reasoning is that where firms
are observed both to make and to buy an identical good or service, the internal
technology will be characterized by greater asset specificity than will the
external technology, ceteris paribus.'> No other approach to the study of
vertical integration generates this set of implications.

3.2 Efficient Boundaries

The foregoing treats every separable stage of production as one for which a
careful assessment of make-or-buy is warranted. In fact, matters are often
simpler than that. There are some stages for which integration is not apt to be
seriously considered. Backward integration into raw materials is infeasible for
many firms. Moreover, there are other stages for which common ownership
will appear to be natural. James Thompson’s references to a *‘core tech-
nology’* (1967, pp. 19-23) presumes that some stages will be consolidated.
Site specificity is commonly associated with these. More interesting is the

for which it is constrained to procure the component in the market. The optimum level of k in
these two cases will not be identical. To the contrary, the choice of & in the second (noninte-
grated) case will be less than in the first (integrated) case. The reason is that lower k will permit

the first rigorously to demonstrate this point.
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procurement of items for which off-site production experiences little or no
penalty. When is such a component bought, and when is it made?

All these issues can be pulled together in the context of the *‘cfficient
boundaries’” problem.!4 Thus consider the organization of threc distinct pro-
duction stages, which, for site-specificity reasons, are all part of the same
firm. That is the technological core. Suppose that raw materials are distinct
and are naturally procured from the market. Suppose further that two things
occur at each production stage: There is a physical transformation, and com-
ponents. are joined to the ‘‘mainframe.’’ And suppose, finally, that the firm
has a choice between own distribution and market distribution.

Let the core production stages be represented by S1, $2, 53, and draw
these as rectangles. Let raw materials be represented by R and draw this as a
circle. Let component supply by represented by C1-B, C2-B, C3-B if the firm
buys its components, and C1-0, C2-0, C3-0 if it makes its own components.
Draw these as triangles. Let distribution be given by D-B if the firm uses
market distribution, and D-O if the firm uses own distribution. Draw these as
squares. Finally, let a solid line between units represent an actual transaction
and a dashed line a potential transaction, and draw the boundary of the firm as
a closed curve that includes those activities that the firm does for itself.

Given the core technology presumptions, stages S§1 through 53 will be
organized internally and raw materials will be purchased. Components C1
through C3 and stage D thus remain to be evaluated with respect to the
tradeoffs set out in subsection 2.2 above. Assume that the firm determines on
this basis to make component C2 and engage in own distribution. The effi-
cient boundary of the firm is thus given by the closed curve in Figure 4-3 that
includes, in addition to the technical core, component C2 and the distribution
stage, D. Components Cl and C3 and raw material are procured in the
market.

Obviously this is arbitrary and merely illustrative. It also oversimplifies
greatly. It is relatively easy, however, to elaborate the schema to add to the

“The term was first introduced by William Quchi (1980a). One way of answering the
question of whether drawing the boundary of the firm one way rather than another makes any
difference is to ask a series of related questions. Consider the following:

A. Production aspects
1. Would economies of scale be mainly exhausted if the firm were to produce its own requirements?
2. Are economies of scope significant and can they be realized within the firm?
B. Design and asset aspects
1. Does the item in question have special design features? Should it?
2. Are steady state economies realized by producing the item with the use of a special purpose
technology?
C. Contracting aspects
1. Are contracting parties prospectively locked into a bilateral exchange relation?
2. Are there frequent needs to adapt the exchange relation to unanticipated disturbances?
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FIGURE 4-3. Efficient Boundary

core, to consider additional components, to include several raw material
stages and consider backward integration into them, to break down distribu-
tion, and so on. But the central points would remain unchanged, namely: (1)
The common ownership of some stations—the core—is sufficiently obvious
that a careful, comparative assessment is unneeded (site specificity will often
characterize these transactions); (2) there is a second set of transactions in
which own supply is manifestly uneconomic, hence market supply is indi-
cated (many raw materials are commonly of this kind); but (3) there is a third
set of activities for which make-or-buy decisions can be made only after
assessing the production and transaction cost consequences of alternative
modes. The efficient boundary is the inclusive set of core plus additional
stages for which own supply can be shown to be the efficient choice.

The basic orientation that informs the transaction cost approach to ver-
tical integration is that integration should be selective. Contrary to what is
sometimes argued, more integration is not always better than less. The data
bear this out (see Chapter 5).

4. Vertical Merger Guidelines

The cognitive map of contract set out in Chapter 1 (Figure 1-2) identifies two
main approaches to the study of contract: monopoly and efficiency. Of the
‘two, the monopoly approach was the more fully developed and more widely
favored through the early 1970s (Coase, 1972). Vertical integration is one of
“the areas to which the monopoly branch of contract was- thought to have

relevance.
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Leverage theory and entry barrier arguments were especially prominent.
Vertical integration was believed to permit monopoly power in one area to be
magnified through acquisition of another (t&e leverage thqggxﬂhxpothesirs;)lor
to impair the condition of entry (the entry barrier hypothesis).!* Lacking a
‘‘physical or technical aspect’’ (Bain, 1968, p- 381), whereupon tech-
nological cost savings were plausibly associated with vertical integration,
anticompetitive purpose was thought to be the driving force. It was easy,
therefore, to conclude that public policy concern was warranted whenever
vertical integration involved an *‘appreciable degree of market control at even
one stage of the production process™’ (Stigler, 1955, p. 183). Specifically,
Stigler stated that when a firm had at least 20 percent of an industry’s output,
its acquisition of more than 5 percent of the output capacity of firms to which
it sells or from which it buys can be presumed to violate the antitrust laws

"(§T§Ié?7‘“l"§§§fbb. 183-84). SRR RS e

The 1968 Vertical Merger Guidelines, which set the limits on acquiring
firm and acquired firm market shares at 10 and 6 percent respectively, were
plainly in this monopoly/technological spirit. The Guidelines were either
informed by and reflected this line of scholarship, or the correspondence
between the two is a remarkable coincidence. Given the prevailing firm-as-
production-function framework, an affirmative rationale for vertical integra-
tion that did have technological origins was not evident. There being no
transaction cost economies to realize, even the slightest degree of monopoly
power was thought to be responsible for decisions to integrate. The threshold
level for imputing monopoly power and purpose to the acquiring firm was set
at 20 percent by Stigler and was subsequently reduced to 10 percent in the
1968 Guidelines.

Transaction cost economics takes issue with that in two respects. First,
the possibility that vertical integration is driven by transaction cost economies
needs to be taken into account where parties are operating in a bilateral trading
context. Second, the slightest degree of monopoly power will not elicit inte-
gration if, as developed more fully in Chapter 6, internal organization is beset
by incentive difficulties. Slight degrees of monopoly power at one stage are
not, without more, sufficient to warrant internal procurement.

This is not to say that vertical integration is wholly unproblematic in
antitrust respects, however. To the contrary, integration by dominant firms
can place smaller rivals at a strategic disadvantage. Interestingly, such anti-
competitive effects also have transaction cost origins.

SRobert Bork (1954) expressly took exception with this, but his views were not widely
heeded.
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Entry impediments of two types can arise where the leading firms in
stage | integrate (backward or forward) into what could otherwise be a com-
petitively organized stage Il activity. For one thing, the residual (noninte-
grated) sector of the market may be so reduced that only a few firms of
efficient size can service the stage II market. Firms that would otherwise be
prepared to enter stage I may be discouraged from coming in by the prospect
of having to engage in small-numbers bargaining, with all the hazards this
entails, with those few nonintegrated stage Il firms. Additionally, if prospec-
tive stage I entrants lack experience in stage 11 related activity, and thus would
incur high capital costs were they to enter both stages themselves, integrated
entry may be rendered unattractive. The integration of stages I and 1l by
leading firms is then anticompetitive, in entry aspects at least, if severing the
vertical connections would permit a competitive (large-numbers) stage 1l
activity to develop without loss of scale economies. !¢ .

Vertical integration in industries with low or moderate degrees of con-
centration does not, however, pose the same problems. Here a firm entering
into either stage can expect to strike competitive bargains with firms in the
other stage whether they are integrated or nonintegrated. The reasons are that
no single integrated firm enjoys a strategic advantage with respect to such
transactions and that collusion by the collection of integrated firms (in supply
or demand respects) is difficult to effectuate. Vertical integration rarely poses
an antitrust issue, therefore, unless the industry in question is highly concen-
trated or, in less concentrated industries, collective refusals to deal are ob-
served. But for such circumstances, vertical integration is apt to be of the
efficiency promoting kind.

The 1982 Merger Guidelines hold that vertical mergers are unlikely to
pose troublesome antitrust issues unless the Herfindahl index in the acquired
firm’s market exceeds 1800 (this corresponds._roughly, to a four-firm con-
centration ratio of 70 percent) and the market share of the acquired firm
‘exceeds 5 percent. The presumption is that nonintegrated stage I firms can
satisfy their stage II requirements by negotiating competitive terms with stage

'6Although Posner now concedes that the above-described cost of capital effects can have
entry barrier effects (1979, p. 946), he evidently regards this as a very special case. As Steven
Salop and David Scheffman point out, however, this is only one of a series of actions that
dominant firms can take whereby differential cost penalities can be imposed on actual or potential
rivals (1983, p. 267). Among the tactics that they describe are (1) selective group boycotts (where
they offer the Klor's case as an illustration), (2) industrywide wage contracts, where wage
increases have a disproportionate impact on the labor-intensive fringe (my treatment of the
Pennington case is an example; Williamson, 1968a), (3) vertical price squeezes, and (4) back-
ward integration by a dominant firm such that the downstream price to rivals of the affected input
is raised differentially (Salop and Scheffman, 1983).

i i et
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II firms where the HHI is below 1800. The 1982 Vertical Merger Guidelines
thus focus exclusively on the monopolistic subset, which is congruent with
transaction cost reasoning. It is furthermore noteworthy that the anticom-
petitive concerns to which the Guidelines refer—regarding costs of capital,!?
(contrived) scale diseconomies, and the use of vertical integration to evade
rate regulation—are all consonant with transaction cost reasoning.'® Also, the
1982 Guidelines expressly acknowledge that investments in the secondary
market are risky in the degree to which ‘‘capital assets in the secondary
market are long-lived and specialized to that market.”*!® This core proposition
plainly has transaction cost economics origins.

Despite this striking correspondence, the 1982 Guidelines are not fully
consonant with transaction cost reasoning throughout. The transaction cost
rationale for challenging a 5 percent acquisition whenever the HHI exceeds
1800 is not transparent. Furthermore, it was not until 1984 that the Guidelines
made provision for an economies defense. To be sure, thfere are hazards in
allowing an economies defense, especially if economic evidence must be
presented in court.2? These hazards can be mitigated, however, if the Justice
Department declines to bring cases where economies are clearly driving orga-
nizational outcomes (Kauper, 1983, pp. 519-22).21

Whatever is decided in economies defense respects, the fact is that the

17To its credit, the Justice Department observes that the need for additional capital, by itself,
does not constitute a barrier to entry into the primary market (here, stage I), as long as the
necessary funds are available at a cost commensurate with the level of risk in the sccondary
market. But the Department correctly recognizes that the risk in the secondary market is not
independent of structure. Integrated entry that includes an unfamiliar stage is apt to carry a risk
premium. This is because lenders ‘*doubt that would-be entrants to the primary market have the
necessary skills and knowledge to succeed in the secondary market and, therefore, in the primary
market”” (Guidelines, Sec. iv [B] {1] [b] [i]). The 1982 Guidelines further note that this problem
is exacerbated when a high percentage of the capital assets in the secondary market are long-lived
and specialized to that market, and are therefore’ difficult to recover in the event of failure.
Transaction cost reasoning plainly informs the 1982 reforms.

1¥The concem is that the regulator will be unable to evaluate the reasonableness of the costs
incurred and prices charged by an integrated supplier because the relevant information is costly to
obtain and difficult to evaluate. Such concerns would vanish were rcgulators comprehensively
knowledgeable (not subject to bounded rationality) or if regulated firms would disclose all
relevant information candidly (not subject to opportunism).

9Guidelines, Sec. iv (B) (1) (b).
20Some of these are discussed in Williamson (1977).

21Refusal to consider compelling evidence that the parties to a transaction are proposing a
vertical merger because of the contracting difficulties that attend antonomous trading would
constitute a serious breach of rationality. General Motors’ acquisition of Fisher Body after a
contracting relationship experienced strain is described by Klein, Crawford, and Alchian (1978).
See also Bain (1958, p. 658).
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1982/1984 Vertical Merger Guidelines reflect a genuine sensitivity to transac-
tion cost features—and are much more permissive than their predecessors as a
consequence. Although there are those who counsel otherwise (Schwartz,
1983), public policy is arguably more informed and has been made more
consonant with the public interest.

CHAPTER 5

Vertical Integration: Some
Evidence

The evidence on vertical integration reported below is often crude, and some
of the interpretations can be disputed. I nevertheless submit that, taken in the
aggregate, the evidence supports the proposition that vertical integration—
backward, forward, and lateral—is more consistent with trapsaction cost
gconomizing than wﬁil}_e leading alternatives. In particular, the condition of
aSSET SPECITIEIty is the main factor to “Which a predictive theory of vertical
integration must appeal.

The contention that transaction cost economizing is the main factor re-
sponsible for decisions to integrate does not preciude that there are other
factors, several of which sometimes operate simultaneously. If, however,
transaction cost economizing is really central, then the other factors are re-
duced to supporting roles. This is the basic argument.

The types of evidence germane to an assessment of transaction cost
issues are discussed in section 1. The mundane integration of core technolo-
gies is briefly discussed in section 2. Forward vertical integration out of
manufacturing into distribution is considered in section 3. Lateral integration
into components is examined in section 4. Backward integration into ‘raw
materials is discussed in section 5. Some remarks about Japanese manufacture
appear in section 6. Alternative explanations for vertical integration are brief-
ly treated in section 7. Concluding remarks follow.
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1. Types of Evidence

There is no single correct unit of analysis for addressing issues of economic
organization. Which units are most appropriate depends on the questions
being asked. The issues of interest in this book require a semi-microanalytic
level of analysis—more microanalytic than received price theory, but less
microanalytic than many sociological and social psychological studies of
organizational behavior.

Accounting data, even rather detailed accounting data, are often poorly
suited for the needs of transaction cost economics. The principal reason is that
the usual fixed cost—variable cost distinction does not get to the core issues.
As discussed and developed in the preceding chapters, the more important
distinction is between redeployable and nonredeployable costs (see Figure 2—
2). Those costs in turn are a reflection of the condition of asset specificity.

Several types of microanalytic studies can be and have been done to
assess the condition of asset specificity and its contracting consequences.
They include:

1. Statistical models (utilizing, for example, probit techniques) in which
the attributes of transactions are associated with organization form.
The study of vertical integration in the automobile industry by Kirk
Monteverde and David Teece (1982) is an example. :

2. Bivariate tests for association between attributes of transactions and
contracting modes. The studies of aerospace and transportation con-
tracting by Scott Masten (1984) and by Thomas Palay (1984; 1985)
arc examples.

3. The examination of contractual vignettes, some of which arise in
antitrust proceedings. The Canadian study referred to in Chapter 8 is
an illustration.

4. Focused case studies: The CATYV study in Chapter 13 is an example.

5. Studies of the contractual features and goverance structure of long-
term contracts, of which recent studies of long-term coal contracts are
examples (Goldberg and Erickson, 1982; Joskow, 1985).

6. Other studies of nonstandard contracting—of which R&D and, more
generally, defense contracting are illustrative.

7. Focused industry studies, of which John Stuckey’s remarkablc treat-
ment of vertical integration and joint ventures in the aluminum indus-
try (1983) is noteworthy.

8. An examination of changing organization practices as reported in the
business history literature. Chandler’s work (1962; 1977) is es-
pecially important.
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The ‘common feature of all of these is that they deal with more micro-
analytic features of economic organization than is customary in the field of
industrial organization. A breadth (more observations) for depth (greater de-
tail) tradeoff is commonly implied. 1 am persuaded that greater depth is
needed and even essential if the study of economic organization is to progress.
A second common characteristic of these studies is that direct measures of
transaction costs are rarely attempted. Instead, the comparative institutional
issue of interest is whether transactions, which differ in their attributes, are
supported by governance structures in conformity with the predictions of the
theory.

2. Mundane Integration

Vertical integration, and the evidence that relates thereto, of two kinds is
usefully distinguished. The first, which I will refer to as mundane vertical
integration, involves integration of successive stages within the core tech-
nology. (These are the on-site stages referred to as Si, $2, and §3 in Figure
4-3.) The second, which is more exotic, involves integration of peripheral or
off-site activities—backward integration into basic materials, lateral integra-
tion into components, forward integration into distribution, and the like. Most
discussions of vertical integration pass over the first and focus entirely on the
second. But for the present brief discussion, this chapter also foliows this
practice. .

It bears repeating, however, that integration of the core technology-—
stages that are located in a cheek-by-jowl association with one another, there-
by to save on transportation and inventory expense, realize thermal econo-
mies, and the like—is not so unproblematic that this should be taken for
granted. It also bears remark that the orthodox theory of the firm has no
explanation for why successive stages in the core technology should be under
unified ownership rather than each owned autonomously.

Inasmuch as there is overwhelming evidence that successive cheek-by-
jowl stages are integrated, failure for a theory of the firm to explain this
condition constitutes a serious lapse. Theories which do, by contrast, offer
consistent explanations for both on-site and off-site types of integration are
presumably to be credited (or, as the case may be, discredited) with evidence
of both kinds.

The evidence that successive on-site stations are predominantly .inte-
grated is abundant. What is everywhere taken for granted is not, however,
beyond review. The integration of flow process operations is especially
thought to be obvious. Consider, for example, the ownership and operation of
successive stages within a petroleum refinery.
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Although it is common to assume that a refinery is an indecomposable
technological unit, whence the interesting questions of integration involve
assessments of backward vertical integration into crude oil supply or forward
integration into distribution of refined product, this technological presumption
is incorrect. Numerous separable stages within the petroleum refinery can be
identified, the organization of which is problematic. How should the storage
tanks for intermediate and finished product be owned and operated? Should
the asphalt unit be franchised to the highest bidder? Should the quality control
laboratory be independently owned and operated? Such queries are rarely
posed, but they are plainly matters to which a theory of economic organiza-
tion might reasonably be asked to speak.

One of the reasons, I submit, why these mundane matters go unremarked
is because most of us have reasonably good transaction cost intuitions. Nev-
- ertheless, transaction cost economics asks that these intuitions be probed by
examining the attributes of transactions, with special emphasis on the condi-
tion of asset specificity. Potentially troublesome transactions are ones where
the parties are effectively operating in a bilateral exchange relation to each
other and need to adapt the interface at recurrent intervals. These are precisely
the circumstances where asset specificity, uncertainty, and frequency are
joined.

The storage tank and asphalt unit stages described above are almost
certainly characterized by a high degree of site specificity. Recovery value
that exceeds scrap is unlikely for the storage tanks; and the asphalt unit can be
redeployed to alternative use or users only at great expense. The re-
deployability of the quality control laboratory might conceivably be preserved
by siting it, albeit at added expense, on wheels. In the degree to which
idiosyncratic knowledge of the refinery has quality control importance, how-
ever, a human asset specificity condition intrudes.

Vertical integration is thus the predicted response for both storage tank
and asphalt units. Unless the physical and human assets of the laboratory can
be moved at slight sacrifice, moreover, integration is the preponderant re-
sponse to the issue of laboratory organization as well. Transaction cost eco-
nomics further predicts that if, for regulatory or other reasons, prohibitions or
penalties against vertical integration for these transactions are posed, then
long-term contracts will be devised in which bilateral (private ordering) safe-
guards are carefully crafted (Joskow, 1985).

Suppose, arguendo, that the capacity of transaction cost economics to
reach and deal with mundane integration is granted. Forward, lateral, and
backward integration are surely more problematic, however. How does it fare
in these respects? Consider these seriatim.

i
I
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3. Forward Integration into Distribution

3.1 The Observed Transformation

The principal development that induced forward vertical integration into dis-
tribution to occur in the second half of the nineteenth century was the ap-
pearance of the railroads (Porter and Livesay, 1971, p. 55). To be sure, there
were other significant technological developments, including the telegraph
(Chandler, 1977, p. '189), the development of continuous processing ma-
chinery (Chandler, 1977, pp. 249-53), the refinement of interchangeable
parts manufacture (Chandier, 1977, pp. 75-77), and other technological de-
velopments that supported mass manufacture (Chandler, 1977, chap. 8).
Without the low cost, reliable, all-weather transportation afforded by the
railroad, however, the incentive to integrate forward would have been much
less.1

The extensive forward integration from manufacturing.into distribution
that occurred during the last thirty years of the nineteenth century was, how-
ever, highly varied. The differences are the conditions to be explained. From
least to most, integration into distribution varied as follows: (1) none, in
which case the prevailing wholesale and retail structure continued; (2) integra-
tion into wholesale but not retail; and (3) retail (which usually included
wholesale). A temporal dimension is useful to bear in mind in all of this, since
the factors that favor integration at one point in time may not continue indefi-
nitely. Also, mistaken forward integration warrants attention. Presumably
such integration errors are less likely to be imitated or renewed and for this
reason will be less widely reported. But a predictive theory of forward inte-
gration should explain both failures and successes.

a. UNCHANGED DISTRIBUTION

The sectors of the American economy where independent wholesalers
continued to serve as distributors of goods to independent retailers included
““the complex of goods sold through retail outlets such as grocery, drug,
hardware, jewelry, liquor, and dry goods stores’” (Porter and Livesay, 1971,
p. 214). Whether independent wholesalers and retailers provided the fu}l set

INot only did the railroad have a significant impact on the distribution of manufactured
goods, but the organization of the railroad posed distinctive problems of its own (Chandler, 1977,
chap. 3), and servicing the supply needs of the growing railway industry had a direct impact on
the organization of the iron and steel industry (Porter and Livesay, 1971, pp. 55-62).
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of support services, however, or whether manufacturers performed some of
these depended on product differentiation. As discussed below, the role of the
middleman was reduced for branded products.

b. WHOLESALING

Manufacturer involvement in wholesaling functions of three kinds can be _

distinguished: preselling, inventory management, and facility ownership. The
cigarette was the ‘‘orphan’’ of the American tobacco industry until 1880. The
appearance of the Bonsack machine for the continuous processing of ciga-
rettes in 1881 and its adoption by James Duke quickly changed that (Chan-
dler, 1977, pp. 249-50). Duke cut the prices of cigarettes drastically to reflect
manufacturing economies and coupled this with massive advertising (Chan-
dler, 1977, pp. 290-92). Although Duke continued to sell through jobbers
and retailers, he also organized a network of sales offices in the larger Ameri-
can cities in which salaried managers worked to coordinate marketing and
distribution (Chandler, 1977, p. 291). The appearance of continuous process-
ing machinery and attendant economies of scale also gave rise to branding and
subsequent efforts to presell product and manage distribution in *‘matches,
flour, breakfast cereals, soup and other canned products, and photographic
film’ (Chandler, 1977, p. 289).

Whitman'’s decision to use two different methods to merchandise candy
is noteworthy. Wholesalers were bypassed in the sale of high-grade, packaged
candies. Small, inexpensive bar and packaged candies, by contrast, were sold
through the usual jobber and wholesale grocer network. Control of the whole-

saling function for the former was arguably more important for quality control

‘c

purposes. The high-grade items were *‘sold directly to retailers so that the
company could regulate the flow of the perishable items and avoid alienating
customers’’ (Porter and Livesay, 1977, p. 220), who were presumably pre-
pared to pay a premium to avoid stale candy.

Ownership of wholesaling was reserved for products that required spe-
cial handling, mainly refrigeration. Meatpacking and beer are examples
(Chandler, 1977, pp. 299-302). Gustavus Swift was theu'leading innovator in
rheatpacking. He recognized that the practice of shipping live beef east in-
volved considerable waste and proposed to eliminate this by slaughtering and
dressing cattle in the Midwest and shipping the beef east in refrigerated cars.
Implementing this transformation, however,” was not easy. It met with re-
sistance both from Eastern butchers, packers, and jobbers (Porter and Live-
say, 1971, p. 169) and from the railroad interests (Chandler, 1977, p. 300). In
order to execute his strategy, Swift had to build his own refrigerator cars and
ice houses and construct a network of branch houses that provided *‘refrig-
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erated sforage space, a sales office, and a sales staff to sell and deliver the
meat to the retail butchers, grocers, and other food shops” (Chandler, 1977,
p- 300).

C. RETAILING

Integration into final sales and service represented a more ambitious
variety of forward integration. Three classes of products can be distinguished:
specialized consumer nondurables; consumer durables requiring information
aids, credit, and follow-on service; and producer durables requiring the same.

Kodak photographic film is an example of the first kind. George East-
man developed a paper-based film to replace the glass plates then in use in the
early 1880s. The film required a special camera, however, and developing the
film was complex. Meeting little success among professional photographers,
Eastman and his associates set themselves to developing the amateur market.
*‘To sell and distribute his new camera and film and to service their pur-
chasers, Eastman . . . created a worldwide marketing network’’ (Chandler,
1977, p. 297). He explained his decision to eliminate independent whole-
salers as follows: ‘

The wholesaler or jobber is a detriment to our business because a large proportion
of it is in sensitized goods which are perishable. . . . We have organized our
distribution facilities so as to get the goods into the hands of the consumer as
quickly as possible. Our sensitized goods carry an expiration date. Our own retail
houses . . . have been educated to control their stocks very accurately so that the
goods are kept moving. [Porter and Livesay, 1971, p. 178]

Consumer durables for which forward integration into retailing was at-
tempted were sewing machines and, later, automobiles. Upon resolution of
the legal contests over patents in 1854, sewing machine patents were released
to twenty-four manufacturers. Only three attempted to integrate forward,
however, and only they remained major factors in the industry. The pattern
adopted by Singer in the fourteen branches that it had opened by 1859 was to
staff each with ‘‘a female demonstrator, a mechanic to repair and service, and
a salesman or canvasser to sell the machine, as° well as a manager who
supervised the others and handled collections and credits’’ (Chandler, 1977,
p- 303). ' ]

Although automobiles were mainly sold through franchised dealers
rather than company-owned outlets, the Ford Motor. Company and Others
required their dealers to **supply full demonstrations and instructions for
customers unschooled in the operation of the new vehicles. Furthermore, the
dealers agreed to instruct consumers in the proper methods of caring for the
cars and to keep on hand a supply of parts and a force of mechanics capable of
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repairing the autos™ (Porter and Livesay, '971, p. 195). And, of course,
independent wholesalers were eliminateJ entirely from the distribution
process.

Alfred P. Sloan’s explanation of why the automobile manufacturers de-
cided to use franchises rather than own dealerships is interesting. He observes
that

- automobile manufacturers could not without great difficulty have undcr-
taken to merchandise their own product. When the used car came into the picture
in a big way in the 1920s as a trade-in on a new car, the merchandising of
automobiles became more a trading proposition than an ordinary selling proposi-
tion. Organizing and supervising the necessary thousands of complex trading
institutions would have been difficult for the manufacturer; trading is a knack not
easily fit into the conventional type of a managerially controlled scheme of
organization. So the retail automobile business grew up with the franchised-
dealer type of organization. [1964, p. 282)

Not only, therefore, did the retail sale and service of automobiles require that
transaction-specific investments be incurred, but it also required, especially as
trade-ins became more common, that judgments based on idiosyncratic local
information be made. Centralized ownership reduced the incentive to exercise
that judgment in a discriminating way and posed severe monitoring problems.
Rather, therefore, than integrate fully into the retail sale of automobiles, an
intermediate form, the franchised dealership, evolved instead.

Producer durables were distributed through two networks. Small, stan-
dardized machinery was sold through commission merchants and jobbers. For
products that were of special design, technologically complex, and quite
expensive and for which installation and repair required special expertise,
however, integrated marketing systems were developed (Porter and Livesay,
1971, pp. 183-84). Examples include Cyrus McCormick, who pioneered the
development of integrated distribution for farm equipment and set the stage
for others thereafter to imitate (Livesay, 1979, chap. 3). Office machines
were another case where demonstration, sales, and service required spe-
cialized expertise for which franchised dealers were instrumental to success
(Porter and Livesay, 1971, pp. 193-94).

The manufacture of textile machinery, sugar mill machinery, industrial
boilers, and large, stationary steam engines also favored direct contact be-
tween buyer and seller (Porter and Livesay, 1971, pp. 181-82). The sale of
electrical machinery posed special problems for customers that had *“‘special

‘needs and requirements that made standardization extremely difficult in the
industry’s early years’" (Porter and Livesay, 1971, p. 187). The sale, installa-
tion, and service of electric generators and related central station equipment
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required even closer attention. Forward integration in all of those areas was
correspondingly extensive (Porter and Livesay, 1971, pp. 180-92).

d. MISTAKEN INTEGRATION

Forward integration mistakes are not widely reported and, if reported,
are not always recorded as mistakes. An exception is American Tobacco’s
effort to use integration into the wholesaling and retailing of cigars as a device
by which to expand its position in this market. Porter and Livesay record the
effort as follows:

[American Tobacco] had much success in the nineties in extending its dominance

from the cigarette business. into other lincs in the tobacco industry, including

smoking tobacco, plug tobacco, and snuff. The cigar trade, however, proved
much more difficult to conquer, primarily because it . . . was not subject to
economies of scale in production. American Tobacco [turned instead, therefore,
to forward integration]. . . . These efforts to move into the wholesale and even
the retail end of the [cigar] industry proved very expensive, and American
Tobacco endured substantial losses in its war on the cigar trade. [1971, p. 210]

Porter and Livesay also report that the ‘*American Sugar Refining Co.
engaged in a similar effort to drive its competitor John Arbuckle out of
business by buying into wholesale and retail houses to discourage the sale of
Arbuckle’s sugar. The attempt failed miserably and proved very costly”’
(1971, p. 211, n. 52).

. Pabst Brewing, Schlitz, and other large brewers purchased saloons in the
late 1800s and rented them to operators as outlets for their brands of beer
(Cochran, 1948, pp. 143-46). Whatever the merits it might have had at the
time—which, except as a short-run expedient, appear doubtful (Cochran,
1948, p. 199)—the shift from kegs to bottled beer rendered it nonviable.

3.2 Transaction Cost Interpretation

Chandler (1977, pp. 287, 302) and Porter and Livesay (1971, pp. 166, 171,
179) refer repeatedly to the *‘inadequacies of existing marketers” in explain-
ing forward integration by manufacturers into distribution in the late 1800s
and early 1900s. Presumably the same would be said of marketers in the
1950s when IBM integrated forward in the sale and service of computers. But
to what do those inadequacies refer? Judging from the differential response,
the nature or degree of severity evidently varied considerably.

The explanation advanced here is at best suggestive. It appears, howev-
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er, that scale economy, scope economy, and transaction cost factors are
operative. In addition, a hitherto unremarked factor also appears: exter-
nalities.?

Recall that the cognitive map of contract breaks transaction cost econo-
mizing into two parts: the governance branch and the measurement branch.
The governance branch is preoccupied with problems of harmonizing and
adapting exchange where ex post bilateral trading is supported by investments
in specific assets. Although the measurement branch plays a less substantial
role in the analysis of problems dealt with in this book (partly because the
problems selected for study have a bilateral trading quality), it is nevertheless
important. The contracting complications posed by externalities have mea-
surement origins.

Externality concerns arise in conjunction with a branded good or service
that is subject to quality debasement. Whereas a manufacturer can inspect,
thereby better to control, the quality of components and materials it purchases
from earlier stage and lateral suppliers, it is less easy to exercise continuing
quality controls over items sold to distributors.® That is not a special problem
if the demands of individual distributors are independent of one another. If,
however, the quality enhancement (debasement) efforts of distributors give
rise to positive (negative) interaction effects, the benefits (costs) of which can
be incompletely appropriated by (assigned to) the originators, failure to ex-
tend quality controls over distribution will result in suboptimization.

Whereas scale economies accrue when cost savings are realized by
adding apples to apples—formally, C(X, + X,) < C(X,) + C(X,)—econo-
mies of scope accrue if cost savings result when appies and oranges are
joined—formally, C(X,Y) < C(X) + C(Y). Economies of scale are probably
less relevant to a decision to integrate forward into distribution than are
economies of scope. To be sure, firms that are very large in relation to the size
of the market may be able to justify own distribution where smaller firms
cannot—Kodak’s processing of film being an example.® Often, however,
retail goods are sold by independent retail outlets, even where producer mar-
ket shares are very great—breakfast cereals and diamonds being examples.

2Externalities also have transaction cost origins {Arrow, 1969; Williamson, 1975, pp. 5-6).
It seems useful to examine distribution externaiities of the free-rider kind separately, however, as
they are a common reason for exercising controls over the distribution process.

3As discussed below, this can sometimes be overcome by incurring additional packaging or
other expense—for instance, placing the item in a hermetically sealed container with an inert
atmosphere-—rather than by extending control over distributors.

4Actually, independent photo-finishers flourished after Kodak signed a 1954 consent decree
with the Department of Justice whereby its tie-in sales of color film and processing were termi-
nated. So long, however, as the residual (nonintegrated) photo-finishing market was very small,
potential film entrants could view that condition as in impediment to successful entry.
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Breakfdst cereals, soup, bread, meat, and milk are thus sold from a noninte-
grated grocery store. Diamonds are sold with other jewelry. Economies of
scope (and/or the incentive deficiencies of integration) are evidently very
large in relation to any prospective gains that would accrue to forward integra-
tion in such circumstances.

In consideration of the potential economies of scope to which market
distribution modes have access, decisions to integrate forward presumably
turn on benefits—or, inasmuch as our emphasis throughout has been on costs,
on transaction cost savings——that market modes are unable to realize. The
governance cost problems that arise in conjunction with specialized assets,
including those associated with the wasteful dissipation of valued firm-specif-
ic reputation effects (which is the externality effect referred to above), thus
warrant examination. Do they bear any systematic relation to the types of
forward integration decisions reached by manufacturers in the late nineteenth
century? ’

I submit that they do. Specifically, the forward integration decisions
reported by Chandler take on the pattern shown in Table 5—1, where ++
denotes considerable, + denotes some, ~ indicates uncertain, and 0 is negli-
gible. The observed degree of forward integration is shown on the left column
and the relative importance of economies of scope, externalities, and asset
specificity are shown in each of the next three columns.

Thus forward integration is never observed if externalities and asset
specificity are negligible (Class I), or if it does occur it is mistaken (Class
VIII) and will be eventually undone. There simply are no governance or
measurement purposes to be served in those circumstances. Limited integra-

Table 5-1. Forward Integration into Distribution

Degree of Forward Economies Asset
Integration of Scope Externalities Specificity
1. None ++ 0 0
Wholesale
II. (1) Preselling + + 0
HL. (2) Inventory
management + ++ 0
IV. (3) Ownership 0 + ++
Retail
V. (1) Consumer
nondurables ~ + +
V1. (2) Consumer N
durables ;
VII. (3) Producer 0 i T
durables
VIII. (4) Mistaken -?. :)r +g
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tion into wholesaling occurs in response to coordination and inventory man-
agement needs (Classes Il and III), but comprehensive integration is not
observed until specialized investments, especially refrigeration, are required
(Class 1V). :

Integration into final sales and service is mainly observed for consumer
and producer durables where considerable knowledge is imparted at point of
sale and specialized follow-on service is required (Classes V1 and VII). Some
products involve complicated. incentive issues, of which the decision to sell
automobiles through franchised dealers rather than an employee network is an
example. The issues here are discussed more fully in Chapter 6.

To be sure, the foregoing is a highly provisional assessment. The
qualitative assignments (from ++ through 0) are judgmental and based on
description; other factors that have a bearing on forward integration have been
ignored (see, however, section 7, below); and temporal elements, including
customer learning, which may reduce the need for sales and service as-
sistance, have been ignored. Often, however, refined assessments are not
needed to evaluate discrete structural alternatives (Simon, 1978, p. 6)—
which is to say that crude assignments are often adequate for pattern-seeking

purposes.

4. Lateral Integration

The distinction between lateral and backward integration is somewhat arbi-
trary. | shall include in the former the supply of components, body panels,
and the like and reserve backward integration for more basic materials.

4.1 A Case Study

Klein, Crawford, and Alchian’s (1978, pp. 308—10) treatment of the bilateral
exchange relationship between Fisher Body and General Motors in the 1920s
is illustrative of lateral integration. The basic facts are these:

1. In 1919 General Motors entered a ten-year contractual agreement
with Fisher Body whereby General Motors agreed to purchase substantially
all its closed bodies from Fisher.

2. The price of delivery was set on a cost-plus basis and included provi-
sions that General Motors would not be charged more than rival automobile
manufacturers. Price disputes were to be settled by compulsory arbitration.

3. The demand for General Motors’ production of closed body cars
increased substantially above that which had been forecast. As a consequence
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General Motors became dissatisfied with the terms under which prices were to
be adjusted. It furthermore urged Fisher to locate its body plants adjacent to
GM assembly plants, thereby to realize transportation and inventory econo-
mies. Fisher Body resisted.

4. General Motors began acquiring Fisher stock in 1924 and completed
a merger agreement in 1926.

The contracting relation between General Motors and Fisher Body thus
moved through three stages. More or less autonomous contracting evidently
worked to the satisfaction of the parties in the wooden body era. Specialized
physical assets were needed, however, to support the distinctive body designs
that attended the shift to the metal body era. A condition of greater bilateral
dependency thereby resulted. Efficient contracting principles required that a
new contracting structure be crafted in response. Price adjustment by formula
and dispute settlement by arbitration were thus expressly provided. Unantici-
pated demand and cost realizations nevertheless placed this bilateral contract-
ing relation under strain. Additional strains were in prospect, moreover, if
fisher Body were to accede to General Motors’ request that site-specific
fnvestments be undertaken. Faced with the prospect that both operating and
investment decisions would be out of alignment during much of the rapid
growth stage of development, bilateral governance eventually gave way to
unified governance.

To be sure, transaction cost reasoning does not predict this sequence in
detail. The observed succession of changes—from classical through bilateral
tf) unified contracting—in response to the progressive deepening of transac-
tion-specific investments, during a period when adaptive needs were great, is
nonetheless consistent with the overarching argument. The transaction c,ost
h'ypothesis would have bees: -ontradicted, moreover, had the contracting rela-
tion .remaine‘d constant in the face of these changes. Rival theories of eco-
homic organization are mainly silent on these matters.

4.2 Statistical Model Estimations Using Field Data

z:il;l’\/lcoztevelrde and David Teece (1982) have recently studied the degree to
e e nera Motors and Ford are integrated backward into components and
-onomic 'factors that arc responsible. They examined 133 component
fr::glpnli:é »‘\'/::i::l, Etle); ;)bserve, *‘include most of the major items that gointo
log likelihond £ C[‘ ( 8?, P- 207.). Probit techniques are used to estimate a
of wiich oo 1 )nc 101'1 wn.h eight mdftpendent variables, the most important
b . . e?ngl.necnng effort in designing the ith component; (2) a
ary variable indicating whether the component is specific to the manufac-
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turer or not; (3) a dummy variable for the company (Ford or GM); and (4) a
series of subsystem dummies (engine, chassis, ventilation, electrical, body).
Their principal findings were: (1) ‘‘the variable chosen as a proxy for transac-
tion-specific skills (‘engineering’) is highly significant’’; (2) ‘‘components
specific to a single supplier [are] candidates for vertical integration’’; (3)
“*General Motors is more intcgrated into component production than is
Ford’’; and (4) the subsystem dummies were not significant taken alone, but
taken together ‘‘significantly contributed to the explanatory power of the
model’’ (1982, p. 212). They concluded that transaction cost considerations,
especially industrial knowhow that is specialized to a particular firm, are
important in defining the efficient boundaries in the two corporations.

An independent study by Gordon Walker and David Weber partially
confirms and extends this assessment. Their sample consisted entirely of
relatively simple parts that are inputs™to the initial assembly stage of auto-
mobile manufacture (1984, p. 381). They examined the effects of asset speci-
ficity (measured, albeit, rather indirectly), uncertainty, and scale economies.
Their data consisted of sixty decisions made by a component division for
which a committee met to evaluate the merits of make or buy. Microanalytic
observations from component purchasing, manufacturing engineering, prod-
uct engineering, and sales were elicited. The data were then analyzed using
the unweighted least squares procedure of Joreskog and Soérbom (1982).
Although they interpret their results as ‘‘mixed’” in transaction cost terms and
attribute most of the explanatory power to ‘‘comparative production costs,"’
they acknowledge that this may be due to limitations in both the data and the
model for which subsequent work is indicated (Weber and Walker, 1984, p.
387). Further efforts to plumb the factors that are responsible for comparative
production cost differences between buyer and supplier will, [ submit, dis-
close added transaction cost features. (Diseconomies of small scale in an
integrated firm are often explained by the contracting difficulties that an
integrated firm experiences in selling product to rivals.)

Erin Anderson and David Schmittlein (1984) examine the organization
of marketing. They examine whether or not the sales force in the electronic
components industry is integrated by estimating a logistic function. They
likewise obtain mixed effects: ‘‘integration is associated with increasing lev-
els of asset specificity, difficulty of performance evaluation, and the combina-
tion of these two factors,”’ but frequency and uncertainty measures turn out
not to be significant (Anderson and Schmittlein, 1984, p. 385). One of the
ramifications of both the Walker and Weber and the Anderson and Schmitt-
lein articles is that added theory is necessary if the needs of empirical studies
of transaction cost issues are to be met.

Thomas Palay has recently studied transportation transactions between
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manufacturers and railroads. Although most rail shipments are unexception-
able, in that shippers are contracting for standardized services, some pose
special railroad car design and/or handling problems. An example is the
*“high cube’’ cars that are specialized to automobile parts shipment. The cars,
larger and more expensive than standard box cars, are transferable among
automobile manufacturers without sacrifice of value. However, the racks used
to secure auto parts in transit, at a rack cost of between five thousand and
fifteen thousand dollars per boxcar, are designed to the needs of each manu-
facturer, hence are nonredeployable. Although initially the carriers owned
both the high cube cars and the racks, problems developed with respect to the
latter. Consonant with the theory, racks are now mainly owned by the ship-
pers (Palay, 1981, pp. 117-18).

Tank cars and covered hoppers to move chemicals were the most spe-
cialized and required the greatest investment of the transportation transactions
that Palay examined:

This equipment is generally built to the particular substances being moved. . . .
Glass or rubber lining, specialized pressure volumes, and damage control equip-
ment are but a few examples of the unique equipment employed. . . . Utilization
patterns simply make it too costly to attempt to modify a car to handle a new
product each trip, and cleaning involves expensive facilities and technologies.
The cost of specialized tank cars ranged from 50 to 100 thousand dollars. {1981,
pp. 129-30}

The “‘highly idiosyncratic nature of the rail equipment has led to shipper
ownership of its own tank and covered hopper cars’’ (Palay, 1981, p. 134).
Scott Masten’s recent examination of the organization of production in

the aerospace industry and of the government’s procurement policies is simi-
larly corroborative: '

Ovexta.ll,. the data on the acrospace system support the contention that design
specificity and complexity are necessary, if not sufficient, conditions for the
!)reakdown of cooperation in market-mediated exchanges and the subsequent
integration of production within the firm. In addition, the procurement policies
professed by the government provide supportive detail not yet available in the
formal analysis, such as the effects of uncertainty on the scope of contractual
agret?ments and the relevancc of the absolute value of investments on the need for
specialized governance structures. [Masten, 1984, p. 417)

Finally, Paul Joskow’s (1985) ambitious study of vertical integration and

long-term contracts for the supply of coal for coal-burning electric utilities
fiemopstr.ates that governance structures line up with the needs of transactions
¥n a dlscrlminating way. The correspondence between transaction cost reason-
Ing and microanalytic economic organization in practice is strongly borne out

by Pablo Spiller’s (1985) empirical study of vertical mergers as well.
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5. Backward Integration

Backward integration into raw materials may occur for three main reasons: (1)
to realize prospective transaction cost economies; (2) for strategic purposes;
or (3) for mistaken reasons. Transaction cost economies will warrant integra-
tion where the parties are tightly joined in a bilateral exchange relation,
making problems of harmonizing the interface crucial, and where integration
does not sacrifice economies of aggregation. The acquisition of the Mesabi
iron ore deposits by steel companies may qualify (Parsons and Ray, 1975),
though others favor a strategic explanation (Wall, 1970). Acquisitions of coal
and limestone deposits by steel companies appear to lack either transaction
cost or strategic purpose and were possibly mistaken. As Joskow’s recent
study discloses, however, detailed knowledge of the feasible contracting op-
tions is needed (Joskow, 1985).

An illustration of what was held to be strategic backward integration,
undertaken for the purpose of forestalling rivalry, is Alcoa’s acquisition of
bauxite deposits and hydroelectric sites. Allegations to this effect were made
in conjunction with the famous antitrust suit in which the Justice Department
charged Alcoa with monopoly and monopolization.3 The definitive assess-
ment of backward integration into bauxite deposits has since been made by
John Stuckey (1983). In very gross terms, the cost difference of processing a
mixed-hydrate bauxite, which is efficiently processed with a high-temperature
technology, in a Jow-temperature refinery instead, comes to almost 100 per-
cent (Stuckey, 1983, pp. 53—54). But the details also matter. Bauxite storage
covers are needed for some ores and not for others (p. 49); residue processing
costs vary greatly (p. 53); and air pollution equipment is tailored to the
attributes of the bauxite (p. 60). Moreover, although smelting is less idiosyn-
cratic, there is, nevertheless, an *‘art part of smelting,”” which is upset if the
aluminum supply is varied (p. 63).

Stuckey refers to both physical and site specificity in his summary
assessment:

The bilateral-monopoly nature of bauxitc-cxchange relationships results from

several largely immutable technical and structural factors. First, bauxite is a

heterogeneous commodity, and the ore in any deposit has unique chemical and

physical properties. The efficient processing of a given bauxite usually requires a

tailor-made rcfinery with specially designed technologies for chemical process-

ing, materials handling and waste disposal. Once a mine and its associated
infrastructure is developed, and its appropriatcly designed refinery is con-
structed, the two plants are locked together to the economic extent of their
technical complementarity. The evidence indicates that, in economic terms, the

SUnited States v. Aluminum Company of America, 148 F. 2d 416 (2d Cir. 1945).
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complementarity is often strong, meaning that within a wide range of bauxite
transaction prices the minc and refinery are wedded together economically.

A sccond set of factors locking mines and refineries together includes the wide
geographical spread of the world’s major bauxite deposits, the vast distances
between the deposits and primary smelters, the low value of bauxite at the mine
front door relative to freight rates, and the over 50-percent reduction in material
volume during refining. The last three factors encourage the back-to-back loca®
tion of mines and refineries for transport cost reasons. (1983, p. 290]

Stuckey also notes that information asymmetries regarding the quality and
extent of bauxite deposits complicate problems of long-term contracting (pp.
291-92).

The incentive to integrate because of asset specificity of both physical
plant and site specificity kinds is thus reinforced by information asymmetry
considerations. The upshot is that backward integration from refining into
bauxite is an altogether predictable outcome from a transaction cost econom-
ics standpoint—which presumably explains why this is the preponderant or-
ganizational form.

Manufacturers appear sometimes to have operated on the mistaken prem-
ise that more integration is always preferable to less. From a transaction cost
point of view, the following examples of backward integration would appear
to be mistakes (and, 1 conjecture, have mainly been abandoned as renewal
decisions have presented themselves): (1) backward integration by Pabst
Brewing into timberland and barrel-making plants (Chandler, 1977, p. 301);
(2) backward integration by Singer Sewing Machine into timber, an iron mill,
and some transportation (Chandler, 1977, p- 305); (3) backward integration
by the McCormick Company into timberlands, mines, twine factories, and
hemp plantations (Chandler, 1977, p. 307); and (4) Ford Motor Company’s
“fully integrated behemoth at River Rouge, supplied by an empire that in-
cluded ore lands, coal mines, 700,000 acres of timberland, sawmills, blast
furnaces, a glass works, ore and coal boats, and a railroad™’ (Livesay, 1979
p. 175). '

To be sure, managers, like others, are reluctant to concede mistakes.
Accordingly, mistaken integration may not quickly be undone. Moreover
Sf)mfe, like *‘the River Rouge behemoth,” involve the construction of facili-
ties in c.heek-by-jowl proximity to each other. Such site specificity forces the
anes mt.o a bilateral trading relation and for this reason is apt to be con-
tl{lued. Distant twine factories, by contrast, can be sold off or closéd down
with ease.

. Site preemption issues aside, backward integration that lacks a transac-
tion cost rationale or serves no strategic purposes will presumably be recog-
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nized and will be undone.® The discontinuation or sale of mistaken integration
activities will occur more rapidly if the firm is confronted with active rivalry.

6. Some Remarks About Japanese Manufacture

The Japanese rely much more extensively on subcontracting than is true in the
United States. The experience of Toyota Motor Company, which has crafted
an unusual relationship with its parts suppliers, is frequently cited in this
connection. What explains Toyota’s success with subcontracting? What is the
Japanese experience more generally? Definitive answers to neither question
are attempted here. Some perspective is nevertheless attempted.”

6.1 Toyota

As remarked earlier, the “‘study of extreme instances often provides impor-
tant leads to the essentials of the situation.’’8 In particular, case studies are
often selected not because they are believed to be representative but because
they\permit the issues in question to be illustrated in a particularly dramatic
way.® That is the spirit in which the Toyota experience with its subcontractors
should be interpreted. Among large Japanese corporations, Toyota has been
especially successful in forging a mutually profitable and durable relation
with its subcontractors. Some features of that situation are notcworthy:

a. LONG HISTORY

Toyota began manufacturing automobiles in 1937, and its relations with
many of its present subcontractors go back to the very earliest years. The fact
that the automobile industry was well established by- 1937 meant that state of
the art technology could be borrowed and contracting relations crafted accord-

®Backward integration into the buying and storage of agricultural products were undertaken
by American Tobacco and by Campbell Soup and Heinz (Chandler, 1977, pp. 251, 295).
Assuring a *‘steady supply’’ of tobacco, vegetables, and other perishables is reported to be the
reason, but more detail would be needed to assess the nature of the market breakdown (if such
there was).

"These remarks are based on interviews I had with Japanese business firms (including
Toyota and its suppliers) during a visit to Japan from April through July 1983.

8Behavioral Sciences Subpanel, President’s Science Advisory Committee, Strengthening
the Behavioral Sciences, Washington, D.C., 1962, p. 5. For a discussion of the uses of extreme
instances in economics research, see Williamson (1964, pp. 86-89).

9The franchisc bidding case study reported in Chapter 13 has these attributes.
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ingly. The initial conditions facing Toyota were thus different from those
confronting carlier entrants to the industry.

b. COMMON DESTINY

Toyota emphasized from the outset that the parent company, its subsidi-
aries, and its subcontractors face a **‘common destiny.”” The parties were thus
encouraged to regard the relation as a long-term one. A presumption that
relations would be continued and differences would be worked out was
maintained.

¢. A pervasive aura of goodwill notwithstanding, transaction cost rca-
soning is nevertheless respected. Both strategic investments and those of a
highly specific kind are undertaken by Toyota. Contract renewals for work
done by outside contractors are never automatic, moreover. Annual contracts
are always subject to the discipline of competitive bidding. Exclusive reliance
is avoided by adherence to a ‘‘two-vendor policy,”” whereby Toyota divides
the work between two or more suppliers. Occasionally, Toyota both makes
and buys, though that is rare.

d. GOVERNANCE

Many Toyota subcontractors sell almost their entire annual product to
Toyota. Their dependence is reinforced by the site-specific nature of the
investment, which is especially significant. Thus although the plant, equip-
ment, and most of the labor force of the subcontractors are not highly spe-
cialized, the location of the plants in the immediate neighborhood of Toyota
assembly plants makes them remote from other manufacturing. '® Those sup-
pliers are therefore exposed to an expropriation risk.

As will be developed in Chapter 7, it is commonly in the murual interest
of trading parties to devise safeguards against opportunism. One type of
safeguard is to develop a machinery whereby reputation effects are more
accurately and reliably recorded and experiences shared among interested
parties. Collective organization can and often does serve this purpose. In-
teresti.ngly, Toyota and its subcontractors evidently recognize this and have
organized supplier associations in response. Whatever their original intent,
those associations now serve reputation effect purposes—among others. !!

'®The Toyota plants are located in Toyota City, which is near to but outside of Nagoya.

N ! "lf'he largest of the supplier organizations is the Kyohokai. This is made up of 224 manufac-
rers o

the like)

auto pan§ and components. The Seihokai (23 manufacturers of molds, gauges, jigs, and
and the Eihokai (37 contractors for plant facilities) were first organized in 1962 and were




122/ THe ECONOMIC INSTITUTIONS OF CAPITALISM

€. POSSIBLE STRAIN

Toyota’s growth in the postwar period is remarkable. The company
produced its millionth car in 1962. The cumulative total reached 20 million in
1976 and 40 million in 1983. Toyota suppliers shared in that growth and in the
attendant prosperity.

Recent strains, however, have begun to develop as the growth of the
world auto market has slowed and domestic content pressures on imported
automobiles have increased in the United States and elsewhere. Although a
serious divergence of interest has not developed, the presumption of identical
interest is no longer as strong. Toyota, for example, did not consult its
supplier organizations before reaching a joint venture agreement with General
Motors to manufacture cars in GM’s then idle Fremont, California plant.
(Indeed, it apprised its leading suppliers only hours before making the agree-
ment public.) Although its suppliers recognize the need to adapt to changed
circumstances, they also feel some unease. Toyota, moreover, has recently
expressed concern lest its suppliers attempt to maintain their growth by selling
parts in which Toyota has a design or other proprietary interest to rival
automobile firms.

The strength of a relationship is tested when it is put to strain. Although
Toyota and its suppliers appear to recognize the benefits of continuing their
cooperation, and the famed Kanban system does not appear to be in jeopardy,
future relationships between Toyota and its suppliers should not be projected
as a simple extrapolation of the past.

6.2 Subcontracting More Generally

Although the Japanese reliance on subcontracting is great, the same pririciples
that inform make or buy decisions in the United States and in other Western
countries also apply in Japan.!? What differs are the margins. The hazards of
trading are less severc in Japan than in the United States because of cultural
and institutional checks on opportunism.

merged in 1983. Those associations serve as important communication and planning links. The
organized contact of the supplicrs among each other as well as with the client company also
assures that experience is quickly and accurately shared.

!2This point came out repeatedly in discussions that I had with purchasing specialists in
Japanese firms, especially those who had international experience. By contrast, many of the
production people in Japanese firms believed that their contracting practices and principles were
unique.
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a. DEALING

Zentaro Kitagawa, a leading contract law specialist, describes the Ja-
panese negotiating process as follows: “‘Japanese businessmen place more
emphasis on building up a personal relationship than on drafting a detailed
contract; all decisions are made by the group rather than the individual;
lawyers are usually not consulted during the negotiations’” (1980, p. 1-24). A
greater sense of commitment to see the contract through to completion and to
accommodate to the needs of the other is believed to result.

2
b. LITIGATION

The propensity to litigate is vastly smaller in Japan than in the United
States. As Frank Gibney observes, ‘‘The total number of civil actions in
Japan in one year (1980) was about 500,000— about half the number of cases
of California. On a per capita basis, there is one lawsuit in Japan for every
twenty in the United States”” (1982, p. 106). The Japanese emphasis on
harmony in relation to justice helps to explain that condition. Gibney contends
that compromise is preferred by the Japanese to confrontation and that *‘the
process of discussion and consultation is in itself often more important than
the precise kind of decision that may be reached” (1982, p. 108). According-
ly, although Japanese courts are formally committed to dispense justice, they
are more interested than an American court in restoring harmony (Gibney,
1982, p. 109). The fact that the number of lawyers in Japan is deliberately

_kept small serves further to preserve this nonlitigous tradition.!3

Whether U.S. firms can or will improve their record in contracting
respects is problematic. The issues are examined in Chapter 7. Suffice it to
observe here that there is growing dissatisfaction with the prevailing adver-
sary approach to law (Bok, 1983; Gilson, 1984). Public policy attitudes
toward complex interfirm contracting are regarded more sympathetically to-
day than was true only a decade earlier.

7. Some Alternative Explanations

The leading alternative theories that have been offered to explain organiza-
tional changes are domination theory, market power, technology, life cycle,
pecuniary economies, and strategic behavior. 1 shall consider them seriatim.

13 . . . .
The small number of lawyers in lapan is explained by the fact that of the tens of thousands
of ]'aw graduates annually, of which some 30.000 take the examinations for admission to the
Nationat Legal Training and Research Institute, only 500 annual appointments to the Institute are

;naQe (Gibney. 1982, p. 113). All lawyers, prosecutors, and judges must be graduates of the
nstitute.
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7.1 Domination Theory

Domination theory focuses on human actors. There are those who possess
economic power and those who do not. The organization of economic activity
is under the control of those who possess power. The reason why one mode is
chosen over another is that it permits those who are in control to extend and
perfect their power.

This theory of organizational innovation presumably applies to the rela-
tions both between capitalists and workers and among capitalists themselves.
The thesis that work is hierarchically organized so as to prevent Workers from
gaining power is examined in Chapter 9. Consider, therefore, whether power
theory explains confrontations in intermediate product markets between cap-
italists. Porter and Livesay report that during the ‘‘first two centuries after the
initial English settlement on the North American continent, urban merchants
dominated’” (1971, p. 5). Those ‘‘urban merchant capitalists . . . were the
wealthiest, best informed, and most powerful segment of early American
society’” (p. 6). The all-purpose merchant nevertheless gave way to the spe-
cialized merchant early in the nineteenth century, which merchants then be-
came ‘“‘the most important men in the economy’’ (p. 8). The specialized
merchant in turn found his functions sharply cut back by the rise late in the
1800s of the integrated manufacturer: ‘*“The long reign of the merchant had
finally come to a close. In many industries the manufacturer of goods had also
become their distributor. A new economy dominated by the modern, inte-
grated manufacturing enterprise had arisen’” (1971, p. 12).

Power theory must confront two troublesome facts in explaining those
changes. First, why would the general purpose and later the special purpose
merchants ever permit economic activity to be organized in ways that re-
moved power from their control? Second, why did power leak out selec-
tively—with the merchant role being appropriated extensively by some types
of manufacturers but not by others? As developed above, the transaction cost
approach explains both in terms of efficiency.

To be sure, this does not preclude the possibility that power is also
operative. For example, entrenched interests may sometimes be able to delay
organizational transformations. Power enthusiasts have not, however, demon-
strated that significant organizational innovations—those in which large
transaction cost sayings are in prospect-—are regularly defeated by established
interests. There is abundant evidence to the contrary. Within the economic
arena,'* therefore, if not more generally, I submit that organizational innova-

14The political arena is another thing. Although established firms have not blocked the
development of the conglomerate form, they have slowed its spread. Much of the legislation
passed by states to impede takeovers was done at the behest of the managements of established
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tions for which nontrivial efficiency gains can be projected will find a way to
subdue (or otherwise will be accommodated by) opposed interests. Power is
relegated to a secondary role in such a scheme of things.

7.2 Market Power

Market power arguments can be brought to bear on organizational innovation
in two ways. One is that possessors of market power simply prefer certain
organizational arrangements. The second is that organization is used strate-
gically as an impediment to rivals.

The latter is considered in subsection 7.6, below. Porter and Livesay
appear to appeal to the former in explaining why manufacturers integrated
into distribution in some industries and not in others. Thus they observe that
the “‘incidence of oligopely and large size was much less frequent’” among
manufacturers that did not integrate forward than among those that did (1971,
p. 214). It is noteworthy, however, that a number of large firm/concentrated
industry groups are included among those nonintegrators: breakfast cereals,
hand soaps, soup, and razor blades, to name a few. Those industries would
presumably be prime candidates for forward integration if oligopolistic prefer-
ences rather than efficiency were driving the organizational outcomes.

7.3 Technology

The argument that technological imperatives explain organizational outcomes
is an old one. As explained earlier, however, the common ownership of two
stages that are operating in a cheek-by-jowl association with each other is to
be understood as a solution to a troublesome bilateral bargaining relation.
Steady state thermal economies can always be realized by placing autono-
mous blast furnaces and rolling mills alongside one another, whatever the
ownership structure. Choice among structures thus turns on how to mediate
the interface in response to disturbances. This is a transaction cost issue.

Although forward integration into distribution is an anomaly if addressed
in terms of physical or technical aspects, Chandler has come forward with an
alternative technological explanation for that condition. While acknowledging
that successful organizational innovations serve, among other things, o ccon-

firms (Cary, 1969; Winter, 1978, p. 43). Unable to suppress conglomerates by exercising
economic power in the market place. incumbent managements turned to the political process
instead. Possibly it is in that forum that power theory has the most to offer.
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omize on transaction costs (1977, p. 256), the main factor on which he relies
in explaining forward integration is what he refers to as ‘‘cconomies of

speed’” (pp. 281, 298; Chandler and Daems, 1979, pp. 30-31). According to
Chandler and Daems, such economies

- . could only be realized . . . if a managerial hierarchy carefully scheduled the
flows. . . . Therefore, when and where a new technology permitted mass pro-
duction and when or where new markets permitted mass distribution, such ad-
ministrative coordination tumncd out to be more efficient than when the move-

ment of goods berween units was a result of a multitude of market transactions.
[1979, p. 31]

Although economies of speed remain unspecified. appeal to an intuitive
notion of such economies leads to a number of anomalous results. Why didn’t
manufacturers comprehensively integrate into distribution for the sale of ciga-
rettes, beer, and branded packaged goods? Why were small, standardized
producer durables sold through independent distributors while manufacturers
sold and serviced large, unique producer durables themselves? I submit that
fungible human assets were employed for the retail sale and service of ciga-
rettes, other packaged goods, and standardized producer durables, while that
was not the case for large, unique producer durables. It is this (together with
the economies of scope available for the former set of products and not for the
latter plus the diseconomies of bureaucracy that attend forward integration)
rather than ‘‘cconomies of speed’’ differentials that explain the pattern.

7.4 Life Cycle

George Stigler (1951) has advanced a theory of vertical integration in which
life cycle features are prominent. Extensive integration is favored at both the
early and late stages of an industry’s development and less integration occurs
at the intermediate stages. Integsation in the textile industry is held to be
consistent with the hypothesis (Stigler, 1951).!5

Both Porter and Livesay (1971, p. 132) and Chandler (1977, p. 490) read
the evidence differently. Specifically, Porter and Livesay contend that **while
large firms may pass through the three stages described by Stigler, they
frequently engage in reintegration as a result of rising, not declining, de-
mand’’ (Porter and Livesay, 1971, p. 132). The predicted stage two reduction

ISAlthough the textile mills were the first to introduce large factories to the United States,
the industry is not the bellwether that many have thought it to be (Chandler, 1977, p. 72). Factory
organization, with its emphasis on the technology of production, simply falls well short of
business organization, which deals with the organization of the firm.
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in vertical integration is not borne out in the aluminum industry either

, 1983, pp. 26-46). . . .
(Stuc:( :x)xlbmit thatp life cycle analysis needs to be joined with transaction costs

in order for observed patterns of vertical integration to be explained. Mor‘e
interesting, moreover, than the disputed demand features re.ferrcd to above. is
the following life cycle phenomenon: As customers and mdep.en(.ie.nt mid-
dlemen become more knowledgeable of the technology and as rehabllfty of an
item increases (so that service requirements decrease), the transaction cost
incentive to maintain a forward market presence by a manufacturer decreas«.zs.
Accordingly, items that were once marketed by an inthrated sales and service
organization can often be returned to the market in the later stages of a
product’s life cycle. o o ‘

That has numerous ramifications, among which is the viability of dis-
count houses for selling mature products. Also, public policy towar{i foTward
integration ought to make allowances for life cycle features. Th'e hk.ehhood
that forward integration is justified by transaction cost considcratnor.ls.I.s much
greater for products that are sold before maturity sets in. The posmbll.ny that
such integration is continued at mature stages because it serves strategic entry
impeding purposes likewise deserves consideration.

Those issues have a bearing on the differential performance of firms
whose complex products are technologically on a parity but which f.ollow
different early stage marketing strategies. The success of IBM in re.latnon to
Sperry-Rand (and, later, RCA and GE) may well turn on the intensive sales
and support that IBM offered for its relatively unfamiliar but complex product
in the 1950s, which were critical formative years in the computer industry’s
history.

7.5 Pecuniary Economies

Vertical integration may be adopted as a device by which to avoid excise taxes
(Coase, 1937; Stigler, 1951). Whether this has been an important factor in
explaining vertical integration in the United States has never been established.
I conjecture that it has been of minor significance in relation to the rcal
transaction cost savings reported above.

Corporate taxes (and tax credits) have been a factor for some mergers,
but probably more for conglomerate than for vertical mergers in the United
States-—especially in the period following World War I (although this re-
mains to be investigated). Plainly tax considerations played a principal role in
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the early postwar acquisitions of Royal Little (Sobel, 1974, p. 356). And they
continue to influence conglomerate acquisitions to this day, the attempted
takeover of the Mead Corporation by Occidental Petroleum being a recent
example.'¢ Whether such assets, once acquired, will be effectively managed
is an organization form issue (see Chapter 11). Whatever the immediate
incentives to integrate, therefore, transaction cost issues still must be ad-
dressed. (Those conglomerates that adopted a holding company rather than an
M-form structure would presumably be less well suited to deal with complex-
ity and adversity and would be shakeout candidates as events progressed.)

7.6 Strategic Behavior

Strategic behavior has reference to efforts by dominant firms to take up and
maintain advance or preemptive positions and/or to respond punitively to
rivals. The object in both instances is to deter rivalry. An example of the first
kind would be forward integration into distribution where the resulting trans-
action cost savings are negligible. Punitive strategic behavior is illustrated by
predatory pricing. These troublesome issues are discussed more fully in an
antitrust context in Chapter 14. Suffice it to observe here that strategic behav-
ior mainly has relevance in dominant firm or tightly oligopolistic industries.
Since most of the organizational change reported above occurred in nondomi-
nant firm industries, appeal to strategic considerations is obviously of limited
assistance in explaining the reorganization of American industry over the past
150 years.?

None of the six alternative theories of organizational structure/innovation
treated here makes more than a piecemeal contribution to an understanding of
the reshaping of the American economy, and some are plainly misconceived.
Transaction cost economizing, by contrast, not only applies broadly—to the
changing governance of intcrmediate product markets, labor markets, corpo-
rate governance, and regulation—but also helps to explain many of the micro-
analytic details and some of the general movements of vertical integration.

t6Mead Corp. v. Occidental Petroleum Corp., No. C-3-78-241 (S.D. Ohio, filed Aug. 18,
1978) and United States v. Occidental Petroleum Corp., No. C-3-78-288 (S.D. Ohio, complaint
dismissed without prejudice Apr. 4, 1979).

171t nonetheless applies sclectively—if not in the decision to integrate forward, then in the
decision to maintain a forward presence after the industry has matured and the original transaction
cost incentives to integrate have weakened or vanished. This is a matter requiring separate
investigation. :
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8. Concluding Remarks

Although characterizing the firm as a production function is a convenient and
useful abstraction, such an approach suppresses much of the interesting action
that accounts for the high performance features of an enterprise economy. It
facilitates marginal analysis within a given institutional framework at the
expense of organization and comparative institutional features. The firm as
governance structure approach maintains an economizing orientation but
makes express provision for organizational innovation and relies more on
comparative institutional than on marginal analysis in assessing the alterna-
tives.

Schumpeter, Porter and Livesay, Chandler, Cochran, Cole, and Davis
and North have argued persuasively that the American economy has wit-
nessed numerous and significant organizational innovations during the past
150 years. This chapter accepts that judgment and takes the argument a step
further. I argue that transaction cost economizing is the previously neglected
but key concept for understanding organizational innovation in general and
vertical integration in particular.

The study of transaction cost economizing entails an examination of
alternative ways by which to govern exchange interfaces. Firms, markets, and
mixed modes are recognized as alternative instruments of governance. Which
is best suited for mediating a transaction (or related set of transactions) de-
pends on the underlying characteristics of the transaction(s) in question. Di-
mensionalizing transactions, with special attention to their asset specificity
features, is crucial to the exercise. Since tradeoffs c
economies owmmiamr other are
M’importam, provision for tradeoffs has to be made.

While many of the benefits of successful organizational innovations
originally redound to the advantage of the firms that originate them, the
benefits accrue to society at large as the competitive process unwinds. That
Andrew Caregie profited greatly and sometimes at the expense of others
from the reorganization of steel is undeniable. Of greater economic signifi-
cance, however, is that the steel industry was rationalized to advantage with
lasting benefits realized by society.!8 The process of ‘‘handing on’’ always
works “‘through a fall in the price of the product to the new level of costs’’
(Schumpeter, 1947, p- 155) whenever rivals are-alert to new opportunities and
are not prevented by purposive restrictions from adopting them.

Natural selection forces do not always operate quickly, however. Firms

18This does not imply that all efforts to reorganize the steel industry yielded social benefits.
Important changes made by Carnegie and Frick are described and interpreted in Chapter 10.




130 / THe EcoNOMIC INSTITUTIONS OF CARITALISM

that are buffered against product market rivairy, as appears to have been the
case in Europe prior to the 1968 tariff reductions within the European Eco-
nomic Community (Franko, 1972), and against capital market discipline, as
was the Ford Motor Company with its concentrated ownership and $600
million Depression bank account (Livesay, 1979, p. 179), can postpone the
reckoning. But those would appear to be the exception rather than the rule.
Where incumbent managements are not pressed to adopt the new procedures by
economic events, Successor managéments, often in conjunction with the ap-
pointment of a new chief executive, commonly will (Chandler, 1962, chap. 7).

The transaction cost approach to the study of vertical integration yields
numerous refutable implications, many of which are unique to this approach.
The cumulative evidence, which includes mundane, forward, lateral, and
backward integration, is broadly corroborative.!? Additional studies are nev-
ertheless needed. For one thing, the theoretical apparatus on which transac-
tion cost economics relies is primitive and in need of refinement. The basic
tradeoffs need more fully to be worked out; the basic attributes with respect to
which transactions differ need more fully to be explicated.

Also, and related, empirical assessments of vertical integration need to
acknowledge the complex nature of this condition. If vertical integration is
commonly the product of multiple factors, empirical studies ought to make
more adequate provision for this.

These precautions notwithstanding, the vertical integration dialogue has
been permancntly altered by the infusion of transaction cost reasoning. The
custom of paying lip service to transaction cost issues—by acknowledging
them in principle, thereafter to ignore them in fact (Coase, 1972, p. 63)—has
become much less common and, in the judgment of some (e.g. Alchian,
1984; Joskow and Schmalensee, 1983; Stuckey, 1983; Joskow, 1985), even
untenable.

19Although disparate studies using diffcrent data and methods are often more convincing
than the econometric result from a single *‘crucial experiment”™” (Mayer, 1980, p. 173), I do not
mean (o suggest that the cumulative evidence is dispositive.

CHAPTER 6

The Limits of Firms: Incentive
and Bureaucratic Features

Why can't a large firm do everything that a collection of small firms can do
and more? That is a variant of a question asked many times before for which
an adequate answer has never been devised—to wit, what is responsible for
limitations in firm size? Yet another way of putting the same issue is this:
Why not organize everything in one large firm?

The tradeoff model in Chapter 4 offers two reasons why a firm would
eschew integration: economies of scale and scope may be sacrificed if the firm
attempts to make for itself what it can procure in the market; and the gover-
nance costs of internal organizdtion exceed those of market organization
where asset specificity is slight. Expressed in terms of Figures 4-1 and 4-2
(Chapter 4), those possibilities correspond to AC > 0 and AG > 0 condi-
tions, respectively. The first is not a thoroughly comparative explanation. If
economies of scale are realized by the outside supplier, then the same econo-
mies can be preserved upon merger by instructing the supplier to service the
market in the future just as it has in the past.! The fundamental limitation to
firm size thus must tum on the governance cost disabilities of internal organi-

‘ 1Actually, rivals of a firm that has acquired its supplier may be loath to placc orders.with the
(integrated) supply stage. Accordingly, the supplier may not be able to continue business as
u§ual. To be sure, that defect could be remedied by merging all the firms with which the supplier
did business into one big firm. This escalates the assessment and hence will be set aside.
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zation where asset specificity is insubstantial. But wherein do the firm’s
comparative disabilities in those governance cost (AG > 0) respects reside?
Why is the intercept (B,) of the AG curve positive?

The shortcomings of earlier treatments of the firm size puzzle are briefly
sketched in section 1. A comparative institutional assessment of the incentive
effects of acquiring an owner-managed supplier is set out in section 2. [ argue
that efforts to preserve high-powered incentives in the integrated status hav=
unwanted side effects—where by high-powered incentives I have reference to
residual claimant status whereby an agent, either by agreement or under the
prevailing definition of property rights, appropriates a net revenue stream, the
gross receipts and/or costs of which stream are influenced by the efforts
expended by the economic agent. Acquisition of a supplier in which

ownership and management are already separated is examined in section 3. A"

symmetrical treatment will consider not merely the effects of introducing
marketlike (high-powered) incentives into firms but will also examine the use
of firmlike (low-powered, e.g. cost plus) incentives in markets. That is the
subject of section 4. Bureaucratic costs of internalizing the incremental trans-
action are discussed in section 5. Several examples illustrating the limits of
high-powered incentives in firms are described in section 6. Concluding re-
marks follow.

1. A Chronic Puzzle

Frank Knight made early reference to the limitations to firm size puzzle when,
in 1921, he observed that the *‘diminishing returns to management is a subject
often referred to in economic literature, but in regard to which there is a dearth
of scientific discussion’” (1965, p. 286, n. 1). And in 1933 he elaborated as
follows: e

The relation between efficiency and size of firm is one of the most serious
problems of theory, being, in contrast with the relation for a plant, largely a
matter of personality and historical accident rather than of intelligible general
principles. But the question is peculiarly vital, because the possibility of monop-
oly gain offers a powerful incentive to continuous and unlimited cxpansion of the
firm, which force must be offset by some equally powerful one making for
decreased efficiency. [1965, p. xxiii; emphasis in original]

Tracy Lewis’s recent remarks that large established firms will always realize
greater value from inputs than small potential entrants are apposite:
The reason is that the leader can at least usethe input exactly as the entrant would

have used it, and eamn the same profits as the entrant. But typically, the leader
can improve on this by coordinating production from his new and existing inputs.
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Hence the new input will be valued more by the dominant firm. [1983, p. 1092,
emphasis added]

If the dominant firm can use the input in exactly the same way as the smaller
entrant, then the larger firm can do everything the smaller firm could. If it can
improve on the input usage, it can do more. Accordingly, industries are not
everywhere organized as monopolies solely because of public policy vigilance
and restraints. 4

A different way of posing the issue is in terms not of horizontal but of
vertical integration. Thus Ronald Coase inquired, ‘‘Why does the en-
trepreneur not organize one less transaction or one more?”’ (1952, p. 339).
More generally the issue is, **“Why is not all production carried on in one big
firm?"’ (p. 340). e

Various answers have been advanced. They all suffer, however, from a
failure to adopt and maintain the relevant comparative institutional standard.
Thus consider Knight’s response: “D_e_ggg_s_ﬁpwf diminishing returns from
entrepreneurship is really a matter of the amount of uncertainty present. To
imagine that a man could adequately manage a business enterprise of indefi-
nite size and complexity is to imagine a situation in which effective uncertain-
ty is entirely absent’’ (1965, pp. 286~87). In effect, Knight attributes limita-
tions upon entreprencurship to a condition of bounded rationality. As
uncertainty increases, problems of organization B&come increasingly com-
plex, and bounds on cognitive competence are reached. But he does not
address the issues in a genuinely comparative manner.

Thus suppose that two firms are competing. In principle, net gains ought
always to be available by merging the two. Economies of scale can be more
fully exploited. Certain overhead and rivalry expenses can be curtailed. And
product prices may improve—at least temporarily. Joining the two does not
increase the aggregate uncertainty. Since the gaming moves and replies of
rivairy have been removed, uncertainty has arguably been reduced. More-
over—and this is the really critical point—adecisions need not be forced to the
top but can always be assigned to the level at which the issues are most
appropriately resolved. Specifically, by conferring semiautonomous status on
what had previously been fully autonomous firms in the premerger period, the
best of both worlds can presumably be realized. If, for example, demand or
cost inter-action effects are such that net gains can be had by moving deci-
sions to the top, it will be done. Those decisions, however, that are most
efficiently made at operating levels will remain there. Intervention at the top
thus always occurs selectively, which is to say only upon a showing of
expected net gains. The resulting combined firm can therefore do everything
that the two autonomous firms could do previously and more. The same
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argument applies, moreover, not merely to horizontal mergers but also to
vertical and conglomerate mergers.? The upshot is that, possible public policy
restraints (against monopoly, vertical integration, or aggregate size) aside, a
compelling reason to explain why all production is not concentrated in one
large firm is not reached by Knight's argument.

Although other efforts to explain limitations on firm size have since been
made, none addresses the issues in the way I have just posed it. And none
really disposes of the puzzle. Thus consider my treatment of limits on firm
size in terms of the ‘‘control loss’’ phenomenon (Williamson, 1967b). It
involved the applicatfé‘ﬂ“’fm;?chical organization of what F. C. Bartlett
referred to as the serial reproduction effect in transmitting messages or images
between individuals. His experiments involved the oral transmission of de-
scriptive and argumentive passages through a chain of serially linked indi-
viduals. Bartlett concluded from a number of such studies:

It is now perfectly clear that serial reproduction normally brings about startling
and radical alterations in the material dealt with. Epithets are changed into their
opposites; incidents and events are transposed; names and numbers rarcly survive
intact for morc than a few reproductions; opinions and conclusions are re-
verscd—-nearly every possible variation seems as if it can take place, even in a
relatively short series. At the same time the subjects may be very well satisfied
with their efforts, believing themselves to have passed on all important features
with little or no change, and merely, perhaps, to have omitted unessential mat-
ters. [1932, p. 175]

Bartlett illustrated this graphically with a line drawing of an owl which, when
redrawn successively by eighteen individuals, each sketch based on its imme-
diate predecessor, ended up as a recognizable cat; and the farther from the
initial drawing one moved, the greater the distortion experienced (1932, pp.
180-81).

1 applied the same argument to the firm size dilemma by invoking bound-
ed rationality and noting that limited spans of control are thereby implied. If
any one manager can deal directly with only a limited number of subordi-
nates, then increasing firm size necessarily entails adding hierarchical levels.
Transmitting information across these levels experiences the losses to which
Bartlett referred, which are cumulative and arguably exponential in form. As
firm size increases and successive levels of organization are added, therefore,
the effects of control loss eventually exceed the gains. A limit upon radial
expansion is thus reached in this way.

2T be sure, conglomerate benefits may sometimes be small. Ordinarily, however, there
will be something—perhaps cash management—for which the combined entity can, in principle,
do better. If autonomy is retained by the division in ali other respects and the combined firm
realizes a net gain in this onc respect, an aggregate gain upon merger will obtain, cereris paribus.
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Plausible though the argument seemed at the time, it does not permit
selective intervention of the kind described above. Rather, the entire firm is
managed from the top. All information that has a bearing on decisions is
transmitted across successive levels from bottom to top; all directives follow
the reverse flow down.

The scenario thus contemplates comprehensive (unselective) linkages
between stages. Internal organization need not, however, adopt this structure.
Suppose instead that the parent firm deals with each of its parts by exercising
forebearance with respect to those activities where no net gains are in prospect
(in which event the parent directs the operating part to replicate small firm
behavior) and intervenes wherever coordination yiclds net gains. The puzzle
to which I referred at the outset is evidently restored—or at least the serial
reproduction loss ‘‘solution’’ does not apply—if such selective intervention is
admitted.

The same is true, moreover, of arguments that firm size is limited by
growth (Penrose, 1959) or by organization capital (Prescott and Visscher,
1980). Both arguments ignore the possibility that merger may be coupled with
selective intervention. Thus if a series of small firms can grow rapidly, or if
small firms can acquire valued organizational capital, a merger of those very
same firms can selectively do the same and more.

An important recent paper by John Geanakoplos and Paul Milgrom
(1984) traces firm size limitations to the ‘‘deadlines and delays’’ that attend

hierarchical modes of organization. But the alternative mode of organization

with respect to which hierarchy experiences a cost disadvantage is nowhere
described. If the set of activities to be organized is held constant, and if
internal organization can intervene selectively, the purported disability of
hierarchy in relation to a collection of small firms does not withstand scrutiny.

The upshot is that limitations on firm size of a comparative institutional
kind have yet to be described.?

2. Integration of an Owner-Managed Supply Stage

The obvious answer to the puzzle of why firms do not comprehensively
integrate is that selective intervention is not feasible. But why should that be?
If the reasons were obvious, the puzzle of what is responsible for hmltatlons
on firm size would not persist.

1 attempt here to identify some of the main reasons why selective inter-

‘ 38ce, however, Kenneth Arrow (1974) and my discussion of the limits of vertical integration
in Williamson (1975, chap. 7).
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vention breaks down. So as to facilitate the argument, assume that an owner-

managed supplier is acquired by the buyer.® Assume that this ownership
change is accomplished as follows:

1. A price at which the assets are transferred is agreed to.

2. The formula for determining the price at which product is to be
transferred from the supply division to the buying division is
stipulated.

3. So as to encourage cost economizing, the high-powered incentives
that characterize markets are carried over into the firm. Accordingly,
the supply division is advised that it will appropriate its net reve-
nues—which are defined as gross revenues less the sum of operating
costs, user charges (for asset maintenance and depreciation), and
other relevant expenses (e.g. for R & D).

4. Selective intervention will obtain. Accordingly, the supply division is
advised to conduct business as usual with the following exception:
The supplier will accede to decisions by the buyer to adapt to new
circumstances, thereby to realize collective gains, without re-
sistance. Failure to accede is cause for and gives rise to termination.

Unified ownership of the assets of the two stages thus (1) preserves high-
powered incentives (rule 3), (2) provides for selective intervention (rule 4),
and (3) precludes costly haggling (rule 4). The last two features permit adap-
tive sequential decision-making economies to be realized by merging what
had previously been nonintegrated stages of organization.

Implicit in the argument is the assumption that the two stages are operat-
ing in a bilateral exchange relation with each other by reason of investments in

“Readers familiar with the recent examination of the costs of vertical integration by Sanford
Grossman and Oliver Hart (1984) will recognize that they, like I, trace thése costs to incentive
impairments that attend unified ownership of successive stages. Their work on these matters and
mine were contemporaneous, but I have nevertheless benefited from their treatment and specifi-
cally recommend it to those who wish to see these issues developed in a more format way.

Despite similarities, their work and mine differ in the following significant respects: (1) they
ignore the very factors—asset malutilization; accounting contrivances—that I regard as central to
incentive distortions in firms; (2) they deny that intemal and market organization differ in
auditing respects; (3) their **even-handed’” insistence that high-powered (transfer pricing) incen-
tives apply in all ownership regimes asymmetrically denies adaptability advantages to integration
that weaker (e.g. cost plus) incentives coupled with unified ownership would support; and (4)
they disregard the bureaucratic consequences of internal organization. My discussion in this
section features asset utilization and accounting effects. Auditing differences are treated in
section 4. Salaried management in the preacquisition supply stage is the subject of section 3, and
bureaucratic features arc addressed in section 5.

SThis does not preclude consultation between the two divisions, thereby to settle upon
superior courses of action. In the event of conflict, however, the purchasing division’s prefer-
ences are determinative.
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transaction-specific assets. Such specificity can take at least four forms: site
specificity, physical asset smm and dedicated
assets. It will B& convenient heré to consider only physical asset spccxﬁé'i'y
~-Indeed, given rule 4 above, human asset specificity is effectively ruled

out. As developed more fully in Chapter 10, it is in the mutual interests of
firm and worker to, safeguard the employment relation against abrupt termina-
tion (by either party) wherever labor develops firm specific skills and knowl-
edge during the course of its employment. Accordingly, the rule do this/do
that or terminate is maladapted to the needs of the parties where firm-specific
human assets are considerable.® The argument here therefore assumes that the
bilateral exchange relation is due entirely to a condition of physical asset
specificity. Rule 4 thus applies, whereunder failure to accede to any order to
adapt will be cause for termination. Upon realization that successor manage-
ments can always be brought in to implement change orders as requested, the
incumbent management always acquiesces.’

Were this the end of the story, selective intervention with net gains
would presumably obtain. In fact, however, numerous measurement difficul-
ties stand in the way of implementing a merger agreement that is attended by
high powered incentives. Some of them operate to the disadvantage of the
buyer, some work to the disadvantage of the supplier, and others impose
losses on both.

2.1 Asset Utilization Losses

The former owner-mahager of the supply stage becomes the manager of the
supply division upon sale of the supply stage assets to the buyer. The change
of status has immediate and serious incentive effects if the high-powered
incentive rules described above are employed. For one thing, the manager

6Suppose that the physical assets at the supply stage are of a general purpose kind but that
the human assets display considerable specificity. The purchasing firm agrees to buy the physical
assets of the supply stage and adviscs the supply division that product will thereafter be traded
according to a transfer pricing rule; that the managers of the supply division will appropriate ali of
the net receipts that this transfer pricing rule supports; and that the supply division will be
operated under the direction of the purchasing unit in the postacquisition period.

That last is a King Canute provision. Ownership of the physical assets is without content in
those circumstances. The human agents who embody the relevant asset specificity are the critical
units with which a deal must be struck. Given that those human agents are in 2 position to
bargain—and, indeed, will continue to bargain, given the high-powered incentives to which they
remain subject—they are scarcely subject 10 the purchasing unit’s *‘orders’” in any usual com-
mand and control respect. Accordingly, common ownership of the physical assets of both stages
accomplishes precisely no adaptive gains whatsoever.

7Grossman and Hart (1984), in their interesting recent treatment of the limits of vertical
integration, proceed similarly. Unlike the studies referred to in section 1, their analysis is
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who appropriates the net receipts associated with the supply division no
longer has the same incentives to utilize equipment with equivalent care and
to incur identical preventive maintenance. Since, by assumption, the
manager has no firm-specific human assets at stake, the manager behaves
myopically with respect to the enterprise. The object being to maximize
immediate net receipts, labor costs will be saved by utilizing equipment
intensively, and maintenance expense will be deferred to a successor manage-
ment. Having been paid for his assets upon giving up ownership status, the
manager of the supply division proceeds to run them into the ground and
leaves the firm to invest his augmented net receipts elsewhere.

To be sure, there are checks against asset abuses of both kinds. The new
asset owner may insist that certain utilization and maintenance procedures be
observed and furthermore monitor the supply division for compliance. Note,
however, that added monitoring costs—unneeded in the nonintegrated
state—have now been introduced. Additionally, reputation effects can deter
managers from behaving irresponsitly. These, however, are imperfect. Some
managers may shrug them off if the immediate gains are large enough and if
they cannot be required to disgorge their ill-gotten gains. (Swiss bank ac-
counts have attractive features in that respect.)

The upshot is that efficient asset utilization and the use of high-powered
incentives experience tensions in an integrated firm—tensions that do not
arise when the two production stages are independent. Contrary to the type of
selective intervention that I postulated in section 1, the integrated firm cannor
wholly replicate outside procurement in *‘business as. usual’’ respects. In-
stead, there are unavaoidable side effects.

2.2 Accounting Contrivances

The price at which a supplier agrees to sell his assets to the buyer will vary
with the stream of net receipts that he projects in the post merger period.
Given the high-powered incentives described above, that stream will vary
with (1) revenues, (2) costs, and (3) continued employment.

One hazard is that the supplier will be *‘promised’’ a favorable net
receipt stream, hence accept a low price for transferring asset ownership, only
to learn to his dismay that his employment has been terminated. Suppose, out

genuincly comparative. They ascribe incentive limitations to firms, however, rather than examine
the underlying microanalytic factors responsible for those limitations.
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of awareness of such a hazard, the supplier demands and receives a guarantee
of continued employment. Such guarantees accomplish little, however, if the
net receipts of the supply division can be altered substantially through the
exercise of accounting discretion. Expropriation can then be accomplished by
indirection.

Net receipts can be squeezed in either or both of two ways. For one,
revenues can be reduced by cutting transfer prices. For another, cost imputa-
tions can be raised. The supply division is vulnerable in both respects.

Given the impossibility of comprehensive contracting, the transfer pric-
ing rule that is stipulated at the outset will necessarily be incomplete. So as to
correct against misalignments, prices will need to be reset periodicelly to
reflect changing circumstances. This can be done by consulting the market if
asset specificity is zero. Complications intrude, however, when even a slight
degree of asset specificity appears. Thus although the terms under which
product is traded between autonomous parties are disciplined by the credible
threat that the supplier will retire his specialized assets, rather than use them
to support the supplier’s specialized procurement needs, if mutually accept-
able terms are not reached, the manager of the supply division in the inte-
grated firm does not have the same option.)]f push comes to shove, the
physical assets are no longer his to retire (or, more generally, redeploy).
Employment guarantees notwithstanding, the manager of the supply division
can, if he refuses to accept the proposed terms, be brushed aside. (He is
simply ‘‘reassigned.’’) Upon merger, therefore, the determination of transfer
prices has, in effect, become a decision for the purchasing division (which
now owns the assets of both parts) to reach unilaterally. The hazar.qvif ob-

vious: Despite assurances to the contrary, prices will be set 50 as o squeeze
the net receipts of the supply stage.

Cost determination is problematic, moreover, whatever the degree of
asset specificity. Whereas each stage determines its own accounting practices
in the pre-merger regime, that is no longer permitted-—indeed, is wholly
implausible—upon merger. Instead, responsibility for the accounting rules
will be concentrated on the asset owner.® Explicit agreements that limit ac-
counting discretion notwithstanding, the supply stage runs the risk that costs

will be reset to its disadvantage.®

8These costs could be made subject to repeated bargaining in the ex post period. But that
defeats the notion that governance costs are reduced by merger. .

9Conceivably the courts can be employed to safeguard the interests of the supply stages in
transfer pricing and cost accounting respects. Plainly, however, this is a highly imperfect and
costly forum to which to appeal decisions of that kind. Note, moreover, that while spot prices can
be used to define transfer prices in the limiting case where & = 0, a corresponding market
standard is not available to define cost imputations.
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The upshot is that the supply stage is better advised to discount very
heavily any promise that favorable net receipt streams are in prospect and to
realize its full bargaining advantage by extracting maximum asset valuation
terms at the outset—because a squeeze is in prospect thereafter. But there is
more to it. If the use of high-powered incentives in firms is inherently subject
to corruption, then the notion that the integrated firm can do everything that
the nonintegrated parts could accomplish is a fiction. Instead, the integrated
firm does better in some respects and worse in others.

2.3 Incentive Ramifications and 8,

High-powered incentives in firms give rise to difficulties of two kinds: The
assets of the supply stage are not utilized with due care, and the net revenue
stream of the supply stage is subject to manipulation. Upon realization that
high-powered incentives in firms experience such disabilities, lower-powered
incentives are apt to be introduced instead. Were the supply stage manage-
ment to be compensated mainly by salary and become subject to periodic
monitoring (decision review, auditing, and the like), the supply stage would
have less need to be concerned with accounting chicanery, and the asset
owner’s concern with asset dissipation would be lessened.

Low-powered incentives have well-known adaptability advantages.
That, after all, is what commends cost plus contracting. But such advantages
are not had without cost—which explains why cost plus contracting is em-
braced reluctantly (Williamson, 1967a). Our first explanation for why firms
do not everywhere supplant markets thus is that (1) firms cannot mimic the
high-powered incentives of markets without experiencing added costs; (2)
although recourse by firms to lower-powered incentives is thereby indicated,
that too comes at a cost; and (3) those added costs of internal organization are
not offset by comparative adaptability gains under circumstances where k =
0, since those are precisely the conditions under which the identity of the
parties does not matter, whence classical market contracting works well. The
net governance costs of acquiring an owner-operated supply stage are thus
positive where asset specificity is slight. A B, > 0 condition thereby obtains.

More generally, the argument is this: Ineentives and controls are adapted
to the attributes of each organizational alternative. To attempt to ‘‘hold the
rules as nearly constant as possible,” on the theory that what works well in
one regime ought to apply equally to another, is thus mistaken. The powers
and limits of each form of organization must be discovered and respected.

4
.
]
[y
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2.4 Innovation

The foregoing makes no reference to innovation. Implicitly, product and
process innovations are unimportant. Transactions are moved from r'narket's to
hierarchies as asset specificity builds up because the high-powered mcen.tlves
in firms operate as a disability when adaptations to stochastic or other distur-
bances are attempted in a tightly bilateral trading context. ‘

How, if at all, is the assignment of transactions to marke.ts and hier-
archies altered by the introduction of process or product innovan'or'ls? Unfor-
tunately, the study of innovation is enormously complex (}.)hllllps, 1970;
Nelson, 1984). Some large corporations maintain that innovation can bf: and
has been successfully bureaucratized: ‘‘We employ many people who, if l?,ft
to their own devices, might not be research-minded. In other words, we hire
people to be curious as a group. . . . We are undertaking tg create rt?search
capability by the sheer pressure of money.”’ 10 As dlscussejd in subsectlon.6.4
below, however, there appear to be some projects for which the use of high-
powered incentives clicits superior research resuits. How do no.nintegr.ated
and integrated supply stages compare in supplying incentives for 1nnov'at|on?

The issues are many-sided. An obvious advantage of integration is that
research and development cooperation between stages may be easier to elicit.
But there are at least two incentive-impairing effects.

a. CAUSAL AMBIGUITY

As discussed in subsection 4.2, below, reasoning systems are expected to
behave in reasoning ways. Administrative boundaries are' much easier to
breach than are market boundaries when demands for reason are expressed.

Thus if asupply division in an integrated firm is largely but not wholly
responsible for the success (failure) of an innovative effort, it may be difficult
to concentrate the benefits (costs) in such a way as to reflect that condition. To
illustrate, suppose that the purchasing stage proposes that the supply stage
consider & process or product innovation. Contrast the results if the supply
stage is integrated or independent and if the proposal is successful or not.
Assume in any event that the supply stage incurs nontrivial costs in conduct-
ing ¢he necessary research and development.

Ownership autonomy in the nonintegrated regime will serve to concen-
trate the net benefits of both failures and successes on the independent supply
stage. The uncorrupted use of high-powered incentives in firms would do the

10The quotation is attributed to the research coordinator of Standard Oil of Ohio by Daniel
Hamburg (1963, p. 107).
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same. But whereas the requests of an independent purchaser are apt to be
dismissed should it ask for its **fair share’’ of the gains, an integrated pur-
chasing stage is much more likely to prevail in asking that its significant
contribution to the project be acknowledged. Not only does fairness dictate
that the rewards be shared, but to do otherwise would result in large compen-
sation disparities between the two stages. Those in turn would thereafter give
rise to invidious comparisons. Since the firm has the discretion to remedy the
disparities by administrative decision, and since to do otherwise poses severe
strains, the high-powered incentives of markets are apt to be compromised.

The ex post weakening of incentives for innovation does not, however,
come without cost. The management of the supply division will anticipate that
similar pressures will arise in the future—which is to say that, the rules

notwithstanding, high-powered incentives in firms are subject to degrada-
tion. !

b. GENERAL OFFICE INTRUSION

Even if the division of benefits between supply and purchasing stages
could be decided objectively, there is serious doubt that an ex ante agreement
to distribute a pro rata share of the rewards will be respected. Instead, a
redistribution away from the operating parts in favor of the ownership is apt to
be effected by manipulation of the transfer pricing and cost accounting rules.

To be sure, the management of an independent supply stage also runs the
risk that the ownership will keep two sets of books. True performance results
could thus be disguised. The relevant question, however, is one of degree. If
integration ordinarily permits greater accounting discretion, which it arguably
does (see subsection 2.2 above), then the results of innovation are more easily
obfuscated in the integrated state.

Moreover, even if the ownership of an integrated firm were to resist
manipulation of that kind, high-powered incentives to innovate need not
obtain. The problem is one of information asymmetry/impactedness. If it is
very costly to prove that manipulation has not occurred, then, ownership
promises of good behavior notwithstanding, managers will be continuously

suspect that it will occur—in which case their incentives are unavoidably
impaired.

HSimilar arguments apply where a research and development project fails. Here the inde-
pendent supply stage bears the costs almost entirely. The buyer when asked to share simply
declines. By contrast, the integrated supply stage is apt to ask for and receive relief. After all, it

undertook the project at the purchasing stage’s request. Ex post cost sharing between the inte-
grated stages will thus be ordered.
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C. A PROVISIONAL MATCH

The introduction of innovation plainly clomplic‘ates the earlie.r-(:escnbzc:
assignment of transactions to markets o'rAhlerarchles based enu;e y on "
examination of their asset specificity qua!mes. Indeed, the study. ;)f. cc;t)r.)oqurlleq
organization in a regime of rapid innovathn poses ml.lCh more difficu n s
than those addressed here. Nevertheless, it may be instructive to examine a
narrow construction of the problem.

Thus consider a firm that has the need for the continuing supply of gooc.is
and services that differ not merely in asset specificity respects but also in
terms of their innovative potential, where the latter has reﬁ.zrencc to the degree
to which a good or service is susceptible to cost-saving improvements. "l“l?e
carlier argument—that goods and services that are supported .by r?onspeafnc
assets will be procured in the market and that the balar?ce §h|fts 1.n fa_vor of
vertical integration as asset specificity deepens—remains tntact in cnrcu@-
stances where the innovative potential is slight. Diffcrcnce§, therefonje, }f
there are any, are concentrated in the regime where innovative potential is
great. ’ . N

It is useful in this connection to distinguish between cost savings that arc
generic and those that are proprietary. Generic cost §avings are ones lhjdl are
quickly recognized and easily imitated by rival suppliers. Patents, copyrights,
trade secrets, and the like afford little protection for thes.e. Thos.e that are
proprietary, by contrast, are ones for which the benefits of innovation can be
appropriated.

i [Fr: principle, both generic and proprietary cost sav.ings can be supporte.d

by assets of either nonspecific or specific kinds. Easy |mltz.mon, however, is
ordinarily associated with nonspecific investments. Accordmgly, m‘arket pro-
curement of goods or services of the generic cost-saving kind will usuall.y
pose little bilateral dependency or profit strain, whence market procurfzment is
normally indicated. The procurement of items for which cost s?wmgs are
proprietary, especially those that are supported by transaction specific assets,
is another matter. - '

The tension here is that while the buyer will want both to participate in
the benefits of innovation and to encourage supply stage investments of an
efficient (transaction specific) kind, the supplier’s incentives to innovate
(which entails the realization of cost savings of a subtle, nonobvious,.and
often noncomparable kind) will be diminished if the supply stag<? is' inte-

grated.}2 A complex tradeoff situation is thus posed when the potential incen-

2The incentive limitations of large firms for rewarding innovation are suggested by the
following story in the Wall Street Journal, May 15, 1984, p. 1:
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tive benefits are great and the transaction is characterized by substantial asset
specificity. New hybrid forms of organization may appear in response to such
a condition. (Innovative organizational forms in the semiconductor industry
are illustrative [Levin, 1982]. Although the discussion of hybrid forms in
Chapters 7 and 8 is apposite, the examples in subsection 6.4 below are closer

to the point. Much more study of the relations between organization and
innovation is needed.)

3. Acquisition of a Supply Stage in Which Ownership and
Management Are Separated

Suppose, arguendo, that vertical integration of the kind described above
experiences the incentive disabilities that are ascribed to it. It is nevertheless
noteworthy that the conditions described above are very special. In particular
I have assumed that ownership and management are joined in the preacquisi-
tion supply stage. What if that condition does not obtain?

Suppose that an independent supplier undergoes an ownership change
before an acquisition of the supplier is even contemplated. Suppose, in partic-
ular, that what had been a closely held, owner-managed firm becomes a
diffusely held firm in which none of the management has a significant equity
interest.

The hazards of using high-powered (net receipt) incentives to compen-
sate the management of this firm will be evident to owners and managers
alike. Owners will recognize the asset dissipation hazards, and managers will
be concerned that owners will retain influgnce over accounting, thus posing a
risk that net receipt realizations will be manipulated: When those conse-
quences are foreseen, high-powered incentives in this now diffusely owned

Cash awards for employee ideas grow in number and size of the top prizes.

Commerica Inc. will start its Great Idea program July 5 to solicit money-saving tips from
workers. In a trial, it got 3,000 suggestions. Top prizes are $10,000. General Motors
recently doubled its top award to $20,000 and now includes some salaried employees.
Also, first-line supervisors can win up to $1,000 for ideas. Previously, such workers didn’t
have incentives. :

Pitney Bowes Business Systems raised its top prize to $50,000 paid over two years from
$30,000 paid over three years. Ford Motor now allows groups of hourly workers instead of
just an individual to win its top award of $6,000. Eastman Kodak paid $3.6 million in
awards last year, up 8.7% from 1982, and figures it saves $16 million from the
suggestions.

In the overall scheme of things, however, these awards are peanuts. The big prizes for innovation
always accrue to entrepreneurship. The issues are nevertheless complicated. For a discussion, see
Williamson (1975, chapter 10).

I
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firm will give way to incentives of a lower-powered kind. Salaried compensa-
tion will therefore obtain.

The critical question is whether, in view of the above-described changes
that attend the change in ownership of the premerger supply stage, merger
incurs any added costs. If it does not, then the acquisition by a purchasing
stage of a supply stage in which the ownership has already been sold off
would offer the prospect of gain without cost. The gains would presumably
take the same form as those ascribed to merger previously: Subgoal pursuit by
the supply stage management would be attenuated, so that coordination be-
tween the two stages would be accomplished more easily and effectively in
the postmerger period when common ownership obtains.

The firm size dilemma to which I referred at the outset would then be
restored with only a minor change. The puzzle would now read as follows:

Why are not_all di ion stages placed under upified
ownership..thereby to be organized and operated as one large firm? Unless

undisclosed costs of merger are discovered, we are mainly back where we
started. Put differently, section 2 is an explication of the Berle and Means
problem and does not provide an explanation for limits on vertical integration
outside of that special context.

Unremarked merger consequences of three kinds warrant consideration.
For one thing, to observe that ownership and management are separated does
not establish that ownership is thereafter wholly lacking in control. Differen-
tial control effects within merged and nonmerged entities is thus one pos-
sibility. Second, the fact that managements in both pre- and postmerger
regimes are salaried does not necessarily imply that compensation is discon-
nected from net receipts. Finally, the possibility that integration affects the
internal politics of the corporation with systematic perforiance consequences
warrants scrutiny. The first two consequences are considered here. The third
is addressed in section 4.

3.1 Ownership Effects

The absence of continuous (hands-on) control permits those to whom decision
powers are delegated to exercise discretion. But a total absence of control is
not thereby implied. To the contrary, if ownership control is reasserted when
performance approaches or falls below threshold standards, then the relevant
questions are ones of thresholds and competence to intervene. Ceteris par-
ibus, weak standards imply greater opportunities for managerial discretion.
Ownership interests are commonly activated, however, before bankruptcy
becomes imminent.
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The issues here are akin to those that arise in the M-form corporation,
where operating and strategic decisions are separated. Thus even if, as dis-
cussed in Chapter 11, middle managers are “‘ostensibly’’ free from oversight
during the operating interval, the absence of oversight should not be implied if
(1) strategic management can and does intervene when a crisis occurs—which
is to say, when the ‘‘essential variables”’ fall outside of prescribed limits—
and (2) the operating plans are periodically renegotiated (say, at annual bud-
get review intervals).

Albeit attenuated, the ownership bears a similar oversight relation to the
strategic management. The relevant comparative institutional question is
whether differential performance between integrated and nonintegrated re-
gimes arises on that account. The main difference, if there is one, is that
ownership oversight generally operates on more aggregate performance mea-
sures. Divisional performance thus generally escapes scrutiny. A tradeoff thus
obtains whereby ownerhip oversight at the divisional level is somewhat less
intensive in the integrated regime. The issues here, however, relate mainly to
the costs of bureaucracy and are treated more fully in section 4.

3.2 Contingent Compensation

The compensations of salaried managers and other employees who work for
wages are ostensibly disconnected from performance. That is superficial,
however, if in fact salaries are adjusted at contract renewal intervals and
promotions are made with reference to past or promised performance. More
generally, to model the employment relation entirely with reference to piece
rate/flat rate distinctions is warranted only if intertemporal reputation and
commitment features are absent (or are otherwise constant) across such classi-
fications. That is rarely the case.

a. SALARY

Assume that salary tracks reported net receipts with a lag. The question
then is whether the net receipts of the supply division are independent of the
pre- and postmerger status. One possible difference is that the postmerger
management of the supply division may be more subject to accounting manip-
ulation of reported net receipts than was the same management when the firm
was an independent supplier. If, as seems plausible, the managers in the
acquiring stage have a greater postmerger say over the accounting procedures,
then net receipts in the postacquisition period will be tilted in the acquiring
stage’s favor. Transfer prices in the postmerger regime are apt to be (com-
paratively) distorted as a result.

. tain'*—in which event, the ada
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b. PROMOTIONS

If promotions are made not on the basis of seniority, rotation, a coin toss,
or some other event over which the managers have no discretionary control,
then the way in which the promotion process operates in the pre- and
postmerger periods also warrants examination. Merger can effect promotions
in two respects: Promotions within the supply stage may be made on a differ-
ent basis as a result of the merger; and promotions out of the supply stage into
the management of the combined entity now become feasible. If the
postmerger promotion process becomes more highly politicized in either or
both of those respects, the fact of salaried compensation in both pre- and
postmerger regimes does not constitute incentive neutrality.

* That managers playing in the larger (postmerger) game will conduct
themselves diffetently from their behavior in the smaller (premerger) game is,
‘at very least, plausible. Thus whereas promotions might be expected to go to
those who presented themselves as effective advocates at the trading interface
in the premerger period, the advantage is more apt to accrue to those who are
effective conciliators postmerger. Chester Barnard’s remarks are apposite:

The general method of maintaining an informal executive organization is so to
operate and select and promote executives that a general condition of com-
patibility of personncl is maintained. Perhaps often and certainly occasionally,
men cannot be promoted or selected, or even must be relieved, because they
cannot function, because they **do not fit,”* where there is no question of formal
competence. [1938, p. 224)

To be sure, efforts can be made to insulate the promotion process from
those effects. For example, managers in the supply division might be advised
that they are ineligible for promotion to the general office. But such a policy
may be ineffective and/or ill-advised. Ineffectiveness will result if such pol-
icies are unaccompanied by credible commitments. Adverse side effects will
occur if such policies engender resentment. Beyond that, moreover, is the
question of whether, even if supply stage managers are denied advancement,
they are in a position to delay or even block the promotion of others.

. The upshot is that promotion differences between the nonintegrated and
Integrated regimes are unavoidable. If the promotional balance is tilted away
f-rom merit in favor of politics in the process, which would appear to be the
likely result, incentive impairments in the postmerger condition will ob-
ptive benefits that integration potentially af-
integration is always attended by added costs. Selec-
without cost—is simply not a member of the feasible

fords notwithstanding,
tive intervention—gain
set.

13 . . R
The text emphasizes the negative politicizing consequences that a merger has on promo-

tion. This does not, however, exhaust the possibilities. Benefits can obtain if managers who
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4, The Costs of Bureaucracy

The costs of acquisition discussed in section 2 are mainly ones that will accrue
to any separation of ownership from control, merger-related or otherwise.
Although the costs of acquisition discussed in section 3 are not confounded in
ownership and control respects, they are also more speculative in nature and
are probably weaker in effect. The question thus arises as to whether there are
other costs of merger that have yet to be identified. In partii:ular, are there
undisclosed ‘costs of bureaucracy”’ that obtain when successive production
stages are joined?

Philip Selznick contends that ‘‘the most important thing about [nonmar-
ket] organizations is that, though they are tools, each nevertheless has a life of
its own’’ (1949, p. 10). Instrumental intentions notwithstanding, formal
structures can ‘‘never succeed in conquering the nonrational dimensions of
organizational behavior’ (Selznick, 1948, p. 25). Richard Scott summarizes
the argument as follows:

_[O)rganizational rationality is constrained by *‘the recalcitrance of the tools of
action’’: persons bring certain characteristics to the organization and develop
other commitments as members that restrict their capacity for rational action;
organizational procedures become valued ends in themselves; the organization
strikes. bargains with its environment that compromise present objectives and
limit future possibilities. [1981, p. 91]

What are the ramifications of such views for economic approaches to the
study of organization? One possible economic response is to regard the condi-
tions to which Selznick, Scott, and others refer as noise. Aberrations from
rationality are thus treated as error terms. A stronger response is to deny that
such behavior even exists. Neither is proposed here. Instead, an informed
economic approach to the study of organization will display an interest in and
thereafter make provision for all regularities of whateverkind. If the behavior
in question is systematic, allowance can be made for it in making comparative
institutional choices and in organizational design respects. Thus, if some
forms of organization are less subject to bureaucratic distortions than others,
this will be taken into account in assessing alternative modes. Within modes
where distortions are especially severe, morcover, it may be possible to
mitigate such conditions by devising checks or organizational reforms.

otherwise have dead-end prospects are presented with new opportunitics for advancement by a
merger.

The condition of premerger promotion prospects this warrants scrutiny. Where they are
sharply circumscribed (the market for managers is poorly developed: the firm is growing slowly;
senior managers are far from retirement), a more sympathetic assessment of the effects of a
merger on managerial incentives is warranted.
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By comparison with the market failure literature, the literature on bu-
reaucratic failure is relatively underdeveloped. The discussion here merely
attempts to identify some of the main life cycle features that beset internal
organization. As compared with market organization, internal organization
displays a differential propensity to manage complexity, to forgive error, and
to engage in logrolling.

4.1 The Propensity to Manage

A propensity to manage seems to characterize all forms of bureaucratic orga-
nization. To be sure, the public sector is widely thought to be especially
culpable in this respect—and probably is. Charles Morris captures the spirit in
his reference to *‘the cost of good intentions’’. What he characterizes as * ‘the
new rationalist style in government’” was based on ‘‘a confident optimism
that the most intractable problems would give way before the resolute assault
of intelligent, committed people™ (1980. p. 23). But the same attitude also
characterizes the private sector (Feldman and March, 1981).

Actually, the propensity to manage has two parts rather than just one.
The part to which Morris refers is the instrumental propensity: Decision-
makers project a capacity to manage complexity that is repeatedly refuted by
events. Although such a propensity is well-intentioned, problems regularly
turn out to be more difficult and/or managerial competence more limited than
managers of complexity originally project (Perrow, 1983). Counterexamples to
the contrary notwithstanding, this is the main opinion,

.Tht‘a second type of propensity is more reprehensible. It is the strategic
propensity to‘use the resources of the organization to pursue subgoals. 'If, for
the rea'sons given in section 2, pecuniary incentives in firms are weaker than
those in markets, then political games and preferences have greater sway.
Efforts to tilt the organization, often through greater hands-on management
commonly result. ,

Odysseus-type solutions are often attractive where ex ante resolve is
k.nown- regularly to break down in the face of recurrent exigen-
c.l'es/t'emp-tations. Qut of awareness that the call of the Sirens would be well-
;ugh Fi;’resnstat?le, Odysseus instructed that he should be bound to the mast. As
p(::blersx:e;fpv(:;r:i out, ‘f‘bn.nd,l’ng oneself is a privileged way of resolving the

. fw nes.s of will’” (1979, p. 37). Such self-denial benefits can be
r.eal_jzed within the firm if mergers for which the advocates can identify onl
limited prospective benefits are refused. The uncounted, but nevertheles);

predictable, costs attributable to the future i i
ropensity to mana; 1
assuredly be avoided. PP e vl ey
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4.2 Forgiveness

Systems of justice vary systematically with organization. Families are or-
dinarily presumed to have deep knowledge of the transactions that occur
between or impinge on the membership, to employ long time horizons, and to
be relatively forgiving.'4 Markets, in contrast, are presumed to have less
knowledge of idiosyncratic circumstances, employ shorter time horizons, and
are relatively severe (unforgiving).

For the reasons given in section 5, internal organization enjoys com-
parative auditing advantages. Accordingly, the integrated firm has greater
capacity to reach informed decisions on the merits than do nonintegrated
trading entities. The confounding of risks and decisions, which complicates
market assessments, can thus be unpacked with greater precision and confi-
dence internally. In principal, therefore, internal asset managers can better
ascertain whether to continue funding a project than could the capital market.

But there are at least two further consequences. First, the prospect of
penalty can and often does elicit inordinate energies. The market is a severe
taskmaster. Unless escalator clauses have been expressly agreed to from the
outset, unexpected cost increases are absorbed rather than passed through
when transactions are mediated by the market. By contrast, unexpected cost
increases that occur in trades within the firm are apt to be negotiable. The

justification for such increases can be examined more fully within the firm,
and the hazards of misrcpresentation are less severe than in the market. But
internal organization is thereby denied access to the supranormal energies that
the market is able to mobilize. It is unrealistic to expect that such efforts will
be expended if reasoned or plausible explanations can be advanced to support
the cost increases in question: Reasoning systems are expected to behave in
reasoning ways. (Academics, being the ultimate reasoners, are often unsuited
for administrative positions on that account.)

Second, the net benefit calculus employed by firm and market differ.
Indeed, a useful definition of forgiveness, at least for purposes of evaluating
commercial transactions, is whether ‘‘excuses’’ are evaluated strictly with
reference to a pecuniary net benefit calculus or not. As between the two, the
market is expected to employ a stricter pecuniary net benefit calculus than is
the firm. In this sense, it is less forgiving. A leading reason for this is that the
firm maintains greater separability among transactions with the market than it
can for transactions that are organized internally.

140f these three aspects, which are. all related, forgiveness is the most important and
distinctive.
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It is thus easy for a firm to terminate a supplier of a good or service that is
supported by nonspecific assets (k = 0) at the first indication of failure. Were
this same transaction to be organized internally, however, the firm would
conduct an inquiry and consider second chances. Partly this is a manifestation
of the aforementioned auditing advantage of internal organization. But it is
also the case that the firm is unable to treat each internal transaction in a fully
separable way. In effect, internal transactions of the k=0 kind benefit from an
association with other internal transactions for which k > 0.

Thus /whereas continuity of transactions of the latter kind is valued from
a pecuniary net benefit standpoint, the same is not true for the former. Firms
that internalize transactions of both kinds are unable, however, to treat each in
a fully discriminating way. A rational decision to “‘work things out”> when
things go wrong for k > O transactions spills over and infects transactions of
the k = O kind. It is unacceptable, both to insiders and to interested observers,
for the firm to behave differently. Simple regard for human dignity demands
that due process be respected. Barnard’s remarks about informal organization
are apposite: One of the purposes served by informal organization is that of
“‘maintaining the personality of the individual against certain effects of for-
mal organizations which tend to disintegrate the personality’* (Barnard, 1938,
p- 122).

Thus whereas extreme market outcomes can be accepted as the luck of
the draw, administrative actions are interpreted by all of the affected parties

includring interested outsiders (associates, family, friends, and so forth) as'
merit choices. That places a severe burden of due process on internal orgz;ni-
zation. A plausible case will not do; a preponderance of evidence is needed if
severe penalties are to be meted out. Out of awareness that they operate under
the grotection of a norm of internal due process, individuals are able to exploit
the internal organization in minimum performance respects, and some do

To be sure, the above described weakening of incentives applies strictl}'l
.to k = 0 activities. The possibility that a merit choice environment intensifies
incentives within the firm, as compared with the market, for k > 0 activities is
not denied. It suffices, however, for the purposes of the argument, that due

proc§s§ spillovers are responsible for incentive attentuation for the k = 0
condition.

4.3 Logrolling

Agai i i i i
wﬁ l; th;:‘ flfssue !s not whether internal organization experiences costs but
ether differential costs are incurred in moving from nonintegrated to inte-

grated sta.tus. 1 sub.n?lt. that internal operating and investment decisions are
more subject to politicization.
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a. OPERATING DECISIONS

Alvin Gouldner contends that the norm of reciprocity is as important and
universal as the incest taboo (1961). It finds expression throughout human
* society—across cultures and degrees of development and over time. Oppor-
tunities to give effect to reciprocity, however, vary with the circumstances. In
general those opportunities are greater within more highly integrated organi-
zations than in less. Moreover, those opportunities are apt to be given ex-
pression—which is a manifestation of the earlier described tendency for inter-
nal traders to be more accommodating than autonomous traders. This is not
necessarily a bad thing; the prospect of such accommodation is a factor that
weighs favorably in evaluating trades that are supported by specific assets.
The possibility that it will go beyond the objective merits to include reciprocal
managerial back-scratching is, however, a matter for concern and is appropri-
ately taken into account in the decision to internalize incremental transactions.

b. INVESTMENT RENEWAL BIASES

An internal procurement bias is supported by a number of factors. 15 For
one thing, the internal supplier that produces mainly for internal uses may be
judged to be at a relative disadvantage in the market place. The internal
supplier may lack both the large and experienced marketing organization and
the established customer connections to which nonintegrated external sup-
pliers have access. In consideration of such conditions, and if fixed costs are
nonredeployable, a *‘preference’’ for internal procurement might seem appro-
priate—at least so long as the external price exceeds the variable cost of
internal supply.

This may be a specious argument, however, since the nonredeployability
of assets may easily be overstated (there may be a secondhand market for the
machinery in question) and individual equipment renewal decisions ought
eventually to be made with reference to the long-run viability of the internal
facility. Managers are notably reluctant, however, to abolish their own jobs,
even in the face of employment guarantees. The problems with such guaran-
tees are that while continued employment may be secure, assurances that
status will be maintained when a position is eliminated, and that promotion
prospects will not be upset upon removal from a known promotion ladder are
unenforceable. A preference for internal supply is thus to be expected and
may manifest itself by urging that each equipment replacement decision be
made scrially, in semi-independent fashion. A fundamentally nonviable inter-
nal capability may be uncritically preserved in this way. ‘

15The discussion here is based on Williamson (1975, p. 119).
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4.4 Further Remarks

The main benefits of vertical integration, according to the transaction cost
economics point of view adopted here, take the form of governance rather
than production cost savings. They are discerned by examining the problems
that attend autonomous contracting when the parties to a trade are operating in
a bilateral exchange relation. The main costs of vertical integration are more
difficult to discover, however. They are plainly not of a neoclassical produc-
tion function kind. Neither are differential governance cost features trans-
parent. Analysis at a more microanalytic level is evidently needed.

That is an analytic inconvenience, to say the least—made all the more so
by the underdeveloped state of the bureaucratic failure literature. One pos-
sibility, when the economic realities do not line up with the analytic conve-
niences, is to pretend otherwise. Just as transaction cost reasoning and the
examination of microanalytic phenomena has helped to illuminate the factors
responsible for market failure, however, I conjecture that similar headway can
be made against the subject of bureaucracy if a concerted effort is made here
as well.

To be sure, undiscovered production cost features may appear that vitiate
the need for such an effort. Or unremarked contractual difficulties that attend
vertical integration may still emerge. 1 will be surprised, however, if the
principal limits to vertical integration turn out to have nonbureaucratic ori-
gins. A difficult road ahead is in prospect.

5. Low-Powered Incentives in Markets

A symmetrical treatment of economic organization will examine not merely
the strains that result when the high-powered incentives associated with mar-
kets are introduced into firms, but will also consider whether the low-powered
incentives employed by firms can be introduced without strain into markets.
The latter question is the matter of concern here.

. Assume, for the purposes of this section, that the innovative tensions
filscussed in 2.4, above, are slight. Assume further that the amount of phys-
ical asset specificity at the supply stage is great. Integration is thus the indi-
cated form of organization.

Suppose, as a consequence of the factors discussed in subsections 2.1
and 2.2, that the integrated firm decides to transfer product between divisions
on the cost plus terms. The supply division thus accedes to requests from the
procurement division that it adapt the quantity or quality of the product
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without resistance.'® Lest costs be permitted to escalate or economizing op-
portunities go unnoticed or be forgone, however, the supply division is peri-
odically reviewed in cost and decision respects. Suppose, arguendo, that the
resulting performance is judged to be satisfactory.

If such low-powered incentives coupled with periodic auditing have
advantages in firms, why not replicate the same with markets? That is a
different way of putting the question that I posed at the outset—only here the
question is why cgpetshe.market replicate the firm? It will be useful to address
the question by examining the following more operational statement of the
problem: What are the consequences of cost plus contracting between autono-
mous firms?

Interfirm and intrafirm cost plus contracting differ in at least two signifi-
cant respects! Both are related to the fact that an autonomous firm has an
added degree of freedom that an integrated division does not: It can take its
assets and flee. The first différence is that an independent supplier has an
incentive to incur costs for strategic purposes that the internal supply division
did not. The second is that interfirm auditing cannot be presumed to be as
effective as intrafirm auditing.

The strategic difference is this: The independent firm has a stronger
incentive to make investments for which reimbursements can plausibly be
claimed-—in plant and equipment and in human capital—if they give it an
added capability to compete for other business. To be sure, both external
supplier and the internal supply division can be advised (and may agree) that
they are to supply exclusively to the needs of the procurement division. But
enforcing such a provision against an independent supplier is apt to be much
more difficult. Court ordering is much less effective than administrative fiat in
effecting preferences on these matters.!?

It is sometimes argued that interfirm and intrafirm- audits are indis-
tinguishable. Thus Sanford Grossman and Oliver Hart ‘‘assume that integra-
tion in itself does not make any new variable observable to both parties. Any
audits which an employer can have done of her subsidiary are also feasible
when the subsidiary is a separate company’’ (1984, p. 5). | submit that there
are reasons to believe otherwise. Specifically, market and internal organiza-
tion differ in ‘‘informal organization’’ respects. Chester Barnard put the
argument as follows:

Since the efficiency of organization is affected by the degree to which individuals
assent to orders, denying the authority of an organization communication is a

'6This oversimplifies. The supply division will resist cutbacks, lest it drop below some
minimum viable level of activity and be shut down altogether.

7Firms do, after all, breach contracts, and courts are often loath to enforce exclusive
dealing agreements between firms. But courts would not ordinarily deign to deal with a firm’s
internal decision to supply exclusively to its own needs.
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threat to the interests of all individuals who derive a net advantage from their
connection with the organization, unless the orders are unacceptable to them
also. Accordingly, at any given time there is among most of the contributors an
active personal interest in the maintenance of the authority of all orders which to
them are within the zone of indifference. The maintenance of this interest is
largely a function of informal organization. [1938, p. 169]

Although Armen Alchian does not make reference to informal organization,
he nevertheless acknowledges that ‘‘anyone vulnerable to [a] threat of loss [if
the coalition is impaired} will seek to preserve not only the coalition but also
to reduce the possibility of that threat from the other members of the coali-
tion’” (1983, p. 9). If a stronger mutual interest in organizational integrity can
be presumed among members of an integrated organization than would exist
between independent trading units—because their destinies are more closely
tied in the former than in the latter case—then internal auditors can expect to
receive greater cooperation, including even hints as to where the “‘dead
bodies lie,”’ than can be presumed when auditing across an autonomous
ownership boundary is attempted. '

Indeed, the external auditor can ordinarily anticipate only perfunctory
cooperation. Since if ‘‘our’’ costs are disallowed then *‘our’” profits will
decline and *‘our” viability may be jeopardized, the employees of the inde-
pendent supply stage will engage in cost justification and cover up.

To be sure, divisions also engage in obfuscation and cover-up against
internal auditors. Division managements cannot, however, take the physical
assets they have accumulated through cost overruns and flee. Termination
with and without assets makes a difference. If, therefore, heads must roll in an
integrated division where cost excesses have become great, and if guilty and
innocent in these circumstances go down together, then it is easy to under-
stand how those who are not implicated in malfeasance will collaborate early
and actively with internal auditors.

The upshot is that cost plus contracting in markets cannot be presumed to
be identical to cost plus contracting in firms. Transfcrring a transaction.out of
the firm and into the market therefore will rarely occur on unchangcd cost plus
ferms but wxll mstqadhc.a:.&endedby:mcentxyq and governagge realif realfiﬁﬁ%?ts

is repeats the argument advanced earlier: Incentives and governance
structures that are observed to work well in one organizational milieu do not

181 do not, however, mean to suggest that internal audits are unproblematic., As the so-
ciologists have repeatcdly observed and reported, internal auditing is subject to corruption
(Dalton, 1957; Granovetter, forthcoming). But these same sociologists fail to offer a comparative
perspective. Thus although it is instructive to know that internal organization is flawed, it is
equally important to know whether the flaws are remediable or not. If all the relevant organiza-
Fional alternatives are equally or more severely flawed, the observation that internal audits are
imperfect lacks comparative institutional significance.
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transfer uncritically to others. To the contrary, organization form, incentive
instruments, and governance safeguards must be derived simultaneously.'?

6. Illustrative Examples

Evidence on the incentive limits of firms is not well developed. For one thing,
firms are understandably chary of admitting administrative strains that may be
interpreted as managerial failures. Additionally, the incentive limits of firms
has eluded analytic scrutiny. There is simply no place, within the production
function framework in which a profit maximization objective is prescribed,
for incentive limits to appear.

The six examples discussed below are merely suggestive. At best they
confirm that all the incentive limits discussed so far find real world counter-
parts. But a much more systematic development of the relevant microanalytic
data is needed.

6.1 Inside Contracting ,

The use of high-powered incentives in firms was attempted in New England
manufacturing firms at the turn of the century. What has been referred to as
the inside contracting system has been described as follows:

Under the system of inside contracting, thc management of a firm provided floor
space and machinery, supplied raw material and working capital, and arranged
for the sale of the final product. The gap between raw material and finished
product, however, was filled not by paid employees arranged in [a] descending
hicrarchy . . . but by [inside] contractors, to whom the production job was
delegated. They hired their own employees, supervised the work process, and
received a [negotiated] piece rate from the company. [Buttrick, 1952, pp. 201~2]

As I have discussed elsewhere, the inside contracting system was beset
with a number of contractual difficulties (Williamson, 1975, pp. 96-97):

1. Equipment was not utilized and maintained with appropriate care.

2. Process innovations were (a) biased in favor of labor-saving, as
against material-saving, innovations and (b) regularly delayed until
after contract renewal terms had been reached.

3. Incentives for product innovation were weak.

19To extrapolate the eventual convergence of capitalist and socialist enterprise because they
already display strong commonalities is, therefore, unwarranted. Equally important is that each
mode has displayed and will continue to display distinctive features, the transfer of which, even if
feasible, expericnces strain.
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4. Contractor incomes were sometimes thought to be excessive in rela-
tion to those of the capitalist, in which event the capitalist sought
redress at contract renewal intervals.

Inside contracting can thus be regarded as an cffort to implement rules 1
through 4, as described in section 2 above, the main difference being that the
inside contractor could be replaced not at will but only at contract renewal
intervals. This imaginative effort to preserve high-powered incentives in firms
presumably encouraged economizing on variable costs. But those same high-
powered incentives also evidently gave rise to asset malutilization and were
responsible for distortions in the innovation process. Intertemporal income
strains between capitalist and contractor also appeared. Those (and perhaps
other) disabilities are presumably responsible for the demise of inside con-
tracting, although vestiges of that form of organization continue in the con-
struction industry, where, however, work is done on a project rather than on a
continuing supply basis (Eccles, 1981).

6.2 Automobile Franchise Dealership

Recall Alfred P. Sloan's explanation (see Chapter 5, section 4) for why the
automobile manufacturers did not integrate forward into automobile sales and
service but used franchises instead. A principal complicating factor was the
trade-in. Many hundreds of thousands of such transactions needed to be
negotiated at geographically dispersed locations. Considerable judgment was
evidently required to assess the highly variable quality of the cars presented
for trade-in. A generous used car valuation would help to sell new cars, but a
net loss would be recorded upon resale of the traded item. An undervaluation
of an automobile proposed in trade would not meet the market and thus would
not move new autos.

To be sure, the automobile manufacturer could insist that every transac-
tion be split into two parts: The owner of a used car would strike his own best
deal elsewhere and use the proceeds to buy a new car. The sale of the new car
would then be more of what Sloan referred to as ‘‘an ordinary selling proposi-
tion’” rather than a' ‘‘trading proposition”’ (1964, p. 282). But inasmuch as
large numbers of customers were evidently attracted to bilateral trade, the
relevant question was how to respond. Sloan explains that managers in large
firms lack the “*knack™ for trading, but I submit that the fundamental diffi-
culty resides in the incentives of the large, managerially controlled enterprise.
Supervisors and salesmen in such an organization lack confidence that they
will fully appropriate the gains when highly profitable deals are struck. And
those same supervisors and salesmen cannot be held fully accountable if
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losses are incurred (firing them is an iniperfect solution if employees can
secure employment elsewhere without bearing a full reputation-effect penal-
ty). A means by which to concentrate incentive effects more effectively is
cvidently needed. That, rather than the incapacity to support the knack of
trading, is what explains the franchised dealership response.

6.3 Acquisitions, Incentives, and Internal Equity

Tenneco, Inc., is the nation’s largest conglomerate. Its employees number
almost 100,000 and its annual sales exceed $15 billion. Tenpeco acquired
Houston Oil and Minerals Corporation late in 1980. Houston was a relatively
small company with premerger sales of $383 million, 1,200 employees, and
an aggressive reputation for oil exploration.

In hopes of retaining Houston’s experienced oil exploration pcople, Ten-
neco offered special salary, bonuses, and benefits that others at Tenneco did
not enjoy. Tenneco also *‘agreed to keep Houston Qil intact and operate it as
an independent subsidiary’’ rather than consolidate the new acquisition (Get-
schow, 1982, p. 17).

Despite initial enthusiasm, Houston’s managers and its geologists, geo-
physicists, engineers, and landsmen left in droves during the ensuing year.
One complaint was the excessive bureaucratic delays in getting the compensa-
tion package defined (Getschow, 1982, p. 17). There were also bureaucratic
restraints: As Tenneco’s vice president for administration observed, ‘‘We
have to ensure internal equity and apply the same standard of compensation to
everyone’” (Getschow, 1982, p. 17), which is to say that the differential
treatment could not be sustained. By October 1981 Tenneco *‘had lost 34% of
Houston Oil’s management, 25% of its explorationists, and 19% of its pro-
duction people, making it impossible to maintain it as a distinct unit’’ (p. 17).
The offers by independent producers, which evidently have fewer or different
burdens and restraints, of ‘‘stock options, production bonuses and, es-
pecially, royalty interests in the oil they discover—[incentives] that the ma-
jors have been unwilling or unable to offer to match™ (p. 1) were principally
responsible for the unraveling. Despite their best efforts, large firms are not
always able to replicate small firms in all relevant respects.

6.4 Hybrid Modes

One way of joining large and small firms in the innovation process is this:
Concentrate the initial development and market testing to be performed by
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independent inventors and small firms (perhaps new entrants) in an industry,
the successful developments then to be acquired, possibly through licensing
or merger, for subsequent development by a large multidivisional firm. But
that is not the only systems solution permitting high-powered incentives to be
concentrated at the early innovative stages of the R&D process. A recent
Business Week report on how to ‘‘tap innovations created at small com-
panies’” begins as follows:

In 1982, Ramtek Corp. wanted to add an advanced graphics machine 1o its line of
computer peripherals. Despite its hefty research and development budget—near-
ly 11% of sales, well above its industry’s average—the Santa Clara (Calif.)
company decided against developing the system on its own. Instead, it funneled
$2 million into Digital Productions Inc., of Los Angeles, which had a big lead in
the technology. But this was no acquisition. Rather, Ramtek invested in the tiny
company specifically so Digital would develop the software for a powerful new
imaging system that Ramtek now expects will be a big success.

Ramtek’s experience represents an important shift in the way established
companies are tapping the technology of smaller, entrepreneurial ones. In the
past, big companies typically bought up little onecs when they wanted their
expertise. But in many cases, the acquiring corporations mismanaged their new
property and lost the very people and creative environment that attracted them in
the first place. [Business Week, June 25, 1984, p. 40]

The report subsequently goes on to observe that such arrangements are
increasing rapidly, from 30 in 1980 to 140 in 1983— “‘established firms,
although strong in both long-term research and marketing clout, are finding
out they are better off relying on cntrepreneurial companies for nearer-term
innovations’’ (p. 41). As General Motors explained of its purchase of 11
percent of Teknowledge in 1984, ‘%&v_vgﬂmdmd_%ﬂmwd@m,
we would kill the goose that laid the golden egg’ (p. 41).

" To be sure, such partial ownership positions are not without hazards. It is
nevertheless instructive that, at least for many projects that do not require an
enormous research commitment, large companies are becoming increasingly
aware that the bureaucratic apparatus they use to manage mature products is

- less well-suited to supporting early stage entrepreneurial activity. Hybrid

forms of organization result.

6.5 Auditing Limits of Interfirm Organization

The experience of the railroads in the late nineteenth century is germane. As
reported by Alfred Chandler, Jr. (1977), efforts by the railroads to effect
interfirm coordination regularly broke down. Informal alliances gave way to
federations, which in tumn were supplanted by merger. Among the many
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problems with which the federations had to contend were ‘‘false billing re-

garding weight or amounts shipped or distances sent and improper classifica- .

tion of freight moved’” (Chandler, 1977, p. 141). Auditing checks’ were
attempted, but the unenforceability of cartel agreements encouraged con-
tinued defection (pp. 141-44).

Cartel experience in the telegraph industry ran a similar course. Limited
cooperative arrangements in the 1850s proved ineffective. Market division
was then attempted by creating six operating regions, with one company
assigned to each. Business was pooled where the lines overlapped, but imple-
mentation problems arose. The six firms were reduced first to three and then,
in 1866, to a single company, Western Union (Chandler, 1977, p. 197).

Manufacturers in the 1870s and 1880s used trade associations to devise
*‘increasingly complex techniques to maintain industrywide price schedules
and production quotas’’ (Chandler, 1977, p. 317). When those failed, the
manufacturers resorted to the purchase of stock in each others’ companies,
which ‘‘permitted them to look at the books of their associates and thus better
enforce their cartel agreement.’” But they could not be certain that the com-
pany accounts to which they were given access were accurate. As with rail
and tclegraph, effective control required the next step, merger (Chandler,
1977, pp. 317-19). Auditing limits were evidently a contributing factor.

6.6 Socialist Enterprise

Internal organization in socialist firms likewise experiences strain when asked
to deliver on promises of high-powered incentives. Branko Horvat reports the
following incident:

. . . there was a Computer Center that could not cover its costs. We decided to
introduce an incentive scheme whereby the members of the center would share in
all positive and negative differences in business results compared with those of
previous years. Improvement did not appear very likely and, in any case, the
incentive differences were very modest. The new manager of the center turned
out to be an exceptionally capablec man, however, and at the time of thc annual
business debate, the center could boast of phenomenal improvements. Instead of
giving full recognition to what had been achieved, the council decided to ignore
its own decision of a year earlier, proclaimed the incentive scheme inapplicable,
and distributed the surplus in an arbitrary fashion. . . . We did not know they
could do so well, was the |explanation]. and it cannot be tolerated that they
should earn more than others. The center lapsed into losses again. [1982, p. 256]

The incident is noteworthy in two respects. For one thing, bdth socialist
and capitalist managers are evidently responsive to pecuniary jncentives.
Exhortation can be helpful in both (indeed, may be wholly adequate in some
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circumstances), but the realization of potential cost savings is sometimes
promoted by the introduction of high-powered incentives. Second, both so-
cialist and capitalist firms are known to renege if the savings rcalization/profit
participation from high-powered incentives is “‘excessive.” Put differently,
both socialist and capitalist *‘promises’” need to be backed by credible com-
mitments of the kinds discussed in Chapters 7 and 8.

7. Concluding Remarks

Why can’t a large firm do everything that a collection of small firms can do
and more? The basic argument of this chapter is this: Sclective intervention,
whereby integration realizes adaptive gains but experiences no losses, is not
feasible. Instead, the transfer of a transaction out of the market into the firm is
regularly attended by an impairment of incentives. It is especially severe in
circumstances where innovation (and rewards for innovation) are important.
But it appears in all transactions of the non-Nirvana kind to which Austin
Robinson (1934, p. 250) made early rcference. The market is a marvel,
therefore, not merely because of its remarkable signaling properties (under the
requisite preconditions), but also because of its remarkable capacity to present
and preserve high-powered incentives.

Although the argument is especially transparent in the case where a
preacquisition owner-manager is reduced to mere manager status upon ac-
quisition, incentive consequences also attend mergers in which preacquisition
managers hold no significant ownership position. The problem in the former
case is that postmerger efforts to preserve high-powered incentives give rise to
distortions and are apt to be corrupted, as a consequence of which low-
powered incentives are instituted in their place. The problem in the latter case
is that even low-powered (salaried) compensation schemes have contingent
reward features in both payment and promotion respects. Those are likewise
subject to impairment in the postacquisition condition.

Efforts to “*hold incentives constant,”" thereby to effect incentive neu-
trality, thus turn out to be delusional. The problem is that none of the follow-
ing is costlessly enforceable: promises by division managers to utilize assets
with “*due care”’; promises by owners to reset transfer prices and exercise
accounting discretion *‘responsibly’’; promises to reward innovation in **full
measure’’; promises to preserve promotion prospects ‘‘without change’'; and
agreements by managers to ‘‘cschew politics.”” Internalizing the incremented
transaction leads to incentive disabilities in all of those respects, and as a
consequence transactions are apt to be organized in an altogether different
way upon merger.
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Thus although it is useful to think of markets and hierarchies as alter-
native modes with many common features, it is also essential to recognize that
distinctive strengths and weaknesses are associated with each. Both incentive
and governance features have to be acknowledged. As compared with internal
transactions, market mediated transactions rely more on high-powered incen-
tives and less on the administrative process (including auditing) to accomplish
the same result.

CHAPTER 7

Credible Commitments I:
Unilateral Applications

The transactions of interest in this chapter and the next are those supported by
nontrivial investments in specific assets. Although integration (unified
ownership) of successive stages has the ex post contractual advantages as-
cribed to it in earlier.chapters, the advantages do not come without a cost. For
one thing, economies of scale or scope may be sacrificed upon removing
transactions from markets and organizing them internaily. (Recall that the
asset specificity switchover value, £, is one where the advantages of the
market in production cost respects is just offset by the disadvantage of the
market in governance cost respects.)! Also, as discussed in Chapter 6, inter-
nal organization experiences serious incentive and burecaucratic disabilities.

The integration decision is thus beset by tradeoffs. In consideration of
those, might it be possible to craft intermediate structures, located between
discrete market contracting at the one extreme and hierarchical organization
on the other, whereby the hazards of bilateral contracting are attenuated with
less severe sacrifices in the aforementioned incentive and scale/scope econo-
my respecis? Put differently, can the parties to a bilateral trade create credible
commitments, whereby each will have confidence in trading with the other,
such that (expressed in terms of the contractual schema set out in Figure 1-2)
the transaction is moved from node B to node C?

!See Figure 4-2 in Chapter 4.
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My analysis of these matters assumes that there arc many qualified
suppliers at the outset and that suppliers are risk neutral, hence will produce to
any contract whatsoever for which an expected breakeven result can be pro-
jected. Suppliers are furthermore assumed to be farsighted. The differential
hazards of breach that arise under different investment and contracting sce-
narios are thus recognized. Given that suppliers assess contracts in this way,
buyers choose the contractual terms that best suit their needs. Posing the
issues this way discloses that the parties have a mutual interest in forging an
exchange relationship in which both have confidence. More generally, the
analysis illustrates the pitfalls of focusing on either the ex ante or the ex post
conditions of contract. Instead, contracts need to be assessed ‘‘in their
entirety.”’ .

The merits of the legal centralism versus private ordering approaches to
contract, which were briefly discussed in Chapter 2, are developed more fully
in section 1. Credible commitments are examined in section 2. The hostage
model is set out in section 3. Problems of engaging the supplier are treated in
section 4. Applications to unilateral trading are sketched in section 5. The
Schwinn case is interpreted in section 6. Applications to bilateral trading arc
developed in the next chapter.

1. - Private Ordering

As indicated earlier, the legal centralism tradition maintains that the courts are
well suited for administering justice whenever contract disputes arise. If few
cases are brought to the courts for disposition, that is only because contracts
are carefully drawn and/or because the law of contract is fully nuanced and
the relevant facts are easy to display. Litigated disputes rarely arise, because
the parties can anticipate their disposition and will quickly effect settlement
themselves. The exceptions—that is, the cases that appear in court—merely
prove the rule that court ordering is efficacious.

The private ordering approach disputes that view. It maintains instead
that contracts should be regarded as framework and as a basis for uitimate
appeal (Llewellyn, 1931). All contracts, but especially long-term contracts,
are incomplete and imperfect documents. Consider the following *‘‘general
clause’’ that appears in the thirty-two-year coal supply agreement between the
Nevada Power Company and the Northwest Trading Company:

It is the intent of the Parties hereto that this Agreement, as a whole and in all of
its parts, shall be equitable to both Parties throughout its term. The Parties
recognize that omissions or defects in thc Agreement beyond control of the
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Parties or not apparent at the time of its execution may create inequities or
hardships during the term of the Agreement, and further, that supervening condi-
tions, circumstances or events beyond the reasonable and practicable control of
the Partics, may from time to time give risc to incquities which impose economic
or other hardships upon one or both of the Parties. In the event an inequitable
condition occurs which adversely affects one Party, it shall be the joint and equal
responsibility of both Parties to act promptly and in good faith to determine the
action required to cure or adjust for the inequity and effectively to implement
such action. Upon written claim of inequity served by onc Party upon the other,
the Parties shall act jointly to reach an agreement concerning the claimed incquity
within sixty (60) days of the date of such written claim. An adjusted base coal
price that differs from market price by more than ten pércent (10%) shall con-
stitute a hardship. The Party claiming inequity shall include in its claim such
information and data as may bc reasonably necessary to substantiate the claim
and shall freely and without delay furnish such other information and data as the
other Party reasonably may deem relevant and necessary. If the Parties cannot
reach agreement within sixty (60) days the matter shall be submitted to arbitra-
tion. [1980, pp. 10-11]

Unlike a comprehensive contract, this contract contemplates omissions,
drafting defects, and unanticipated contingencies. Contrary to legal cen-
tralism, bilateral and trilateral (arbitration) efforts will be used to settle dis-
putes rather than have immediate recourse to court ordering.

Hobbes’s interesting discussion of oaths and promises in The Leviathan
is pertinent:

The force of words, being, as 1 have formerly noted, too weak to hold men to the

performance of their covenants; there are in man’s nature, but two imaginable

helps to strengthen it. And those are either fear of the consequence of breaking

their word; or a glory, or pride in appearing not to break it. The latter is a

generosity too rarely found to be presumed on, especially in the pursuers of

wealth, command, or sensual pleasure; which arc the greatest part of man-
kind. . . . So that before the time of civil society . . . there is nothing can
strengthen a covenant of peace agreed on, against the temptations of avarice,
ambition, lust, or other strong desire, but the fear that invisible power, which

they every one worship as God; as fear as a revenger of their perfidy. |[Hobbes,
1928, pp. 92-93]

Accordingly, Hobbes concluded that *‘there must be some coercive power, to
compel men equally to perform their covenants’ (1928, p. 94). That legal
centralism solution has had widespread appeal to many lawyers and social
scientists. Jerold Auerbach’s recent examination of the incapacity of private
parties to order their affairs effectively is illustrative. .
Auerbach observes that the ““success of non-legal dispute settlement has
always depended on a coherent community vision™ (1983, p. 4). Although
religious communities provided the necessary coherence within early colonial
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settlements in America, recourse to litigation in the courts became common
and permissible as religious intensity waned (p. 5). The fundamental dilemma
is that the benefits of individualism to which Americans aspire are realized
only by relying extensively on the ‘‘legal system™ (pp. 10, 146).

Auerbach nevertheless acknowledges that ‘‘business interests” may be
an exception. The communitarian’ value that he ascribes to business is ‘‘a
community of profit. . . . Selfish and secular to the core, they nevertheless
have emerged among the most persistent American defenders of alternative
dispute settlement’ (1983, p. 6). He thus records the paradox that ‘‘the
pursuit of self-interest and profit generated its own communitarian values,
which commercial arbitration expressed. The competitive individualism of
the marketplace was checked by the need for continuing harmonious relations
among men who did business with each other” (p. 44).

The paradox to which he refers derives from the view that private order-
ing is possible only if supported by communitarian values, which values are
presumed to be alien to a business relationship. Assuming that the term
‘‘communitarian’’ is given its ordinary signification, such baggage is both
unneeded and unhelpful. The study of economic organization is better served,
I submit, by focusing on the purposes served. As Philip Wicksteed put it

We enter into business relations with others, not because our purposes are sclf-
ish, but because thosc with whom we deal are relatively indifferent to them. . . .
There is surely nothing degrading or revolting to our higher sense in this fact of
our mutually furthering each others purposcs because we are interested in our
own. . . . [The nexus of exchange] indefinitely expands our freedom of com-
bination and movement; for it enables us to form one set of groups linked by
cohesion of [diverse] faculties and resources, and another set of groups linked by
community of purpose, without having to find the *‘double coincidence’’ which
would otherwise be necessary. [Robbins, 1933, pp. 179-80]

Extensive recourse to private ordering is hardly a paradox if the limits of
contract and of the courts are recognized from the outset and if the issues of
organization are posed comparatively. Inasmuch, moreover, as the benefits of
“‘continuing harmonious relations’’ to which Auerbach refers are not unique
to business but apply to organizations of all kinds, while the limits of courts
for dealing with complex problems are everywhere severe, greater attention to
the ways by which conflict is mitigated ex ante and to the range of formal and
informal devices by which disputes are settled ex post is needed. The pos-
sibility that “‘credible commitments’’ play a larger role in the making and
execution of contracts than has hitherto been recognized is among the matters
that warrant study.

Credible Commitments I: Unilateral Applications | 167

2. Credible Commitments

2.1 Commitments versus Threats

Credible commitments and credible threats share this common attribute: Both
appear mainly in conjunction with irreversible, specialized investments. But
whereas credible commitments are undertaken in support of alliances and to
promote exchange, credible threats appear in the context of conflict and
rivalry.2 The former involve reciprocal acts designed to safeguard a rela-
tionship, while the latter are unilateral efforts to preempt an advantage.
Efforts to support exchange generally operate in the service of efficiency;
preemptive investments, by contrast, are commonly antisocial. Both are
plainly important to politics and economics, but the study of credible commit-
ments is arguably the more fundamental of the two.

Interest in credible threats is much more widespread, and the credibie
threat literature is more fully developed,® however, than is the interest and
economic literature dealing with credible commitments. The disparity is con-
sistent with the treatment accorded to each in Thomas Schelling’s classic
essay (1956) on bargaining, where the main emphasis is placed on tactics by
which one party can realize an advantage in relation to a rival by credibly
‘‘tying one’s hands.’’ But Schelling aiso, albeit briefly, addresses the matter
of promise. He observes in this connection: *‘Bargaining may have to concern
itself with an ‘incentive’ system as well as the division of gains’’ (p. 300) and
adds in a footnote that the exchange of hostages served incentive purposes in
an earlier age (p. 300, n. 17).

That the study of credible commitments has been relatively neglected is
explained by the aforementioned assumption, common to both law and eco-

21t should be noted that T use the terms threat and commitment differently from Curtis Eaton
and Robert Lipsey (1981). They distinguish between empty and credible threats and use the term
commitment to refer to the latter. 1submit that the language of rivalry is well served by reference
to threats; and I suggest that the term commitment be reserved to describe exchange. Thus both
credible and noncredible commitments are distinguished in evaluating exchange.

“Alliances complicate matters in that they are organized in relation to another party. That
could be wholly beneficial, but it need not be. Thus suppliers could form an alliance in relation to
buyers, with possible antisocial results. Credible commitments that simultaneously support ex-
change and promote alliances thus sometimes pose tradeoffs.

3Recent applications within economics involve investments in specific capital undertaken
for the purpose of impeding new entry (Dixit, 1979, 1982; Eaton and Lipsey, 1981; Schmalensee,
1981). For discussion of reputation effects and quasi-credibility in the economics ljterature, see
David Kreps and Robert Wilson (1982), Paul Milgrom and John Roberts (1982), and Chapter 14
herein.
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nomics, that the legal system enforces promises in a knowledgeable, sophisti-
cated, and low-cost way. Albeit instructive, this convenient assumption is
commonly contradicted by the facts—on which account additional or alter-
native modes of governance have arisen. Bilateral efforts to create and offer
hostages are an interesting and, as it turns out, economically important il-
lustration. Absent a recognition of and appreciation for the merits of private
ordering, the suggestion that hostages are used to support contemporary ex-
change is apt to be dismissed as fanciful. I submit, however, that not only are
the economic equivalents of hostages widely used to effect credible commit-
ments, but failure to recognize the economic purposcs served by hostages has
been responsible for repeated policy error.

To be sure, pure private ordering is extreme. As Robert Mnookin and
Lewis Kornhauser put it, private ordering invariably operates in *‘the shadow
of the law”’ (1979).4 As between contracting fictions, however, the private
ordering fiction is at least as instructive as is that of legal centralism. Indeed,
for purposes of studying transaction cost issues, it is more so. (A more
balanced view, however, will make shadow of the law provisions.)

2.2 Self-enforcing Agreements

Lester Telser characterizes a self-enforcing agreement as one which, if ‘‘one
party violates the terms the only recourse of the other is to terminate the
agreement’’ (1981, p. 27). Contrary to legal centralism, the courts and other
third parties are assumed away. Benjamin Klein and Keith Leffler are explicit
on this: **[W]e assume throughout . . . that contracts are not enforceable by
the government or any third party’’ (1981, p. 616). Commercial contract law
in late-nineteenth-century Taiwan evidently approximated this condition
(Brockman, 1980). Stewart Macaulay’s remarks about the informality of
contract in buiness are likewise in this spirit: ‘‘Often businessmen do not feel
they have ‘a contract’—rather they have ‘an order.’ They speak of ‘cancel-
ling the order’ rather than ‘breaching our contract’ >’ (1963, p. 61).

Both this chapter and the next adopt that orientation. Also, although
hostages can have both ex ante (screening) and ex post (bonding) effects, the
ex post contract execution consequences are of principal interest to the self-
enforcing agreement literature and are the main focus here. Additionally, like
both Telser and Klein and Leffler, the intertemporal contracts of concern here
feature both uncertainty and transaction-specific capital. But whereas Telser

4Galanter suggests that a better way to characterize the study of contract is ‘‘law in the

shadow of indigenous ordering'* (1981, p. 23). There is a good dcal to be said for this. The main
point is that a place for law is properly provided in any comprehensive study of contract.
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deals with **a sequence of transactions over time such that the ending date is
unknown and uncertain’’ (1981, p. 30), because any finite sequence of trans-
actions using nis model will unravel (p. 29), the transactions I consider can be
(indeed, normally are) finite. The Klein and Leffler analysis also maintains
that self-enforcing contracts are of indefinite rather than finite duration. A
further difference between the hostage model and Klein and Leffler’s very
insightful treatment of quality assurance problems is that theirs applies to final
product markets while the main applications of the hostage model are in
intermediate product markets (at least those are the main applications herein
described). The efficiency sacrifice that Klein and Leffler associate with
quality assurance, moreover, is avoided.>

3. The Hostage Model

The simple hostage model serves to illuminate both unilateral and bilateral
exchange, permits the concept of specific capital to be extended beyond
earlier uses, and clarifies how costs should be described in assessing ex-
change. While it is primitive and suggestive, rather than refined and defini-
tive, it serves as a paradigmatic wedge by which the importance of private
ordering is exposed and is easily made the vehicle for further analysis.

3.1 Technologies and Costs

The assessment of alternative contracts will be facilitated by assuming that the
product in question can be produced by either of two technologies. One is a
general purpose technology; the second is a special purpose technology. The
special purpose technology requires greater investment in transaction-specific
durable assets and, as described below, is more efficient for servicing steady
state demands.

The distinction introduced in Chapter 2 (se¢ especially Figure 2-2) be-
tween redeployable and nonsalvageable investments will be employed here.
Rather, therefore, than use the convention of fixed and variable costs, the two
technologies in question will be described in value realization terms.® The

SKlein and Leffler’s *‘fundamental theoretical result’” involves the assurance of quality
through the sacrifice of “*minimum-cost production techniques’* (1981, pp. 618, 628-29), while
the hostage model involves no such sacrifice (indeed, the use of hostages to support exchange
encourages investment in specific asset technologies that have lower expected costs).

“Only the nonsalvageable part of an advance commitment is appropriatcly regarded as sunk
(Klein and Leffler, 1981, p. 619).
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value that can be realized by redeploying variable and fixed costs will be
given by v. The nonsalvageable value of advance commitments will be de-
noted by k. The two technologies in question can be described as:

T,: The general purpose technology, all advance commitments of which
are salvageable, the redeployable unit operating costs of which are
V. ‘

T,: The special purpose technology, the nonsalvageable value of ad-
vance commitments of which are k and the redeployable unit operat-
ing costs of which are v,.

3.2 Contracting

There are two periods. Orders are placed in the first, and production, if any,
occurs in the second. Buyers can either take delivery or refuse it. Demand is
stochastic. The gross value to buyers is assumed to be uniformly distributed
over the interval 0 to 1, and the quantity demanded at every price will be
assumed to be constant, which it will be convenient to set equal to unity. Sunk
costs, if any, are incurred in the first period. Inasmuch as sunk costs are
incurred for certain while the decision to incur redeployable costs is con-
tingent on the buyer’s decision to confirm or cancel an order, a choice be-
tween technologies is interesting only if kK + v, < v,. The demand and cost
relations are set out in Figure 7-1.

a. NET BENEFITS

The criterion by which decisions to take or refuse delivery will be evalu-
ated is joint profit maximization. Feasibility and/or bureaucratic disabilities
aside, vertical integration assuredly accomplishes the joint profit maximiza-
tion result. Thus the reference condition for evaluating contracts will be an
integrated firm with two divisions, a producing division and a marketing
division. The producing division has access to the same two technologies

| | i
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FIGURE 7-1. Demand Distribution and Costs of Supply
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described above, one of which involves specific assets, the other of which
does not. Whichever technology is employed, product is transferred between
divisions at marginal cost.

That k + v, < v, does not establish that the special purpose technology
(T,) is more efficient. Whether it is or not depends on a net benefit
calculation. The expected net benefits of using the general purpose tech-
nology (T,) are given by the product of the probability that the integrated firm
will decide to produce and the average net benefits that are realized when
product is supplied. The integrated firm will decide to produce only if the
realized demand price exceeds marginal costs, whence the probability of
production under 7', is 1 — v,. The mean net benefits during production
periods are (1 — v,)/2, whence the expected net benefits for technology T,
are:

(I - v|)2 .

[€)) b= -y Nl —v)2= 3

The expected net benefits for the specific asset technology (T',) are found
similarly. Again, the integrated firm will produce whenever realized demand
price exceeds marginal costs. Expected net receipts, however, must be re-
duced by the amount of the earlier investment in specific assets, &, in comput-
ing expected net benefits. Thus we have:

—_ )2
(! v,) ok

e) by = (1 = vl = v)/2 = k= —

where the first term is the expected excess of revenue over out-of-pocket
costs.

The specific asset technology will be selected only if b, > b,, which
requires that

(L=w)  (=-v)?

(3) k< 5 5

b. AUTONOMOUS CONTRACTING

Assume that the inequality in (3) holds and consider the case of autono-
mous contracting between a buyer, who services final demand, and a pro-
ducer, who manufactures the product. Assume that demand and production
technologies are as described above. Efficient contracting relations arg-those
that replicate the vertical integration result, namely, (1) select the specific
asset technology and (2) produce and sell product whenever realized demand
price exceeds v,. Assume that both parties are risk-neutral and that the pro-
duction side of the industry is competitively organized. Whatever contracting
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relation is described, producers will be willing to supply if a breakeven
condition (expressed in expected value terms) can be projected.”

Recall that orders are placed in the first period. Specific assets, if any,
are committed in the first period in anticipation of second period supply.
Whether second period production actually occurs, however, is contingent on
demand realizations. Buyers have the option of confirming or canceling or-
ders in the second period. Consider three contracting alternatives:

1. The buyer purchases specific assets and assigns them to whichever
seller submits the lowest bid, j.

II. The producer makes the specific asset investment himself and re-
ceives a payment of p in the second period if the buyer confirms the
order but nothing otherwise.

III. The producer makes the specific asset investment himself and re-
ceives p from the buyer if the buyer confirms the order, is paid a h,
0 < a = 1, if the order is canceled while the buyer pays p upon
taking delivery and experiences a reduction in wealth of 4 if second
period delivery is canceled.

The third scenario can be thought of as one where the buyer posts a hostage,
that he values in amount 4, which hostage is delivered to the producer, who
values it in amount ah, if the order is canceled.

The producer will break even under contracting relation I if he is compen-
sated in amount v,, which is his out-of-pocket cost, for each unit demanded.
The low bidder will thus offer to supply product for p = v,. Since the buyer’s
net benefits are maximized if he invests in the specific assets, and since product
is transferred on marginal cost terms, the contract replicates the vertical
integration relation. Contracts of type 1 are feasible, however, only if the
specialized assets are mobile and the specificity is attributable to physical
features (e.g. specialized dies). Market procurement can then service the needs
of the parties without posing holdup problems by concentrating the ownership
of the specific assets on the buyer (who then assigns them to the low bidder).
Inasmuch as the buyer can reclaim the dies and, without cost, solicit new bids
should contractual difficulties develop, type I contracts yield an efficient
result.®

Attention hereafter will be focused on contracts 11 and HI, the assump-

"There is no problem in principle in allowing suppliers to extract positive profits as a
condition of supply. The salient features of the hostage model are all prescrved if, instcad of an
expected breakeven condition, the supplier was assumed to realize some target level of expected

profits on each contract. Although final demunds will be choked off as a consequence, the main
features of the contractual argument survive.

8This ignores the possibility that suppliers will abusc the dies if ownership resides with the
buyer.
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tion being that asset specificity is of the human, site specific, or dedicated
asset kinds. The autonomous buyer will confirm an order under contract Il
whenever realized demand price exceeds p but not otherwise. The producer
will thus break even if (1 — p)p — [(1 — p)v, + k] = 0, whence

@ P=vit iz

Product will thus be exchanged at a price that exceeds marginal cost under this
contracting scenario.® Plainly if p = v,, the buyer is better off to scuttle
contract 11 and purchase instead from producers who utilize the (inferior)
variable cost technology T, (and will break even by supplying product on
demand for a price of v,).

The buyer will confirm an order under contract IIl whenever the realized
demand price exceeds p — h. Let p — h be denoted by m. The seller will then
break even when (1 — m)p + m o h — {(1 — m)v, + k] = 0, whence

. k-muah
©) CohEn Tt T
The case where & = k and o = | is one where the buyer gives up wealth in
amount of the investment in specific assets in cancellation states, and this is
delivered to the producer, who values it in amount k. Under these circum-
stances, (5) becomes

(5" p=wv,+k

Since the buyer places an order whenever demand exceeds m = p — A, this
yields the result that m = v,, whence orders will be placed whenever demand
exceeds v,—which is the efficient (marginal cost) supply criterion.

The buyer’s net benefits under contracting scheme 111 are
- m
2

6) by =0 — mlim + ! ~ pl — mh

where (1 — m) is the probability of placing an order,-m + (1 — m)/2 is the
expected demand price for all orders that are placed, j is the payment in
demand confirmation states to the producer, and h is the wealth sacrifice in

Y onceivably p will exceed vy, in which cvent the buyer who is contemplating contract 11
will prefer instead to purchase from sellers who use the general purpose technology. The com-
patison in the text implicitly assumes that p < v,. Also note that a standby technology that can be
costlessly switched into and out of the product in question could effectively truncate demand at v,.
This would be true if potential middlemen could place orders to take product at v, from general
purpose manufacturers, which orders couid be costlessly canceled (and general purpose assets
redeployed) if demands fell below this value, I will arbitrarily assume that this is not feasible. The
problem could. however. be reformulated by describing demand as uniformly distributed over the
interval 0 to vy with a spike at v carrying a probability mass of 1 — v,.
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cancellation states (which occur with probability m). Under the assumptions
that k = k and o = 1|, this reduces to

(- Vz)z _

6" b= —

which is identical to the net benefit calculation for technology T, under the
vertical integration reference condition (see equation [2}).

Accordingly, contracting scheme Il accompanied by the stipulations
that h = k and o = 1 replicates the efficient investment and supply conditions
of vertical integration. Problems arise, however, if h < k or « < 1. The
disadvantage, moreover, accrues entirely to the buyer—since the seller, by
assumption, breaks even whatever contracting relation obtains. Thus although

after the contract has been made the buyer would prefer to offer a lesser

valued hostage and cares not whether the hostage is valued by the producer, at
the time of the contract he will wish to assure the producer that a hostage of k
for which the producer realizes full value (« = 1) will be transferred in
nonexchange states. Failure to make that commitment will result in an in-
crease in the contract price. Thus, whereas producers who are concerned only
with ex ante screening can tolerate values of a less than one—see the discus-
sion of ugly princesses in section 4 below—this is not the case at all when ex
post opportunism is the concemn. If the producer is not indifferent, as between
two princesses, each of whom is valued identically by the buyer, the pro-
ducer’s preferences now need to be taken into account.'?

To summarize, therefore, we observe that contract I mimics vertical
integration, but only under special asset specificity conditions; contract II is
inferior; and contract IlI yields the vertical integration resultif # = kand o =
1. Furthermore, note that an important feature of contract I1I is that the buyer
takes delivery in all demand states for which realized demand exceeds m = p
— h. Since the supplier is always paid p upon execution, the buyer sometimes
takes delivery when his realized receipts (upon resale of the product) are less
than p. This does not, however, signal inefficiency, since orders are never
confirmed when realized demand price falls below marginal cost (v,). Indeed,
it is precisely because of the hostage feature that efficiency is realized and
contract III is superior to contract 11.

The above has a bearing on the contracting schema discussed in Chapter
1, to which recurrent reference is made throughout this book. For conve-

10Placing an upper bound of unity on « precludes the possibility that the supplier values that
hostage- more than does the buyer. Potential gains from trade would exist for all hostages for

which a exceeds unity. A case for negatively valued hostages could be made in the context of
ugly princesses (see subsection 4.1).
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nience, the basic contracting choices are reproduced (with minor Changes) in
Figure 7-2. That the (breakeven) prices at nodes A, B, and C should differ
was evident at the outset: The technologies differ and, as between nodes B
and C, the hazards differ. But there is a further difference between nodes B
and C that can be ascertained only by working through the net benefits, as set
out in the text: Namely, a node C contract leads to syperior asset utilization.

The fact that suppliers are indifferent as between nodes B and C, because
an expected breakeven result can be projected under each condition, does not
therefore mean that the two outcomes can be regarded with a shrug. On the
contrary, both buyers and society have an interest in seeing a node C outcome
realized. That applies not merely to intermediate product, which is the focus
of this chapter and the next, but also to the organization of labor (Chapter 10)
and the supply of capital (Chapter 12).

FIGURE 7-2. A Contracting Schema
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4. Engaging the Supplier

Suppliers are passive instruments in this model. They are indifferent among
contracts, since their expected profits are the same (zero) whichever choice
the buyer makes. What drives the argument is that buyers can secure better
terms only by relieving producers of demand cancellation losses. Buyers
cannot have their cake (product supplied by the efficient technology at a price
of P) and eat it too (cancel without cost). Price reductions are not awarded
gratuitously.

Inasmuch as optimality is realized if # = k and o = 1, the ideal hostage
would appear to be an offer of generalized purchasing power: money. A
security bond in amount h = k would serve this purpose. The reason the
argument does not terminate here is that such an arrangement does not as-
suredly engage the interests and cooperation of the supplier. Three reasons
can be adduced for this condition: contrived cancellation, uncertain valuation,
and ing cting. All are a consequence of joﬁling bounded ra-
tionality with opportunism.

e e

4.1 Contrived Cancellation

The issue of contrived cancellation has been addressed by Kenneth Clarkson,
Roger Miller, and Timothy Muris in their discussion of refusal of the courts to
enforce stipulated damage clauses where breach has been deliberately induced
(1978, pp. 366-72). Induced breach could arise where a party intentionally
withholds relevant information, yet complies with the letter of the contract.
Or it might involve perfunctory fulfillment of obligations where more re-
sourceful cooperation is needed (pp. 371-72). In either case, induced breach
is costly to detect and/or prove (p. 371).

This explanation for selective enforcement of liquidated damage clauses
has troubled other legal scholars (Posner, 1979, p. 290), but a more satisfac-
tory explanation has yet to be advanced. At the very least, the Clarkson et al.
treatment reflects a sensitivity to the subtleties of opportunism—on which
account private ordering is more complicated than the bare bones hostage
model would suggest. Among other thirigs, the expropriation hazard to which
they refer may explain the use of ugly princesses.

Thus suppose that demand uncertainties are negligible, whence order
cancellation hazards can be disregarded. Suppose further, however, that
buyers differ in credit risk respects and that producers would, if they could,
refuse sales to poor risks. Assuming that the difference between good and
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poor risks-is sufficiently great that a separating equilibrium is feasible,!!
producers could demand hostages (or, put differestly, good risks could offer
hostages) as a way by which to screen. Given, mareover, that the only use to
which hostages are put is as a screen, a value of a|= 0 would accomplish that
purpose without exposing the buyer to an expropriation hazard (based, say, on
a legal technicality). Specifically, a king who i§ known to cherish two
daughters equally and is asked, for screening purposes, to post a hostage is
better advised to offer the ugly one.

4.2  Uncertain Valuation

The model assumes that the value of the specific investment (k) is well
specified. This need not be the case. Indeed, it may be difficult for buyers to
ascertain whether the investments made in response to first period orders are
of the amount or the kind that producers claim. That is not a serious problem
if the production side of the market is competitively organized and fly-by-
night concerns can be disregarded. Where, however, this cannot be pre-
sumed, the possibility that buyers will be expropriated arises. Producers may
feign delivery competence (claim to have invested in specific assets in amount
k but only committed &' < k) and expropriate bonds for which h = k by
contriving breach or invoking a technicality.

The hazard is especially great if the producer, who retains possession of
the assets for which specificity is claimed, can preserve asset values by
integrating forward into the buyer’s market upon taking possession of the
hostage. Even though the producer is poorly suited to performing successor
stage functions, the possession of specialized stage [ assets effectively reduces
the costs that would otherwise attend de novo stage Il entry.

To be sure, the buyer who offers a hostage and recognizes a risk of
contrived expropriation will adjust the original terms to reflect the risk. Spe-
cifically, contracts supported by hostages for which expropriation risks are
believed to be great will command less than those where the same hazards are
believed to be lower. But this is to concede that, absent additional safeguards,
neithe.r the transfer of product on marginal cost terms nor the efficient level
and kind of investment wil] assuredly attend contracts of type IiI. Deeper

gov:dmance issues than those contemplated by the simple model are evidently
posed. i

VIEX ante screening attributes are briefly examined in Williamson (1982, pp. 6-9). The
assessment of a screening equilibrium is complex, however, and is not central to the tain
argument. See Michael Rothschild and Joseph Stiglitz (1976) and John Ritey (1979a, and 1979b)
for a discussion of screening equilibrium issues.
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4.3 Incomplete ContractsiHaggling

Complex contracts are invariably incomplete, and many are maladaptive. The
reasons arc two: Many contingencies are unforeseen (and even unforesee-
able), and the adaptations to those contingencies that have been recognized
for which adjustments have been agreed to are often mistaken—possibly
because the parties acquire deeper knowledge of production and demand
during contract execution than they possessed at the outset (Nelson and
Winter, 1982, pb. 96-136). Instrumental gap filling thus is an important part
of contract execution. Whether it is done easily and effectively or, instead,
reaching successive agreements on adaptations and their implementation is
costly makes a huge difference in cvaluating the efficacy of contracts.

Thus even if contrived breach hazards could be disregarded, producers
who are entirely open and candid about contract execution may nevertheless
be in a position to haggle—thereby to expropriate sellers— because contracts
are incomplete or maladaptive. Specialized governance structures that have
the purpose and effect of promoting harmonious adaptations and preserving
the continuity of exchange relations arise in response to that condition. Use of
knowledgeable third parties (arbitration) and reciprocal exposure of spe-
cialized assets are two possibilities.

4.4 Safeguards in Kind

The above-described difficulties with pecuniary bonding do not alter the
proposition that buyers can purchase product from suppliers on better terms if
they offer assurances than if they do not. But it raises the possibility that
assurances will take forms other than bonding.

Assume that the buyers in question are not merely conduits but incur
production and distribution expenses before making deliveries to customers.
Assume further that buyers have access to two technologies, one fully general
purpose while the other requires investments in specific capital that has value
only in conjunction with servicing final demands for the product in question.
Assume finally that the redeployable costs (v) of the special purpose tech-
nology are lower than those of the general purpose technology.

It then follows that suppliers will sell product at a lower price to buyers
whose investments in sales and service are more specific than it will to those
whose specific investments are less—even if no hostage exchange is made
upon cancellation of an order. That is because such buyers will thereafter
confirm orders in more adverse demand states than those who do not. Put
differently, buyers who drive their redeployable costs down by making trans-
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action-specific investments present the supplier with a more favorable de-
mand scenario that those who do not. In this sense, forward specific invest-
ments constitute a credible commitment. The resulting contract will not,
however, yield the efficient marginal cost pricing result. That will come about
only if compensation is paid to suppliers upon order/cancellation.

Such a defect does not imply that hostage transférs should always attend
unilateral trading. Such a rule suffers from the aforemhentioned expropriation
hazard. More generally, all feasible trading alternatives may be flawed. A
comparative institutional assessment of the main organizational alternatives
would presumably include consideration of the following:

1. Full compensation upon order ¢ancellation, in which event buyers are
exposed to expropriation hazards.

2. Buyers invest in specific assets but refuse compensation, which cre-
ates a more favorable demand scenario but still exposes suppliers to a
(reduced) risk of uncompensated losses.

3. As a compromise, suppliers create credible commitments and make
partial but incomplete hostage payments upon order cancellation.

4. The contractual relation is expanded by developing suitable reciproci-
ty arrangements.

5. The transaction is consolidated under common ownership, which is
the vertical integration alternative.

Whether options 4 and 5 are feasible will vary with the circumstances.
Reciprocity is examined in Chapter 8, while the tradeoffs that attend vertical
integration were examined in Chapter 4. Here as elsewhere, informed choice
among complex alternatives requires detailed knowledge of the institutional
realities of economic life (Koopmans, 1957, p. 145). The attributes of the
trading parties, the technologies to which they have access, and the markets in
which they operate all have to be assessed.

5. Unilateral Trading Applications

The technologics and contractual options discussed above are displayed sche-
matically in Figure 7-2. If p < p, < p, then the relevant nodes are A and C:
The buyer will either ask the supplier to employ the general purpose tech-
nology and will pay Py upon delivery of product for which orders are con-
firmed, or he will ask that the supplier make specific investments for which
the buyer offers safeguards. If instead b <p'< p,, then the relevant nodes are
B and C: Only the special purpose technology will be employed, with respect
to which some buyers will offer safeguards while others will not.
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The argument that buyers can affect the terms and manner of supply by
offering (or refusing to offer) hostages has ramifications for Robinson-Patman
price discrimination and to an understanding of franchising and two-part
pricing. '

5.1 Robinson-Patman

The Robinson-Patman Act has been interpreted as an effort “‘to deprive a
large buyer of [discounts] except to the extent that a lower price could be
justified by reason of a seller’s diminished costs due to quantity manufacture,
delivery, or sale, or by reason of the seller’s good faith effort to meet a
competitor’s equally low price.’"!2 Plainly, that  is less than j in the hostage
model has neither quantity nor meeting competition origins. Neither is it
contrary to the public interest. Indeed, it would be inefficient and unwarranted
for a producer to charge the same price to two customers who order an
identical amount of product, but only one of which offers a hostage, if (1)
investments in specialized assets are required to support the transactions in
question, or (2) if, because of a refusal to make a credible commitment,
transactions of the second kind are produced with a general purpose (but high-
cost) tec'inology.

The missing ingredients, plainly, are the differential commitment to buy
(as reflected by the willingness to offer hostages) and the differential incen-
tives to breach once hostages have been posted. The confusion is explained by
the propensity to employ conventional (steady state) microtheory to the ne-
glect of transaction cost aspects. Rectifying that involves examination of the
microanalytics of transactions, with special reference to asset specificity and
the hazards thereby posed, and evaluation of alternative contracts with respect
to a common reference condition, prospective breakeven being a useful stan-
dard. Once that is done, a different understanding of many nonstandard or
unfamiliar contracting practices, many of which are held to be presumptively
unlawful, frequently emerges.'3

5.2 Franchising

Klein and Leffler (1981) argue that franchisees may be required to make
investments in transaction specific capital as a way by which to safeguard the

VZ2FTC v. Morton Salt Co., 334 U.S. 37 (1948); emphasis added.

13Note that the argument applies only to p versus p comparisons in trades where specific
assets are involved. The efficiency properties of customer price differentials that do have such
origins are not contemplated by this argument.
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franchise system against quality shading. As Kliein (1980) puts it, franchisers
can better :

. . assure quality by requiring franchisee investments in specific . . . assets
that upon termination imply a capital loss penalty larger than can be obtained by
the franchisee if he cheats. For example, the franchiser may require franchisees
to rent from them short term (rather than own) the land upon which their outlet is
located. This lease arrangement creates a situation where termingtion can require
the franchisee to move and thereby impose a capital loss on him/up to the amount
of his initial nonsalvageable investment. Hence a form of gollateral to deter
franchisee cheating is created. [p. 359]

The arrangement is tantamount to the creation of hostages to restore integrity
to an exchange. ‘

That logic notwithstanding, the use of hostages to deter franchisees from
exploiting demand externalities is often regarded as an imposed (top down)
solution. Franchisees are *‘powerless’’; they accept hostage terms because no
others are available. Such power arguments are often based on ex post
reasoning. That the use of hostages to support exchange can be and often is an
efficient systems solution, hence is independent of who originates the pro-
posal, can be seen from the following revised sequence. !4

Suppose that an entrepreneur develops a distinctive, patentable idea that
he sells outright to a variety of independent, geographicaily dispersed sup-
pliers, each of which is assigned an exclusive territory. Each supplier expects
to sell only to the population located within its territory, but all find to their
surprise (and initially to their delight) that sales are also made to a mobile
population. Purchases by the mobile population are based not on the reputa-
tion of individual franchisees but on customers’ perceptions of the reputation
of the system. A demand externality arises in this way.

Thus, were sales made only to the local population, each supplier would
fully appropriate the benefits of its promotional and quality enhancement
efforts. Population mobility upsets this: Because the cost savings that result
from local quality debasement accrue to the local operator while the adverse
demand effects are diffused throughout the system, suppliers now have an
incentive to free ride off of the reputation of the system. Having sold the
exclus.ivc territory rights outright, the entrepreneur who originated the pro-
gram is indifferent to those unanticipated demand developments. It thus re-
mains for the collection of independent franchisees to devise a correction
themse.lves, lest the value of the system deteriorate to their individual and
collective disadvantage. )

The franchisees, under the revised ,Scenario, thus create an agent to

W .
had .The idea that this is a useful way 1o pose the franchise issue evolved out of discussions |
ad with Jeffrey Goldberg. For a more complete development, see Goldberg (1982).




182 / THE ECONOMIC INSTITUTIONS OF CAPITALISM

police quality or otherwise devise penalties that deter quality deterioration.
One possibility is to return to the entrepreneur and hire him to provide such
services. Serving now as the agent of the franchisecs, the entrepreneur may
undertake a program of quality checks (certain purchasing restraints are intro-
duced, whereby franchisees are required to buy only from qualified suppliers;
periodic inspections are performed). The incentive to exploit demand exter-
nalities may further be discouraged by requiring each franchisee to post a
hostage and by making franchises terminable.!?

This indirect scenario serves to demonstrate that it is the system that
benefits from the control of externalities. But this merely confirms that the
normal scenario in which the franchisor controls the contractual terms is not
an arbitrary exercise of power. Indeed, if franchisces recognize that the de-
mand externality exists from the outsct, if the franchisor rcfuses to make
provision for the externality in the original contract, and if it is very costly to
reform the franchise system once initial contracts are sct, franchisces will bid
fess for the right to a territory than they otherwise would. It should not
therefore be concluded that perceptive franchisors, who recognize the demand
externality in advance and make provision for it, are imposing objectionable
ex ante terms on unwilling franchisees. They are merely taking steps to realize
the full value of the franchise. Here as elsewhere, contracts must be examined
in their entirety.

5.3 Two-Part Pricing

Victor Goldberg and John Erickson describe an interesting two-part pricing
scheme that they observed in the sale of coke. The producer both sold coke to
the calciner and owned and leased the land upon which the plant of the
calciner was built. Inasmuch as the coke was sold for **about onc-quarter the
current market price of equivalent quality coke’ (1982, p. 25), Goldberg and
Erickson conjecture that ‘“‘the rental rate was above the fair market rate and
that the contract was designed to ensure that the calciner would continue to
perform’’ (p. 25). Assuming that marginal costs are much less than average,
such an arrangement can be interpreted as one by which the parties are
attempting to strike efficient pricing terms that approximate those of the
hostage model.

15Termination is a credible threat only if the franchisee who cheats on the system bears a
capital loss. This is the basic Klein and Leffier (1981) message. It would not do, therefore. if the
terminated franchisee were permitted to sell the franchise to a highest bidder unless the invest-
ment in specific capital took the form of the franchisee’s specialized knowledge of the system,
and the terminated franchisee were thereafter prohibited from participating in owner, adviser, or
employee status.
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The pricing of utility services. whereby ex ante installation fees are paid
by subscribers, also has interesting two-part pricing attributes.'® The risk that
sellers will expropriate buyers upon receipt of advance payment can be miti-
gated by creating 4 specialized third party, which for convenience may be
referred to as a regulatory commission (Goldberg, 1976a). Utilization of
atility services can be priced so as to more nearly approximate marginal cost.

Morc generally, Goldberg and Erickson conjecture that nonlifiear pricing
schemes are much more widespread than is commonly believed /They further
point out that such arrangements are often very subtle and will require detailed
knowledge of contracts to investigate (1982, pp. 56-57).

6. Schwinn

Although issucs posed in Schwinn'” are not precisely the same as the fran-
chise matters discussed above, they are nevertheless closely related. In-
asmuch as this case displays pretransaction cost type reasoning, it is
instructive to consider the government’s arguments against the franchise re-

strictions employed by Schwinn and then to consider an alternative
construction.

6.1 The Objections

ArTlold, Schwinn & Co. is a longtime producer of quality bicycles. It decided
to impose restrictions on its franchisers in 1951, at which time its U.S. market
share was 22 percent. Authorized dealers, who had previously been required
tg provide minimum services (advertising, assembly, maintaining a stock of
t?lcycles and replacement parts, providing qualified repair personnel, and the
like), -were now prohibited from reselling Schwinn bicycles to nenauthorized
dc?alers. The restriction was designed to deny access of Schwinn product to
discount houses. Although its market share thereafter fell steadily (to 13
percent in 1961), Schwinn enforced that restriction over the next decade. The
.gO\./crpment brought suit, claiming that the restriction was anticompetitive. Its
Jurisdictional statement advanced the following theory of the case:

lsn Lnd.ustnc_s‘m‘w}}nch products are highly differentiated, a particular brand—like
C wmAn.bu.ydcls—oftcn has a market of its own, within which [intrabrand]
compfttm’on is highly importart to the consumer and should be prcserved. ..
Schwinn’s strenuous efforts to exclude unauthorized retailers from selling its

16This possibility was suggested to me by Alvin Klevorick.

7United States v. Arnold, Schwinn & Co., 388 U.S. 365 (1967).
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bicycles suggest that, absent these restraints, there would be a broader retail
distribution of these goods with the resulting public benefits (including lower
price) of retail competition. 18

Similar views were repeated in the government’s brief:

The premise of the Schwinn franchising program is that Schwinn is a distinctive
brand which commands a premium price—that it enjoys, in other words, a
margin of protection from the competition of other brands. To the.extent that this
premisc is sound, it is clear that the only fully effective control upon the retail
price of Schwinn bicycles is that imposed by competition among Schwinn dealers
and distributors.1?

The government also disclosed the animosity with which it regarded product
differentiation:

Either the Schwinn bicycle is in fact a superior product for which the consumer
would willingly pay more, in which event it should be unnecessary to create a
quality image by the artificial device of discouraging competition in the price of
distributing the product; or it is not of premium quality, and the consumer is
being deceived into believing that it is by its high and uniform retail price. In
neither event would the manufacturer’s private interest in maintaining a high-
price image justify the serious impairment on competition that results.20

And the government expressed its view about the merits of vertical integration
as compared with vertical restraints:

Even if the threat to integrate were not wholly lacking in credibility in the
circumstances of this case, we would urge that it was not a proper defense to the
restraint of trade charge. In the first place, a rule that treats manufacturers who
assume the distribution function themselves more leniently than those who im-
pose restraints on independent distributors merely reflects the fact that, although
integration in distribution may sometimes benefit the economy by leading to cost
savings, agreements to maintain resale prices or to impose territorial restrictions
of unlimited duration or outlet limitations of the type involved here have never
been shown to produce comparable economies.2!

The government’s views on product differentiation and franchise re-
straints thus can be reduced to the following three propositions: (1) Differenti-
ated products can be classed as those for which a price premium is warranted
and those for which such a premivm is not; (2) whether differentiation is real
or contrived, intrabrand price competition is essential to the protection of

'8Jurisdictional Statement for the United States at 14, United Staves v. Arnold, Schwinn &
Co., 388 U.S. 365 (1967).

19Brief for the United States at 26, United States v. Arnold, Schwinn & Co.. 388 U.S. 365
(1967).

2/pid., 47.
2bid., 50.
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consumer interests; and (3) although vertical integration sometimes yields
economies, the same cannot be said for vertical restraints.2?

6.2 An Alternative Interpretation

The possibility that Schwinn had identified a viable niche in a competitive
industry and that the restraints it had introduced were needed to préserve the
viability of the niche went completely unnoticed by the government. Instead,
the government turned all its powers of advocacy to the description of an
imagined anticompetitive offense. It ignored possible differences among cus-
tomers and their marketing ramifications. Such a simplistic formulation is not
satisfactory.

The buyers that will be most attracted by Schwinn will presumably be
those for whom the opportunity cost of time is great or who are relatively
inept at self-assembly and service. Thus, high-priced lawyers and other con-
sultants who bill clients on an hourly basis will pay several times the going
rate for a haircut, by patronizing barber shops that cut hair by appointment,
rather than joining the queue at a wait-your-turn establishment (Becker, 1965,
p- 493). The argument generalizes to the procurement of consumer durables.
Time is economized if the customer does not have to search for a brand
possessing the requisite properties and is easily able to locate and visit an
outlet where the brand is stocked. And additional time is saved if the item
comes preassembled, is reasonably trouble-free, and is reliably serviced at
convenient outlets. -

Such a brand of bicycle will also be attractive to customers who, though
their unit opportunity cost of time may be below average, are particularly
inept at self-assembly and repairs. In such a situation, despite low unit costs,
the total opportunity cost is great, being the product of unit cost and time
expended. Thus, two classes of customers will respond positively to the

22Richard Posner, who acknowledges briefing and arguing the Schwinn case for the govern-
ment, contends that his analysis of the issues at that time *‘reflected the then prevailing thinking
of the economics profession on restricted distribution™” (Posner, 1977, p. 3). Although I agree
that there was (and is) economic thinking congenial to the views set out in the Schwinn brief, |
.would‘ hesitate to characterize it as that of the economics profession. Inasmuch as the brief is
|nfexp|xci( about sources of its economic reasoning (Preston’s is the only economics article dealing
with vertical rfaslrainls that is cited in the brief (Brief for the United States at 49, United States v.
Arr‘m.ld, Schwinn & Co., 388 U.S. 365 [1967]), since Preston expressly discusses a series of
legitimate economic purposes that can be served by vertical restraints (Preston, 1965, pp. 507
19), because Telser’s work on the rationality of restraints was in the public domain at that time

(Telser,'l960. 1965), and because 1 expressly took exception with the bricf while it was in
Preparation, Posner’s attribution sweeps too broadly.
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Schwinn image: Those who are mechanically inept and those who, although
capable, have a high per-unit opportunity cost of time. .

All that merely establishes, however, that franchised sales of Schwinn
bicycles will appeal to some customers. It does not reach the question
whether Schwinn should sell to all comers, allowing dealers to determine
whether or not to offer the set of services that would qualify them as fran-
chisees. Were Schwinn to do so, customers who have the above-described
attributes would presumably go to the franchised outlet; those who do not could
go elsewhere. Because in a world of unbounded rationality more degrees of
freedom—in this instance, more methods of merchandising—are necessarily
better than less, the natural policy inclination would be to let customers decide
the question for themselves.

Several justifications, however, can be articulated in support of franchise
restrictions: First, the Schwinn quality image may be debased without sales
restraints; second, even if quality images are not impaired, the viability of
franchises may hinge on sales restraints; third, the costs of enforcing the
distribution contracts are increased in a mixed distribution system.2? The
quality image of Schwinn turns partly on objective considerations: Schwinn
bicycles bought from authorized dealers come with an assured set of sales and
service attributes. But the image may also be affected by information ex-
changed by word of mouth. If potential customers are told, ‘'l bought a
Schwinn bike and it was a lemon,’’ but are not advised that the bicycle was
bought from a discount house and misassembled, and that Schwinn’s guaran-
tees were thereby vitiated, customer confidence in Schwinn is easily im-
paired. Put differently, quality reputation may be preserved only if goods and
services are sold under conditions of constraint.2* Note in this connection that
the incentive to invest in commercial reputation by surrounding transactions
with institutional infrastructure occurs only in a world of bounded rationality.

Even if the quality image of franchise sales is unimpaired by non-

23 Although arguably not applicable to the Schwinn case, a fourth justification can be based
on unfair allocation of demonstration costs: Customers might shop for Schwinn bicycles at the
franchised dealer—deciding on what model, features, and so on, to buy—and then make their
purchase at the discount house, where the costs of demonstration arc largely avoided. That may
be a more serious concern when more expensive items, such as automobiles, are being marketed.

24The fact that 20 percent of Schwinn's authorized sales were made by outlets—B. F.
Goodrich, hardware, and department stores—which did not provide service might be taken as
*‘proof”’ that the above hazard is insubstantial. See Brief for the United States at 43-44, United
States v. Arnold, Schwinn & Co., 388 U.S. 365 (1967). But there are three mitigating considera-
tions: (1) While 20 percent nonserviced sales may be permissible, 40 percent may not be; (2) the
outlets described have reputation attributes rather different from discount houses, and hence may
**stand behind’* sales more completely: and (3) business judgment on such matters is entitled to a
certain degree of undisputed respect.
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franchise selling, the commercial viability of franchisees, which hinges on
volume considerations, should be examined. Suppose that it is determined
that a franchised dealer needs to sell a minimum number of bicycles in order
to break even. Suppose further that Schwinn carefully locates its franchisees
cognizant of those breakeven needs.?> Finally, suppose that the system is
initially viable but that discount sales subsequently appear. Marginal fran-
chise operators shortly thereafter become nonviable. As a consequence the
assurance of convenient Schwinn service outlets is jeopardized. Customer
interest declines and other viable franchisees become marginal. The deteriora-
tion, taken together with the impaired quality image described above, creates
the risk that the franchise mode will become nonviable, and customers for
whom such differentiation yields net gains will be able to deal only in the
undifferentiated market.

The third justification for franchise restrictions involves policing costs.
The argument here is that it is less costly to police simple systems than it is to
police more complicated ones. Causality (responsibility) is difficult to trace
(attribute) in complex systems. If few ‘‘excuses’ can be offered, fewer
veracity checks have to be made. Although I do not sUggest that this was a
primary consideration for Schwinn, it could be relevant to the design of other
marketing systems. Again, it is a problem only in a world of bounded ra-
tionality, because frictionless systems are self-policing.

Consider finally whether Schwinn will integrate forward into retailing if
restrictions on sales to nonfranchised outlets are prohibited. If Schwinn’s
costs of integrated sales were identical with those of its franchisees, that
presumably would occur. There are several reasons, however, to believe the
case to be otherwise. First, franchised dealers were not exclusively engaged in
the sales and service of Schwinn bicycles; other brands were also handled.26”
Also, many franchisees were engaged in nonbicycle sales. Assuming that
multiple brand and multiple product sales are necessary for distributors to
break even, forward integration would require Schwinn to engage in un-
wanted and possibly unavailable sales activities. Diversification into other
products with which Schwinn had no expertise or familiarity is the unwanted
activity. Stocking other brands, moreover, might pose difficulties of avail-
ability, as other bicycle manufacturers might suspect, with cause, that their
brands would be slighted and demeaned if sold by Schwinn employees.

25This is : ; - ; y
- This is altogether to be expected. Franchisors will ordinarily auction off franchise loca-
tions where greater than competitive returns are expected unless such auctions are costly to run.

26Schwinn required its franchisees to display Schwinn bicycles **with position equal to and

as prominent as that of any competitive bicycle."* Brief for Armold, Schwinn & Co.. Appendix 1,
at 57 n. 89, United States v. Schwinn & Co.. 388 U.S. 365 (1967).




188 / Tue EconoMic INSTITUTIONS OF CAPITALISM

P Key

P, = Price of undifferentiated
substitute products.
p, = Demand curve for
differentiated product.
ACi= Average cost curve of
differeptiated product
sold in franchise plan

S with vertical restraints.
[
=
=
o L]

P,

S
) ACT  p,=glg,5,)
pl
[ 9,
PRICE

FIGURE 7-3. Consequences of Prohibiting Franchise Restraints

Furthermore, even if disabilities of those kinds did not exist, the question
still remains whether Schwinn could provide incentives for managers of inte-
grated sales outlets that promote performance equal to that when franchising
is used. Both carrot and stick considerations must be addressed. The incentive
disabilities associated with bureaucratic modes of organization stand as a
further impediment to forward integration by Schwinn (see Chapter 6).

The upshot is that if the worst consequences obtain (namely, the fran-
chise system collapses, Schwinn is unable to integrate forward economically,
and the Schwinn brand image vanishes), prohibiting franchise restraints gives
rise to real economic losses of the kind shown in Figure 7-3. The demand
curve for Schwinn bicycles is here given by p, = g(q,; p,), where p, is the
price at which other bicycles sell (which is taken as given). The curve ACY, is
the average cost of sales and service for franchised outlets. As drawn, fran-
chising just breaks even (covers all of its costs, including a fair rate of return)
at a price and quantity of p3, g3, respectively. Assuming that the costs of
supplying nondifferentiated bicycles are not increased by Schwinn franchis-
ing, the net welfare gains (losses) realized by offering (withdrawing) the
Schwinn brand will be given by the shaded consumer surplus region.

The government’s case, which eschewed transaction cost features in
favor of the firm-as-production-function construction, missed a great deal of
what was relevant in order to reach an accurate economic assessment of what

Credible Commitments 1: Unilateral Applications | 189

was at stake.2” Schwinn illustrates the over-reaching that occurred during the
inhospitablity era of antitrust enforcement. There being no place for the
nonstandard (or, in Coase’s terms, **ununderstandable’’ [1972, p. 67]) con-
tracting practices within the applied price theory tradition, the merits of these
practices were rejected or dismissed.

271f customers were fully knowledgeable or could be apprised without cost of all relevant
attributes of all products, Schwinn could simply announce that it was supplying a bicycle that had
these properties, the announcement would be registered among potential buyers, customers could
verify that these conditions existed (though verification is a redundant operation in a world of
‘complete knowledge), and those who valued the attributes could judge whether the premium was
justified. Product differentiation in a world of unbounded rationality would thus proceed in a
smooth and faultless manner.

Consumers, however,"do not have those high-powered attributes: Their capacity to receive,

store, recover, and process information is limited. In the light of those limitations, not only does
Schwinn face the problem of transmitting its distinctive qualitics, but it faces the problem of
having its image believed. Thus, if consumers are occasionally misled, in that they are sometimes
told one thing and learn to their dismay that it is incorrect, and if instances of fraud or deception
are not known without cost to other potential buyers, so that reputations are not instantly and
accurately updated, consumers will be wary when sellers apprise them that their brand has
‘“‘superior’® qualities.
o In a market of boundedly rational consumers, Schwinn is faced with three interrelated
information problems. First, it needs to bring to the attention of consumers the .distinctive
attributes that it purports to supply. Second, it needs to provide an institutional infrastructure that
will prevent these attributes from being degraded. Third, it nceds to accomplish both goals in an
economical fashion. The government appears to have perceived none of this.




CHAPTER 8

Credible Commitments II:
Bilateral Applications

The hostage model developed in the preceding chapter is applied here to
bilateral trading. The concern is the same as that addressed earlier: In consid-
eration of the expropriation hazards of bonding, buyer and seller may seek to
expand the contractual relation beyond its *‘natural’’ limits, thereby creating a
mutual reliance relation.

One way to safeguard transactions in which suppliers make specific
investments is for buyers to invest in transaction-specific assets at the forward
stage. Ceteris paribus, more favorable demand projections are signaled to
suppliers in that way. A residual risk of uncompensated cancellation losses
nevertheless remains. Forward investments in a unilateral trading regime do
not therefore suffice to realize full trading optimality. Although it is not
always feasible or efficacious, unilateral trading is sometimes supplanted by
bilateral trading for that reason. As described below, such an expansion of the
contractual relation can sometimes yield (or more nearly approximate) full
optimality.

Reciprocity and exchange (swaps) are examined in section 1. The simple
hostage model is extended to bilateral trading in section 2. Petroleum ex-
changes are examined in section 3. Concluding remarks, applying to both this
and the preceding chapter, are set forth in section 4.
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1. Reciprocity

1.1 General

Reciprocity transforms a unilateral supply relation—where A selis X Fo B—
into a bilateral one, whereby A agrees to buy Y from B as a condmofl for
making the sale of X and both parties understand that the transaction W‘lll be
continued only if reciprocity is observed. The resulting contractual relatllon is
thereby expanded. Although, reciproca selling is widely held to be ar.mcom-
petitive (Stocking and Mueller, 1957, ke, 1973), othcfs regafd it more
favorably. George Stigler offers the following affirmative rationale for

reciprocity:

The case for reciprocity arises when prices cannot be freely varied to fr\eef supply
and demand conditions. Suppose that a firm is dealing with a COlll.ldfng industry
which is fixing prices. A firm in this collusive industry would be willing to sell ?t
less than the cartel price if it can escape detection. Its price can be red.uced.m
effect by buying from the customer-seller at an inflated price. Here reciprocity
restores flexibility of prices.!

Inasmuch, however, as many industries do not satisfy the prerequisites
for oligopolistic price collusion (Posner, 1969; Williamson, 1975, chap. 12),
and reciprocity is sometimes observed among them, reciprocity presumably
has other origins as well. Tiebreaking is one. A second is the possible advan-
tageous governance strucure benefits of reciprocity. The two can be dis-
tinguished by the type of product being sold.

The tiebreaker explanation applies where firm B, which is buying spe-
cialized product from A, asks that A buy standardized product from B on the
condition that B meets market terms. Other things being equal, procurement
agents at A are apt to accede. F. M. Scherer notes, ‘‘Most of the 163
corporation executives responding to a 1963 survey stated that their firms’
purchases were awarded on the basis of reciprocity only when the price,
quality, and delivery conditions were equal’” (1980, p. 344).

The more interesting case is where reciprocity involves the sale of spe-
cialized product to B conditioned on the procurement of specialized product
from B. The argument here is that reciprocity can serve to equalize the
exposure of the parties, thereby reducing the incentive of the buyer to defect
from the exchange—Ileaving the supplier to redeploy specialized assets at
greatly reduced alternative value. Absent a hostage (or other assurance that

'President’s Task Force Report on Productivity and Competition, reprinted in Commerce
Clearing House Trade Regulation Reporter, June 24, 1969, No. 419, p. 39.
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the buyer will not defect), the sale by A of specialized product to B may never
materalize. The buyer’s commitment to the exchange is more assuredly sig-
naled by his willingness to accept reciprocal exposure of specialized assets.
Defection hazards are thereby mitigated.

The original (1968) Merger Guidelines of the U.S. Department of Justice
took a wholly different approach. Although the subject was conglomerate
mergers, the concern with reciprocity as a contracting practice was general.
The language is instructive:

(a) Since reciprocal buying (i.e., favoring one’s customer when making pur-
chases of a product which is sold by the customer) is an economically unjustified
business practice which confers a competitive advantage on the favored firm
unrelated to the merits of the product, the Department will ordinarily challenge
any merger which creates a significant danger of reciprocal buying. . . .

(c) Unless there are exceptional circumstances, the Department will not accept
as a justification for a merger creating a significant danger of reciprocal buying
the claim that the merger will produce economies, because, among other rcasons,
the Department believes that in genera! equivalent economies can be achieved by
the firms involved through other mergers.

The Guidelines are noteworthy in several respects. For one thing, they
plainly have origins in the inhospitality tradition: Reciprocity, like other non-
standard contracting practices, is an ‘‘economically unjustified business prac-
tice.”’ Second, and related, the Guidelines are informed by the technological
tradition: Reference is made to the ‘‘merits of the product’” (a technological
standard), but the ‘‘merits of the transaction’ (a governance concern) go
unmentioned. Third, the Guidelines assert that the relevant economies can be
realized without posing reciprocity hazards: Socially valued (technological)
economies can ordinarily be realized by finding substitute mergers for which
reciprocity hazards are absent. The possibility that nonstandard contracting,
of which reciprocity is a member, can yield valued economies is simply
ignored. Such economies are evidently so implausible that potential contrac-
tual benefits do not ecven have to be admitted in principle before being
dismissed.

Lon Fuller’s interesting discussion of reciprocity, although posed in
much more general terms than those set out here, is plainly apposite:

I think we may discern three conditions for the optimum efficacy of the notion of
duty. First, the relation of reciprocity out of which the duty arises must result
from a voluntary agreement between the parties immediately affected; they them-
selves “‘create” the duty. Second. the reciprocal performances of the parties
must in some sense be equal in value. Though the notion of voluntary assumption
itself makes a strong appeal to the sense of justice, the appeal is reinforced when
the element of equivalence is added toit. . . . Third . . . the relationship of duty
must in theory and in practice be reversible. . . .
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When we ask, *‘In what kind of society are these conditions most apt to be
met?"’ The answer is a surprising one: in a socicty of economic traders. {Fuller,

1964, pp. 22-23]

Lest the hostage argument be uncritically considered a defense for re-
ciprocal trading quite generally, note that it applies only where specialized
assets are placed at hazard by both parties. Where only one or neither invests
in specialized assets, the practice of reciprocity plainly has other origins.?

1.2 Exchanges

Although reciprocal trading among nonrivals may occasionally be justified,
the exchange of product among nominal rivals is surely more puzzling and
troublesome. Firms that are presumed to be in head-to-head competition
ought to be selling product against one another rather than to one another.
Inasmuch as neoclassical benefits are not plausibly imputed to the continuing
exchange of product between rivals, public policy toward exchanges has been
mainly negative and even hostile. ‘

Several distinctions are useful in considering exchanges. First, trade
among rivals—short-term or long-term, unilateral or bilateral—is feasible
only if product is fungible. That is not true for many differentiated goods and
services, so the issue of trade among rivals never arises for those. Second,
short-term supply agreements are usefully distinguished from long-term. The
former may be explained as an ‘‘occasional exception,”” whereby one rival
will sell product to another on a short-term, gap-filling basis so as to provide
temporary relief against unanticipated product shortfalls (occasioned by either
demand or supply changes). Recognizing that the shoe may be on the other
foot next time, otherwise rivalrous firms may assist one another for stopgap
purposes. Public policy can presumably recognize merit in such trades and, so
long as they lack a pattern, hence do not give rise to a ‘‘web of interdepen-
dence,’” will regard them as unobjectionable. Long-term trading among rivals
is, however, much less consistent with the notion of effective head-to-head
rivalry. At the very least, such arrangements warrant scrutiny.

Whether there are efficiency incentives for rivals to supply product to
one another on a long-term basis turns initially on prospective realization of
production cost savings. The realization of production cost savings through
long-term trade between rivals requires that economies of scale be-large in

2Possible trading objections are discussed by F. M. Scherer (1980, pp. 344-45). Another
objection is that reciprocity becomes a bureaucratic habit that salesmen and purchasing agents
find convenient, and outsiders arc thereby disadvantaged in attempting to secure sales. See
Williamson (1975, pp. 163-64).
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relation to the size of geographic markets and, if they are, that firm-specific
reputation effects extend across geographic market boundaries. The former is
obvious since, absent economies of scale, every firm would presumably sup-
ply everywhere to its own long-term needs. Where scale economies are
significant, however, each market will support only a limited number of
plants of minimum efficient size.

But fungibility and scale economies do not establish that gains from trade
will be realized from such sales. That will occur only if the value of (identical)
product sold by rivals excceds that sold by the local supplier. The issue here is
whether valued reputation effects will go unrealized if rivals are unable to
secure local product on favorable terms. Firms that possess valued reputations
extending beyond their local market to include distant markets are thus the
ones for which long-term supply by rivals will be attractive.’

Even supposing that fungibility, scale economy, and reputation effect
conditions are satisfied, that merely establishes that unilateral long-term trade
among rivals can yield economies. A justification for bilateral (exchange)
agreements is not reached by the same arguments. Indeed, the usual defense
for exchanges—that inefficient cross-hauling will occur if every firm is re-
quired to supply everywhere to its own necds—conveniently suppresses the
obvious alternative, which is not the absence of trade at all but unilateral long-
term trade. Failure to address such matters directly and demonstrate wherein
exchanges enjoy comparative institutional advantages over more standard and
familiar forms of unilateral trade presumably explains the suspect or hostile
attitude with which cxchanges are typically regarded. The argument that
emerges from this chapter is that bilateral exchanges offer prospective advan-
tages over unilateral trade if the resulting exposure of transaction-specific
assets effects a credible commitment without simultaneously posing expropri-
ation hazards. '

The type of specific asset that is placed at hazard by unilateral long-term
trade, but which a reciprocal long-term exchange agreement serves to protect,
is that of a dedicated asset. Recall that dedicated assets were described as
discrete additions to generalized capacity that would not be put in place but
for the prospect of selling a large amount of product to a particular customer.
Premature termination of the contract by the buyer would leave the supplier

with a large overhang of capacity that could be disposed of only at distress
prices. Requiring buyers to post a bond would check that hazard, but only by
posing another: The supplier may contrive to expropriate the bond. More
generally, the interests of the supplier in adapting efficiently to new circum-

3Reputation effect valuations may be illusory or real. Those that are real take the form of
customer convenience (billing, contracting) or assured knowledge of product characteristics.
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stances are not fully engaged. Reciprocal trading supported by separate but
concurrent investments in specific assets provides a mutual safeguard against
this second class of hazards. The hostages thereby created have the interesting
property, morcover, that they are never exchanged. Instead, each party retains
possession of its dedicated assets should the contract be prematurely
terminated.

The usual argument that exchanges are justified because they avoid
costly cross-hauling does not get to the issues described above and, by itself,
is not an adequate justification for widespread use of exchanges. Were it only
that transportation cost savings were realized, unilateral trading would suf-
fice. Indeed, firms that buy from and sell product to rivals should be expected
to create a central exchange in which supplies and demands were brought into
correspondence by an auctioneer. Firms would end up selling to each other
only by accident in such circumstances. Where dedicated assets are exposed,
however, the identity of the parties clearly matters. Trades of that kind will
not go through an auction market but will be carefully negotiated between the
parties. Reciprocity in those circumstances is thus a device by which the
continuity of a specific trading relation is promoted with risk attenuation
effects.

2. The Hostage Model Extended

Assume that the two firms are engaged in tied bilateral trade and that both
have made specific asset investments of & in support of each other. Assume
further that each firm incurs redeployable costs of production of v, and that p
is the price at which product is traded. In deciding whether to take delivery or
cancel an order, a firm needs to consider not merely the net gain from
procurement but also the net gain from supply. Let the net gain from buying
and selling product be given by b, and by, respectively. The combined gain
from observing reciprocity is then given by by = by + bs. Net benefits upon
taking delivery in the purchase market will be given by

(1) by=p=-p

while r'let benefits from the simultaneous sale of product (given that specific
assets in amount & have already been sunk) are given by

2) bs =p — v,

T}Fc net benefits of noncancellation—that is, of continuing reciprocal trade
(given that one’s trading counterpart does not renege)—are then

3 bR=(P""ﬁ)+(i)—v2)=p—v2
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which will be positive so long as demand realization in the market for which
product is purchased exceeds the marginal cost of own production.

Although the specific asset term, k, appears nowhere in these ex-
pressions, that does not mean it is irrelevant. Thus assume, as before, that
demand in both markets is uniformly distributed over the interval 0 to 1. Then
the expected net benefits of reciprocity will be positive only if the probability
of trade under the reciprocal trading criterion (namely, 1 — v,) times the
expected gain from remunerative exchange (1 — v,)/2 exceeds the value of
nonsalvageable assets, k. Thus the inequality (1 — v,) 2/2 — k > 0 must be
satisfied.

More significant is the fact that only if specific assets are committed in
support of the exchange will the benefits from the sale of product be given by
bs = p — v,. If, for example, one of the parties to the exchange were to
employ the general purpose technology T, instead, the net benefits from
supplying product for which p is received would be b's = p — v,. The
criterion for assessing whether to cancel or not would then be b’y = p — v,
which would call for cancellation in demand states where p < v,. One party to
the bilateral exchange would thus find cancellation attractive under circum-
stances where the other, because it has made specific asset investments,
would want product to be traded. The symmetrical exposure of specific assets
avoids that result.?

Alternatively, the issues can be presented as follows. As above, let b, =
p — p be the buyer’s net benefits from unilateral trade if he decides to take
delivery and bg = p — v, be the net gain to the seller from making delivery.
Assume that p = 2 and v, = 1 and that there are three possible state realiza-
tions: p = 4, p =2 — ¢ and p = 0. It is the buyer’s decision to accept
delivery or refuse it. The payoffs associated with each decision, demand
realization pair are:

accept refuse
bg. bs bg. by

p=4 2,1 0,0
p=2-—c¢ —e, 1 0,0
p=90 -2,1 0.0

“Symmetry is a sufficient but not a necessary condition for the parties to assess the net
benefits of noncancellation identically. Other trading relations with this same property might
conceivably be crafted. (If, for example, one of the parties inyests more in specific assets than
does the other, then an identical assessment of the net benefits of noncancellation could obtain if
the party with the lesser degree of asset investment (whose redeployable costs v, > v,) were to
sell in a final product market where the distribution of demand, to be denoted by p + A, was such
thatp + A — v =p — v,.)
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The efficient choice is for the seller to deliver in the two more favorable
demand realization states and to shut down, thereby saving variable costs, if p
= 0. If, however, the buyer consults only his own profits in deciding on
whether to accept or refuse delivery, the buyer will take delivery only in the
most favorable demand state and will refuse it if p = 2—e or if p = 0, since by

~ < 0 in both instances.

Enlarging the transaction from one of unilateral to bilateral trade changes
the payoffs in such a way as to eliminate this inefficiency. Thus now the
payoff to both parties is given by by = p — v,. The corresponding payoffs
faced by both parties are now identical and are given by:

‘cept refuse

be by
p= 4 3 0
p=2—¢ 1—e 0
p=0 -1 0

Product will thus be traded in the two more favorable demand states, but
production will be shut down if p = 0, which is the efficient result. Reciproci-
ty can thus be regarded as a reaction to the inherent strains (and resulting
inefficiencies) that would occur under a unilateral trading regime. Public
policy insistence that anything other than unilateral trading is ‘‘unnatural”
and presumptively antisocial is simply mistaken.

3. Petroleum Exchanges

““The task of linking concepts with observations demands a great deal of
detailed knowledge of the realities of economic life’* (Koopmans, 1957, p-
145). The phenomenon of petroleum exchanges has puzzled economists for a
very long time. It routinely comes up in antitrust cases and investigations. The
1973 case brought by the United States Federal Trade Commission against the
largest petroleum firms maintained the view that exchanges were instrumental
in maintaining a web of interdependencies among those firms, thereby help-
ing to effect an oligopolistic outcome in an industry that was relatively uncon-
centrated on normal market structure criteria.> The more recent study on The
State of Competition in the Canadian Petroleum Industry likewise regards
exchanges as objectionable.® The Canadian Study, moreover, produces docu-

SFTC v. Exxon et al. Docket No. 8934 (1963).

SRobert J. Bertrand, Q.C., Director of Investigation and Research, Combines Investigation
Act, coordinated the eight-volume study The Stare of Competiton in the Canadian Petroleum
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ments—contracts, internal company memoranda, letters, and the like—as
well as deposition testimony to support its views that exchanges are devices
for extending and perfecting monopoly among the leading petroleum firms.
Such evidence on the details and purposes of contracting is usually confiden-
tial and hence unavailable. But detailed knowledge is clearly germane—and

often essential —to a microanalytic assessment of the transaction cost features
of contract.

3.1 The Evidence from the Canadian Study

Volume V of the Canadian Study deals with the refining sector. Arguments
are advanced and supporting evidence is developed that interfirm supply
arrangements permit the principal refiners to perfect oligopolistic restrictions
in the following four respects:? (1) valuable knowledge about investment and
marketing plans of rivals are disclosed by such agreements (p. 56); (2) leading
firms are able to control lesser firms by manipulating the terms of exchange
(pp. 49-50); (3) competition is impaired by conditioning supply on the pay-
ment of an ‘‘entry fee’’ (pp. 53-54); and (4) exchange agreements impose
limits on growth and supplementary supply (pp. 51-52).

The first two fail to pass scrutiny of the most rudimentary comparative
institutional kind. Thus assuming that trade between rivals is efficient and that
unilateral supply agreements (if not exchange) will be permitted, the objec-
tionable information disclosures attributed to exchanges would presumably
continue—since investment and marketing plans will be unavoidably dis-
closed in the process. Accordingly, evaluated in comparative institutional
terms, the information disclosure objection is properly regarded as an objec-
tion to long-term trade of any kind. Exchanges are not uniquely culpable.

The suggestion that exchanges are anticompetitive because they permit
firms to realize unfair bargaining advantages is similarly misplaced. The
correct view is that firms should always be expected to realize such bargaining
advantages as their positions lawfully permit. Absent a showing that ex-
changes are different from unilateral trades in bargaining respects, that objec-
tion is properly disregarded also.

Industry (Quebec, 1981). All references in this chapter are to Vol. V, The Refining Sector. That
study will hereinafter be referred to as the Canadian Study.

"The Canadian Study contends that **a close examination of the interest of the [major
refiners) and their actions shows that refining arrangements were meant to restrict competition.
The collection of information, the intent to control lesser firms, the imposition of an “entry fee,’
the use of restrictions on downstream growth are not characteristics that would be expected
normally from a competitive market’* (V: 76).
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The entry fee and marketing restraint objections are more substantial,
however, and warrant elaboration.

a. ENTRY FEES

The entry fee objection to exchanges is that this has foreclosure conse-
quences. That such fees are required as a precondition for trade, or at least the
sale of product at favorable prices, is set out in the Canadian Study as follows
(pp- 53-54; emphasis added):

Evidence of an understanding that a fee relating to investment was required for
acceptance into the industry can befound in the following quotation from Gulf:

*‘We do belicve that the oil industry-generally, although grudgingly, will
allow a participant who has paid his ante, to play the game; the ante in this
game being the capital for refining, distributing and selling products.”’

(Document #71248, undated, Gulf)

The significance of the quotation lics equally in the notion that an ‘‘entry fee’’
was required and in the notion that the industry sct the rules of the “‘game.”’ The
meaning of the *‘entry fee’” as well as the rules of the ‘*game’’ as understood by
the industry can be found in the actual dealings between companies where the
explicit mention of an ‘‘entry fee'’ arises. These cases demonstrate the rules that
were being applied—the rules to which Gulf was referring. Coripanigs which
had not paid an “‘entry fee,”’ that is, companies which had not made a sufficient
investment in refining capacity or in marketing distribution facilitics would either
not be supplied or would be penalized in the terms of the supply agreemen.
[Emphasis added]

b. MARKETING RESTRAINTS

‘ The Canadian Study notes that exchanges were made conditional on
growth and territorial restraints and regards both as objectionable. The Impe-
rial-Shell exchange agreement, under which Imperial supplied product to
Shell in the Maritimes and received product in Montreal, is cited in both
connections (p. 51):

The agreement’ between Imperial and Shell, originally signed in 1963, was
reneg.otiated in 1967. In July 1972, Imperial did this because Shell had been
growing 100 rapidly in the Maritimes. In 1971/72, Imperial had expressed its

dissatisfaction with the agreement because of Shell’s marketing policies. Shell
noted:

**There [sic] [Emperial's] present attitude is that we have built a market with
their facilities, we are aggressive and threatening them all the time, and they
are not going to help and in fact get as tough as possible with us.”’
(Document #23633, undated, Shell)
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Imperial renewed the agreement with Shell only after imposing a price
penalty if expansion were to exceed *‘normal grbwth rates’” and furthermore
stipulated that *‘Shell would not generally be allowed to obtain product from
third party sources’’ to service the Maritimes (p. 52).

Gulf Qil likewise took the position that rivals receiving product under
exchange agreements should be restrained to normal growth: ““Processing

agreements (and exchange agreements) should be entered into only after -

considering the overall economics of the Corporation and should be geared to
providing competitors with volumes required for the normal growth only.’"# It
furthermore sought and secured assurances that product supplied by Gulf
would be used only by the recipient and would not be diverted to other regions
or made available to other pai‘tics (p. 59).

3.2 Interpretations

These practices are subject to several interpretations. One is that the entry fees
and marketing restraints are both anticompetitive. A second is that efficiency
purposes are arguably served, especially by the former. A third is that there
are mixed effects.

a. THE INHOSPITALITY TRADITION

The two polar contracting traditions for evaluating nonstandard or un-
familiar contracting practices are the common law tradition and the antitrust
or inhospitality tradition. Whereas contractual irregularities are presumed to
serve affirmative economic purposes under the common law tradition, a deep
suspicion of anticompetitive purposes is maintained by the antitrust (or inhos-
pitality) tradition.®

The inhospitality tradition belongs to the monopoly branch of contract
and is supported by the widespread view that economic organization is tech-
nologically determined. Economies of scale and technological non-
separabilities explain the organization of economic activity within firms. All
other activity is appropriately organized by market exchanges. Legitimate
market transactions will be mediated entirely by price; restrictive contractual
relations signal anticompetitive intent.

The authors of the Canadian Study are evidently persuaded of the merits

8The Canadian Study (p. 59) identifies the source as Document #73814, January 1972,
Gulf.

9See Chapter 1, footnote 9 and accompanying text.
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of that tradition. Long-term trade among rivals of any kind is suspect. And
exchanges, which represent an irregular if not unnatural contracting fqrm, are
especially objectionable. Not only do exchanges facilitate information dis-
closure and permit bargaining muscles to be flexed, but they are used
punitively against nonintegrated independents who, because they have not
paid an entry fee, are denied product on parity terms. Furthermore, the mar-
keting restraints associated with exchanges are patently offensive.

b. AN EFFICIENCY ASSESSMENT

Unlike the inhospitality tradition, the transaction cost approach is in the
common law tradition. A comparative institutional orientation (Coase, 1964)
is maintained. “*Defects’’ are thus objectionable only where superior feasible
alternatives can be described. Inasmuch as the information disclosure and
bargaining concerns raised by the authors of the Canadian Study continue
under unilateral trading, they arc set aside, and attention is focused on entry
fees and marketing restraints.

1. Entryfees. The entry fee issue is the matter of special interest to this
chapter. Long-term exchange agreements permit firms to secure product in
geographic markets where own production is not feasible because economies
of scale are large in relation to their own needs. The amount of product in
question may nevertheless be substantial. Firms with whom exchange agree-
ments are reached will thus construct and maintain larger plants than they
otherwise would. Specific investments in dedicated assets are made as a
consequence of such agreements.

If supply agreements were of a unilateral kind and the buyer was unable
or unwilling to offer a hostage, contracts of the kind described in Chapter 7 as
type Il would presumably be negotiated—whence the trading price would be
P = vy, + k/(1 — p). If instead the contract is extended to include bilateral
rather than unilateral trade, the contract is converted to one of type IIl.
Although exchange agreements stipulate the physical flows of product, the
effective price is p = ;12 + k, which is less than 5. Moreover, the parties have
the incentive to exchange product so long as realized demand price in both
regions exceeds v,,'% which is the marginal cost supply criterion. Assuming
that demands in the two regions are highly cotrelated, the parties will nor-
mally reach common decisions on the desirability of trade.!!

19This assumes commeon costs, which condition will normally be approximated in exchanges
of product between firms within a single country where factor prices are very similar.

"The possibility that the contract will drift out of alignment nevertheless néeds to be
recognized. Should one of the firms in an exchange agreement operate much closer to its capacity
limits than the other, the latter party would incur much higher costs of termination than would the
former. Recognition of this may explain why ‘‘during the renegotiation of a reciprocal pur-
chase/sale agreement covering Montreal and the Maritimes,”* Shell noted that Imperial advised it
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2. Marketing restraints. The supply and growth restraints discussed
by the Canadian Study can be looked at in three ways. First, they can be
viewed as a means by which to protect the exchange agreement against
unilateral defection. Second, such restraints may serve strategic market divi-
sion purposes. Third, restraints may serve to regularize markets. These are
not mutually exclusive.

Only the first purpose is consonant with an efficiency interpretation. The
argument here is that marketing restraints help to preserve symmetrical incen-
tives. Such symmetry could be upset if one of the firms were to receive
product in its deficit region from third parties. Such a firm might then be in a
position to play one supplier off against the other. Or symmetry could be
placed under strain if one party were to receive product from the other such
that it began to grow ‘‘in excess of normal’’—in which event it might be
prepared to construct its own plant and scuttle the exchange agreement. Mar-

. keting restraints that help to forestall such outcomes encourage parties to
participate in exchanges that might otherwise be unacceptable.

C. A MIXED VIEW

Monopoly explanations are commonly advanced when economists, law-
yers, or other interested observers come across contractual practices they do
not understand. Inasmuch as ‘‘we are very ignorant [in this field], the number
of ununderstandable practices tends to be very large, and the reliance on a
monopoly explanation frequent’’ (Coase, 1972, p. 67). A rebuttable presump-
tion that nonstandard contracting practices are serving affirmative economic
purpodes, rather than monopoly purposes, would arguably serve antitrust law
and economics better than the inhospitality presumption, which until recently
has prevailed.!?

The presumption that exchanges have efficiency purposes could be chai-

that “‘they were nol satisfied with the extent of Shell’s investment in the Maritimes’’ (p. 54). In
addition to the investment in refining in Montreal, which Shell interpreted as an investment *‘by
exchange’’ in the Maritimes, Imperial wanted Shell to make direct investment in a Maritime
distribution network (p. 54). Shell observed in that connection that although it had made no
significant investment of its own in the Maritimes, ‘‘we have invested in Montreal and by
exchange invested in the Maritimes so we have paid an entrance fee, although we have not paid
for distribution network.”” The Canadian Study (p. 54) identifies the source as Document
#23633, undated, Shell.

12To be sure, this oversimplifics. Antitrust has been loath to declare contractual constraints
1o be per se illegal. As discussed in Chapter 7, however, it came perilously close to taking this
step in U.S. v. Arnold, Schwinn & Co., 388 U.S. 365 (1967). The prevailing enforcement view
toward contractual restraints in the 1960s is accurately characterized as inhospitable. The 1968
Merger Guideline treatment of reciprocity, which is quoted and discussed in 1.1 above, is
illustrative.
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lenged on any or all of three grounds. First, it might be argue'd that exchz'mges
are merely a clever device by which to deny product to nonintegrated rivals.
Refusals to sell to nonintegrated firms on p terms would support that conten-
tion. (It is plainly unrealistic, however, for buyers that have not made credible
commitments to expect to receive product at p.) Second, the market in ques-
tion could be shown to have troublesome structural properties. The issue here
is whether the requisite preconditions for market power—mainly high con-
centration coupled with high barriers to entry!>—are satisfied. A third would
be that the preconditions for efficiency are not sati fied. Factors favorable to
the efficiency interpretation are the following: The chqnge should be of a
long-term kind; the amount of product exchanged should represent a signifi-
cant fraction of plant capacity; but economies of plant scale should be large in
relation to the amount of product traded. Exchanges for a small quantity of
product where economies of scale are insubstantial are much more problem-
atic.

To be sure, exchanges might simultaneously serve efficiency and anti-
competitive or other antisocial'4 purposes. Here as elsewhere, where trade-
offs are posed, they ought to be evaluated.

4. Concluding Remarks

These two chapters on credible commitments maintain and develop the view-
point that private ordering is widely used to govern complex contractual
relations. It thus takes issue with the legal centralism tradition. Rather than
employ a legal rules approach to contract, the concept of contract as frame-
work is emphasized instead. Disputes are not therefore routinely litigated;
contract and the courts are used for ultimate appeal (Llewellyn, 1931). Such
ultimate appeal affords protection against egregious abuses, of which “‘might
is right>” is an elementary example. But ultimate recourse does not im
ok -

P

13There is growing agreement that the structural preconditions that must be satisfied before
claims of strategic anticompetitive behavior are seriously entertained are very high concentration
coupled with barriers to entry (Williamson, 1977, pp. 292-93; Joskow and Klevorick, 1979, pp.

225-31: Ordover and Willig, 1981, pp. 307-8). See the discussion of these matters in Chapter
14.

14A possible antisocial use of exchanges that has recently come to light is the practice by
California oil companies to use swaps as a means to underprice crude oil that was produccd on
public lands. It has been alleged that “‘the major oil companies went to great lengths to suppress
the price of heavy crude, including the invention of a complicated barter arrangement by which
the major companies could swap the underpriced crude oil among themselves without buying or
selling it in a cash transaction that would reveal its true market value’™ (Jackson and Pasztor,
1984, p. 30). The oil companies insist that efficiency purposes were served.
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capacity to make frequent and nuanced adjustments in continuing relations so
as to restore the parties to a trading position on the shifting contract curve.

Rather than maintain the presumption that the courts ‘‘work well,”
therefore, the approach taken here acknowledges that court ordering often
experiences severe limitations. Since the severity of those limitations varies
with the circumstances, a discriminating approach to the study of contract will
necessarily acknowledge differing governance capacities and needs. The
study of contract is thus appropriately extended beyond legal rules to include a
comparative assessment of transactions in relation to alternative governance
structures. Of special interest is the use of bilateral governance structures to
implement nonstandard contracts where the adaptation and continuity needs
of the parties are especially great. :

This chapter and the one preceding establish the following:

1. Hostages. Contrary to the prevailing view that hostages are a quaint
concept with little or no practical importance to contemporary contracting, the
use of hostages to support exchange is widespread and economically impor-
tant. But hostage creation is only part of the story. Expropriation hazards and
prospective maladaptation conditions also have to be considered. Complex
governance structures, of which reciprocal trading is one, arise in response to
such conditions.

2. Asset specificity. The organization of economic activity is mas-
sively influenced by the degree to which the transactions under examination
are supported by assets that are specific to the parties. These chapters reaffirm
the basic proposition that governance structures must be matched to the under-
lying attributes of transactions in a discriminating way if the efficiency pur-
poses of economic organization are to be realized and establish that, as be-
tween two buyers, one of whom posts a hostage in support of specific asset
investments by suppliers while the other does not, suppliers will offer_better
terms to the former, ceteris paribus.

3. Contracting in its entirety. Not every transaction poses defection
hazards, and it may not be possible to safeguard all that do. Where the
potential hazards that beset contracts are evident to the parties from the outset,
however, studies of contract and of contracting institutions arguably start *‘at
the beginning.’” This has ramifications for assessing the importance of the
prisoners’ dilemma and for understanding the administration of justice.

a. Prisoners’ dilemma. The benefits of cooperation notwithstanding,
the achievement of cooperation is widely thought to be frustrated by the
relentless logic of the prisoners’ dilemma. To be sure, it has always been
evident that defection can be deterred if payoffs are appropriately altered. But
that stratagem is held to be infeasible or is otherwise dismissed, on which
account the dilemma persists or appeal is made to ‘‘exogenous norms of
cooperative behavior {that are] adhered to by the actors’” (Hirschman, 1982,
p- 1470). I submit that the feasibility of crafting superior ex ante incentive
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structures warrants more attention. A leading reason for its neglect is that the
study of the institutions of contract has occupied such a low place on the
research agenda. Subtle incentive features incorporated in nonstanda.rd con-
tracting practices have gone undetected as a consequence of this non-
chalance—hence the practical significance of the prisoners’ dilémma to the
study of exchange has been vastly exaggerated.

b. Justice. The notion that hostages are demanded as a condition for
supplying product on favorable terms has the a
exercise of power: The stronger party ‘‘demands’’ a Rostage from the »\.'ealser,
who accedes because it has no other choice. In fact)a comparative institu-
tional assessment of contractual alternatives discloses that efficiency purposes
are often served by hostages and that it is in the mutual interest of the parties
to achieve that result. Not only can producers be induced to invest in the most
efficient technology, but buyers can be induced to take delivery whenever
demand realizations exceed marginal cost. More generally, contracts ought to
be examined in their entirety, with special attention to their governance fea-
tures. Princip'les of justice or compctition that look at the relation bgt\{veen the
parties at the exccution stage without examining the ex ante bargaining rela-
tion are at best incomplete and are frequently mistaken. 'S Parties to a contract
should not expect to have their cake (low price) and cat it too (no hostage).

1SRobert Nozick's views on justice are apposite: **[W hether a distribution is just depends
upon how it came about. In contrast, curreni-time-slice principles of justice hold that the justice
of a distribution is determined by how things arc distributed (who has what)"* (1975, p. 153;
emphasis in original). What he refers to as the current-time-slice approach to justice neglects ex
ameﬁ?ﬁﬁﬁi’ffg and evaluates justice in terms of outcomes alone. Upon realization that justice is
administered in this way, initial bargains will be struck on terms different from the terms if the
parties were given assurance that the complete contract would be subject to review in evaluating
the merits of a contracting relation.

Twe difficult issues nevertheless remain if the comprehensive bargain oricntation to justice
is adopted: the initial distribution of resources and the competence of the parties to evaluate
fgﬂ)!ex contracts. Only if wealth redistribution cannot more cffectively be accomplished
through direct means should contract be used for this purpose, and then only upon making
allowance for the adaptive responses referred to sbove. Consumer protection may sometimes be
warran(ed where information processing problems (real or contrived) are thought to be severe.




CHAPTER 9

The Organization of Work

The organization of work is the subject of this chapter and the next. The
economic rationale for hierarchy is traced to transaction cost origins in this
chapter. The governance structure safeguards that are associated with internal
labor markets are examined in Chapter 10.

Those to whom the transaction cost advantages of simple hierarchy are
obvious may wish to omit this chapter and go directly to the next.! it is
nevertheless noteworthy that the economic merits of hierarchy have recently
been disputed by Radical Economists and others. What was once taken for
granted is thus usefully resubmitted to scrutiny. Since the Radical Economists
are principally responsible for the charge that hierarchy lacks redeeming
economic purpose, this chapter focuses on the issues set out and elaborated in
that literature.

The Radical account of hierarchy is sketched in section 1. Missing trans-
action cost features are introduced in section 2. A description of six alter-
native work modes that differ in contractual, ownership, and hierarchical
respects is set out in section 3. The efficiency attributes of those modes are
then compared in section 4. Power approaches to the study of organization are
examined in section 5.

'For an earlier discussion of simple hierarchy less cxtensive than that appearing here, see
WilRamson (1975, chap. 3).
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1. The Radical Account of Hierarchy

The Radical account of hierarchy comes down to this: (1) All legitimate
efficiency purposes of organization can be discerned by reference to the
neoclassical theory of the firm; (2) neoclassical theory makes no provision for
hierarchy; accordingly (3) the alternative hypothesis—namely, that hierarchy
operates in the service of power—wins.

Original contributions by Stephen Marglin (1974) and Katherine Stone
(1974) are central to the Radical critique.2 Whether\there is an efficiency
justification for hierarchy is examined by Marglin both with reference to
Adam Smith’s treatment of the division of labor and in terms of the historical
displacement of nonhierarchical by hierarchical modes. To the question
““What do bosses do?’* Marglin offers the reply: Bosses exploit workers, and
hierarchy is the organizational device by which this result is accomplished.

1.1 Pinmaking

T. S. Ashton contends that examining the organization of work in the context
of pinmaking is regretable:3 Pinmaking is neither economically important nor
technologically interesting. The pinmaking example nevertheless has several
advantages. For one thing, the technology is simple. Not only are the tasks
and tooling relatively uncomplicated, but successive stages of pinmaking are
technologically separable. There is no occasion, therefore, to disallow certain
types of nonhierarchical work modes at the outset because of the *‘imper-
atives of technology.”” Instead, a wide range of organizational modes are
technologically feasible, and transactions rather than technology are arguably
determinative. .

Second, the pinmaking example has the advantage of being already
familiar to social scientists. Indeed, it would be difficult to cite another case
where the economies that accrue to the specialization of labor are thought to

2§ee Bowles and Gintis (1976, chap. 3) for a summary of the radical arguments where the
Marglin and Stone papers are prominently featured.

3Ashton (1925, p. 281) observed that in **text-books and examination scripts the pin trade of
a hundred or more years ago has been given a prominence which is far from justified by its true
rank among economic activities. Babbage notwithstanding, the manufacture of pins does not
afford the ideal illustration of the division of labor; and one may echo Dr. Clapham’s regret ‘that

Adam Smith did not go a few miles from Kirkcaldy to the Carron Works to see them turning and
boring their cannonades instead of to his silly pin factory.” "’
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be so clearly established. Not only does Smith discuss the production process
in detail, but Charles Babbage (1835, pp- 175-83) and Ashton (1925) give
even more complete descriptions. Third, and related, although Smith’s use of
the, pinmaking example to illustrate the advantages of the specialization of
labor was long thought to be uncontroversial, Marglin argues that Smith’s
discussion of alternative modes for organizing pinmaking is incomplete and is
biased in favor of hierarchy. Whether pinmaking ought to be organized hier-
archically is thus actively open to dispute.

Smith’s discussion of the division of labor in the context of pinmaking
is worth recounting in detail. He observed that

among the workmen in the small factory in question, though one may infer
that the workmen were subject to an authority relation and that the plant and
equipment was owned by a capitalist owner-manager who dll‘CCFed the w?rk.
Second, only a single alternative to factory organization of the kind described
is considered. The alternative is for each man to work ‘‘separately and inde-
pendently,”” each pin being crafted separately, start to finish, before work on
the next is begun. Intentionally or not, the comparison is thereby rigged in
favor of factory modes of organization. o

As Marglin (1974, p. 38) points out, the separate crafting of each l.ndl-
vidual pin is absurd. Both dexterity and setup time economies can be realized
by substituting batch processing for separate crafting: ‘‘It appears to h'ave
been technologically possible to obtain the economies of reducing setup time
without specialization. A workman, with his wife and children, could have
proceeded from task to task, first drawing out enough wire for hundreds or
thousands of pins, then straightening it, then cutting it, and so on with each
successive operation, thus realizing the advantages of dividing the overal
production into separate tasks.’’ Indeed, in Marglin’s view, the ‘‘capitalist
division of labor, typified by Adam Smith’s famous example of pin manufac-
ture, was the result of a search not for a technologically superior organization
of work, but for an organization whiti glaranteed to the entrepreneur an
essential role in the production process, as integrator of the separate efforts of
his workers into a marketable product’ (1974, p. 34; emphasis added).

. in the way in which this business is now carried on, not only the whole work
is a peculiar trade, but it is divided into a number of branches, of which the
greater part are likewise peculiar trades. One man draws out the wire, another
straights it, a third cuts it, a fourth points it, a fifth grinds it at the top for
receiving the head, to make the head requires two or three distinct operations; to
put it on is a peculiar business, to whiten the pins is another; it is even a trade by
itself to put them into the paper; and the important business of making a pin is, in
this manner, divided into about eighteen distinct operations, which, in some
manufactories, are all performed by distinct hands, though in others the same
man will sometimes perform two or three of them. I have seen a small manufac-
tory of this kind where ten men only were employed, and where some of them
consequently performed two or three distinct operations. But though they were
very poor, and thercfore but indifferently accommodated with the necessary
machinery, they could, when they exerted themselves, make among them about
twelve pounds of pins in a day. There are in a pound upwards of four thousand
pins of a middling size. Those ten persons, therefore, could make among them 3
upwards of forty-eight thousand pins in a day. Each person, therefore, making a 1.2 Power
tenth part of forty-cight thousand pins, might be considered as making four
thousand eight hundred pins in a day. But if they had all wrought separately and
independently, and without any of them having been educated to this peculiar
business, they certainly could not each of them have made twenty, perhaps not
one pin in a day. (Smith, 1922, pp. 6-7]

As indicated, the familiar neoclassical production function framework,
whereby economizing is accomplished mainly by equating marginal rates of
transformation with relative factor prices, is simply inimical to the proposition
that organization form matters. Marglin recognizes this and appears to con-
cede that hierarchical organization yields economies of other kinds. The suc-
cess of the factory (hierarchy) over the putting-out system is thus described by

This great increase of the quantity of work which in conscquence of the division ‘ Marglin as follows

of labour, the same number of people arc capable of performing, is owing to \
three different circumstances; first, to the increase of dexterity in every particular ’

The factors that are responsible for the advantages attributable to the division
of labor are identified by Smith as follows:

workman; secondly, to the saving of the time which is commontly lost in passing
from one species of work to another; and lastly to the invention of a great number
of machines which facilitate and abridge labour, and cnable one man to do the
work of many. [p. 9]

Several things are noteworthy about those observations. For one thing,

Smith is imprecise about the organizational and ownership relations that exist

[{Tihe agglomeration of workers into factories was a natural outgrowth of the
putting-out system (a result, if you will, of its internal contradictions) whose
success had Iittle/ -or nothing to do with the technological superiority of large-
scale machinery. The key to the success of the factory, as well as its aspiration,
was the substitution of capitalists for workers' control of the production process;
discipline and supervision could and did reduce costs Mh‘
nologically superior. [1974, p. 46; emphasis in original]
i
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Additional or related productivity advantages of hierarchy, as compared with
the putting-out system, are that hierarchy permits the benefits of innovation to
be appropriated more completely- (Margiin, 1974, p. 48) and serves to check
‘‘embezzlement and like deceits’’ (p. ST).

Despite productivity and efficiency consequences of those kinds, radical
economists take the position that hierarchy lacks redeeming social purpose.
For one thing, productivity gains that are attributable to discipline are invol-
untary. The disutility of work presumably more than offsets the output gains
that result from discipline.? Second, although hierarchy may check transac-
tional disabilities associated with nonhierarchical modes, those disabilities are
evidently thought to be unimportant or are explained. by institutional defects
of a remediable kind. As an example of the latter, Marglin (1974, p. 49)
contends that the patent system could be reshaped in ways that vitiate the
innovative advantages the patent system currently assigns to hierarchy. Ac-
cordingly, his answer to the question, *‘Is hierarchical authority really neces-
sary to high levels of production?’’ appears mainly to be negative: Although
hierarchy may favor the accumulation of capital (p. 34), the coupling of the
hierarchical organization of work with an extensive division of labor is ar-
tificial and has as its object the exploitative purpose of ** ‘divide and conquer’
rather than efficiency’’ (p. 39).

Not only do radical economists argue that hierarchy lacks a compelling
efficiency rationale, but they further contend that the history of hierarchy
supports the alternative hypothesis, namely, hierarchy arose in the service of
capitalist power over labor. Stone’s (1974) interpretation of the transforma-
tion of the steel industry in the late nineteenth century develops that argument
in a way that both Samuel Bowles and Herbert Gintis (1976) and Marglin
(1974) find compelling. Also, radical economists take the position that not
only are nonhierarchical work modes more efficient, but they result in greater
work satisfaction (Bowles and Gintis, 1976, pp. 78-81).

The steel industry transformation is interpreted in transaction cost terms
in section 5, while the matter of work satisfaction is deferred to the following
chapter. The central issue, and my main interest here, is an assessment of
alternative work modes in transaction cost terms. If, as alleged, hierarchy
does not serve efficiency purposes, the power relationship hypothesis is more
compelling. If, however, hierarchy serves to economize on transaction costs,

4This neglects the possibility that the benefits of supervision are perceived by the workers
and that supervision is imposed by mutual consent so as to check free riding among the mem-
bership of an interdependent work force. Alchian and Demsetz (1972) motivate what they refer to
as the “‘classical capitalist firm'’ on such mutual consent grounds.
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then an alternative explanation for the historical events to which Marglin and
Stone refer warrants serious consideration.

2. Transaction Cost Aspects

Recall that two branches of transaction cost ecoriomics are distinguished in
the cognitive map of contract set out in Chapter 2: a governance branch,
where the concern is with adaptive, sequential decision-making, and a mea-
surement branch, where the problems are attributable to information impact-
edness. To be sure, the two conditions are commonly joined (Alchian, 1984,
p. 39). My discussion of the organizauoi ot intermediaté product markets
deals principally with the governance side. If measurement problems exist,
they are assumed to vary directly with asset specificity.

My discussion of labor organization and of corporate organizationmse;n/

this chapter and those following makes greater provision for measure
aspects. As between the two, the governance side continues to be the main
source of refutable implications. But express attention to measurement is
more important and even essential.

2.1 The Fundamental Transformation

The Radical account of pinmaking and of work organization makes no provi-
sion for asset specificity and its organizational ramifications. Even supposing
that the machines used to make pins were interchangeable, one factory to
amsher, so that a condition of physical asset specificity was absent, the
equipment in a pin factory had site specificity features (it was not ‘‘on
wheels’’). It is furthermore plausible that the workers developed firm-specific
knowledge and skills.> Given nontrivial asset specificity in either site or
human asset respects, successive stations would thereafter operate in an ex
post bilateral trading relationship with each other. Despite what may have
been a large numbers bidding condition at the outset, if the fundamental
transformation thereafter took effect, then the eventual configuration would
be one for which a specialized governance structure was needed.

SPinmaking plainl

. y involves the acquisition of special kill i i
A } qu 4 pecial skilis—to cut, point, straighten, etc.
Whether these take much or little time is°not obvious: I conjecture that the necessary skills are

gl:::lsdyl tl‘eatx"‘ned. In any th?nt? many of. those skills are presumably transferable to rival pinmaking
- If. therefore, the pin industry is unconcentrated, skill specialization need not stand as a
ever, can complicate that

strong impediment to human asset tedeployment. Team features, how
and favor a longer-term employment relation.
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To be sure, radical economists are not uniquely culpable in their failure
to acknowledge that condition and.to recognize its organizational importance.
But they were plainly in a better position to deal with such matters than were
economists of orthodox persuasions. Marglin and others had already made the
shift to a more microanalytic level of analysis in their efforts to assess the
organization of work. Implicitly, the transaction had become the basic unit of
analysis. The next step was to submit alternative feasible organizing struc-
tures to comparative institutiorfal analysis. They pulled up short of that,
however, and were content instead to assert that nonhierarchical modes of
organization had good if not superior efficiency properties.

2.2 Measurement

The measurement difficulties of principal interest in this chapter and those
following are attributable to a condition of information impactedness. One of
the parties to a transaction has more complete knowledge than does the other,
which asymmetry condition is costly to overcome and gives rise to a trading
hazard. Sometimes markets fail for that reason (Akerlof, 1970). But that is
not the only, or even the main, possibility. Organizational responses often
occur that serve to mitigate the hazard.

Two responses can be distinguished: an incentive response and a meter-
ing response. The incentive response relaxes the connection between rewards
and an imperfectly observed indicator of performance, thereby weakening the
incentive for deceit./For example, workers on pjece rate have stronger incen-
tives to shade quality than do hourly workers. The metering response may
entail redesigning the product or reorganizing the task. The object in either
case is to display true attributes more accurately.

Although radical economists regard shirking, embezzlement, and quality
shading as income redistribution effects, the fact is that numerous resource
allocation ¢Gnsequences ensue. For one thing, investments in products and
technologies that are more subject to such losses will be relatively disfavored.
Second, the black markets on which embezzled product is traded are ineffi-
cient. Third, efforts to police against those losses involve the use of real
resources. Further distortions occur because systems that are more subject to
shirking and embezzlement will induce wage adjustments that penalize work-
ers who are less given to such deceits. (It is not an accident that those with few
scruples predominate in some occupations. Those with more scruples are
simply nonviable.)
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3. A Comparative Institutional Framework

3.1 Assumptions

Marglin contends that the nonexperimental naturejof the social sciences con-
tributes to the continuing neglect of internal organization. Were that not the
case, alternative modes of organization, including egalitarian work modes,
would be designed and tested experimentally (Marglin, 1974, pp. 33-34).
While I agree that experimental testing of that kind\has great merit, I submit
that a great deal can be discovered about the efficacy of alternative work
modes by an abstract assessment of their transactional properties. At the very
least, a priori analysis of the transactional attributes of alternative modes
should permit the empirical issues to be greatly delimited.

So that alternative modes will be on a parity in technological and loca-
tional respects, it will be useful first to specify the common manufacturing
characteristics associated with each. One of the more serious problems with
the work mode literature is that such assumptions are rarely made explieit.
The following assumptions wiil be maintained in this and the next two sec-
tions and, except where noted to the contrary, will apply across all modes:

1. Specialized equipment, provided that it can be utilized at design
capacity, facilitates low-cost pin manufacture. Nontrivial setup costs
are incurred in putting the equipment in place.

2. Workers acquire dexterity by repeated operations of the same kind,
though this is subject to diminishing returns.

3. It is economical, so as to save on transportation expense, that all
pinmaking operations be completed at a common location, so that,
the putting—oug system excepted, all work is performed under one
roof.

4. The common building is leased and, whatever the station ownership
and utilization arrangements, no problems arise with respect to build-
ing lease payments.

. §uccessive stages of manufacture are separable in the sense that plac-
ing a buffer inventory between them permits work at each stage to
proceed independently of the other.

. The produFtion line is balanced in the following very special sense:
Work stations are designed such that, absent untoward cvents, a
steady flow of intermediate product between stations is assured by
placing a single, fully occupied worker at each station.
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7. Market transactions for intermediate product are very costly.

8. The workers employed under each mode are a random sample of the
technically qualified population of which they are a part.

9. Replacement investment occurs routinely and investment for expan-
sion purposes is ignored. ’

The first four assumptions are relatively uncontroversial. The fifth as-
sumption (separability) means that differences among work modes tum on
transactional rather than technological considerations. Coupling this with the
one-man-each-station condition (assumption 6) effectively means that the tech-
nology associated with the putting-out system is not inferior; rather, the same
technology is feasible for and is common to all modes. .

'As noted, the one-man-each-station assumption is very special. It serves
to concentrate attention on transaction cost issues, which have hitherto been
neglected, and suppresses technological consideratiqps, the importance of
which have previously been exaggerated. Redressing the imbalance by way of
the one-man-each-station device scarcely yields a *‘representative’’ outcome.
It is nevertheless noteworthy that the very same transaction cost attributes of
work organization that this device serves to isolate also appear in the multiper-
son station context. The assumption will accordingly be retained throughout
the chapter. Pat Hudson’s remarks regarding organization and technology,
made in conjunction with her assessment of proto-industrialization, are in-
structive— ‘‘considerable economies in costs could be achieved . . . without
technical change’” (1981, p. 46). Indeed she asserts, and thereafter demon-
strates, that “*much early factory development occurred in order to achieve
organizational economies and efficiencies and not according to technological
dictates’” (Hudson, 1981, p. 46).5

The assumption that intermediate product markets work badly focuses
attention on the transactional properties of internal organization. If market
alternatives to internal exchange could be exercised at slight cost, choice
among alternative internal modes becomes less important, since market relief
can always be obtained when internal modes threaten to break down. As-
sumption 7 forecloses that possibility.

The assumption that the workers employed under each mode are a ran-
dom sample of the population precludes the possibility that workers will
match preferences toward work modes in a discriminating way. Thus al-
though certain work modes may be competitively viable if they are staffed

SHudson’s views are usefully contrasted with those of another econemic historian, S. R. H.
Jones (1982). As set out elsewhere, I maintain that Jones’s reliance on technology to explain
work organization docs not wash (Williamson, 1983). His noncomparative analysis is
unpersuasive.
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with workers with sggg_z’g! attributes, that is foreclosed by the random assign-
ment stipulation wherein all modes are assessed with respect to a common
workforce.

Assumption 9 permits new investment issues to be set aside; attention is
focused on the operating and adaptive attributes of alternative modes instead.
That has two advantages. First, the investment properties of alternative
ownership arrangements can be and have been investigated within the neo-
classical framework. The studies of Vanek (1970), Meade (1972), and
Furubotn (1976) all confirm that collective ownership models are beset with
investment problems. Second, the operating and adaptive attributes of alter-
native work modes have been relatively neglected in the prior literature.
Omitting investment from the performance attributes under scrutiny serves to
compensate for that imbalance.

So much for the assumptions; I turn now to a description of alternative
modes. Six different modes are described, first in ownership and then in
contracting ‘terms. Both for transaction cost purposes and for purposes of
studying hierarchy, the latter is more basic. Ownership, however, is the more
familiar way of describing work modes and will be employed first.

3.2 Alternative Modes!Ownership

Three types of station ownership relations—entrepreneurial, collective
ownership, and capitalist—with two variants within each will be considered.

a. ENTREPRENEURIAL MODES

Entrepreneurial modes are ones in which each station is owned and
operated by a specialist.

. 1. Putting-Out system. A merchant-coordinator supplies the raw mate-

pal_s,.owns the work-in-process inventories, and makes contracts with the
mdn.ndual entrepreneurs, each of whom performs one of the basic operations
at tps home using his own equipment. Material is moved from station to
stauo:} (home to home) in batches under the direction of the merchant-
coordinator.

The Putting-Out system has been described by Landes as follows:

[M]erchant-manufacturers “‘put out”
rods, as the case might be—io dispe;
finished or semifinished products. So
more than one step/in the producti

raw materials—raw wool, yam, metal
rsed cottage labor, to be worked up into
metimes the household was responsible for
on process. spinning and weaving were a

typical combination. But the system was also compatible with the most refined
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division of labor, and in the cutlery manufacture of Solingen or Thiers or in the
needle trade of Iserlohn, the manufacturing process was broken down into as
many as a dozen stages, with each cottage shop specializing in one. Putting-Out
was a major step on the path to industrial capitalism. For one thing, it brought
industrial organization closer to the modern division between employers who
own the capital and workers who sell their labor. To be sure, most domestic
weavers owned their loom and nailers their forge. They were not, however,
independent entrepreneurs selling their products in the open market; rather they
were hirelings, generally tied to a particular employer, to whom they agreed to
furnish a given amount of work at a price stipulated in advance. [Landes, 1966,
p- 12]

2. Federated. Stations are located side by side in a common facility.
Intermediate product is transferred across stages according to contract. So as
to avoid the need for supervision or continuous coordination, buffer invento-
ries are introduced at each station. Subject to the condition that buffer in-
ventories do not fall below prescribed levels, in which event penalties are
assessed, each worker proceeds at his own pace.

Whether this mode was ever widely used is uncertain and perhaps doubt-
ful. Thus although Landes (1966, p. 14) observes that the practice of ‘‘leasing
space and power in a mill to individual artisans, each conducting his own
enterprise’’ was common in nineteenth-century England, it is unclear whether
intermediate product was traded among stations or if each station was self-
contained.

Hudson likewise observes that ‘‘the majority of early woolen mills were
occupied and run, if not entirely financed, by smail manufacturers . . . rather
than by wealthy mercantile concerns’” and explains this by *‘the fact that the
size and cost of a competitive mill remained small in the woolen branch until well
into the 19th century. More importantly, tenancy and multiple tenancy of
mills was ubiquitous throughout the period’’ (1981, p. 48). Again it is unclear
whether each tenant was self-contained or there was trade between stations. In
principle, however, there could have been trade.

Moreover, it is useful to consider the Federated mode as an evolutionary
development, even if only of a hypothetical kind. For one thing, it illustrates
the use of comparative analysis of a microanalytic kind to investigate the
properties of new forms of organization. Once an abstract mode has been
described, its incentive and contracting properties, in relation to other modes,
are relatively easy to establish. Additionally, the Federated mode has the
attractive property that it preserves considerable worker autonomy.” Egalitar-
ian work relations are presumably favored as a consequence.

7An alternative mode, of a less autonomous kind, would be to transfer the Putting-Out mode
into the factory. Thus instead of each work station striking contracts with predecessor and
successor stations, all contrficts would be mediated instead by a central agent—the merchant-
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b. COLLECTIVE OWNERSHIP

Work stations are here owned in common by the entire group of workers.
_ 3. Communal-emh. Although stations are owned in common, every
man has a claim to the output associated with his own labors. So as to
facilitate the acquisition of dexterity and economize on setup costs, each
worker engages in batch process manufacture. The orderly movement of
product is accomplished by having workers move between successive stations
at prescribed intervals (hourly, daily, weekly, or whatever appears most ap-
propriate), each bringing his own work-in-process \inventory with him and
selling his final product in the market.

The suffix ‘‘emh’’ is used to emphasize that this\is an every-man-for-
himself system.® Thus although workers pool their resources with respect to
the ownership of plant and equipment and orderly station moves are accom-
plished by calendar, there is no specialization among workers. Such a joining
of common ownership with an every-man-for-himself rule is what Harold
Demsetz (1967, p. 54) has described elsewhere as the communal mode.
Unsurprisingly, the combination of community ownership with emh appropri-
ability leads to mixed performance results. To conclude, however, that collec-
tive ownership is inferior to private ownership because of defects in the
Communal-emh mode is unwarranted. If collective modes, such as the Peer
Group, can be devised that have better propenies’f;han does Communal-emh,
they presumably should be considered.® |

4. Peer Groups. The same ownership arrangement obtains as in the
communal-emh mode, but workers are not compensated on the basis of their
own product but are paid the average product of the group instead. '® Workers
may rotate among stations or specialize at one or a few stations. Moreover, so
as to avoid the need for full group discussion whenever an adaptation has to be
made and/or to assure better coordination among the members with respect to
work breaks, variable rates of production, and the like, Peer Groups may elect.
temporary “leaders,”” who make operating—but not strategic—decisions on

co.ordinator. Since, except in transportation expense respects, the simple efficiency properties of
tl.us mode are substantially identical to those of the Putting-Out system, the Federated mode, with
l:tllateral contracting between stations, has more interesting properties. Freudenberger and Red-
lich (1964, p. 394) conjecture: **Very probably the first consolidated, centrally managed work-
shops were little more than concentrated Putting-Out arrangements. " ‘

SAlternatively, the suffix *‘eph/h’* i

. , ph/h™ could be used, where this refers to every-person-for-

histherself. For purposes of economy, [ use emh. o
9Demsetz was concerned with land use rather

communal ownership. I conjecture that the Pee!

Communal-emh mode for land usc as well,

108 pecifying average group product is unnecess
reward schemes will do.

than batch manufacturing in his discussion of
r Group typically has superior properties to the

ary. Any of a variety of nonmarginal product
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behalf of the group. It is important, however, that leadership rotate among -

group members if rigid hierarchical relations are to be avoided.!! Ernest
Mandel’s (1968, p. 677) proposal for self-management *‘in which everybody
will take a turn to carry out administrative work in which the differences
between ‘director’ and ‘directed’ will be abolished”” is in that spirit. The
Joining of a nonmarginal productivity sharing rule with democratic decision-
making is what characterizes Peer Group organization. !2

C. CAPITALIST MODES

Inventories of all kinds (raw materials, intermediate product, finished
goods) as well as plant and equipment are owned by a single party under
capitalist modes. '

5. Inside Contracting. The Inside Contracting mode of organization
has been succinctly described by Buttrick in the following way:

Under the system of inside contracting, the mapagement of a firm provided floor
space and machinery, supplied raw material and working capital, and arranged
for the sale of the final product. The gap between raw material and finished
product, however, was filled not by paid employees arranged in (a] descending
hierarchy . . . but by [inside] contractors, to whom the production job was dele-
gated. They hired their own employees, supervised the work process, and re-
ceived a [negotiated] piece rate from the company. [Buttrick, 1952, pp. 201-2]

The Inside Contracting system permits a capitalist who has relatively
little technical knowledge to employ his capital productively while limiting
his involvement to negotiating contracts with inside contractors, inspecting
and coordinating the flow of intermediate product,-and taking responsibility
for.final sales.'> Howard Gospel observes that Inside Contracting was widely
used in batch process systems in the nineteenth century (undated, p- 7), but
was never employed on the railways or continuous process industries (p. 9).
Robert Eccles (1981) contends that the construction industry is even now
organized on Inside Contracting principles.

6. Authority Relation. The Authority Relation mode involves cap-
italist ownership of equipment and inventories coupled with an employment
relationship between capitalist and worker. The employment relation is, by
design, an incomplete form of contracting. Flexibility is featured as the em-
ployee stands ready to accept authority regarding work assignments provided
only that the behavior called for falls within the ‘‘zone of acceptance’” of the

!"Branko Horvat also features rotation in his discussion of the *‘socialist firm™ (1982, p-
244). In fact, however, as discussed in Chapter 10, the rotation ideal is difficult to implement.

12For an elaboration, see Williamson (1975, chap. 3).

13For an evaluation of the limits of Inside Contracting, see Williamson (1975, pp. 96-99).
Section 6.1 of Chapter 6 briefly discusses this condition.
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contract. Joining an organization under tbe.Authority Relation nllo.de thus
entails an agreement ‘‘that within some limits (defined both explicitly ar.xd.
implicitly by the terms of the employment .contrac.t) [the crr.xployce! will
accept as premises of his behavior orders and instructions supplied to ?nm by
the organization’’ (March and Simon, 1958, p. 90). Rather than enjoy the
contractual autonomy of an inside contractor, who is subject to only very
loose performance constraints (¢.g. that minimum quality standards be met
and that buffer inventories not fall below prescribed|levels more than a certain
percentage of the time), the worker now is subject to much more detailed

supervision.

3.3 Alternative Modes/Contracting

Contractual differences of two kinds should be distinguished. The first and
more important compares alternative modes in terms of their degree of re-
liance on contractual detail to coordinate production. That is the distinction
emphasized here and in section 4. The second has reference to the bargaining
relation between the contracting agents. That aspect is examined under 3.4,
below. :

The six alternative modes under examination Kl this chapter differ signif-
icantly in the degree to which they rely on comprehensive contracting. For
three of the modes, contracting (and recontracting) is the exclusive basis by
which product is exchanged and interfaces are brought into adjustment. For
the other three modes contract is used to provide framework, which is subject
to reshaping at the contract renewal interval. Within the context of that frame-
work, however, day-to-day operations are governed by an administrative
progess. The two different styles of organization will be referred to as contin-
uous contracting and periodic contracting, respectively.

4. CONTINUOUS CONTRACTING

Both types of entrepreneurial modes (Putting-Out and Federated) as well
as the Inside Contracting mode rely extensively on contracting. The putter-out
and the capitalist serve as the common contracting agent in the first and third
instances while the workers in the Federated mode engage in bilateral contracts
with the owners of predecessor and successor stations. A common charac-
teristic of contracting modes is that each worker maintains considerable auton-
omy and, once the terms of the contract are struck, lays claims to a distinct
profit stream. Since the gains of one agent are frequently made at the expense of
another, relations among the parties are of a highly calculative kind.
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The problems with such contracting modes are of two Kinds. First, can
the requisite complex contract be described, ‘negotiated, and enforced in a
low-cost manner? Bounded rationality considerations preclude comprehen-
sive contracting from being realized. Confronted with the infeasibility of such
complete contracting, the hazards of incomplete contracting then have to be
addressed.

Since bargaining relations between successive stations are necessarily of
a small numbers kind, bilateral monopoly problems abound. To be sure, a
long-term, recurring relationship between the parties is contemplated. Unre-
strained, myopic subgoal pursuit is accordingly discouraged. But it is unre-
alistic to expect autonomous parties to adapt to unforeseen, hence unplanned,
circumstances in a joint profit maximizing way without first settling their
respective claims on profit streams through intensive, self-interested bargain-
ing. Merely to transfer a transaction out of the market and organize it inter-
nally does not, without more, harmonize exchange. The prospect and actu-
ality of such recurrent bargaining is a serious impediment to autonomous
internal contracting work modes.

b. PERIODIC CONTRACTING

There is no exchange of intermediate product among members of Com-
munal-emh firms, so there is little occasion for contracting under that mode.
Ad hoc contracts might, however, be negotiated if workers were to become
disabled, since work-in-process inventories would otherwise stand idle. Also,
original investment, reinvestment, and maintenance agreements will have to
be worked out. Although those are not trivial matters, the problems of recur-
ring contracting that arise in connection with day-to-day operations in each of
the contracting modes described previously do not appear.

Members of Peer Groups have even less need for contracting. Work left
undone by a disabled worker would be completed by his associates. To be
sure, membership affiliation and disaffiliation terms would have to be
reached. But no bilateral contracting between successive stations on operating
matters would occur. Democratic decision-making, effected by the rotating
leader or by full group discussion, is used to bring station interfaces into
adjustment.

Contracting under the Authority Relation is apt to be somewhat more
complete, in. that explicit and implicit understandings regarding the zone of
acceptance of the employment relation (Barnard, 1938; Simon, 1957) need to
be reached. Once agreement has been reached, however, this is an essentially
noncontractual mode. Adaptations of an operating kind are made within the
framework of that rather general contract, whereby boss and worker essen-
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tially agree to “‘teil and be told.”’ Strategic decisions affecting the overall
configuration of the enterprise are mainly left to the boss’s discretion.

3.4 The Degree of Hierarchy

The degree of hierarchy is usually assessed in decision-making respects.
Where the responsibility for effecting adaptations is concentrated on one or a
few agents, hierarchy is relatively great. Where instead adaptations are tfiken
by individual agents or- are subject to collective approval, hierarchy is slight.
A less common but nonetheless useful way to characterize hierarchy is in
contractual terms. If one or a few agents are responsible for negotiating all
contracts, the contractual hierarchy is great. If instead each agent negotiates
each interface scparately, the contractual hierarchy is weak.'4 Although there
is a strong, positive rank correlation between the two ways of characterizing
hierarchy for the work modes investigated here, the correlation is not perfect.
What is perhaps more interesting is that ownership is imperfectly correlated
with hierarchies of both kinds. Using E, Co, and Cap to denote en-
trepreneurial, collective, and capitalist modes respectively, and using braces
to denote ties (or near ties), the rank ordering of modes from least to most
hierarchical in contractual and decision-making regpects is as follows:

DEGREE OF HIERARCHY (LEAST O MOST)

Contractual Decisﬂm-making
( Federated (E) ) Federated (E)
nH { Communal-emh (Co) Commpnal—emh (Co)
p Peer Group (Co)
(2) Putting-Out (E) @ Putting-Out (E)
- Inside Contracting (Cap)
3) Inside Contracting (Cap) 3) Peer Group (Co)
Authority Relation (Cap)

“4) Authority Relation (Cap)

There is no central contracting agent in the Federated, Communal-emh,
or Peer Group modes of organization, so a contractual hierarchical rela-
tionship is altogether absent for them. By contrast, there is a central agent for

14Note in this connection that the term *‘contractual hierarchy'' has reference to the relation
between the contracting agents, not to the reliance on contracting to effect adaptations. Modes

that are described above as periodic may (and some do) have strong hierarchical properties at
contract renewal intervals.
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the other three modes. Although characterizing the hierarchical relation be-
tween central agent and workers is not simple, a plausible case for the
relations shown between Putting-Out, Inside Contracting, and the Authority
Relation can be made in terms of bargaining strength of workers vis-a-vis the
central agent at the contract renewal interval. That varies with (1) the extent to
which workers have acquired firm specific skills and knowledge, (2) collec-
tive organization among workers, and (3) physical asset ownership.

Skill acquisition is the same under all three central agent modes, since
each involves specialization in identical degree. Collective organization may
be slightly stronger under the Authority Relation, since workers here are less
autonomous than under Putting-Out (where they are dispersed) and Inside
Contracting (where they appropriate separate profit streams). Physical assets
are owned by each worker under Putting-Out, but the central agent owns the
stations in both instances under the Authority Relation and Inside Contract-
ing. The upshot is that the contractual hierarchy is weak for Putting-Out,
while the Authority Relation and Inside Contracting are somewhat stronger in
contractual hierarchy respects. -

Consider now the decision-making hierarchy. There is no command
relation whatsoever between the members of the Federated and Communal-
emh modes. The former is governed by rules and bilateral contractual rela-
tions; the latter is governed by rules and democratic decision-making. A
relatively weak command relation exists for Inside Contracting and the Put-
ting-Out modes. The central agent to the contracts can appeal to the workers
to adapt in coordinated ways to changed circumstances, but the contracts
govern as responsibility for operating matters has been extensively delegated.
Thus bargaining and bribes may be needed if interim changes favored by the
central agent are to be effected. The,Peer Group acknowledges the benefits of
a command structure by designating a leader to coordinate day-to-day affairs.
The leadership position turns over regularly, however, and strategic decisions
are reached only after a full group discussion. Democratic decision-making
effectively prevails. The Authority Relation posits at the outset that a superi-
or—subordinate relation will govern in both operating and strategic respects.
To be sure, the zone of acceptance of the employment relation, within which
workers will accept orders without resistance, is limited by formal and infor-
mal agreement. But a command hierarchy is a prominent feature of the Au-
thority Relation.

Although capitalist modes are more hierarchical than collective owner-
ship modes from a contractual point of view, the more critical hierarchy for
performance purposes is the decision-making hierarchy. The observed rela-
tion between ownership and hierarchy is very weak in decision-making re-
spects. The least hierarchical modes, Federated and Communal-emh, are of
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different ownership kinds (entrepreneurial and collective ownership, respec-
tively). The Peer Group, Putting-Out, and Inside Contracting modes have
intermediate degrees of hierarchy, and each is from a different ownership
tlass. Although the most hierarchical decision-making mode is the capitalist
mode, the next strongest command hierarchy features collective ownership.

4. A Comparative Institutional Assessment

The issue to be addressed here is: Socioeconomic attributes of th= enterprise
aside, do alternative work modes differ systematically in efficiency respects?
A set of simple efficiency criteria is proposed first. Crude rankings of work
modes with respect to those criteria are then attempted.

4.1 Simple Efficiency Criteria

None of the eleven efficiency measures described below is unfamiliar. Not
only will each be recognized as a relevant efficiency dimension, but, at one
time or another, the ramifications of each for the organization of work have
been discussed previously by others. What has been missing is an overview of
the issues. No single mode has been systematically assessed with respect to all
of the eleven criteria. Neither has there been an effort to make comparisons
across modes in terms of the criteria.

The eleven efficiency indicators are usefully gréuped into three types:
attributes associated with the flow of product, th¢ efficiency with which
workers are assigned to tasks, and the incentive properties of alternative
modes. Note that each of the eleven performance statements that follow is of a
ceteris paribus kind.

a. PRODUCT FLoOw!S

Transportation expense, buffer inventory requirements, and the *‘leak-
age’’ of product at successive processing stages are the matters to be evalu-
ated here.

1. Transportation expense. The physical transport of work-in-process
inventories from one station to the next is costly. Ceteris paribus,
modes that economize on transportation expense are favored.

5These product flow economies are often advanced as the reason for supplanting the
Putting-Out system with the factory. See Babbage (1835, pp. 135, 213, 219) and Freudenberger
and Redlich (1964, p. 395). As described below, however, there is much more to it than this.
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2. Buffer inventories. Temporal separability between successive work
stations is effected by creating a buffer inventory. Modes that econo-
mize on the level of buffer inventories are ingored.

3. Interface leakage. Interface leakage has reference to actual or effec-
tive losses of product during manufacture. Modes are favored that, at
low cost, discourage embezzlement and/or deter the disguise of the
true quality attributes of intermediate product as product is transferred
across stages.

b. ASSIGNMENT ATTRIBUTES

Assignment issues of three kinds arise. First, there is the matter of
assigning workers to work stations. Second is the issue of leadership. Third is
the matter of contracting with nonoperating specialists.

4. Station assignments. Talents will be effectively utilized to the extent
that workers are assigned to tasks for which they are relatively weil
suited. This is a specialization of labor issue. In the normal case
where workers are not equally skilled in every task, modes that make
discriminating job assignments on the basis of comparative advantage
are favored.

5. Leadership. Modes vary in the degree to which coordination is re-
quired and the efficacy with which leadership assignments are made.
Modes that economize on coordination needs and make discriminat-
ing leadership assignments are favored.

6. Contracting. The capacity to aggregate demands and contract with
specialists to serve the needs of many stations (e.g. maintenance
specialists)!® is the issue here. Modes in which such contracting is
easily accomplished are favored.

C. INCENTIVE ATTRIBUTES

Differential steady state and intertemporal incentives give rise to perfor-
mance differences. Of special interest are:

7. Work intensity. Work intensity refers to the amount of productive
energy expended on the job. Modes that discourage workers from
‘malingering are favored.

8. Equipment utilization. The issue is whether equipment is utilized

16Among the advantages of the factory identified by Baines (1835, p. 460) and Babbage

(1835, pp. 214-15) was the fact that it allowed specialists to perform maintenance functions on a
number of machines in a single location. "
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with appropriate care. Modes that disfavor equipment abuse and
neglect are targeted.

9. Local shocks responsiveness. Local shocks are those which affect an
individual work station. Work stoppages due to machine breakdown
or worker illness are examples. Modes that facilitate quick recovery
are favored.

10. Local innovation. Local innovations involve process improvements
at individual stations. Modes that promote local cost economizing
process changes are preferred.

11. System responsiveness. The capacity to respond to system shocks
and to recognize and implement system innovations (of process,
product, or organizational kinds) are the matters of interest here.'?
Modes that adapt easily to changing market circumstances and per-
mit systems improvements to be made without requiring extensive
contract renegotiation are favored.

4.2 Efficiency Comparisons
Although there are some dimensi ‘ns for which best or worst efficiency ratings
are easily made (e.g. the Putting-Out mode has the worst transportation ex-
pense features; the Communal-emh mode, where workers move successively
across stations and appropriate the fruits of their own labors, has the best work
intensity and interface leakage properties but is worst in equipment utilization
respects; the Authority Relation has the best system responsiveness proper-
ties; and so on), there is little to be gained by using a fourfold ranking system
(best,. good, poor, warst) rather than a simpler bivariate ranking in which best
or good modes are assigned the value 1 and poor or worst modes are rated 0.8
Bivariate assignments for each of the simple efficiency dimensions are
reported in Table 9~1, where modes are grouped according to ownership
type. Although no detailed rationale for the assignments is attempted here,
one is reported elsewhere (Williamson, 1976, pp. 30—50). Most of the assign-

!"These could be treated as separate performance categories. As it turns out, the rankings of
modes across system shock and system innovation dimensions are substantially identical, hence
the composite system responsiveness category.

18For an earlier rating scheme in which the fourfold assignments were used, see Williamson
(1976). For earlier efforts to assess the efficiency of alternative organizing modes by rank
ordering their efficiency properties, see S. H. Udy, Jr. (1970) and Amartya Sen (1975, chap. 3).
Both are concerned with broader economic development issues (Udy from an anthropological
point of view) than are of concern to me here; and both are of limited immediate relevance to an
assessment of batch process manufacturing—though Sen might be extended in that direction.
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gible, each worker will remain at each stage for a considerable period. In-
ventory requirements thus are correspondingly great.

The Communal-emh mode has excellent work intensity incentives, since
every worker appropriates the fruits of his own labors. The Peer Group, by
contrast, is subject to free rider abuses. (Although careful screening of candi-
dates for Peer Group membership could serve to check such abuses, that
would violate the random assignment assumption.) In other respects, howev-
er, the Peer Group has superiot incentive properties to the Communal-emh
mode. That is because the Peer Group is a cooperative mode whereas the
Communal-emh mode is given to aggressive suboptimization.

Such suboptimization is especially evident in the case of equipment
utilization. The benefits attributable to careful utilization of equipment are
realized mainly by others, while the costs of intensive or careless utilization
are shifted mainly to others; adverse incentives proliferate. A complex bar-
gain would have to be struck and policed to alter that adverse outcome. Peer
Group members, by contrast, experience no such myopic equipment use
incentives. The suboptimization versus cooperative aspects of the two modes
explain other incentive differences as well. N

The Authority Relation has product flow attributes superior to the other
capitalist mode, Inside Contracting. Absent penalties on excess work-in-
process inventories, contractars have the incentive to accumulate such invento-
ries 50 as to realize greater operating autonomy. By contract, the Authority
Relation does not need to rely on pecuniary penalties to move inventories: fiat
will do. And it can carry low inventories because of its superior responsiveness
attributes. Interface leakage is also a problem with Inside Contracting, because
contractors have an incentive to suboptimize (shade quality) that is not oper-
ative among hourly employees.20

Inside Contracting and the Authority Relation have uniformly good as-
signment attributes. They have very different incentive properties, however,
mainly because inside contractors have greater autonomy, appropriate the
fruits of their own labors mere fully, and need to be bribed to adapt cooper-
atively,. while employees working in an Authority Relation mode are less
given to aggressive subgoal pursuit and do not resist adaptations because they
do not possess the requisite property rights. Thus inside contractors work
intensively and introduce local innovations, but respond to local or system
adaptation requirements much less readily. Also since inside contractors do
not own the equipment, malutilization may occur.

Specifically, the relevant time horizon to which inside contractors refer

20Piece rates for employees under the Authority Relation create worker incentives closer to
that of Inside Contracting. More generally, piece rate workers have less incentive to act cooper-
atively than do hourly workers when adaptations are proposed. This type of limitation of piece
-rates has not reccived the attention it deserves.
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is the contract termination date. Repairs generating benefits that more than

.recover costs within the contract interval will be made, but those for which the

benefits can be recovered only if the contractor wins the bid for successive
contracts will be deferred.2! Equipment repairs of a major kind will thus be
delayed and left to the capitalist at the contract renewal interval. Even minor
repairs may be postponed as contract termination dates approach.

b. CONTRACTING COMPARISONS

Consider now Table 9-2, where the same ranWayed—only
here the modes are grouped by contracting attributes. Th iking features
are: (1) Continuous contracting modes have generally poor product flow
attributes and uniformly poor local and system responsiveness attributes; (2)
continuous contracting modes are uniformly good in station assignment, work
intensity, and local innovation respects; (3) periodic contracting modes have
generally good product flow attributes; and (4) although some periodic con-
tracting modes are good in assignment and incentive respects, no general
statements can be made for periodic contracting modes as a group in either of
those general categories.

C. AGGREGATION

Aggregation to obtain an pverall efficiency rating for each mode requires
that the relative importance of the eleven efficiency indicators be addressed.
This will obviously vary across industries. Suppose, however, that all are
weighted equally and a composite rating is obtained by taking the row sum for
each mode. The following rankings then emerge:

‘

Mode Row sum
Communal-emh 4
Putting-Out 5
Federated 5
Inside Contracting 6
Peer Group 8
Authority Relation 9

Even allowing for the fact that the rankings are very rough, -several
interesting relations warrant comment:

21This assumes the inside contractors are neither compensated for repairs that yield benefits
extending beyond the contract termination date nor reimbursed for idle time if the capitalist were
to make repairs during the contract interval. The former poses serious benefit estimation prob-
lems, while compensating for idle time would set up incentives to utilize equipment carelessly.
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Simple Efficiency Properties at Alternative Modes, Contracting Grouping

Table 9-2.
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1. The Communal-emh mode, which accords workers the greatest de-

. gree of job variety and appears to be greatly favored by Marglin,?2 is the least

efficient mode. Although it is possible to ascribe the nonexistence of the
Communal-emh mode to pernicious efforts by vested interests to annihilate it,
a more plausibie explanation is that the Communal-emh mode is dragged
down by its own efficiency disabilities.

2. The least hierarchical modes, in both contracting and decision-mak-
ing respects (see subsection 3.4, above), have the worst efficiency properties.
By contrast, both the Peer Group and the Authority Relation rely extensively
on a decision-making hierarchy—which indeed goes far to explain the supe-
rior performance of each. Hostility to hierarchy this lacks a comparative
institutional foundation. There may be more and less pre types of hier-
archy; but hierarchy itself is unavoidable unless efficiency sacrifices are
made.?3

3. The Communal-emh mode aside, periodic contracting modes have
efficiency properties superior to continuous contracting modes.

4. Modes are listed roughly in the same order as they appeared histor-
ically. Although it is possible to argue that later modes displaced earlier
modes because the ‘‘interests’” were determined to stamp out autonomy, an
alternative hypothesis is that successor modes have superior efficiency prop-
erties to predecessor modes. The progression from Putting-Out to Inside
Contracting to the Authority Relation is especially noteworthy in that respect.

5. Ranking the six modes in terms of power differentials between boss
and workers is difficult for laclyé(a power metric. One nevertheless has the
impression that there is a posjtive rank correlation between row sum efficien-
cy and power. At the same time, that correlation is less than perfect. (Putting-
Out, which accords the boss greater power than does the Peer Group or
Federated mode, has worse efficiency properties than hoth.) The best evi-
dence that power is driving organizational outcomes would be a demonstra-
tion that less efficient modes that serve to concentrate power displace more
efficient modes in which power is more evenly distributed.2?

S. Power Versus Efficiency

The argument that successive modes of organization represent efficiency ad-
vances on earlier modes poses for the radical economics literature a dilemma

22See Marglin’s remarks quoted in section 2, supra.

ZLouis Putterman, who would promote more extensive use of participatory modes, agrees
(1982). For a brief discussion, see Williamson (1981); also sec Macneil (1974, p. 699).

24The issues are discussed further in Chapter 10, where the Peer Group (socialist firm) and
Authority Relation (capitalist firm) are examined. Horvat holds that it is necessary to prohibit
capitalist firms because the socialist firm “*cannot easily survive in a capitalist environment
regardless of its porential efficiency™ (1982, p. 455; emphasis in original).
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that was apparent even in Karl Marx. | review some of the consequent ten-
sions here.

5.1 Origins of the Division of Labor

Early in his chapter on the division of labor and manufacture, Marx describes
an organization where a capitalist employs a number of artificers. Initially
each artificer, with the help of one or two apprentices, ‘‘makes the entire
commodity, and he consequently performs in succession all the operations
necessary . . . in his old handicraft way'* (Marx, 1967, p. 337). Except for
workshop ownership, that appears to correspond with the Communal-emh
mode of organization. This continues until external circumstances change.
For example, an “*increased quantity of the article has perhaps to be delivered
within a given time’’ (p. 377). As a consequence of the changes, work is
temporarily reorganized. ‘‘Instead of each man being allowed to perform all
the various operations in succession, these operations are changed into dis-
connected isolated ones, carried on side by side; eacH is assigned to a different
artificer. . . . This accidental repartition gets repeated, develops advantages
of its own, and gradually ossifies into a systematic division of labor’’ (p.
337). The resulting division of labor thus appears to arise as an efficiency

responsc to changing circumstances rather than as a capitalist scheme to
divide and conquer.

8.2 The Demise of Putting-Out

Similarly, Harry Braverman reports that the early phases of industrial cap-
italism *‘were marked by a sustained effort on the part of the capitalist . . . to
buy labor in the same way he bought his raw materials. . . . This attempt took
the form of a great variety of subcontracting and ‘Putting-Out’ systems"’
(1974, pp. 60—61). Braverman then goes on to observe that the *‘subcontract-
ing and ‘Putting-Out’ systems were plagued by problems of irregularity of
production, loss of materials in transit and through embezzlement, slowness
of manufacture, lack of uniformity and uncertainty of the quality of the
product. But most of all, they were limited by their inability to change. the
processes of production” (p. 63). Unsurprisingly, those early forms of oﬁga-
nization were supplanted by others that had better product flow, task assign-
ment, and incentive attributes. Again, however, the changes are driven/ by

efficiency; a pernicious scheme to divide and conquer is not needed to reach
those results.
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Hudson's account of the differences between the woolen and worsted

‘branches of the textile industry in embezzlement and organizational respects

is also instructive. She observes that frauds were responsible for ‘‘consider-
able inefficiencies and diseconomies’’ under the Putting-Out system in tf.le
late eighteenth century. They were more severe in the worsted branch than in
woolens, mainly because there were fewer wage workers in woolens “‘and
those there were, tended to be closely supervised in small workshops. In the
worsted branch, however, woolcombers commonly embezzled their em-
ployers’ wool and the spinners reeled ‘false’ or short yarn. Com.bir?ations of
operatives were often successful in ensuring that Mauons con-
tinued with impunity’’ (Hudson, 1981, p. 50). The differentia e of er?lbez-
zlement contributed to the more rapid transition to factory production in the
worsted branch (p. 52).

§.3 Water Versus Handmills

Marglin reviews the handmill-watermill controversy in feudal England and
observes that the centralization of milling under watermills had contract en-
forcement advantages over the handmill: **It must have been extremcly‘difﬁ-
cult to prevent the peasant from ‘embezzling’ the lord’s ‘rightful’ portion of
grain if the milling operation took place within the peasant’s own hf)me.
Bloch mentions the ‘lawsuits which grimly pursued their endless and fruitless
course, leaving the tenants always the losers’—but at great expense of tim.e,
effort, and money to the lord as we\ll” (1974, p. 56; emphasis added). Dfesplte
the aforementioned costs, Marglin interprets the prohibition of handmills as
an exercise of power-and a manifestation of class conflict (pp. 55-58) since
the handmill was, in his judgment, on a technological parity with the
watermill. \

There are two prc;blems. First, if the watermills had only policing bene-
fits and offered no technological advantages over handmilis, then the obvious
way to mill grain would be to concentrate all of the handmills at a central
location and insist upon their use there. Inasmuch as handmills were sunk
costs, investment in new equipment would thereby be avoided. But second,
and more important, assessing the choice of milling technique in technology
versus power terms is unacceptable if transaction cost differences are oper-
ative—as they plainly were. :

Transaction cost disabilities of two types can be associated with the local
handmilling of grain. First, actual compensation will differ from reported
compensation in favor of those in the peasant population who are most pre-
pared to lie, cheat, and steal. Such a compensation scheme is, among other
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things, shot through with adverse selection incentives. Second, and related,
the embezzlement of grain will elicit protective responses by lords, policing
that is costly and is appropriately included in the social calculus.

That is not to say that metering is an unmixed blessing and cannot be
taken to excess. It can be and sometimes is. The issues here, however, are not
the ones addressed by Marglin but arise in conjunction with the economics of
atmosphere (Williamson, 1975, pp. 37-38) and in distinguishing between
perfunctory and consummate cooperation (pp. 69—70). Those are important
matters with which the orjanization of work is legitimately concerned. They

are briefly considered in Chapter 10, but a much more complete treatment is
needed.

5.4 Inside Contracting in Steel

The principal historical study to which Bowles and Gintis (1976) refer is the
article by Stone, in which the transformation of the steel industry is examined.
According to Stone, the organization of the steel industry in the late nine-
teenth century corresponded approximately to the Inside Contracting system
described and discussed above. The Amalgamated Association of Iron, Steel,
and Tin Workers, which was the union to which the skilled workers belonged
and was reported to be the strongest union of its day, gave ‘‘the skilled
workers authority over every aspect of steel production’” (Stone, 1974, p.
64). The costly haggling and inflexibility to which Inside Contracting is
subject predictably resulted. Operating inefficiency developed, and innova-

tions were suppressed. Examples cited by Stone (1974, pp. 64—65) include
the following:

1. The consent and approval of the executive committee within each
department was needed to fill a vacant position.

2. The details of the work were subject to recurring dispute.

Output per worker was restricted.

4. Production procedures were proscribed: The *‘proportion of scrap
that might be used in running a furnace was fixed; the quality of pig-
iron was stated; the puddlers’ use of brick and fire clay was forbid-
den, with exceptions; the labor of assistants was defined.”’

5. Presumably to perfect and maintain their monopoly over jobs, skilled
workers were prohibited from teaching other workers. |

6. Changes in the physical plant could not be made without the approval
of the executive committee of the union, which prevented t\lgc com-
pany from realizing greater labor productivity by reorganizing or
mechanizing labor tasks.

w
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7. Innovations of a labor-saving kind were discouraged: ‘‘The many
innovations introduced between 1860 and 1890, of which the most
notable was the Bessemer converter, increased the size and capacity
of the furnaces and mills, but they generally did not replace men with
machines.”’

The resulting inefficiencies were apparent to the companies. Andrew
Camegie and Henry Clay Frick resolved to challenge the union at Carnegie’s
Homestead mill, which was reputed to be the strongest lodge of the Amalga-
mated Association. A lockout was ordered in 1892, and\Frick announced that
the mill would thenceforth be operated nonunion. Violence resulted, with
members of the union pitted against scabs and Pinkerton agents. The support
of state and federal governments helped Carnegie and Frick prevail. Whether
emboldened by the success of Camnegie and Frick or out of realization that
their competitive viability rested on their being likewise able to disaffiliate
with the Amalgamated Association, other steel companies challenged and
beat the union as well. Association membership, which peaked at twenty-five
thousand in 1892, was down to ten thousand in 1898. By 1910 the entire steel
industry was nonunion. The effects of breaking the power of the skilled
workers are summarized by Stone as follows:

The decade that followed the Homestead defeat brought unprecedented develop-
ments in every stage of steelmaking. The rate of innovation in steel has never
been equaled. Electric trolleys, the pig casting machine, the Jones mixer, and
mechanical ladle cars transformed the blast furnace. Electric traveling cranes in
the Bessemer converter, and the Wellman charger in the open hearth did away
with almost all the manual aspects of stecl production proper. And electric cars
and rising-and-falling tables made the rolling mills a continuous operation.
[Stone, 1974, p.

Breaking the unions grip on procedures did not, however, assure the
steel industry that its labor, force would thereafter be organized efficiently.
Such efficiency required that new institutional structures be devised. The
objectives of the steps taken seem mainly to have been designed to (1) supply
affirmative incentives for productivity, (2) tie the interests of the workers to
the firm over the long term, (3) develop the requisite work skills among
inexperienced workers, and (4) organize the work to preclude subsequent loss
of control by the company. Stone interprets the various steps taken to realize
those objectives as pernicious and evidence of a continuing class struggle
between workers and employers. But there is another possibility: The incen-
tive to challenge the union in the first place and the efforts to organize labor
subsequently were principally geared to achieving efficiency, the rewards for
which, once the new methods were imitated by rivals and rates of return were

_driven down to competitive levels, were diffused throughout society.

Put differently, were it not that the Amalgamated Association had pro-
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hibited efficiency gains and impaired efficiency incentives, Carnegie's chal-
lenge to the union is plausibly interpreted as a contest for raw power—its
purpose being to redistribute income away from workers in favor of capital.
Given, however, the large efficiency gains that Stone reports, the efficiency
hypothesis (or a combined efficiency-power hypothesis) cannot be rejected.
The efforts to organize labor in the post-Homestead era are also broadly
consistent with the efficiency hypothesis.

Stone nevertheless asserts that the benefits of reorganization described
above could have been realized without the adverse, oppressive effects of
hierarchy. She contends that ‘‘a system of job rotation, one in which the
workers themselves allocated work, would have been just as rational and
effective a way of organizing production’’ (Stone, 1974, p. 66). While the
details of such an organizational arrangement are not supplied, the rotation
arrangement appears to correspond to the Communal-emh system?25 described
in section 3 and evaluated above. That the Communal-emh mode has the
worst efficiency properties of all six modes examined in this chapter might be
arguable. But that it is shot through with adverse incentives and maladaptive
attributes is, I think, beyond dispute.

§.5 Forward Integration in Meatpacking

The power approach to vertical integration appears to assume that everything
that feasibly can be integrated will be—or at least that is the result that
William Ouchi and 1 reached in attempting to interpret Charles Perrow’s
views on integration (Williamson and Ouchi, 1981, pp. 321-24). The belief,
evidently, is that more intrgrated systems are more powerful than less. Bran-
co Horvat’s position on this is explicit: ‘‘Corporations strive for vertical
integration in order to,control prices and other conditions of supply. . . . Ever
expanding corporations try to internalize all decisions concerning production,
buying, selling, and financing’’ (1982, pp. 15-16; emphasis added).

The efficiency hypothesis, by contrast, is that vertical integration will
occur selectively rather than comprehensively, that mistaken vertical integra-
tion can rarely be sustained, and that more efficient modes will eventually
supplant less efficient modes—though entrenched power ‘interests can some-
times delay the displacement. Evidence bearing on the selectivity hypothesis
is developed in Chapter 5.

A particularly interesting confrontation between efficiency and power

Z5Possibly, however, Stone intends that a Peer Group with rotation arrangements be orga-
nized instead. ‘
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occurred in the meatpacking industry late in the nineteenth century. Here,
moreover, power was aligned against integration,

Gustavus Swift believed that the practice of shipping Western cattle to
Eastern markets alive rather than slaughtered and dressed was unnecessarily
expensive. He proposed to realize economies by butchering the animals in the
West and shipping the meat east in refrigerated cars, where it would be
received and distributed from a network of refrigerated storage houses. Not
only did this involve investments in specialized assets, the value of which
would be limited should Swift’s strategy fail, but it raet determined opposi-
tion:

Railroads, startled by the prospect of losing their livestock busifiess, which was
an even greater producer of revenue than grain on the west to east routes, refused
to build refrigerated cars. When Swift began to construct his own, the Eastern
Trunk Line Association refused to carry them. Only by using the Grand Trunk,
then outside of the Association, was Swift able to bring his cars east. At the same
time he had to combat boycotts by local wholesalers, who in 1886 formed the
National Butchers’ Protective Association to fight *‘the trust.”’ These butchers
attempted to exploit a prejudice against eating fresh meat that had been killed
days or even weeks before, more than a thousand miles away. [Chandler, 1977,
p. 300]

Despite the opposition from the railroads and butchers, Swift’s “‘high
quality and low prices’’ combined with ‘‘careful scheduling’ prevailed (p.
300). Other packers soon thereafter realized that *‘if they were to compete

" with Swift in the national market they must follow his lead’’ (p. 301). Effi-

ciency thus evidently swamped the resistance of entrenched power interests—
though this is not to say that Swift won easily. Had the efficiency gains been
much smaller or had the entrenched interests been better organized, power
mighit well have defeated Swift. 1 submit, however, that large efficiency
differences place entrenched interests under great strain. (The aphorism *‘if
you can’t beat theTT-n, join them’” is often the way by which such interests
secure relief.) ‘

6. Concluding Remarks

Victor Goldberg observes that ‘‘conflict and struggle are . . . fundamental
elements of-the radical’s world view, and it is, therefore, quite natural for
issues of power to surface in their analyses.”’ He further holds that the
“‘lesson the nonradicals should draw from the radical account is to take issues
of power seriously’’ (1980, p. 269). My own view is that there is merit in all
explanations that add to our understanding of complex phenomena. The main




238 / THe ECONOMIC INSTITUTIONS OF CAPITALISM

problem with power is that the concept is so poorly defined that power can be
and is invoked to explain virtually anything. Such an undisciplined approach
to the study of complex social science phenomena is clearly unsatisfactory. A
serious effort at operationalization is greatly needed if power is to be properly
evaluated.

To be sure, efficiency analysis stands in need of refinement as well. A
systematic strategy for assessing the transaction cost consequences of alter-
native modes of contracting has nevertheless been emerging. The comparative
institutiona! assessment of alternative internal modes aftempted here involves:

1. Ascertaining where trading is feasible and where it is not. This re-
quires that tasks be described in sufficient microanalytic detail to
disclose what parts of the task are technologically separable.

2. Identifying alternative work modes and describing their operation in
sufficient detail to permit their transaction cost properties to be
assessed.

3. Identifying the relevant set of performance dimensions with respect to
which alternative modes are to be assessed.

This chapter demonstrates that each step can be implemented and that the
piecemeal defects of prior studies (because interfaces were not identified,
because mode comparisons were unnecessarily restricted, or because some of
the relevant performance dimensions were omitted) can be avoided. Although
I focus attention on a rather simple task—pinmaking—it is the obvious task
to consider, given the history of the work mode literature. Indeed, failure to
address pinmaking would certainly raise issues of noncomparability between
my assessment and earlier studies.

The noncomparability of tasks ought not, however, to be exaggerated.
The organization of any batch process manufacturing activity poses very
similar transaction cost issues. Additionally, although technology may be
either more (as with petroleum refining) or less (as with the organization of a
legal office) determinative of work modes when other than batch process
manufacturing is considered, the same microanalytic approach for evaluating
work modes applies quite generally. It entails identifying the relevant transac-
tion cost dimensions, describing alternative modes for organizing the transac-
tions in question, and performing a comparative institutional assessment.
Thus although both modes and transaction cost attributes will vary among
activities, the same microanalytic and comparative institutional research strat-
egy that is employed in this book has broad applicability.26

2] conjecture that this approach will make greatest hcadway among those-students of
organization who (1) are concerned with real organizational phenomena, (2) adopt a comparative
orientation, and (3) believe that the microanalytics matter. Those, by contrast, who regard
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One of the striking results of this chapter is that ownership is only weakly
related to hierarchy. That holds both in contractual and command hierarchy
respects. Additionally, if simple aggregation is permitted, the modes that
have the worst performance attributes are those with the weakest hierarchical
properties. The question of optimal work organization is thus poorly posed
when it is put in terms of hierarchy or its absence. Attention ought to be
shifted instead to whether reliance on hierarchy is excessive (generates ad-
verse side effects) and whether appointments to hierarchical positions are
made in a way that both promotes efficiency and commands general respect.
My examination of those issues continues in the following chapter.

economic organization in noncomparative terms and who are not persuaded that the details matter
are apt to remain skeptics. Raymond Russell’s forthcoming article (**Employee Ownership and
‘Internal Governance," Journal of Economic Behavior and Organization) and book (Sharing
Ownership in the Workplace) are illustrative of the former. Russell is very much concerned with
the particulars of work organization and has written to me as follows: **Since [ have spent most of
the last twelve years researching employee-owned firms, I was eager to defend my field against
some discouraging remarks and implications that I found jn your work. The more 1 argued with
you in successive drafts of the article, however, the more I myself began to sec these organiza-
tions in transactional terms"’ (personal communication). Needless to say, | am encouraged by
such developinents. As I report in a forthcoming book of my essays (titted Economic Organiza-
tion), my own views on managerial discretion were deeply and permanently transformed when, in
the late 1960s, I first read Alfred D. Chandler, Jr's. influential book, Strategy and Structure.

The forthcoming treatment of law firm organization by Ronald Gilson and Robert Mnookin
(**Sharing Among the Human Capitalists: An Economic Analysis of the Corporate Law Firm and
How Partners Share Profits,”” Stanford Law Review) also illustrates the application of com-
parative economic analysis of transactions to nonmanufacturing activity.




CHAPTER 10

The Organization of Labor

Inasmuch as neoclassical economics takes institutions as given, the manner in
which labor is organized is mainly of interest only as it relates to monopoly
power. Control over entry (through unions, licensure, and the like) is thus of
interest, but the microanalytics of labor organization are beyond the purview
of orthodox analysis. By contrast, both the transaction cost and the socialist
approaches to labor organization maintain that the governance structures with-
in which labor is organized have important economic and social ramifications.
The transaction cost approach to labor organization is developed here.

Some of the central issues with which a theory of labor organization
should be concerned are identified in section 1. Just as the dimensions of
intermediate product market transactions are critical in assessing their gover-
nance needs, so likewise are the dimensions of labor market transactions
critical to the study of labor organization. The underlying dimensions and
governance needs of labor market transactions are examined in section 2.
Labor unions are considered in sections 3 and 4. The producer cooperative
dilemma is addressed in section 5. The matter of dignity is briefly considered
in section 6. The principal implications of the transaction cost approach are
summarized in section 7.
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1. Central Issues

A central thesis of this book is that a common theory of contract applies to
transactions of all types—Ilabor market transactions included. The organiza-
tion of labor is nevertheless a very complicated matter. No single approach to
the study of labor organization is at present adequate—which is to say that the
study of these matters is usefully informed from several points of view.!
Transaction cost economics focuses on efficiency aspects. Among the areas in
which potential benefits might be realized through collective organization are
wage and benefit determination; the enhancement of productivity through
human asset development; dispute settlement; efficacious adaptation; and re-
gard for dignity.

A discriminating approach to labor organization willrecognize that the
magnitudes of those benefits vary with the circumstances. One of the pur-
poses of this chapter is to ascertain how the potential gains vary. That leads to
two related questions: What are the governance structure needs of different
transactions? What are the ramifications for union organization? In addition to
the benefits, the potential hazards of collective organization have to be con-
sidered. Those are briefly assessed as well.

2. An Abstract Approach

Although it is sometimes argued that there is a single preferred way by which
to organize labor, casual inspection discloses that labor organization is highly
varied. An explanation for the differences would plainly add to our under-
standing. The transaction cost approach rests on the proposition that gover-
nance structures for labor must be matched with the attributes of labor transac-
tions in a discriminating way if transaction cost economizing is to be
accomplished. To use a simple structure to govern a complex transaction will
predictably have disruptive consequences—and possibly fracture the rela-
tionship—while to use a complex structure to govern a simple transaction is
to incur excessive costs. The efficiency orientation employed here is broadly
consistent with Frank Knight’s view that

- . men in general, and within limits, wish to behave cconomically, to make
their activities and their organization *‘efficient’ rather than wasteful. This fact
does deserve the utmost emphasis; and an adequate definition of the science of
economics . . . might well make it explicit that the main relevance of the discus-

'Some of the leading approaches to labor organization that help to inform the issues are
considered in Section 3.
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sion is found in its relation to social policy, assumed to be directed toward the
end indicated, of increasing economic efficiency, of reducing waste. [Knight,
1941, p. 252; emphasis added]

2.1 Dimensions

a. GOVERNANCE

Recall that the principal dimensions for describing transactions are fre-
quency, uncertainty, and asset specificity. The transactions of interest here
“are ones of a recurring kind. Accordingly, frequency will be set aside and
emphasis placed on uncertainty and asset specificity.

For the reasons given previously, the labor market transactions for which
continuity between firm and worker are valued are those for which a firm-
specific human asset condition develops. Note in this connection that skill
acquisition is a necessary but not a sufficient condition for asset specificity
features to appear. The nature of the skills also matters. Thus physicians,
engineers, lawyers, and the like possess valued skills for which they expect to
be compensated, but such skills do not by themselves pose a governance

issue. Unless those skills are deepened and specialized to a particular em-
ployer, neither employer nor employee has a productive interest in maintain-
ing a continuing employment relation. The employer can easily hire a sub-
stitute and the employee can move to alternative employment without loss of
productive value.? ‘

Mere deepening of skills through job experience does not by itself pose a
problem either. Thus typing skills may be enhanced by practice, but if they
are equally valued by current and potential employers there is no need to
devise special protection for an ongoing employment relation. Knowledge of
a particular firm's filing system, by contrast, may be highly specific (non-
transferable). Continuity of the employment relation in the latter case is a
source of added value.3

Thus whereas neoclassical reasoning links skills to productivity and

2This ignores transitional problems that may be associated with job rclocation. All em-

ployees experience them, hence protection against arbitrary dismissal is sought. But the further
question is what additional safeguards are warranted. That matter tums on human asset

specificity.
3Alfred Marshall was aware of this condition:

[T]he head clerk in a business has an acquaintance with men and things, the use of which he
could in some cases sell at a high price to rival firms. But in other cases it is of a kind to be
of no value save in the business in which he already is; and then his dcparture would
perhaps injurc it by scveral times the value of his salary, while probably he couid not get
half that salary elsewhere. [Marshall, 1948;.p. 626)

N

\\
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compensation, transaction cost reasoning introduces organizational considera-

- tions. Specifically, skills that are acquired in a leaming-by-doing fashion and

that are imperfectly transferable across employers have to be embedded i
protective governance structure lest productive values-Be—;z;C—M'Eﬁl:
employmeént Telarion 1§ unwittingly severed. The argument here is related to
but is usefully distinguished from Gary Becker’s (1962) argument that com-
pensation structures vary systematically with human asset specificity. That is
correct as far as it goes, but it ignores important organizational features of the
employment relation. Rules governing ports of entry, job ladders, bumping,
grievance procedures, and the like are all part of the employment relation
broadly conceived (Doeringer and Piore, 1971) but are not treated by Becker.
Transaction cost economics mdintains that governance structures must be
crafted more carefully as the degree of human asset specificity increases.

The second dimension on which the study of labor market transactions
turns is that of uncertainty. As with intermediate product market transactions,
an increase in parametric uncertainty is troublesome mainly for transactions in
which human asset specificity is great. Possible transition costs aside,>
neither party has a continuity interest in transactions in which asset specificity
is negligible. Presumably, therefore, increases in parametric uncertainty will
be reflected in the original terms upon which such bargains are struck. But the
governance of transactions in which asset specificity is slight will otherwise
be unaffected.

Transactions in which continuity is valued, by contrast, are placed under
greater stress as parametric uncertainty increases. Such transactions will have
to be adapted more frequently or extensively to restore a position on the
shifting contract curve. Such contracts will therefore be negotiated more
;::tr::;l,l;:y;n:;sot;e aalsS &ﬁe::ddls$§2::vlt s;:;ti(l):: below, the contract.rcnewal

' . gth of the contract interval,
management will have greater latitude of adjustment (e. g. be less encumbered
by work r.ulef) where uncertainty is great than would otherwise be the case.
t:;: fs;ctl:;a:::;;i: :;eeqtei::;slzdd;:resgqnsibly, ?rocedural safeguards t.o pro-
nee position of grievances become more impor-

The argument thus far mainly' repeats that made earlier in conjunction

4Thy is wi i
€ concern here is with what Knight has referred to as *‘the internal problems of the

corporation, the protection . . . of 4 i ’
sitites™" (1965, p. 254). members and adherents against each other’s predatory propen-

SThese transiti i .
lon. They main]yt:;il;:?:(cs are asxmmgtncally concentrated on the employee side of the transac-
. onjunction with the disruptive eff i al li j
e ) ‘ects on family and social life that job
termination and reemployment sometimes produces. Protection inst arbitrary dismi ‘J is

thus w. ific j i o
arranted even for nonspecific jobs. Provided, however, that short notice requirements are

respected, i ical i
pe the firm cannot be said to have a symmetrical interest in preventing unexplained quits.
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with intermediate product markets. The organization of labor, however, poses
additional complications that have not previously been encountered. They
arise in conjunction with the measurement of work product. '

b. MEASUREMENT

Although measurement issues of both ex ante screening and ex post
execution kinds are germane to the organization of labor, the latter are given
principal emphasis here. The team organization problems to which Alchian
and Demsetz (1972) refer and the issues dealt with by Ouchi in distinguishing
between ‘‘behavior control’’ and ‘‘output control’’ (1978, pp. 174-75) are
the matters T Interest. The comptication with which Alchian and Demsetz are
concerned has its origins in a condition of technological nonseparability. The
condition was earlier recognized by Marx (1967, vol. 1, chap. 13) and is
illustrated by Alchian and Demsetz with the manual freight loading example:

Two men jointly lift cargo into trucks. Solely by observing the total weight
loaded per day, it is impossible to determine each person’s marginal productivi-

ty. . . . The output is yielded by a team, by definition, and it is not a sum of
et rena it

separable outputs of each of its members. [1972, p. 779)

Where tasks are nonseparable in that sense, individual productivity can-
not be assessed by measuring output. An assessment of inputs is needed.
Sometimes it may be inferred by observing the intensity with which an indi-
vidual works, the aspect emphasized by Alchian and Demsetz. A monitor is
created so as to discouragefshirking .YOften, however, the assessment of inputs
is much more subtle than € dﬁfﬁécounting. Does the employee cooperate in
helping to devise and implement complex responses to unanticipated circum-
stances, or does he attend to own or local goals at the expense of the others?6
Those concerns are especially great where the members of the team develop
idiosyncratic working relationships with one another, in which case no single
member can be replaced without having disruptive effects on the productivity

6Alchian and Demsetz discuss a related condition in the context of artists and professionals,
where .

. . watching a man’s activities is not a good clue to what he is actually thinking or doing
with his mind. . . . [}t is difficult to manage and direct a lawyer in the preparation and
presentation of a case. . . . {D]etailed direction in the preparation of a law case would
require in much greater detail that the monitor prepare the case himself. {1972, p. 788]

The issue here is less nonseparability between workers than it is ambiguity in the creativity with
which an individual applies himself. These metering problems become progressively more diffi-
cult in higher reaches of the management hierarchy. They apply, however, in some degree almost
everywhere. I effectively hold creativity constant in my treatment of work organization below. A
more complete treatment would examine a three-way classification of work—asset specificity,
separability, and creativity—rather than the two-way classification that I cmploy.

o~
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of the unit. More complex teams in which mutual motivation and internal

" monitoring are encouraged are apt o take shape in such circumstances.

C. A PROVISIONAL MATCH

Letting k, and k, represent low and high degrees of human asset specific-
ity and S, and S, represent separable and nonseparable work relations, respec-
tively, the following four-way classification of internal governance structures
is tentatively proposed:”

1. kg, So internal spot market

Human assets that are nonspecific and separable are meeting market tests
continuously for their jobs:” Neither workers nor firms have an efficiency
interest in maintaining tl}e/:ssociation. Workers can move between employers
without loss of productivity, and firms can secure replacements without
incurring slgrl-_ug_gggms No special governance structure is thus devised to
sustain the relation. Instead, the employment relation is terminated when
dissatisfaction by either party occurs. An internal spot market labor relation
may be said to exist. Examples include migrant farm workers and custodial
employees. Professional employees whose skills are nonspecific (certain drafts-
men and engineers) also fall in this category. Such jobs appear to be of the
kind that Arthur Okun had in mind in his reference to the use of *‘brokers’’ to
help supply labor where ‘‘the jobs at stake . . . require unskilled workers
(like farm workers) or transitory workers (like office fill-ins) or involve for-
mally graded skills (as is the case when unions certify craftsmen in construc-
tion, longshoring, and printing)’” (1981, p. 63).

7Alchian's more recent treatment also makes provision for both separability and asset

specificity, features: :

Team pfoduction makes measurability of marginal products difficult, but not impossible.
Even w1.thout team production, the contribution of one person in an exchange may not be
economicaily measurable in all pertinent characteristics. If one party can gain by shirking
in its performance, this means the other party is **specific’’ to the shirker by the circum-
stances. This mode of exfression emphasizes the specificity of one resource to another, but
it obscures the significance of measurement of performance. On the other hand, if meas,ure-
ment of performance is emphasized, then the significance of expropriability of coalition
interspecific resource quasi-rents is obscured. Even if measurement were no problem at all:
:Tpg:;‘u?lsur;ll:;ha\‘:or can occur blataqtly becausc? contracts are not costless to cnforce.
. dl;“ }el at without substantial expropriable quasi-rents of specific resources,
eliant cheating is not likely to be a serious problem. [1984, p. 39]

One might therefore define the firm in terms of two features: the measurable detectability of input

pclfomllance i team production and the opportunity for expropriation of quasi-rents of in-
terspecific resources.

8 y e &

Arthur Ross observes, ““Until the I?ZOS. employers made no particular attempts to con-
serve manpower. . . . So long as the unskilled hand was replaceable, the employer suffered no
great loss when the employee quit”” (Ross, 1958, p. 911).
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2. ko, S,: primitive team

Although the human assets here are nonspecific, individual output can-
not be inetered easily. This is the team organization to which Alchian and
Demsetz refer (1972). Although the membership of such teams can be altered
without loss of productivity, compensation cannot easily be determined on an
individual basis. The simple brokerage role described above is thus extended
to include supervision. As John Pencavel indicates, ‘‘the Italian padrone at
the turn of the century . . . not only advanced credit to poorly-informed
immigrants and occupied the role of the go between for laborers and em-
ployers, but also sometimes acted as foreman and paymaster’” and the
jamadar in India both *‘enlists and supervises workers for firms in the con-
struction industry’’ (1977, pp. 251-52, n. 5). More generaily, the coupling of
employment with an oversight assignment is involved. The structure is re-
ferred to as a primitive team to distinguish it from the relational team de-
scribed under 4, below.

3. k,, Sy obligational market

There is a considerable amount of firm-specific lJearning here, but tasks
are casy to meter.® Idiosyncratic technological experience (as described, for
example, by Doeringer and Piore, 1971, pp. 15-16), and idiosyncratic orga-
nizational experience (accounting and data processing conventions, inter-
nalization of other complex rules and procedures, and the like) both contribute
to asset specificity. Okun’s ‘‘toll model’’ of employment applies, in that sunk
costs are incurred in qualifying a worker for productive employment in the
firm (Okun, 1982, pp. 49-77). Both firm and workers have an interest in
maintaining the continuity of such employment relations. Procedural safe-
guards and monetary penalties, such as severance pay, will thus be devised to
discourage arbitrary dismissal. And nonvested retirement and other benefits
will accrue to such workers so as to discourage unwanted quits (Mortenson,
1978).

4. k,, S,: relational team

The human assets here are specific to the firm and involve a significant
team aspect. This approximates Ouchi’s (1980b) **clan’” form of organiza-

9The text implicitly assumes that output can be measured without difficulty. This is the
assumption made in the principal-agent literature, where output is given by X = X(a, 8), where ais
the actions taken by the agent and @ is the state of the world. The assumption that the quality of
output is costlessly known is, of course, an analytical convenience. It is well-known that there are
goods and services for which this assumption is not satisfied (March and Simon, 1958, p. 145;
Barzel, 1982). Yoram Barzel (1982), Douglass North (1981), and Kenney and Klein (1983)
altribute a great deal of nonmarket or market-assisted organization to quality measurement
difficulties.
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tion. The firm here will engage in considerable social conditioning to help

" assure that employees understand and are dedicated to the purposes of the

firm, and employees will be provided with considerable job security, which
gives them assurance against exploitation. Effective adaptation in a cooper-
ative team context is especially difficult and important to achieve. A sense
that management and workers are ‘“‘in this together” furthers all of those
purposes.

The Japanese corporation is said to have those attributes (Dore, 1973;
Clark, 1979; Gibney, 1982) and both Ouchi (1981) and Fred Foulkes (1981)
contend that some large American corporations have crafted the same. In
addition to a governance structure in which employment safeguards are pro-
vided and respected, Foulkes coptends that *‘fiercely egalitarian®* practices—
same parking lot, medical benefits, cafeteria, and spartan offices—for both

management and labor ¢ontribute to 'a high degree of employee loyalty, a
low rate of turnover and absenteeism, and low degree of _resistance to tech-
nologlcal change’’ (1981, p. 90)

The above-described match of internal governance structures with inter-
nal transactional attributes is summarized in Figure 10~1. Admittedly, de-
scribing internal transactions in bivariate, binary terms simplifies consider-
ably. The overall framework is nevertheless in place and refinements can be
m.ade as needed. (Thus mixed internal governance structures will presumably
arise to service transactions that take on intermediate, rather than extreme, k
and S values.)

The foregoing discussion makes no explicit reference to union organiza-

ko k 1
.
Internal Obligational
So spot market
market
s Primitive Relational
1 team team

FIGURE 10-1. Efficient Work Organization
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tion. It nevertheless has significant ramifications for both the attitude firms
display toward unions and the structure of the employment relation among
unipnized employees. The issues here are developed in Section 3. Before
turning to that, however, consider first whether the hazards of expropriation
posed by workers vitiate the argument that market organization and internal
organization differ in appropriability respects.

2.2 Expropriation by Workers

The mistaken argument is this: Shifting a transaction out of the market into the
firm merely relocates an expropriation hazard but otherwise leaves the trading
hazard intact. The reasoning here is that appropriable assets that are not
exacted by trading opposites in an intermediate product market transaction are
exposed to an equivalent expropriation hazard by employees of the firm
should integration be attempted. There being no safe haven for specific assets,
the transaction ost rationale for vertical integration collapses.

The issues will be clarified by breaking the argument down into parts:

1. Which assets are subject to expropriation?

2. In what ways, if any, do employment contracts differ from commer-
cial contracts?

3. What are the ramifications for corporate governance?

Consider these seriatim.

a. ASSETS TO BE EXPROPRIATED

It is presumably beyond dispute that employees will bargain over their
share of the quasi-rents that are embodied in human capital. That has a well-
defined upper limit. The expropriation argument has reference not to that but
to investments made by suppliers of capital (owners of equity; long-term debt
holders). Site-specific investments in plant and equipment and idiosyncratic
physical capital are both candidates.

The magnitude of those equity and debt supported assets could greatly
exceed the amount of firm-specific human capital. Absent property rights to

jobs, however, the upper limit of worker expropriation is the amount of firm-

specific human capital. Employees risk—indeed, invite—termination should
their demands exceed that limit.'® Property rights considerations aside, there-
fore, the potentially appropriable quasi-rents to which employees haye access

10T be sure, successor employees might repeat the exercise. Each new group/of employees,

however, can be terminated when its demands exceed the quasi-rents embodied in human capital.
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are those reflected in human assets. Plainly this is a smalier magnitude than
the total quasi-rent exposure, which includes transaction-specific physical

capital.

b. EMPLOYMENT CONTRACTS

Employment contracts and commercial contracts differ in the following
fundamental respect:

Even where the collective agreement lists certain offenses or the parties negotiate
plant rules, management may normally supplement the listed offenses or negoti-
ated rules. Rules prescribed by management are subject to arbitrator review, but
they carry a presumptive validity and will be upheld so long as they are reasona-
bly related to achieving efficient fation and maintaining order and are not
manifestly unfair or do not uptiecessarily burden employees’ rights.

Management also is eptitled to have its orders obeyed and may discipline
employees for refusing fo obey even improper orders. Arbitrators almost uni-
formiy hold that an employee must obey first and then seek recourse through the
grievance procedure, except where obeying would expose him to substantial
risks of health and safety. [Summers, 1976, p. 502]

Procurement of thc same good or service from an autonomous supplier or-
dinarily lacks that command and control aspect but requires mutual consent
before adaptations can be affected.

Internal organization is thus able to adapt more effectively than can inter-
firm trading to changing market and technological circumstances. Not only do
employment contracts contemplate such flexibility by providing for *‘zones of
acceptance’’ within which orders will be implemented without resistance, but
orders that exceed the scope of the authority relation can be implemented in
extreme circumstances. Commercial agreements lack the same degree of re-
sponsiveness, since to write a commercial contract that awards buyers with
effective control over the assets of a seller is to risk asset abuse if not expro-
priation. The issues here are akin to those addressed in Chapter 6.

The point can be made somewhat differently as follows: ‘‘When a
number of persons are participating in a decision-making process, and these
individuals have the same operational goals, differences in opinion will be
resolved by predommately analytic processes. . . . But when goals are not
shared . . . the decision will be reached by prcdommately bargaining pro-
cesses’ (March and Simon, 1958, p. 156). Acquiescence, if not goal sharing,
is presumed for activities that fall within the zone of acceptance, so that
analytical processes predominate. Bargaining is more prevalent between au-
tonomous trading parties whenever efforts are made to restore the parties to a
position on the shifting contract curve.
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The upshot is that the opportunities to haggle rather than adapt are vastly
greater for commercial contracts than they are for employment contracts. As a
consequence the asserted advantages of internal organization as compared
with market organization survive.

C. GOVERNANCE

Issues of corporate governance are discussed in detail in Chapter 12.
Suffice it to observe here that corporate governance has to be sensitive to
expropriation hazards. Property rights over jobs, the uses of corporate debt
and the institution of bankruptcy, and control over the board of directors all
have a bearing.

3. Union Organization

Unions are complex organizations, have many facets, and serve many pur-
poses. Efficiency aspe¢ts are mainly emphasized here. They are examined
from the standpoint of private ordering. Other aspects, however, are also
considered, including a discussion of power.

3.1 Private Ordering

Katherine Stone has recently examined the development of American labor
law in the period following 1945, with special attention to the *‘industrial
pluralism’ model, which holds that ‘‘collective bargaining is self-govern-
ment by management and labor’’ (1981, p. 1511). She contends that this
model distorts rather than clarifies issues because it is ‘‘based upon a false
assumption: the assumption that management and labor have equal power in
the workplace’” (1981, p. 1511).

I submit that examining the development of labor law as a private order-
ing exercise is instructive. Although the industrial pluralists with whom Stone
takes exception—especially professors Schulman and Cox among labor law
scholars, Justice Douglas on the Supreme Court, and Arthur Goldberg as a
labor lawyer—treat labor in a more aggregative way than I think adviseable,
all appear to recognize the benefits of a private ordering orientation, In-
asmuch, moreover, as an ‘‘equal power in the workplace’ criterion is no-
where defined, I am unable to ascertain how labor markets would have been
organized if the leading figures had adopted her preferred standard.

Schulman interprets the Wagner Act as a *‘bare legal framework’” within
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which private -ordering by labor and management can proceed (1955, p.
1000). To be sure, the Act made express reference to the desirability of
creating ‘‘equality of bargaining power between employers and em-
ployees.””!! Stone views this as a call to political reform, whereby the law

" intervenes actively ‘‘to alter the definition of property rights in order to create

true equality’’ (1981, p. 1580). Power equalization being an ambiguous crite-
rion, the industrial pluralists concentrated instead on attainable goals: fashion-
ing efficient and feasible reforms.

The institution of arbitration lies at the core of industrial pluralism. As
Stone puts it:

In the industrial pluralist model, disputes over breaches of collective agreements
are not submitted to an administrati r judicial tribunal. Rather, they are
submitted to the dispute Manism that the parties in this mini-
democracy have established for themselves—oprivate arbitration. . . .

A corollary of this description of the industrial world is the prescription that
the processes of the state—the courts and administrative tribunals—should keep
out. The workplace . . . becomes . . . an island of self-rule whose self-regulat-

ing mechanisms must not be disrupted by judicial intervention or other scrutiny
by outsiders. [Stone, 1981, p. 1515]

. Stone goes on to observe, ‘‘Judicial resolution of labor disputes . . . was
unacceptable because it imposed a noncontractual solution upon the parties’’
(1981, p. 1524). She contends, moreover, that the purported advantages of
voluntary arbitration—special expertise of arbitrators, the informality of the
arbitration procedures, the arbitrators’ flexibility of remedy—could all have
been realized by assigning this responsibility not to an arbitrator mutually
chosen by the parties but to the National Labor Relations Board (Stone, 1981,
p. 1531).

" To be sure, the parties would lose control over the arbitrator in the
process. But Stone does not regard that as a liability. She projects no adverse
consequences because of her confidence in the NLRB bureaucracy'? and
because of her preference for a Jjudicial result: “‘If arbitration serves the
function of a Jjudiciary in a mini-democracy, then in theory, the arbitrator is to
interpret the language of the written agreement, not please the parties’’
(Stone, 1981, p. 1552, n. 238; emphasis in original).

But suppose that both the immediate parties and society at large benefit
from a2 more efficient exchange relation. If the pleasure of the parties is
promoted by restoring a position on the shifting contract curve, and if that is

1129 U.S.C. para 151 (1976).

. . ) )
“The possibilities that NLRB resolution of industrial disputes would be protracted, giving

Tise to a massive written record and bureaucratic posturing, with career civil servants giving vent

to their political preferences rather than focusing on the needs of the parties, go unmentioned.
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better realized by voluntary arbitration than by. a legalistic (or black letter)

approach to contract, then little wonder that the parties opted for private

orderigg.

Indeed, had the judicial model favored by Stone been adopted, the par-
ties would presumably have recognized the problems and would have re-
defined their relationship appropriately. Rather than submit to the inefficien-
cies of legal centralism, the parties would attempt to craft private orderings.
And if such efforts are resisted and defeated by the judiciary, the parties will
then predictably respond by avoiding technologies and working relations in
which continuity is valued. :

The simple contracting schema set out in Chapter 1 is again relevant.
Recall that the parties first have to reach a decision on whether or not to make
specific investments. If k = 0, a discrete market contracting relation obtains.
If instead a k > 0 decision is made, then a further decision has to be made on
whether or not to safeguard the transaction with protective governance struc-
ture. The industridl pluralists believed that it was useful to ‘*please the par-
ties,”” hence a specialized governance structure designed to harmonize in-
terests and promote continuity was devised. Stone rejects that in favor of
litigation. If, however, insistence on the latter places an inefficiency burden
on the parties, which it arguably does, efforts to void that result can be
anticipated. Reverting to a nonspecific (k = 0) labor relation is one possi-
bility.

3.2 The Many Facets of Unions -

The dominant view of unions is that they are organizations whose main
purpose is to raise wages—what Richard Freeman and James Medoff (1979)
refer to as the monopoly face of unionism. There is a growing appreciation,
however, that (1) unions serve other important purposes and (2) the functions
served by unions vary systematically with the nature of the task. These are the
matters of special interest here. T

One of the reasons why the monoﬁy face of unionism has received so
much attention in relation to other aspects is that monopoly analysis is con-
genial to neoclassical economics. A second reason is that confrontational
wage bargaining is much more newsworthy than is reporting on humdrum,
day-to-day governance. Neither, however, justifies the neglect of the other
two faces of unionism: efficiency and voice. Efficiency raises governance
issues of a transaction cost kind (Williamson, Wachter, and Harris, 1975),
while voice has been addressed and elaborated by Freeman (1976) and Free-
man and Medoff (1979). All three faces of unionism—monopoly, efficiency,
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and voice—have to be recognized if the organization of labor is to be accu-
rately assessed. Furthermore, there are distinguishable facets within each of
the three faces, the separate treatment of which will further contribute to a
more informed assessment of unionism.

a. THE MONOPOLY FACE

Price discrimination aside, monopoly manifests itself as a condition of
contrived scarcity. At least three distinguishable types of unions that aspired
to raise wages, presumably by controlling supply, can be identified: class
unions, craft unions, and industrial unions. s

The first represented workers as a group in relation to employers as a

group. Attempts in the Unitle;bS}J.eS/in’ﬂw nineteenth century to organize
along those lines (National or Union, Knights of Labor) were not suc-
cessful. A substantial problem with such an approach to unionism is that
economic differences among workers and jobs are ignored or suppressed.
Craft unions, by contrast, are organized along much narrower lines. The
organizational features and wage bargaining attributes of the union can be
adjusted to the nature of the job much more fully if the craft union model is

adopted. Glenn Porter’s examination of the early history- of labor unions is
instructive:

[R]ailroad workers were the first to achieve genuine collective bargaining and
grievance channels through their national unions, the railroad brotherhoods.
Initially these unions, like many other early American labor organizations, were
social and mutual benefit societies. By the 1870s, though, they were evolving
into modern unions. Like many of the craft unions which formed the American
Federation of Labor in the 1880s, the railway brotherhoods derived economic
strength from the fact that their members had scarce and hard to replace skills. A
strike by such a union was a real threat to employers, because it was extremely
difficult to break the strike by bringing in outside workers (‘‘scabs’’ in union
parlance). Furthermore, the railway workers were additionally vital because they
controlled the use and maintenance of expensive equipment. The unhappy histo-
ry of unions that tried to include all the nation's working people, such as the
National Labor Union and the Knights of Labor, indicated that it was very
difficult, if not impossible, to create and maintain unions unless the members had
scarce economic skills like the railroad workers and the members of the craft
9nions that made up the American Federation of Labor in the 1880s. The all-
inclusive unions faced other difficulties as well. Gerald Grob's Workers and
Utopia (1961) convincingly argucd that the members and the leaders of such

" noncraft unions shared an ideological reluctance to accept the wage system.
{Porter, 1973, pp. 34-55})

Industrial unions in the United States made their appearance after the
passage of the Wagner Act. Requiring as they did the assistance of the
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political process, they evidently lacked natural advantages of either contrived
scarcity or efficiency kinds. Unlike craft unions, industrial unions were or-
ganizing workers whose jobs required little skill. Controlling entry—e.g.
thraugh licensure—was for that reason difficult. Accordingly, incumbent
workers in those industries were unable, without political assistance, to reach
and enforce supracompetitive wage bargains—because ‘‘potential entrants”’
for their jobs would undo them. Additionally, industrial unions had relatively
less to offer in the way of efficiency benefits, since simple governance struc-
tures are adequate to service the efficiency needs of the employment relation
for jobs that entail little human asset specificity.

The monopoly face of unionism is thus one in which control over entry is
emphasized. It can be effected selectively by licensure among craft unions or
more generally with the support of the political process, as with industrial
unions. Class unionism appears to be feasible, however, only by effecting
more massive political change in which capitalism is supplanted by socialism.
Both Stone (1981, pp. 1579-80) and Branko Horvat (1982) appear to be in
agreement on this last.

\
b. EFFICIENCY

Unions can serve efficiency purposes in at least two respects. For one
thing, unions can serve certain basic agency functions. In addition, and more
important, unions can serve important governance purposes.

1. Agency. The union as agent argument has been set out by Joseph
Reid and Roger Faith (1980) and has been discussed by Freeman and Medoff
under the heading of personnel practices and employee benefits (1979, PpP-
82-84). Unions can both serve as a source of information regarding employee
needs and preferences (with respect, for example, to fringe benefits) and
assist employees in evaluating complex wage and benefit offers./Thus where-
as it is unlikely, not to say inefficient, for individual workers to evaluate
alternative compensation packages, unions can and do *‘hire the lawyers,
actuaries, and other experts necessary to perform these analyses’’ (Freeman
and Medoff, 1979, p. 83).

An agency role for unions is a purely instrumental one that permits the
parties to reach and enforce preferred bargains. Virtually all types of labor can
benefit from use of an agent to perform those functions. Workers in non-
unionized firms will ordinarily recognize the benefits and will often develop a
machinery (including a collective ns by which to cover the costs) so as 10
realize them.

2. Governance. Whereas the agency benefits of umons apply quite
generally, the governance benefits apply in a more selective fashion. Indeed,
this is the source of much of the predictive content of the transaction cost
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approach. The basic argument is by now familiar: Continuity of the em-

- ployment relation is valued by both employer and employee for tasks that

involve the acquisition of significant transaction-specific skills, while tasks
for which skill acquisition is insubstantial and/or general purpose do not
create the same continuity interests.

Gary Becker, to whom much of the pioneering work on human capital is
due, recognized that continuity interests would be manifested in incentive
schemes. As he put it:

A pension plan with incomplete vesting privileges penalizes employees who quit

before retirement and thus provides an incentive—often an cxtremely powerful

one—not to quit. At the same time pension plans “‘insure’’ firms against quits,

for they are given a lump sum—the nonvested portion of payments—whenever a

worker quits. Insurance is needed for specifically trained employees because

their tumover would impose capital losses on the firm. [Becker, 1965, p. 18]

The issues here have subsequWaboraled by Dale Mortensen
(1978).

It was not, however, until 1975 that the collective organization ramifica-
tions were recognized. The basic argument is this:

[A]lthough it is in the. interest of each worker, bargaining individually or as a part

of a small team, to acquire and exploit monopoly positions, it is plainly not in the

interest of the system that employees should behave in this way. Opportunistic
bargaining not only itsclf absorbs real resources, but efficient adaptations will be
delayed and possibly forgone altogether. What this suggests, accordingly, is that
the employment relation be transformed in such a way that systems concerns arc
made more fully to prevail and the following objectives are realized: (1) bargain-
ing costs are made lower, (2) the internal wage structure is rationalized in terms
of objective task characteristics, (3) consummate rather than perfunctory cooper-
ation is encouraged, and (4) investments of idiosyncratic types, which constitute
a potential source of monopoly, are undertaken without risk of exploitation.
" [Williamson, Wachter, and Harris, 1975, p. 270]
Collective organization can be made to serve each of those purposes.

The mutual interest between workers and firm in protecting the em-
ployment relation against exploitation by the other should have given rise to
“‘company unions’’ -in the pre—Wagner Act era. Although there evidently
were some developments along those lines, they were scarcely widespread.
Whether that reflected lack of knowledge of the benefits, apprehension over
the potential monopoly uses of collective organization, or the fact that the
efficiency benefits were rarely great is unclear.'? In any event, if the potential
benefits of collective organization vary directly with human asset spetificity,
then the firms in which human asset specificity were greater were those that
confronted a tradeoff in contemplating company union formation. By con-

13See note 8, supra.
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trast, firms in which human asset specificity was negligible experienced no
such tradeoff: There were few gains to be realized, while the monopoly
hazards were clear.

Two testable propositions thus emerge from examining collective organi-
zation in governance terms: (1) The incentive to organize production workers
within a collective governance structure increases with the degree of human
asset specificity, and (2) the degree to which an internal governance structure
is elaborated will vary directly with the degree of human asset specificity.
Transaction cost analysis thus predicts that unions will arise early in such
industries as railroads, where the skills are highly specific, and will arise late
in such industries as migrant farm labor, where skills are nonspecific. It
further predicts that the governance structure (job ladders, grievance pro-
cedures, pay scales) will be more fully elaborated in industries with greater
specificity than in those with less (steel versus autos is an example). The
preliminary data appear to support both propositions. The quotation from
Porter under 3.2a above is germane in the first of these respects. Cox’s
remarks about activating the arbitration machinery when disputes arise have a
bearing on the second:

[Gliving the union control over all claims arising under the collective agreement
comports so much better with the functional nature of a collective bargaining
agreement. . . . Allowing an individual to carry a claim to arbitration whenever
he is dissatisfied with the adjustment worked out by the company and the
union . . . discourages the kind of day-to-day cooperation between company and
union which is normally themark of sound industrial relations—a relationship in
which grievances are treated as problems to be solved and contracts are only
guideposts in a dynamic human relationship. When . . . the individual’s claim
endangers group interests, the union’s function is to resolve the competition by
reaching an accommodation or striking a balance. [Cox, 1958, p. 24]

Another aspect of arbitration, less widely remarked but also germane, is
that arbitration ‘‘gives management . . . a low-cost method of ascertaining
when low-level supervisors are failing to follow the wishes of upper manage-
ment. If the [labor rules] to which the management has agreed do in fact
increase productivity, it is important to the firm that they be followed™'
(Vogel, 1981, p. 24). Arbitrary and capricious behavior by foremen is at the
expense of the firm’s long-run interests. Practices that deter suboptimization
will naturally be favored. More generally, ‘‘Employers who know that their
actions are subject to arbitral review will seek to avoid unjustified discipline
in the first instance by articulation of rules, instruction of foremen, careful
investigation and other management controls’’ (Summers, 1976, pp. 507-8).

Creating a governance unit to check myopic abuses is thus in the mutual

interests of both labor and management.

\

|
|
l
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C. VOICE

The political side of unionism is described by Freeman and Medoff
(1979) under the heading of ‘‘voice’’—which has its origins in Albert
Hirschman's (1970) book in which he distinguishes. exit and voice as alter-
native means of organizing economic activity. Hirschman regards exit as the
usual economic means for expressing preferences, while voice is the rela-
tively neglected political process for influencing outcomes. Consumers,
workers, voters and the like vote with their pocketbook or with their feet in
the former case. Voice, by contrast, involves dialog, persuasion, and sus-
tained organizational effort.

Freeman and Medoff impute efficiency, distributional, and social organi-
zation effects to the collective-voice view of unionism. The efficiency bene-
fits they ascribe to voice, however, are essentially those described above in
conjunction with agency and governance there is a difference. Whereas
the voice view of unionism attribul eneficial governance features to union
organization quite generally, th€ transaction cost (or governance) approach
predicts that they will vary with the continuity needs of the parties. As set out
in section 2 above, those continuity needs are greatest where human assets are
more highly specific. Spot market contracting will continue to be efficacious,
however, where human asset skills are nonspecific and inputs are separable.
The voice view of unionism evidently holds otherwise, in that it ascribes
efficiency benefits to unions in all circumstances—spot market contracting
included. In principle, a discriminating test of the governance versus voice
approaches to unionism can thus be had by examining the efficiency benefits
of collective organization associated with the k,, S, cell (which is the case
where assets are nonspecific and separable).

The merits of the voice view of unionism do not, however, turn entirely
on efficiency ramifications. Distributional considerations also warrant atten-
tion. Effects of two kinds have been ascribed to unions. The first is the
conventional monopoly distortion associated with union wage gains. The
relatively neglected feature to which Freeman and Medoff call attention,
which is distinctively associated with the voice view of unionism, is that
income inequality—within a firm or within an industry—is reduced among
organized workers.

The social effects of unions, according to the collective-voice approach,
is that unions are political institutions that represent both the will' of their
members and the political interests of lower-income and disadvantaged per-
sons. The latter effects might be disputed, but unions plainly are important to
the political process—in health and safety as well as in other societal respects.
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Those effects would be difficult to actualize under the agency view of unions,
which locates union activity at a plant or firm level. The joining of union
interests at political levels is apt to benefit from composite (or hierarchical)
union organization, which the collective-voice view of unionism arguably
supports. -

3.3 Power

The claim or suggestion that power rather than efficiency is responsible for
decisions to organize exchange relations one way rather than another runs
through much of the social science commentary on labor organization. Rarely
is power defined, however. Partly this is because it is widely believed that
while power ‘‘may be tricky to define . . . it is not that difficult to recog-

nize’’ (Pfeffer, 1981, p. 3). I submit, however, that much of what is ‘‘recog-

nized”’ as power is the result of looking at individual contracts in an ex post
state rather than, as comparative institutional analysis requires, considering
the set of relevant contracts in their entirety.

Sometimes what is referred to as power reduces to a preference for an
alternative distribution of income. Those who have fewer resources would
have greater purchasing ‘‘power’’ if this were accomplished. But the organi-
zation of labor need not be affected on that account. To be sure, the mix of
goods and services would probably change. But the way in which work is
organized need not. Indeed, il efficiency is driving organizational outcomes,
modes that are efficient under one distribution of income will normally
remain efficient under another. !4 Since mutual gains are potentially available
whenever 2 move from a less to a more efficient configuration is accom-
plished, the incentive to choose more efficient modes is transparent.

Issues that require clarification in evaluating the power literature include
the following: (1) nondiversifiable risk, (2) reputation effects, (3) competitive
process, and (4) worker control over the intensity and quality of the labor
input. A common misconception that runs through much of the power liter-
ature is that aggregate power can be inferred by ascertaining which of two
contestants will win in an isolated confrontation.

d. NONDIVERSIFIABLE RISK

Branko Horvat contrasts owners with workers in risk-bearing terms as
follows: ““The owner can spread the risks by acquiring a diversified portfolio

-

14See, however, Putterman's discussion (1982, pp. 156-57).

.,
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of shares, while the worker has just one labor power and one job”’ (1982, p.

- 447). Several observations are relevant. First, there is a narrow technical
sense in which the notion that labor is nondiversifiable is correct. Legal
prohibitions against indentured servitude aside, a market in human capital in
which risks are diversified through the buying and selling of shares in indi-
vidual income streams is not viable. **One cannot, for example, sell a piece of
oneself if one is a lawyer in Cincinnati and buy a portion of a carpenter in San
Diego” (Gordon, 1974, p. 447).

But second, it is possible for workers to choose between general purpose
and firm-specific skills. Workers who choose the former will be qualified to
work for a large number of employers. Only those who invest very heavily in
firm-specific skill acquisition are accurately described as “‘one labor power
and one job."” Even here, alternative employment, albeit at reduced levels of
productivvity, is ordinarily feasible. Furthermore, and more important, work-
ers who accept employment of a firm-specific kind will presumably recognize
the risks and insist upon surrounding such jobs with protective governance
structures. One labor power and one job regarded nakedly and one labor
power and one job embedded in a protective governance structure have very
different connotations.

b. REPUTATION EFFECTS

B

The ‘snapshot view of worker versus firm in power terms suppresses
future consequences. Each confrontation is regarded separately, and the
worker is inevitably the loser in each. The worker is terminated and has to
find another job. The firm hires a replacement from the reserve army of the
unemployed. ‘

‘That scenario is defective in two respects. First, there is an implicit
3 assumption that the firm experiences no dislocation costs when an employee
is terminated. That is true, however, only if human asset specificity is negligi-
‘ ble and any team effects are of the primitive team kind. Second, it assumes
4 at workers have no employment options, hence do not choose among alter-
5 tives with an eye on different practices. But as Arthur Okun observes, “‘in
; the absence of an explicit contract, applicants will seek information from
other workers about the employers’ past performance. Applicants are obliged
to judge the employer, in part, by reputation’” (1981, p. 51). Those firms with
better reputations will presumably be able to hire workers on better-terms,
ceteris paribus. (Again, the p versus p comparison of Chapter 1 is germane.)

Reputation effects are subtle matters, however. The possibility that the
firm will use reputation in a strategic way presumably warrants consideration.
Thus the argument that both workers and employers have a mutual interest in
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the continuity of the employment relation where investments in transaction-
specific human assets are great might be disputed on the grounds that the
worker is one of many and that the employer can and will realize strategic
advantages by making an example of one or a few workers, thereby teaching a
lesson to the many. The symmetry argument is thus mistaken, because it
ignores this fundamental disparity. Put differently, the proposition that both
parties stand to lose if an employee with significant transaction-specific skills
quits or is terminated—the employee loses because he cannot turn to other
employment without loss of productive value; the employer loses because of
the costs of disruption and training that replacement entails—is correct as far
as it goes, but it does not go far enough. It ignores the strategic aspects and for
that reason must be supplanted by a strategic assessment of the employment
relation in which asymmetries are recognized and explicitly taken into
account. ‘

The importance of reputation effects has been discussed by Christian von
Weizsacker in conjunction with what he refers to as the extrapolation
principle:

One of the most effective mechanisms available to society for the reduction of

information production cost is the principle of extrapolation. By this I mean the

phenomenon that people extrapolate the behavior of others from past observa-
tions and that this extrapolation is self-stabilizing, because it provides an incen-
tive for others to live up to these expectations. . . . By observing others’ behav-
ior in the past, one can fairly confidently predict their behavior in the future

without incurring further costs. . . .

[ This] extrapolation principle is deeply rooted in the structure of human behav-
jor. Indeed it is also available in animal societies. . . . The fight between two
chickens does not only produce information about relative strengths in the pre-

sent, but also about relative strength in the future. [Weizsacker, 1980b, pp. 72—
73}

The issues have been developed more formally by David Kreps and
Robert Wilson, who address the credibility of predatory threats. They show
that where there is uncertainty about the dominant firm’s payoffs and where
the dominant firm is engaged in repeated play with a sequence of opponents,
“‘none -of whom have the ability to foster a reputation’’ (Kreps and Wilson,
1980, p. 58), punitive behavior becomes a much more attractive policy.

A series of parallels between dominant firm and small rivals on the one
hand and the employer and numerous individual employees on the other invite
the transfer of that reasoning to the employment context. Thus (1) the em-
ployer’s resources are much more extensive than are those of the typical
employee, (2) individual employees may well have difficulty in assessing the
payoffs to employers of alternative bargains, and (3) individual employees
maybe thought of as a sequence of opponents, each of whom is unable to

N\
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develop a countervailing reputation. The parallels, however, are incomplete.

‘Specifically, whereas the dominant firm is dealing with rivals and hopes to

have no further dealings with the would-be entrant or his ilk, the employer is
dealing with suppliers and has continuing needs to hire workers. That dif-
ference can be decisive. .

That is not to say that an employer cannot successfully teach a lesson to
many employees by making an example of one or a few. Inasmuch as all
employees who have made transaction-specific investments are vulnerable to
exploitation, an employer may, through selective but conspicuous punitive
measures, induce all incumbents to accept inferior terms. Reference to
incumbents, however, flags an important limit on that type of behavior.
Among employers who plan to be in business on a continuing basis, successor
generation employees may also learn—and the lesson here is very different
from that of the incumbents.

Specifically, employers who have a reputation for exploiting incumbent
employees will not thereafter be able to induce new employees to accept
employment on the same terms. age premium may have to be paid; or
tasks may have to be redefined fo eliminate the transaction-specific features;
or contractual guarantees against future abuses may have to be granted. In
consideration of those possibilities, the strategy of exploiting the specific
investments of incumbent employees is effectively restricted to circumstances
where (1) firms are of a fly-by-night kind, (2) firms are playing end games,
and (3) intergenerational learning is negligible. In circumstances, however,
where firms are continuously in the employment market and successor gener-
ations learn, efforts to exploit incumbent employees are myopic and will
predictably elicit protective reactions.

. There are good reasons, nonetheless, for employees to organize in such a
way as to forestall even one-time or mistaken efforts to exploit the transac-
tion-specific investments of labor. For one thing, exposure to myopic or fly-
by-night operators and to end games can thereby be reduced. Second, in-
tergenerational reputation effects may more assuredly be brought to bear on
continuing firms by creating an institutional machinery to record and commu-
nicate incidents of expropriation. Third, employers may recognize the merits
of fair dealing with employees but be unable to impress them on first-line

supervisors. The collective organization of workers (unions) has advantages
in each of the three respects.

C. COMPETITIVE PROCESS

The suggestion that employers rather than employees or society at large
is the gainer whenever more efficient work practices are implemented as-
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sumes that workers lack bargaining power and neglects the competitive pro-
cess. Work rule changes made during a contract are normally subject to
arbitration, however. And those made during contract renewal negotiations
are part of a much larger package in which tradeoffs are worked out.

The neglect of the competitive process is especially regretable. Thus
assume that a more efficient practice can be identified and suppose that the
employer initially appropriates the whole of the efficiency gain. Even though
workers are no better off (indeed, depending on the particulars, some may be
released and need to find new employment), society stands to gain in two
respects. First, the resources saved by the reorganization of work can be
productively reemployed in alternative uses. Second, the immediate profits
‘that accrue to the firm will rarely be durable. Instead, the scenario described
earlier in conjunction with the steel industry'S will normally obtain: signifi-
cant reforms will be detected and imitated by others, and prices will fall as
margins are restored to earlier levels. ' Further allocative efficiency gains are
realized as a consequence.

d. WORKER DISCRETION

The suggestion that workers’ bargaining power is limited to one dimen-
sion—report for work or strike—is common but mistaken. Thus Stone ob-
serves, ‘‘The availability of injunctive relief to force a union to cease
striking . . . meant that [the] union’s -alternative economic weapons were
withdrawn™ (1981, p. 1539). In fact, however, what ‘‘the firm wants when it
hires an employee is productive performance. . . . It wishes to buy quality of
work rather than merely time on the job’ (Okun, 1981, p. 63).17
Accordingly, exploited incumbent employees are not totally without recourse.
Incumbent employees who are *‘forced’” to accept inferior terms can adjust
quality to the disadvantage of a predatory employer. The issues here have
been addressed previously in distinguishing between consummate and per-
functory cooperation (Williamson, 1975, p. 69). Of necessity, the em-
ployment contract is an incomplete agreement, and performance varies with
the way in which it is executed. Consummate cooperation is an affirmative
job attitude whereby gaps are filled, initiative is taken, and judgment is
exercised in an instrumental way. Perfunctory cooperation involves working

!5See Chapter 5, section 4.2.

'6An absence of monopoly power is not assumed. I merely assume that work organization
changes do not add to preexisting market power, so profit margins will normally be restored to
earlier levels when the adaptation has been completed.

7As Alfred Marshall remarked, ‘‘even if the number of [working] hours in the yearwere
rigidly fixed, which it is not, the intensity of work would remain elastic™ (1948, p. 438, n. 1).
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to rules and in other respects performing in a minimally acceptable way. As
‘Peter Blau and Richard Scott observe:

[Tlhe contract obligates employees to perform only a set of duties .in accorf:lance
with minimum standards and docs not assure their striving to achieve optimum
performance. . . . [Llegal authority does not and cannot command the em-
ployee’s willingness to devote his ingenuity and energy to performing hi§ tz?sk.s to
the best of his ability. . . . It promotes compliance with directives and discipline,
but does not encourage employees to exert effort, to accept responsibilities, or to
exercise initiative. [Blau and Scott, 1962, p. 140]

In fact;, most contracts—Iabor, intermediate goods, and other—are in-
complete in significant respects, on which account suppliers enjoy discretion.
Buyers thus ‘‘abuse’’ suppliers by demanding exacting performance in accor-
dance with the letter of the contract only at hazard.

4. Problematic Features of Union Organization

The foregoing emphasizes the benefits-of-collective organization. They are
especially great in circumstances where the labor force acquires (or the man-
agement wishes to induce the workers to acquire) firm-specific human capital.
But there are additional efficiency benefits, of a simple agency kind, that
collective organization can provide in virtually all enterprises.

Unions are the prevailing form of collective organization in capitalist
economies. That the union was not introduced garlier or was not received
without resistance is presumably because, in adffition to the aforementioned
benefits, there are also prospective costs. Some ¢ the more obvious are noted
here.

4.1 Monopoly Power

Collective organization can permit workers to improve the bargains they
strike with respect to the disposition of the quasi-rent attributable to firm-
specific human capital. If, contrary to the argument in subsection 2.2, work-
ers acquire secure property rights over jobs, further improvement in those
bargains—at least in the short run—can be realized by expropriating sunk
costs in physical plant and organizational infrastructure. Out of recognition of
such an expropriation potential, firms and industries in which investments in
durable nonhuman capital are greater will be more resistant to union organiza-

tion, ceteris paribus.
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4.2 Oligarchy

The '[r(.)n Law of Oligatchy holds: “‘It is organization which gives birth to the
dominion of the elected over the electors, of the mandatories over the man-
da.tors, of the delegates over the delegators. Who says organization, says
ollga{chy" (Michels, 1962, p. 365). Efforts to weaken this Law notwith-
_standmg, it has so far resisted repeal. As Seymour Lipset puts it, modern man
is face'd by an unresolvable dilemma: He ““cannot have large institutions such
as nation state, trade unions, political parties, or churches, without turning
over effective power to the few who are at the summit of these institutions’’
( 1962., P- 15). The leadership of unions, like the leadership of other large
?rganlzations, is thus often in a position to entrench itself and/or pursue its
interests.

‘ That is sometimes obvious, as when the union leadership squanders the
retirement and hospitalization payments of the membership. It can also be
subtle, however, and may be influenced by the institutional rules of the game.
Aoki’s recent discussion of the choice of contract renewal intervals is a
possible example of the Iatter.

. The issue is, What is the appropriate interval at which to renegoﬁatc
contracts? There are great advantages, from an efficiency point of view, in
concentrating the hard bargaining aspects of the relation at the contract re-
newal periods and using analytic processes to effect adaptations during con-
tract t?Xf:cution. Long-term contracts offer the apparent advantage of reducing
bargaining and increasing analytic processes, but that can be misleading. If
the basic contract gets out of alignment with the economic realities, one party
or the other is apt to press for relief during contract execution. As a conse-
quence the presumption that the parties will cooperate during the period
between contract renewals is placed under strain.

' Aoki_ nevertheless notes an interesting empirical regularity that dis-
tinguishes' contracting practices in Germany and Japan from those in the
United States: Contracts in the first two countries are typically renegotiated at
one-year intervals, while in the United States the usual interval is three years
(Aoki, 1984, p. 148). What explains the difference?

One possibility is that economic disturbances in Germany and Japan are
larger. and more frequent. That is the uncertainty explanation: Contracts that
€Xperience greater uncertainty should presumably come up for renegotiation
more frequently than those that experience less. The explanation that Aoki
fav.ors, however, traces the difference to a National Labor Relations Board
rul.mg. The *‘contract bar’* doctrine prevents a challenge to the incumbent
union from being filed “*during the term of an existing contract, with a three
year maximum in the case of contracts that run for more than three years‘;
(1984, p. 148). Aoki contends that the resulting three-year contracts protect
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incumbents at the expense of efficiency (pp. 148-50). Whether that is correct

or not, the possibility that oligarchical outcomes will influence the rules of the

game warrants attention. '8

4.3 Heterogeneity

More complex labor governance structures are needed as investments in firm-
specific human capital deepen, ceteris paribus. In consideration of that, and
given heterogeneity in the typical work force, it may be that a series of
bargains rather than a single bargain applicable to the entire labor force should
be struck. Among other things a single union operating under a uniform
agreement will bave difficulty aggregating the preferences of a disparate
membership. To negotiate discriminating terms is at variance, however, with
the egalitarian purposes of unions. Japanese firms and labor unions have
mitigated the problem by spinning off divergent activities through extensive
subcontracting and by the creation of subsidiaries (Aoki, 1984, p. 142).
Those who would have United States firms and unions imitate their Japanese
counterparts more closely but are not prepared simultaneously to accept Ja-
panese subcontracting (and reW that facilitate discrimination)
should acknowledge the strains.

5. The Producer Cooperative Dilemma

This book is mainly preoccupied with assessing capitalist modes of organiza-
tion. Although the underlying approach to the study of organization applies to
noncapitalist modes as well, few such application§ are attempted. The follow-
ing brief discussion of producer cooperatives isfio remedy. It merely poses
issues for which further study is needed. The tfsic dilemma is this: If pro-
ducér cooperatives mitigate the disabilities th many social scientists and
social commentators associate with the Authority Relation, why is the record
of producer cooperatives so weak?

A definitive answer to that query is not attempted here. Indeed, in-
asmuch as the producer cooperative mode is still undergoing refinements—
witness the Mondragon experiment, which has been in progress in the Basque
province of Spain for almost thirty years (Bradley and Gelb, 1980, 1982)—a
final determination is unwarranted. The earlier history of producer cooper-
atives has nevertheless been disappointing. The high hopes with which they

18Another problematic feature of unionism is what William Fellner refers to as *‘Case 3
Oligopoly. ™ Such a condition involves collusion among the firms within an industry (or among a
subset of firms) supported by the **active aid of an outside agency'* (Fellner, 1965, p. 47). For an
illustration in which the United Mine Workers and the large bituminous coal mines appear to have
been joined in such a relation, see Williamson (1968). This does not, however, appear to be a

common outcome.
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were launched have gone unrealized (Kanter, 1972; Manuel and Manuel,
1979). What have been the contributing factors?

Bowles and Gintis (1976, p. 62) observe that worker cooperatives of-
fered a viable alternative to the Authority Relation and ‘‘were a widespread
and influential part of the labor movement as early as the 1840s. . . . The
cooperative movement reached a peak shortly after the Civil War but failed

because sufficient capital could not be raised.”” They go on to quote Grob as
follows:

Even when funds were available the desire for profits often became so over-
whelming that many cooperatives were turned into joint stock companies. Stock-
holders then became intent on paying low wages. Not unimportant werc the
discriminations practiced by competitors who feared the success of cooperative
enterprises. [Bowles and Giftis, 1976, p. 62]

Ellerman describes the “‘degenerative tendencies’” of employee-owned cor-
porations in a similar way (1982, p. 39).

Horvat poses the dilemma directly: *‘If labor-managed firms are really
more efficient than their capitalist . . . counterparts . . . why do they not
outcompete the latter firms in the market?”’ (1982, p. 455). His answer is that
“‘a labor-managed firm cannot easily survive in a capitalist environment
regardless of its potential efficiency’ (p. 455; emphasis in original). The
reasons are three (p. 456): (1) Bank and trade credit are difficult for producer
cooperatives to obtain, (2) cooperatives are unable to retain superior manag-
ers, who are induced to leave by offers of better pay in capitalist firms, and (3)
successful cooperatives experience the above-described degeneration, since
founders are unwilling to share the fruits of their success with newcomers.

Horvat offers a biological analogy in support of the first point—**cap-
italist economy behaves like an organism that has undergone an organ trans-
plant: it spontaneously rejects the alien tissue’ (1982, p. 456). 1 submit,
however, that short-term bank and trade credit arc more accurately described
by a physical analogy. They are more nearly akin to iron filings in a magnetic
field. The prospect of high (risk-adjusted) returns presents a well-nigh irresist-
ible attraction to liquid reserves. To be sure, local exhortations to discriminate
can be temporarily effective. But venture capitalists are unprincipled in their
search for profit. Capital displays an inexorable tendency to equalize returns
" at the margin.

A more serious financial concern, which Horvat does not mention but
Putterman (1982, p. 158) does, is access to long-term bank financing and
equity capital. The issue is not that cooperatives are denied parity access to
such funds, but the special hazards that the cooperative form poses. Track

record and expropriation hazards must be distinguished. Only the latter are
troublesome in the long run.
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Considering the difficulties of evaluating the merits of any new er?te'r-
prise ex ante, investors are always wary at the outset. But that is charact.crlstxc
of all new firms. Starting small and growing through retained earnings is thl.IS
a common scenario. Since workers who are attracted to cooperatives W.l"
presumably work for a lower wage,'® the oppressiveness of the Authom‘y
Relation having been removed, the greater profitability that thereby results is
a decided advantage.2® Once displayed, the above-described magnetic attrac-
tion of funds should materialize.

That assumes, however, that the cooperative firm and the capitalist firm
do not pose distinguishably different expropriation hazards to long-ter.m debt
and, especially, to equity financing. Those issues are best developed in .con.-
junction with the discussion of corporate governance in Chapter 12. Suffice it
to observe here that whereas the capitalist form of organization can tolerate
outside intervention, to include even the change of management through the
concentration of equity ownership to effect a takeover, this is antithetical.to
the cooperative conception of the enterprise. Ceteris paribus, equity
ownership is subject to greater hazard in the cooperative firm.?' The cooper-
ative form of organization experiences a serious (comparative) limitation on

* that account. —

Horvat, however, offers two other reasons, both of which turn on the
behavior of managers and are closely linked: the inability of cooperatives to
retain good managers, and the unwillingness of founders to share. Pl.lltef'-
man’s recent treatment of management problems in worker-run enterprise 1s
instructive. He observes that

. . while the market system will permit the existence of worker-run e.merpriscs
side by side with capitalist firms, worker-run firms may not be fully viable, and

19To be sure, worker buy-outs of failing businesses ar cial cases. Experienced workers
in such circumstances may willingly sacrifice quasi-rents bfcause of the grim alternatives. It is
nevertheless instructive that the employees at National Stodf Corporation’s Weirton plant in West
Virginia are expected to accept a 32 percent wage and benefit cut as a part of their buy-out effort:
**Some 7,400 hourly workers represented by the Independent Steelworkers Union (ISU) would -
take a 14.1% wage cut and eliminate 6 of 11 holidays, a week of vacation pay, and other benefits.
In addition, the union gave up a cost-of-living adjustment (COLA) provision in return for a profit
sharing plan, which would ‘provide the only compensation increases during a six-year wage
freeze™” (Business Week, September 5, 1983, p. 35).

Putterman cautions that success may not be immediate because of startup problems (1982,

pp. 150-51). Many producer cooperatives, however, got off to a good start. Their problems
developed later.

21As Putterman puts it, **if equity-owners value their voting control over firm policies, and
if worker-run firms cannot (on principle) share such control with their equity owners, then the
costs of raising equity-capital will be higher for the worker-run firm** (1982, p. 158) One possible
adaptation is for worker-managed firms to specialize in industries and technologies where the
exposure of specific assets is limited.
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are likely to be unable to attain their full possibilities, under such coexistence, so
long as entrepreneurial talent has its best deal in the competing form. It may be
necesssary for democratic control to become a fundamental social principle,
implemented through legislation insofar as it is not established by the sheer
weight of adoption as a social norm, before managerial talent is captured within
the worker-run system, turned toward the wider benefit of the workforce as a
whole, and brought to cooperate in the multiplication of skills and the education
of the workforce which might make management itself less of a scarce resource,
and thus promote the success of highly participatory organizational forms. In
other words, worker-run enterprise could be better for most workers in the long-
run, yet be unattainable as long as that minority of workers for whom this is nor
so arc attracted to the service of capital. [Pufterman, 1982, pp. 157-58)

The argument, evidently, is that skilled managers generate high exter-
nalities. Since few if any managers are prepared to make the personal sacri-
fices needed for the worker-run enterprise to be viable, legislative interven-
tion is needed if social optimality is to be realized. The defects of human
nature as we know it have to be corrected.

As with all proposals for reform, however, the issue is not whether there
are defects but rather whether the defects are remediable. What is the prospect
that the reform will yield net gains? Since feasible modes of socialist organi-
zation are already in place in Yugoslavia and elsewhere, a greater effort to
evaluate their benefits and costs presumably ought to be made.22

6. Dignity

Assume, arguendo, that the political reforms favored by radical economists
and others will not be implemented immediately. Are there other measures
that can and should be taken to mitigate the oppressiveness of the Authority
Relation in the meantime? My examination of that question is in two parts.
The literature on job satisfaction and alienation is examined first. The more
general issue of dignity is then considered.

6.1 Job Satisfaction/Alienation

One cannot read the literature of radical economists and the sociology of work
without being impressed that work sometimes is oppressively organized and
that efforts to remedy that condition are warranted. But much of the literature
also has another quality: It suffers for want of reality testing. Thus when

22The comparative institutional assessment of work modes in chapter 9 disclosed that Peer
Groups compare favorably, at least in small organizations. Scaling the size of Peer Groups up,
however, unavoidably poses oligarchical strain.

s
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confronted with a conflict between what workers say in response to question-
naires and what they do in the market place, many social commentators place
inordinate weight on questionnaires.2> Most economists, by contrast, would
argue that preferences are revealed by actual choices. Consider the following
study of assembly line workers at a General Motors assembly line plant in
Massachusetts reported by Amitai Etzioni:

An examination of their previous jobs indicates that by six criteria of job satisfac-
tion, the workers were much better off on their previous job; 87.4 percent had
formerly heid a job where pace was determined individually; 72 percent pad had
nonrepetitive jobs; about 60 percent had had jobs requiring some skills an'd
training; and 62.7 percent had been entirely or partly free to determine how their
jobs ought to be done. . . . They chose to leave these jobs and take the frustrat-
ing assembly-line jobs basically because the new jobs offered a higher and more
secure income. Three-quarters of the workers reported that the reasons bringing
them to the new plant were primarily economic. Wage differences were about 30
percent. [Etzioni, 1975, pp. 34-35]

To be sure, better pay and better working conditions would be preferred
by ail. Confronted, however, with the need to make tradeoffs, valued at-
tributes will be adjusted at the margin. Except as it can be demonstrated that
work has been organized in an inferior , 5o that more satisfying work
modes can be devised without sacrifice in efficiency, complaints about pre-
vailing work practices, where workers have voluntarily sacrificed greater
work satisfaction for greater pay, are of uncertain purpose.2* Paul Blumberg
nevertheless contends, ‘‘There is scarcely a study in the entire literature
which fails to demonstrate that satisfaction is enhanced . . . or productivity

23See, for example, Work In America (1973, p. 13). One gets a sense that when some
observers do not get the answer they are looking for at the outggt, questions will be reshaped and
answers reinterpreted until the desired result is realized (Wglk In America. 1973, pp. 14-15).
Innovative programs such as Lincoln Electric's—which hagh fifty-ycar history of success—are
reported (pp. 107-8) without ever confronting such quegbns as whether Lincoln’s employees
are a random sample of thé population or asking why Lincoln does not use this successful
organizational innovation (or is not imitatcd by others) to diversify and become a large and
decisive factor on the American business scene. Problems with *‘conventional”” modes, such as
General Motors experienced at Lordstown (Work In America, 1973, pp. 19, 38). are reported as
though they are windows on the future. If, however, as at Lordstown, the problems abate,
attention is directed elsewhere. Likewise, whereas reorganizing the process for assembling auto-
mobiles at Volvo's Kalmar plant reccived widespread coverage at the outset, its subsequent
history has been much less widely reported.

24Inasmuch as automobile assembly is one of the more routinized of jobs, prior manufactur-
ing employment for most automotive workers will, of necessity, rank more highly in job satisfac-
tion respects. The basic point, however, is that composite evaluation of a job is a function, of
wages, job security, and job satisfaction. To focus only on the last is to ignore tradeoffs. The
General Motors employees plainly did not accept inferior employment in job satisfaction respects
without receiving compensating value in wage and job security terms. Although the adequacy of
this compensation can be disputed on the grounds that the social valuation of job satisfaction
exceeds the private valuation, that is a highly conjectural line of argument.
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increases from a genuine increase in workers’ decision-making power. Find-
ings of such consistency, I submit, are rare in social research. . . . The
participative worker is an involved worker.’’25

Curiously, the evidence relating job satisfaction to productivity discloses
little or no association between the two (March and Simon, 1958, pp. 48, 50;
Vroom, 1964, pp. 181-86; Katz and Kahn, 1966, p. 373; Gallagher and
Einhom, 1976, pp. 367, 371). Scott’s survey of the empirical work brought

. on by the human relations school concludes with the blunt statement that
“‘several decades of research have demonstrated no clear relaiion between
worker satisfaction and productivity”® (1981, p. 90). Gallagher and Einhom
conclude their survey of that literature with the observation: **We feel that job
enlargement and enrichment can be useful tools for management. However,
the important question that remains is not whether these programs work, but
rather, M conditions will they be most effective’” (1976, p. 373;
emphasis added). And Gunzberg’s recent survey of work mode changes in
Sweden concludes that the economic consequences of participative practices
have been difficult to assess. Thus although they have, in his judgment,
yielded social/psychological gains, they *“do not add to the value of goods
and services, and can add to their cost’” (Gunzberg, 1978, p. 45).

Rarely, 1 submit, will optimum job design involve the elimination of
hierarchy. Instead, it entails taking the rough edges off of hierarchy and
affording those workers who desire it a greater degree of interested involve-
ment. But it is no accident that hierarchy is ubiquitous within all organizations
of any size. That holds not merely within the private-for-profit sector but
among nonprofits and government bureaus as well. It likewise holds across
national boundaries and is independent of political systems. In short, inveigh-
ing against hierarchy is rhetoric; both the-logic of efficiency and the historical
evidence disclose that nonhierarchical modes are mainly of ephemeral dura-
tion. Putterman, among others, evidently agrees (1982).

6.2 Dignitary Values

The foregoing discussion of participation benefits raises a serious doubt that
efforts to effect participation can be justified on profitability grounds. That
general conclusion might be challenged, however, by arguing that the studies
to date are insufficiently discriminating. Even if participation does not yield
detectable benefits in general, an examination of tasks in greater micro-
analytic detail will disclose that some tasks regularly benefit from participa-
tion. Moreover, some of the benefits of participation may show up in the
social calculus even though the private calculus does not support them.

25The passage is cited in Bowles and Gintis (1976, pp. 79-80). Horvat also relies on
Blumberg for his claim that **participation increases productivity”’ (1982, p. 207).
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The more general issue is whether the inclusion of dignity as an underly-
ing attribute of human nature is warranted. Why should it be? What are the
refutable implications?

The issues here are beyond the scope of this treatise. 1 submit, however,
that capitalism is prone to undervalue dignity and that institutional safeguards
can sometimes be forged that help to correct the condition. Some of the
procedural safeguards urged by labor law specialists (Summers, 1976, pp.
503-8, 519-22) are examples.

Jerry Mashaw observes that the unifying thread in the *‘natural rights™
approach to due process ‘‘is the perception that the effects of process on
participants, not just the rationality of substantive results, must be consid-
ered’’ (1985, p. 182). ““At an intuitive level {w]e all feel that process matters
irrespective of result. . . . We 'ti_g_gis;inguish between losing and being treat-
ed unfairly’’ (p. 183). Such intuition presumably lies behind Karl Llewellyn’s
observation: ‘‘In no legal system are all promises enforceable; people and
courts have too much sense’’ (1931, p. 738).

Unpacking all this is not easy. Two levels of argument can, however, be
distinguished. The lower level involves the profitability calculus and main-
tains that remediable suboptimization by managers (e.g. first-line supervisors)
ought to be corrected. The higher level involves the Kantian moral imperative
never to treat anyone as a mere meal ashaw, 1985, p. 144; Pincoffs,
1977, pp. 175-79). The fisst of thgeﬁr;gvslc;ﬂill be served by judicious use
of institutional safeguards. Assuming that upper levels of the organizational
hierérchy are aware of the earlier described behavioral tendencies of lower
levels of management, myopia can be checked (in some degree) by using the
firm’s overall profitability calculus as a basis for deriving appropriate super-
visory constraints. Purely calculative but informed upper-level decision-
makers can be expected to implement such organfffational reforms.

How far short of the Kantian moral imperafe such reforms will fall is
the remain\mg issue. Horvat expresses the socigfist objection to capitalism as
follows: *‘[R]elations between persons are expressed and experienced as rela-
tions between things. . . . Men evaluate each other as they evaluate objects’’

~ (1983, pp. 90-91). Economists, whose knowledge of capitalism and its

nuances runs deep, ought to be involved in devising a thoughtful response.
Safeguarding firm-specific values in human capital is easy. But what digni-
tary values beyond those warrant support? What are the comparative institu-
tional ramifications? What are the tradeoffs?

7. Concluding Remarks

Recall the contracting schema in section 4 of Chapter 1, where nodes A, B,
and C are distinguished. The main implications of the transaction cost ap-
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proach to labor organization, as developed in this chapter, may be summa-
rized with reference to that schema as follows:

1. Labor market transactions located at node A are ones for which human-
assets are nonspecific. Accordingly:

a. Specialized governance structure for those labor transactions is un-
needed. Discrete market contracting will characterize transactions of
that kind. Migrant farm labor is an example.

b. Since the organization of nonspecific (fungible) labor affords no econo-
mies, management (acting as the agent of capital) will normally resist
efforts to unionize. Unions, if they appear at all, will be organized late
in such industries and often will require the support of the political
process. )

c. The governance structures (ports of entry, promotion ladders, griev-
ance procedures, seniority rules, and the like) will be relatively primi-
tive whether labor of this kind is organized or not.

2. Labor market transactions of the node B kind expose specialized human
assets to expropriationhazards and are unstable.

a. Workers will accept such jobs only upon payment of a wage premium.

b. Jobs of this kind are apt to be redesigned. Either the idiosyncratic
attributes will be sacrificed (in which case the job will revert to node A)
or protective governance structure will be devised (the attributes will be
protected under node C).

3. Labor market transactions of the node C kind are those for which collec-
tive organization (often in the form of a union) has been mutually agreed
to. Such structure protects labor against expropriation hazards, protects
management against unwanted quits, and permits adaptations to changing
circumstances to be made in an uncontested (mainly cooperative) way.
a. Jobs of this kind are candidates for early unionization, since mutual

gains can thereby be realized.

b. The governance structures associated with such jobs will be highly
elaborated.

But while the transaction cost approach to labor organization is the
source of numerous refutable implications, it is not by itself adequate to deal
with all the relevant issues with which the study of labor organization is
legitimately concerned. For one thing, the matter of power is underdeveloped.
Additionally, while the importance of dignity is admitted, the cal-
culative/efficiency-oriented approach maintained by transaction cost econom-
ics cannot encompass the full set of issues that a concern for dignity intro-
duces. Finally, possible disequilibrium features are ignored.

CHAPTER 11

The Modern Corporation

There is virtual unanimity for the ?poefn'rcﬁ’th'at the modemn corporation is a

complex and important economic fistitution. There is much less agreement on
what its attributes are and on how and why it has successively evolved to take
on its current configuration. While I agree that there have been a number of
contributing factors, I submit that the modem corporation is mainly to be
understood as the product of a series of organizational innovations that have
had the purpose and effect of economizing on transaction costs.

Note that I do not argue that the modern co: tion is to be understood
exclusively in those terms. Clearly there have beegibther contributing factors,
of which the quest for monopoly gains is one #Ad the imperatives of tech-
nology are another. Those mainly have a bearing on market shares and on the
absolute size of specific technological units, however; the distribution of
economic activity, as between firms and markets, and the internal organiza-
tion (including both the shape and the aggregate size) of the firm are not
explained, except perhaps in trivial ways, in those terms. Inasmuch as shape
and composition are core issues, a theory of the modern corporation that does
not address them is, at best, seriously incomplete.

Specifically, the study of the modern corporation should extend béyond
vertical integration to concern itself with and provide consistent explanations
for the following features of the organization of economic activity: What
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economic purposes are served by the widespread adoption of divisionaliza-
tion? What ramifications, if any, does internal organization have for the long-
standing dilemma posed by the separation of ownership from control? Can the
‘‘puzzle’’ of the conglomerate be unraveled? Do similar considerations apply
in assessing multinational enterprise? Can an underlying rationale be provided
for the reported association between technological innovation and direct for-
eign investment? . '

Key legal features of the corporation—Ilimited liability and the trans-
ferability of ownership—are taken as given. Failure to discuss them does not
reflect a judgment that they are either irrelevant or uninteresting. The main
focus of this chapter, however, is on the internal organization of the corpora-
tion. Since any of a number of internal structures is consistent with these legal
features, an explanation for the specific organizational innovations that were
actually adopted evidently resides elsewhere. Among the more significant of
those innovations, and the ones addressed here, are the development of line-
and-staff organization by the railroads; selective forward integration by manu-
facturers into distribution; the development of the divisionalized corporate
form; the evolution of the conglomerate; and the appearance of the multina-
tional enterprise. The first three changes have been studied by business histo-
rians, the contributions of Chandler (1962; 1977) being the most ambitious
and notable.

Railroad organization in the nineteenth century is examined in section 1.
The multidivisional structure is described and interpreted in section 2. Con-
glomerate organization and multinational organization are treated in section 3.
The central proposition repeated throughout is this: Organization form
matters.

1. Railroad Organization

The 1840s mark the beginning of a great wave of organizational change that
has evolved into the modern corporation (Chandler, 1977). According to
Stuart Bruchey, the fifteenth-century merchant of Venice would have under-
stood the form of organization and methods of managing men, records, and
investment used by Baltimore merchants in 1790 (1956, pp. 370-71). Those
practices evidently remained quite serviceable until after the 1840s. The two
most significant developments were the appearance of the railroads and, in
response, forward integration by manufacturers into distribution. Selective
forward integration is described and interpreted in Chapter 5. The experience
of the railroads has yet to be addressed.
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Although a number of technological developments—including the tele-
graph (Chandler, 1977, p. 189), the development of continuous process ma-
chinery (pp. 252-53), the refinement of interchangeable parts manufacture
(pp. 75-77), and related mass manufacturing techniques (chap. 8)—contrib-
uted to organizational changes in the second half of the nineteenth century,
none was more important than the railroads (Porter and Livesay, 1971, p. 55).
Not only did the railroads pose distinctive organizational problems of their
own, but the incentive to integrate forward from manufacturing into distribu-
tion would have been much less without the low-cost, reliable, all-weather
transportation afforded by the railroads.

The appearance and purported importance of the railroads have been
matters of great interest to economic historians. But with very few exceptions
the organizational—as opposed to the technological—significance of the rail-
roads has been neglected. Thus Robert Fogel (1964) and Albert Fishlow
(1965) ‘‘investigated the railroad as a construction activity and as a means of
transport, but not as an organizational form. As with most economists, the
internal workings of the railroad organizations were ignored. This appears to
be the result of an implicit assumption that the organization form used to
accomplish an objective does not matter’’ (Temin, 1981, p. 3).

The economic success of the railroads entailed more, however, than the
substitution of one technology rails) for another (canals). Rather, organiza-
tional aspects also required attention. As Chandler puts it:

[The] safe. regular reliable movement of goods and passengers, as well as the
continuing maintenance and repair of locomotives, rolling stock, and track,
roadbed, stations, roundhouses, and other equipment, required the creation of a
sizable administrative organization. It meant the employment of a set of manag-
ers to supervise these functional activities over a extensive geographical area;
+ and the appointment of an administrative commgifli of middle and top executives
to monitor, evaluate, and coordinate the workdf managers responsible for the
day-to-day operations. It meant, too, the ulation of brand new types of
internal administrative procedures and accounting and statistical controls. Hence,
the operational requirements of the railroads demanded the creation of the first
administrative hierarchies in American business. {1977, p. 87]

To be sure, that can be disputed. Markets, after all, can and do perform
many of those functions. What is it about the *‘operational requirements”* of
the xjailroads that was responsible for the displacement of markets by hier-
archies? Does similar reasoning apply to other transportation systems, such as
trucking? ‘

The “*natural’’ railroad units, as they first evolved, were lines of about
fifty miles in length. Those roads employed about fifty workers and were
administered by a superintendent and several managers of functional activities
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(Chandler, 1977, p. 96). That was adequate as long as traffic flows were
uncomplicated and short hauls prevailed. The full promise’of the railroads
could be realized, however, only if traffic densities were increased and longer
hauls introduced. How was that to be effected?

In principle, successive end-to-end systems could be joined by contract.
The resulting contracts would be tightly bilateral, however, since investments
in site-specific assets by each party were considerable. Contracting difficul-
ties of two kinds would have to be faced. Not only would the railroads need to
reach agreement on how to deal with a series of complex operating matters—
equipment utilization, costing, and maintenance; adapting cooperatively to
unanticipated disturbances; assigning responsibility for customer complaints,
breakdown, and so on—but problems of customers contracting with a set of
autonomous end-to-end suppliers would have fo be worked out.

There were several possibilities. One would be to be patient: The marvel
of the market would work things out. A second would be to move to the
opposite extreme and coordinate through comprehensive planning. A third
would be to evolve organizational innovations located in between.

David Evans and Sanford Grossman interpret the railroad response in
market terms. They note that ‘‘market systems in which property ownership is
dispersed among numerous self-interested businesses and individuals have
demonstrated a remarkable ability to coordinate the provision of goods and
services’’ (1983, p. 96), and they specifically apply this argument to the
railroads:

The experience of the railroads in the 19th century . . . demonstrates how the

market system encourages physical coordination. Many separate companies built

segments of our railroad system during the mid-19th century. By interconnecting
with each other and enabling produce and passengers to transfer easily between

railroads, these companies were able to increase revenues and profits. [Evans and
Grossman, 1983, p. 103)

Evans and Grossman support this by reference to the study by George
Taylor and Irene Neu, who reported that traffic between New York City and
Boston moved easily over tracks owned by four different companies in 1861
(Taylor and Neu, 1956, p. 19). They also cite Chandler in support of their
argument that ‘‘the market provides strong incentives for physical coor-
dination without common ownership’’ (Evans and Grossman, 1983, p. 104,
n. 22).

Evidently there is more to railroad organization than *‘physical coordina-
tion,” however. Otherwise the natural railroad units of fifty miles in length
would have remained intact. And there is also more to railroad organization
than unified ownership. Thus the Western and Albany road, which was just
over 150 miles in length and was built in three sections, each operated as a
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separate division with its own set of functional managers, experienced severe
problems (Chandler, 1977, pp. 96-97). As a consequence a new organiza-
tional form was fashioned whereby the first *‘formal administrative structure
manned by full-time salaried managers’’ in the United States appeared (pp.
97-98).

That structure was progressively perfected. The organizational innova-
tion that the railroads eventually evolved is characterized by Chandler as the
‘‘decentralized line-and-staff concept of organization.’’ It provided that *‘the
managers on the line of authority were responsible for ordering men involved
with the basic function of the enterprise, and other functional managers (the
staff executives) were responsible for setting standards’’ (Chandler, 1977, p.
106). Geographic divisions were defined, and the superintendents in charge
were held responsible for the ‘‘day-to-day movement of trains and traffic by
an express delegation of authority”’ (p. 102). The division superintendents
were on the ‘‘direct line of authority from the president through the general
superintendent’’ (p. 106), and the functional managers within the geographic
divisions—who dealt with transportation, motive power, maintenance of
way, passenger, freight, and accounting—reported to them rather than to
their functional superiors at the central office (pp. 106-7). That admin-
istrative apparatus permitted individual railroads to operate thousands of miles
of track by 1893.!

To be sure, that falls well short of central planning. Moreover, the
contractual difficulties posed by coordination and efficient utilization to
which Chandler referred were not the only factors that elicited the large
system response. Chandler also gives great weight to the strategic purposes
served (1977, chap. 5). The latter, however, also has contractual origins:
Unable to control prices and alioca h interfirm organization,
the railroads were driven to merger. Thus wheregf there is a widely held view
that express or tacit collusion is easy to effecygfhte—John Kenneth Galbraith
opines that “‘the firm, in tacit collaboration ®ith other firms in the industry,
has wholly sufficient power to set and maintain prices’’ (1967, p. 200)—that
is repeatedly refuted by the evidence. The history of cartel failures among the
railroads is especially instructive. The early railroads evolved a series of
pro'g'ressively more elaborate interfirm structures in an effort to curb com-
peu.twe pricing. The first involved informal alliances, which worked well
until “‘the volume of through traffic began to fall off and competitive pres-
sn{ms increased.”” With the onset of the depression in 1873 there began an
“increasingly desperate search for traffic. . . . Secret rebating intensified.
Soon roads were openly reducing rates.”* The railroads thereupon decided to

1Each of the ten largest railroads opearated more than five thot i i
d mil
(Coanclen. 1577, g tete usand miles of track in 1893
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*‘transform weak, tenuous alliances into strong, carefully organized, well-
managed federations’” (Chandler, 1977, pp. 134, 137). The membership of
the federations was expanded, and other federations in other geographic re-
gions appeared. As Albert Fink, who headed up the largest such federation
realized, however, ‘‘the only bond which holds this government together is
the intelligence and good faith of the parties composing it>* (Chandler, 1977,
p. 140). To rectify that weakness, Fink urged the railroads to seek legislation
that would give the actions of the federation legal standing.

Lack of legal sanctions means that loyal members of the cartel must
exact penalities against deviants in the market place. Unless such disciplinary
actions (mainly price cuts) can be localized, every member of the cartel,
loyalist and defector alike, suffers. That is a very severe (if little remarked)
limitation on the efficacy of cartels. Inasmuch as national legislation was not
forthcoming, Fink and his associates ‘‘found to their sorrow that they could
not rely on the intelligence and good faith of railroad executives’’ (Chandler,
1977, p. 141). In the end, the railroads turned to merger. The high-powered
incentives of autonomous ownership evidently presented too strong a tempta-
tion for cheating in an industry where sunk costs were substantial.

The railroad industry thus progressed from small, end-to-end units with
fifty miles of track to systems of several hundred and, eventually, to several
thousand miles of track. Market coordination was thus supplanted by admin-
istrative organization in substantial degree:

The fast-freight lines, the cooperatives, and finally the traffic departments of the
larger roads had completed the transformation from market coordination to ad-
ministrative coordination in American overland transportation. A multitude of
commission agents, freight forwarders, and express companies, as well as stage
and wagon companies, and canal, river, lake, and coastal shipping lines disap-
peared. In their place stood a small number of large multi-unit railroad enter-
prises. . . . By the 1880s the transformation begun in the 1840s was virtually
completed. [Chandler, 1977, p. 130}

To be sure, transaction cost economics does not predict the final configu-
ration in detail. It is nevertheless noteworthy that (1) efficient technological
units were very small in relation to efficient economic units in this industry,
which is to say that organizational rather than technological factors were
responsible for the creation of large systems; (2) transaction cost economics
predicts that severe problems will arise in attempting to coordinate autono-
mous end-to-end systems that are characterized by site specificity by con-
tract;? and (3) the limits of cartels also have organizational origins and are

20ther types of specific assets also influenced railroad organization. In particular, aithough
steam locomotives were assets on wheels, they required an inordinate amount of preventive and
corrective maintenance. A resale market in steam locomotives was impaired by the acquired

knowledge embedded in the mechanics familiar with the idiosyncratic attributes of each. (The
diesel locomotive, by comparison, was less idiosyncratic in maintenance cost respects.)

v
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evident upon posing problems of interfirm organization in contracting terms.
That the trucking industry, which does not have the same site specificity
{mainly roadbed) features, should differ from the railroad industry in signifi-
cant respects is furthermore predicted by transaction cost reasoning. (Indeed,
the absence of site-specific investments in the trucking industry make it a
much better candidate than the railroads to illustrate the Evans and Grossman
argument that market coordination is a marvel.3 If Chandler’s account is
accurate, the railroad industry illustrates the importance of hierarchy.)

Operating the large railroad systems was possible only upon solving
administrative complexities which greatly exceeded those faced by earlier
business enterprises. As discussed below, the hierarchical structure that the
railroad managers crafted was broadly consistent with the principles of effi-
cient hierarchical decomposition stated by Simon. Thus, support activities
(lower-frequency dynamics) were split off from operations (higher-frequency
dynamics), and the linkages within each of those classes of activity were
stronger than the linkages between. That organizational innovation, in Chan-
dler’s judgment, paved the way for modern business enterprise.

2. The M-Form Innovation

2.1 The Transformation

The most significant organizational innovation of the twentieth century was
the development in the 1920s of the multidivisional structure. That develop-
ment was little noted and not widely appreciated, however, as late as 1960.
Legding management texts extolled the virtues gl ““basic departmentation’’

“and “‘line and staff authority relationships,” the special importance of

multidivisionalization went unremarked.4

Chandler’s pathbreaking study of business history, Strategy and Struc-
ture, simply bypassed this management literature. He advanced the thesis that
“changing developments in business organization presented a challenging
area for comparative analysis'* and observed that “‘the study of [organization-
al] innovation seemed to furnish the proper focus for such an investigation”’

'3Truc.kmg is also a much better candidate for deregulation than the railroads. To be sure, no
o!'le lS. urgllng a return of the railroads to their regulatory status of 1980. That there is greater
dlssat.|s‘facuon with deregulation of the railroads than with trucking is, however, predic(.able upon
examining their transaction cost features. See Christopher Conte, **Push for Tighter U.S. Super-

-‘;’I,SI;)gns (sy,f I;?I;B(fads Is a Threat to Success of Reagan Deregulators,'* Wall Street Journal, January

9The treatment of these matters by Harold Koontz and Cyril O'Donnell (1955) is
Tepresentative.
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(Chandler, 1962 [1966 edition], p. 2). Having identified the multidivisional
structure as one of the most important such innovations, he proceeded to trace
its origins, identify the factors that gave rise to its appearance, and describe
the subsequent diffusion of that organization form. It was uninformed and
untenable to argue that organization form was of no account after the ap-
pearance of Chandler’s book.

The leading figures in the creation of the multidivisional (or M-form)
structure were Pierre S. du Pont and Alfred P. Sloan; the period was the early
1930s; the firms were du Pont and General Motors; and the organizational
strain of trying to cope with economic adversity under the old structure was
the occasion to innovate in both. The structures of the two companies, howev-
er, were different.

Du Pont was operating under the centralized, functionally departmen-
talized or unitary (U-form) structure. General Motors, by contrast, had been
operated more like a holding company (H-form) by William Durant, whose
genius in perceiving market opportunities in the automobile industry (Live-
say, 1979, pp. 232-34) evidently did not extend to organization. John Lee
Pratt, who served as an assistant to Durant and as chairman of the Appropria-
tions Committee after Du Pont took an equity position in General Motors,
observed that ‘‘under Mr. Durant’s regime we were never able to get things
under control’’ (Chandler, 1966, p. 154). A leading reason is that the Execu-
tive Committee, which consisted of Division Managers, was highly pol-
iticized: **When one of them had a project, why he would vote for his fellow
members; if they would vote for his project, he would vote for theirs. It was a
sort of horse trading’” (Pratt, quoted by Chandler, 1966, p. 154).

Chandler summarizes the defects of the large U-form enterprise in the
following way:

The inherent weakness in the centralized, functionally departmentalized operat-
ing company . . . became critical only when the administrative load on the
senior executives increased to such an extent that they were unable to handle their
entreprencurial responsibilities efficiently. This situation arose when the opera-
tions of the cnterprise became too complex and the problems of coordination,
appraisal, and policy formulation too intricate for a small number of top officers
to handle both long-run, entrepreneurial, and short-run operational admin-
istrative activities. [1966, pp. 382-83)

The ability of the management to handle the volume and complexity of
the demands placed upon it became strained and even collapsed. Unable
meaningfully to identify with or contribute to the realization of global goals,
managers in each of the functional parts attended to what they perceived to be
operational subgoals instead (Chandler, 1966, p. 156). In the language of
transaction cost economics, bounds on rationality were reached as the U-form
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structure labored under a communication overload while the pursuit of sub-
goals by the functional parts (sales, engineering, production) was partly a
manifestation of opportunism.

The M-form structure fashioned by du Pont and Sloan involved the
creation of semiautonomous operating divisions (mainly profit centers) orga-
nized along product, brand, or geographic lines. The operating affairs of each
were managed separately. More than a change in decomposition rules was
needed, however, for the M-form to be fully effective. Du Pont and Sioan
also created a general office ‘‘consisting of a number of powerful general
executives and large advisory and financial staffs’’ (Chandler, 1977, p. 460)
to monitor divisional performance, allocate resources among divisions, and

engage in strategic planning. The reasons for the success of the M-form
innovation are summarized by Chandler:

The basic reason for its success was simply that it clearly removed the executives
responsible for the destiny of the entire enterprise from the more routine opera-
tional activities, and so gave them the time, information, and even psychological
commitment. for long-term planning and appraisal. . . .

{The] new structure left the broad strategic decisions as to the allocation of
existing resources and the acquisition of new ones in the hands of a top team of
generalists. Relieved of operating duties and tactical decisions, a general execu-

tive was less likely to reflect the position of just one part of the whole. {1966, pp.
382-83]

In contrast with the holding company—which is also a divisionalized form
but has little general office capability and hence is little more than a corporate
shell—the M-form organization adds (1) a strategic planning and resource
allocation capability and ( monitoring and control apparatus. As a conse-
qQuence, cash flows are reallocatéd.among divisions to favor high-yield uses,
fmd internal incentive and control instruments arcgexercised in a discriminat-
ing way. In short, the M-form corporation take: many of the properties of
(and is usefully regarded as) a miniature ca market,> which is a much

more ambitious concept of the corporation than the term *‘holding company’’
contemplates.

2.2 An Information Progessing Interpretation

:Vlosht rect;,:?t treatments of. the corporation nevertheless accord scant attention
0 the architecture of the firm and focyg entirely on incentive features instead.

In fact, however, organization form matters even in a firm in which incentive

o
Richard Heflebower (1960) and Armen Alchian (1969) also impute capital market resource

allocation and control functions to the M-form corporation.
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problems attributable to opportuniism are missing. The studies of hierarchy by
W. Ross Ashby (1960) and by Herbert Simon (1962) are germane.

Ashby established that all adaptive systems that have a capacity to re-
spond to a bimodal distribution of disturbances—some being disturbances in
degree; other being disturbances in kind—will be characterized by double
feedback. The rudimentary model is shown in Figure 11-1. Disturbances in
degree are handled in the primary feedback loop (or operating part) within the
context of extant decision rules. Disturbances in kind involve longer-run
adjustments in which parameter changes are introduced or new rules are
developed in the secondary (or strategic) feedback loop. The second feedback
loop is needed because the repertoire of the primary loop is limited—which is
a concession to bounded rationality. Evolutionary systems that are subject to
such bimodal disturbances will, under natural selection, necessarily develop
two readily distinguishable feedbacks (Ashby, 1960, p. 131).

Simon’s discussion of the organizational division of decision-making
labor in the firm is in the same spirit. From *‘the information processing point
of view, division of labor means factoring the total system of decisions that
need to be made into relatively independent subsystems, each one of which
can be designed with only minimal concern for its interaction with the others’*
(Simon, 1973, p. 270). That applies to both technical and temporal aspects of
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FIGURE 11~1. Double Feedback
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the organization. In both respects the object is to recognize and give effect to
conditions of near decomposability. That is accomplished by grouping the
operating parts into separable entities within which interactions are strong and
between which they are weak and by making temporal distinctions of a
strategic versus operating kind. Problems are thus factored in such a way that
the higher-frequency (or short-run) dynamics are associated with the operat-
ing parts while the lower-frequency (or long-run) dynamics are associated
with the strategic system (Simon, 1962, p. 477). Those operating and strate-
gic distinctions correspond with the lower and higher levels in the organiza-
tional hierarchy, respectively. They furthermore correspond with the primary
and secondary feedback loops to which Ashby referred.

2.3 Governance

Effective divisionalization requires more than mere decomposition. Other-
wise the H-form would have been an adequate answer to the strains that
appear as the (indecomposable) U-form structure was scaled up.

Indeed, in a team theory world in which managers are assumed to share
identical preferences, the problem of organization is precisely one of decom-
posing the enterprise in efficient information processing respects (Marshak
and Radner, 1972; Geanakoplos and Milgrom, 1984). As noted in Chapter 2,
team theory combines the assumption of bounded rationality with non-self-
interest-seeking. If, however, the managers of the firm are given to oppor-
tunism, additional problems of incentive alignment, decision review, audit-
ing, dispute resolution, a like must be confronted. Those who invented
the M-form structure were aware df.those needs and made provision for them.

Opportunism in the H-form entetprise can ghke several forms. For one
thing, subsidiaries that have preemptive claims gBainst their own earnings are
unlikely to return thése resources to the centgffbut will “‘reinvest’’ to excess
instead.® Additionally, since the secondary feedback loop has limited compe-
tence to evaluate performance, costs are apt to escalate. If subsidiaries enjoy
relief from market tests because of corporate cross-subsidization, moreover,
fl‘mher cost excesses will appear. Finally, partisan decision-making of the
kind that Pratt associated-with General Motors in the Durant era may appear.
' The M-form structure removes the general office executives from par-
tisan involvement in the functiona| parts and assigns operating responsibilities

6To be sure, the H-form firm could €ncourage divisions to invest in one another. Serious
problems of information display, evaluation, auditing, and the like are posed for which a central
agency is apt to enjoy advantages, however—which is 1o say that internal resource allocation
among divisions can benefit from the support of a general office.
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to the divisions. The general office, moreover, is supported by an elite staff
that has the capacity to evaluate divisional performance. Not only, therefore,
is the goal structure altered in favor of enterprise-wide considerations, but an
improved information base permits rewards and penalties to be assigned to
divisions on a more discriminating basis, and resources can be reallocated

within the firm from less to more productive uses. A concept of the firm as an .

internal capital market thus emerges.

Effective multidivisionalization thus involves the general office in the
following set of activities: (1) the identification of separable economic ac-
tivities within the firm; (2) according quasi-autonomous standing (usually of a
profit center nature) to each; (3) monitoring the efficiency performance of
each division; (4) awarding incentives; (5) allocating cash flows to high-yield
uses; and (6) performing strategic planning (diversification, acquisition, di-
vestiture, and related activities) in other respects. The M-form structure is
thus one that combines the divisionalization concept with an internal control
and strategic decision-making capability.

2.4 An Isomorphism

Although the economic correspondences are imperfect, it is nevertheless of
interest that the U-form, H-form, and M-form structures bear a formal relation
to the basic contracting schema set out in Chapter 1. Figure 112 displays the
parallel relations.

Thus whereas the contracting schema was developed in terms of two
production technologies (k = 0 and k > 0), the organizational distinction to be
made is between two information processing technologies (centralized and
decentralized, respectively). Given the requisite preconditions? and assuming
the absence of opportunism, the & > O/decentralized technologies will yield a
superior result. But the & > 0/decentralized technologies also pose serious
hazards of opportunism. Unless safeguards can be devised, the full benefits of
the k > O/decentralized technologies will go unrealized.

The s = O condition reflects a refusal to safeguard a contract for which
nonredeployable assets are at hazard. The organizational correspondence is
the H-form firm. The s > 0 conditions reflects a decision to provide protective
governance. The M-form firm is the organizational counterpart for contractual
safeguards. Thus the full benefits of the k > 0/decentralized organization are
achieved only if s > 0/M-form governance is provided.

"The preconditions in the production technology case go to specifying the stochastic struc-
ture of demand. In the information technology case, the issue is one of firm size and complexity.
(The M-form structure is unneeded in small and simple firms.)
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H-Form

Decentralized
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FIGURE 11-2. Organizational Choices

Indeed, the coptractinW be carried further by regarding in-
vestors who supply capital to a firm as the cou rpart of the suppliers of
intermediate product in the nonstandard contracyiilg context. Recall that sup-
pliers of intermediate product were willing tgf#mploy any technology and
would accept any contract for which expecte®breakeven could be projected.
The same is true of suppliers of capital: They will invest in any firm with any
organization form on terms such that a competitive (risk-adjusted) rate of
return can be projected. This, however, merely reflects the outcome of a
competitive market process. More germane to our purposes here is the follow-
ing: Although firms that employ an inferior (U-form) information technology
or that do not safeguard the superior technology against the hazards of oppor-
tunism (H-form) may still be able to rajse capital if their product line is
sufficiently strong (e.g. they enjoy patent protection), they could raise capital
on better terms if a superior information technology supported by safeguards

were to be employed—which is what the M-form structure adds to decentrali-
zation.
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3. Applications: Conglomerate and Multinational Enterprise

As discussed in earlier chapters, the inhospitality tradition regarded nonstan-
dard contracting practices as presumptively unlawful. Nonstandard internal
forms of organization have also been regarded with deep suspicion. The same
technological orientation to economic organization plainly informed both of
those approaches. Unless a clear-cut technologicat justification for the con-
tracting practices or organizational structure in question could be discerned,
antitrust specialists were quick to ascribe antisocial purpose and effect. Trans-
action cost economics regards nonstandard forms of market and internal orga-
nization differently. For one thing, anticompetitive concerns ought to be
reserved for the subset of conditions for which a condition of preexisting
monopoly power exists. For another, the possibility that economies of trans-
action cost are realized ought to be admitted. Rather, therefore, than regard
organizational innovations with suspicion and hostility, such innovations are
assessed on the merits instead. Real economies of all kinds, transaction cost
included, warrant respect.

3.1 The Conglomerate

The conglomerate form of organization has been subject to a variety of in-
terpretations. Some of them are sketched here, after which a transaction cost
interpretation is advanced. The matter of tradeoffs is then briefly addressed.

d. EARLIER INTERPRETATIONS

The antitrust enforcement agencies were among the first to venture an
unfavorable assessment of the conglomerate. Thus the staff of the Federal
Trade Commission held: '

With the economic power which it secures through its operation in many diverse
fields, the giant conglomerate may attain an almost impregnable position.
Threatened with competition in any one of its various activities, it may well sell
below cost in that field, offsetting its losses through profits made in its other
lines—a practice which is frequently explained as one of meeting competition.
The conglomerate corporation is thus in a position to strike out with great force
against smaller business. {U.S. Federal Trade Commission, 1948, p. 59]

Robert Solo subsequently characterized the conglomerate corporation as a
““truly dangerous phenomenon’’ and argued that it ‘‘will probably subvert
management effectiveness and organizational rationale for generations’’
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(1972, pp. 47-48). Others advised that the large conglomerate was a hazard
to competition ‘‘in every line of commerce in every section of the country’’
(Blake, 1973, p. 567). Bogeyman economics became fashionable. Procter &
Gamble, for example, was repeatedly described as a *‘brooding omnipre-
sence’’ in a court of law.8 Even those who regarded the conglomerate form
more sympathetically referred to it as a puzzle (Posner, 1972, p. 204).

To be sure, Morris Adelman (1961) advanced a more favorable in-
terpretation. He observed that the conglomerate form of organization had
attractive portfolio diversification properties. But why should the conglom-
erate appear in the 1960s rather than much earlier? After all, holding com-
panies, which long predated the conglomerate, can accomplish portfolio di-
versification. And individual stockholders, through mutual funds and
otherwise, are able to diversify their own portfolios. At best the portfolio
diversification thesis is a very incomplete explanation for the postwar wave of
conglomerate mergers.®

b. AN INTERNAL CAPITAL MARKET INTERPRETATION

As set out previously, Alfred P. Sloan, Jr., and his associates at General
Motors were among the first to perceive the merits of the M-form structure.
But while the divisionalization concept was well understood and carefully
implemented within General Motors, those same executives were fixated on
the notion that General Motors was an automobile company.

Thus Sloan remarked that “‘tetraethy] lead was clearly a misfit for GM.
It was a chemical product, rather than a mechariical orie. And it had to go to
market as part of the gasoline and thus required a gasoline distribution sys-
tem.”’ 19 Accordingly, although GM retained an investment position, the Eth-
yl Corporation became a free-standing entity rather than an operating division
(Sloan, 1964, p. 224): Similarly, aithough Durant had acquired Bfigidaire and

Frigidaire’s market share of refriger. exceeded 50 percentfin the 1920s,
the position was allowed to Wﬁ? rivals developed mggKet positions in

8The phrase was repeatedly used by expert economists for the plaintiff in Purex v. Procter &
Gamble, which was a private antitrust suit in which Purex claimed that the resources of Procter
& Gamble put a scare into Purex in its rivalry with Clorox. The district court decided against
Purex. 419 F. Supp. 931 (C.D. Cal. 1976).

9Homemade diversification is not a perfect substitute for conglomerate diversification,
because bankruptcy has real costs that the firm, but not individuals, can reduce by portfolio
diversification. Bankruptcy costs have not sharply increased in the past thirty years, however, so
those differences do not explain the appearance of the conglomerate during that interval.

19Quoted by Burton and Kuhn (1979, p. 6).
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other major appliances (radios, ranges, washers, etc.) while Frigidaire con-
centrated on- refrigerators. The suggestion that GM get into air conditioners
*‘did not register on us, and the proposal was not . . . adopted” (Sloan,
1964, p. 361). As Richard Burton and Arthur Kuhn conclude, GM’s “‘deep
and myopic involvement in the automobile sector of the economy [prevented]
product diversification opportunities in other market areas—even in product
lines where GM had already achieved substantial penetration—[from being]
recognized’’ (1979, pp. 10-11).

The conglomerate form of organization, whereby the corporation con-
sciously took on a diversified character and nurtured its various parts, evi-
dently required a conceptual break in the mind-set of Sloan and other prewar
business leaders. That occurred gradually, more by evolution than by grand
design (Sobel, 1974, p. 377), and it involved a new group of organizational
innovators—of which Royal Little was one (Sobel, 1974). The natural growth
of conglomerates, which would occur as the techniques for managing diverse
assets were refined, was accelerated as antitrust enforcement against horizon-
tal and vertical mergers became progressively more severe. Conglomerate
acquisitions—in terms of numbers, assets acquired, and as a proportion of
total acquisitions—grew rapidly with the result that ‘‘pure’” conglomerate
mergers, which in the period 1948-53 constituted only 3 percent of the assets
acquired by merger, had grown to 49 percent by 197377 (Scherer, 1980,
p. 124).

As developed more fully elsewhere (Williamson, 1975, pp. 158-162),
the conglomerate is best understood as a logical outgrowth of the M-form
mode for organizing complex economic affairs. Thus once the merits of the
M-form structure for managing separable, albeit related, lines of business
(e.g. a series of automobile or a series of chemical divisions) were recognized
and digested, its extension to manage less closely related activities was natu-
ral. That is not to say that the management of product variety is without
problems of its own. But the basic M-form logic, whereby strategic and
operating decisions are distinguished and responsibilities are separated, car-
ried over. The conglomerates in which M-form principles of organization are
respected are usefully thought of as internal capital markets whereby cash
flows from diverse sources are concentrated and directed to high-yield usés.

The conglomerate is noteworthy, however, not merely because it permit-
ted the M-form structure to take that diversification step. Equally interesting
are the unanticipated systems consequences that developed as a byproduct.
Thus once it was clear that the corporation could manage diverse assets in an
effective way, the possibility of takeover by tender offer suggested itself. The
issues here are developed in Chapter 12. .
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C. TRADEOFFS

The term **M-form’’ is reserved for those divisionalized firms in which
the general office is engaged in periodic auditing and decision review and is
actively involved in the internal resource allocation process. Cash flows,
therefore, are subject to an internal investment competition rather than auto-
matically reinvested at their source. The affirmative assessment of the con-
glomerate as a miniature capital market presumes that the firm is operated in
such a way. Not all conglomerates were. In particular, firms that in the 1960s
were referred to as ‘‘go-go’” conglomerates did not respect M-form princi-
ples. Their merits, if they had any, presumably resided elsewhere.

Inasmuch, however, as the organizational logic of the M-form structure
runs very deep—serving, as it does, both to economize on bounded ra-
tionality (the information processing interpretation) and safeguard the internal
resource allocation process against the hazards of opportunism (which is what
the general office concept adds), the rationale for conglomerate structures in
which M-form principles are violated is gravely suspect. Indeed, one would
expect, and events have borne the expectation out, that the ‘‘go-go’ con-
glomerates would become unglued when adversity set in—as it did in the late
1960s. Those firms found it necessary to reorganize along M-form lines, to
simplify their product lines, or to do both.

Note in that connection that the M-form conglomerate engages in a
depth-for-breadth tradeoff. As Alchian and Demsetz put it: ‘‘Efficient pro-
duction into heterogeneous resources is not a result of having better resources
but in knowing more accurately the relative productive performance of those
resources’” (1972, p'fW ‘eémphasis in original). Plainly, diversification can
be taken to excess. As the capacity to engage knowledgeably in internal
resource allocation becomes strained, problems of misallocation and oppor-
tunism intrude. That conglomerate firms voluntanly engage in divestiture is
presumably explained by that condition.

Lest I be misunderstood, | d ot mean to sugge
expfess managerial preferepees in ways that conflici
the stoekhotders have: extinguished & a result GJf conglomerate form.
The Sontiniiing Terision between management and stockholdér interests is
reflected in numerous efforts that incumbent managements have taken to
protect target firms against takeover (Cary, 1969; Williamson, 1979;
Benston, 1980). Changes in internal organization have nevertheless relieved
managerial discretion concerns. A study of the economic institutions of cap-
italism that makes no allowance for organization form changes and their
capital market ramifications will naturally overlook the possibility that the

that opportunities to
ith the preferences of
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corporate control dilemma posed by Berle and Means has since been allevi-
ated more by internal than it has by regulatory or external organizational
reforms. !

3.2 Multinational Enterprise

The discussion of the muitinational enterprise (MNE) that follows deals main-
ly with recent developments and, among them, emphasizes organizational
aspects—particularly those associated with technology transfer in manufac-
turing industries. As Mira Wilkins has reported, direct foreign investment,
expressed as a percentage of GNP, was in the range of 7 to 8 percent in 1914,
1929, and 1970 (Wilkins, 1974, p. 437). Both the character of this investment

and, relatedly, the organization structure within which this investment took

place were changing, however. It is not accidental that the term MNE was
coined neither in 1914 nor in 1929 but is of much more recent origin.

Thus whereas the ratio of the book value of U.S. foreign investments in
manufacturing as compared with all other (petroleum, trade, mining, public
utilities) was 0.47 in 1950, that had increased to 0.71 in 1970 (Wilkins, 1974,
p- 329). Also, ‘‘what impressed Europeans about American plants in Europe
and the United States [in 1929] was mass production, standardization,.and
scientific management; in the 1960s, Europeans were remarking that Amer-
ica’s superiority was based on technological and managerial advantage [and]
that this expertise was being exported via direct investment’” (Wilkins, 1974,
p. 436).

The spread of the multinational corporation in the post—World War 11
period has given rise to considerable scrutiny, some puzzlement, and even
some alarm (Tsurumi, 1977, p. 74). One of the reasons for this unsettled state
of affairs is that transaction cost economizing and organization form issues
have been relatively neglected in efforts to assess MNE activity. 12

HHostility to the conglomerate form nevertheless continues. See Samuel Loescher (1984).
Also, the Antitrust Division of the United States Department of Justice argued in 1978 that
Occidental Petroleum should not be permitted to acquire the Mead Corporation because that
would permit Mead to make *‘efficient and cost effective”” investments in greenficld plants to the
disadvantage of Mead’s less efficicnt rivals. For a discussion of the government’s use of **cre-
ative lawyering”* to deter conglomerate mergers, see Williamson (1979, p. 69-73).

Antitrust caveats apply wherever an acquiring firm is properly characterized as one of a very
few most likely potential entrants (Williamson, 1975, pp. 165-70). Also, although very large
conglomerates might be regarded as objectionable from a populist political standpoint, such
arguments should be advanced in a frankly political way (rather than masqueraded in economic
garb) and treated in the context of giant-size firms quite generally.

2An important exception is the work of Buckley and Casson (1976).

by
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Organization form is relevant in two related respects. First is the matter
of U.S.-based as against foreign-based investment rates. Yoshi Tsurumi re-
ports in this connection that the rate of foreign direct investments by U.S.
firms increased rapidly after 1953, peaked in the mid-1960s, and has leveled
off and declined since (Tsurumi, 1977, p. 97). The pattern of foreign direct
investments by foreign firms, by contrast, has lagged that of the United States
by about a decade (pp. 91-92).

Recall that the conglomerate uses the M-form structure to extend asset
management from specialized to diversified lines of commerce. The MNE
counterpart is the use of the M-form structure to extend asset management
from a domestic base to include foreign operations. Thus the domestic M-
form strategy for .decomposing complex business structures into semi-
autonomous operating units was subsequently applied to the management of
foreign subsidiaries. The transformation of the corporation along M-form
lines came earlier in the United States than in Europe and elsewhere. U.S.
corporations were for that reason better qualified to engage in foreign direct
investments at an earlier date than were foreign-based firms. Only as the latter
took on the M-form structure did that multinational management capability
appear. The pattern of foreign direct investments recorded by Tsurumi and
reported above is consistent with the temporal differences of U.S. and foreign
firms in adopting the M-form structure.

That U.S. corporations possessed an M-form capability earlier than their
foreign counterparts does not, however, establish that they used it to organize
foreign investment. John Stopford and Louis Wells have studied that issue.
They report that while initial foreign investments were usually organized as
autonomous subsidiaries, divisional status within an M-form structure invari-
ably appeared as the size and complexity of foreign operations increased
(Stopford and Wells, 1972, p. 21). The transformation usually followed the
organization of domestic operations along M-form lines (p. 24). The adoption
of a ‘‘global”’ strategy or *‘‘worldwide perspective”’ —whereby ‘strategic
planning and major policy decisions’” are made in the central office of the
enterprise (p. 25)—could be aceomplished only within a multidivisional
framework.

Even more interesting than those organization formgissues is the fact that
foreign direct investments by U.S. firms have been foncentrated in a few
industries. Manufacturing industries that have made fibstantial foreign direct
investments includg: chemicals, drugs, automobiles, food processing, elec-
tronics, electrical and nonelectrical machinery, nonferrous metals, and rub-
ber. Tobacco, textiles and apparel, furniture, printing, glass, steel, and air-
craft have, by comparison, done little foreign direct investment (Tsurumi,
1977, p. 87).
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Stephen Hymer’s ‘‘dual’’ explanation for the muitinational enterprise is
of interest in this connection. Thus Hymer observes that direct foreign invest-
ment ‘‘allows business firms to transfer capital, technology, and organiza-
tional skill from one country to another. It is also an instrument for restraining
competition between firms of different nations’* (Hymer, 1970, p. 443).

Hymer is surely correct that the MNE can service both of those purposes,
and examples of both kinds can doubtless be found. It is nevertheless useful to
ask whether the overall character of MNE investment, in terms of its distribu-
tion among industries, is more consistent with the efficiency purposes to
which Hymer refers (transfer of capital, technology, and organizational skill)
or with the oligopolistic restraint hypothesis. Adopting a transaction cost
orientation discloses that the observed pattern of investment is more con-
sistent with the efficiency part of Hymer’s dual explanation.

For one thing, oligopolistic purposes can presumably be realized by
portfolio investment coupled with a limited degree of management involve-
ment to segregate markets. Put differently, direct foreign investment and the
organization of foreign subsidiaries within an M-form structure are not needed
to effect competitive restraints. Furthermore, if competitive restraints were
mainly responsible for those investments, then presumably all concentrated
industries—which would include tobacco, glass, and steel—rather than those
associated with rapid technical progress, would be active in MNE creation.
Finally, although many of the leading U.S. firms that engaged in foreign
direct investment enjoyed *‘market power,’’ that was by no means true for all.

By contrast, the pattemn of foreign direct investments reported by
Tsurumi appears to be consistent with a transaction cost economizing in-
terpretation. Raymond Vemon’s 1971 study of the Fortune 500 corporations
disclosed that 187 of them had a substantial multinational presence. R&D
expenditures as a percentage of sales were higher among those 187 than
among the remaining firms in the Fortune 500 group. Furthermore, according
to Vernon, firms that went multinational tended to be technological inno-
vators at the time of making their initial foreign direct investments.

That raises the question of the attributes of firms and markets for accom-
plishing technology transfer. The difficulties with transferring technology
across a market interface are of three kinds: recognition, disclosure, and team
organization (Arrow, 1962;"Williamson, 1975, pp. 31-33, 203-7; Teéce,
T977).13 Of those three, recognition is probably the least severe. To be sure,
foreign firms may sometimes fail to perceive the opportunities to apply tech-
nological developments originated elsewhere. But enterprising domestic firms

13The material that follows is based on Williamson and Teece (1980). Our argument is
similar to that advanced by Buckley and Casson (1976).
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that have made the advance can be expected to identify at least some of the
potential applications abroad.

Suppose, therefore, that recognition problems are set aside and consider
disclosure. Attempts to transfer technology by contract can break down be-
cause of the ‘‘paradox of information.”” A very severe information asymme-
try problem exists, on which account the less informed party (in this instance
the buyer) must be wary of opportunistic representations by the seller.!4
Although sometimes the asymmetry can be overcome by sufficient ex ante
disclosure (and veracity checks thereon), that may shift rather than solve the
difficulty. The fundamental paradox of information is that *‘its value for the

purchaser is not anwn until he has the mfonnatlon but then he has in effect
/‘~ -

acquired it wnhout cost’’ (Arrow 1971, P 152).

Suppose arguendo. that buyers concede value and are prepared to pay
for information in the seller’s possession. The incentive to trade is then clear,
and for some items this will suffice. The formula for a chemical compound or
the blueprints for a special device may be all that is needed to effect the
transfer. Frquently, however, and probably often, new knowledge is diffusely
distributed and is poorly defined (Nelson, 1981). Where the requisite infor-
mation is distributed among a number of individuals all of whom understand
their speciality in only a tacit, intuitive way!5 a simple contract to transfer the
technology cannot be devised.

Transfer need not cease, however, because simple contracts are not
feasible. If the benefits of technology transfer are sufficiently great, exchange
may be accomplished either by devising a complex trade or through direct
foreign investment. Which will be employed depends on the circumstances. If
only a one-time (or very occasional) transfer of techology is contemplated,
direct foreign investment is a somewhat extreme response.!® The complex
contractual alternative is to negotiate a tie-in sale whereby the technology and
associated knowhow are transferred as a package. Since the knowhow is
concentrated in the human assets who are already familiar with the tech-
nology, this entails the creation of a ‘‘consulting team’’ by the seller to
accompany the physical technology transfer—the object being to overcome

14Markets for information are apt to be especially costly and/or hazardous when transmis-
sion across a national boundary is attempted. Language differences naturally complicate the
communication problem, and differences in the technological base compound those difficultics.
If, moreover, as is commonly the case, cultural differences foster suspicion, the trust needed to
support informational exchangemay be lacking. Not only will contrgpt ncgotiations be more
complex and costly on that account, but executton will be subject ¢ more formal and costly
procedures than would occur under a regime of greater trust.

150n this, see Polanyi (1962).

I6This is an implication of transaction cost reasoning in which the frequency dimension has
explanatory power.
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startup difficulties and to familiarize the employees of the foreign firm,
through teaching and demonstration, with the idiosyncrasies of the opera-
tion. 17 .

Inasmuch as many of the contingencies that arise in the execution of such
contracts will be unforseen, and as it will be too costly to work out appropriate
ex ante responses for others, such consulting contracts are subject to consider-
able strain. Where a succession of transfers is contemplated, which is to say
when the frequency shifts from occasional to recurring, complex contracting
is apt to give way to direct foreign investment. A more harmonious and
efficient exchange relation—better disclosure, easier reconciliation of dif-
ferences, more complete crosscultural adaptation, more effective team organi-
zation and reconfiguration—predictably results from the substitution of an
* internal governance relation for bilateral trading under those recurrent trading
circumstances where assets, of which complex technology transfer is an ex-
ample, have a highly: specific character.

The upshot is that while puzzlement with and concerns over MNEs will
surely continue,'® a transaction cost interpretation of the phenomenon sheds
insight on the following conspicuous features of multinational investment: (1)
the reported concentration of foreign direct investment in manufacturing in-
dustries where technology transfer is of special importance; (2) the organiza-
tion of those investments within M-form structures; and (3) the differential
timing of foreign direct investment between U.S. and foreign manufacturing
enterprises (which difference also has organization form origins).'?

4. Concluding Remarks

There is widespread agreement, among economists and noneconomists alike,
with the proposition that the modern corporation is an important and complex
economic institution. Such agreement is mainly explained by the obtrusive

170n the importance of on-site observation and of teaching-by-doing, sce Polanyi (1962),
Doeringer and Piore (1971, pp. 15-16), and Williamson, Wachter, and Harris (1975).

18For recent summaries of and contributions to this literature, see Caves (1982) and Hernnart
and Wilkins (1983).

19The argument can be extended to deal with such observations as those of Mansfield,
Romeo, and Wagner (1979), who report that firms use subsidiaries to transfer their newest
technology overseas but rely on licensing or joint ventures for older technology. The transaction
cost argument is that the latter are more well defined, hence are more easily reduced to contract,
and require less firm-specific know-how to effect successful transfer.
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size of the largest firms. The economic factors that lie behind the size, shape,
and performance of the modern corporation, however, are poorly understood.
The puzzlement is not of recent origin. Edward  Mason complamed more

than twenty years ago that * “the functlonihg of the corporate system has not to

date been adequately explamcd . Thé man o"f'acuon | may be content with a

system that works. But oné who reﬂects on the properties or characteristics of
this system cannot tielp askmg wﬁy it works and whether it will continue to
work’” (1959, p. 4. The prcdlcament to whlch Mason refers is, I submnt
Targely the product of two different ¢but not ‘unrelated) intellectual traditionis.
The first holds that thé structural feafiites of the corporation are irrelevant.
m“l‘s'gﬁ:ar‘thafy”af“ t'h‘e ﬁ"rfn {h'é‘t ;sa“;sulaies'“ ﬁrté‘rméd'ate thieory text-

P

med“ asa producuon Tunction to which a profit maximization
objective has been assigned. The second has public policy roots—the inhos-
~pitality tradition to which I'referred earlier. The distinctive structural features
~of "ihe" “corporation ~are hefé believed -to -be- the -result- of unwanted

“{anticompetitive) intrusions into market processes.

The transaction cost approach differs from both. Unlike neoclassical

- analysis, internal organization is specifically held to be important. Unlike the

inhospitality tradition, structural differences are presumed to arise primarily
in the service of transaction cost economizing.

The progressive evolution of the modern corporation records the imprint
of transaction cost economizing at every stage. The railroads, which were the
*“first modern business enterprises’’ (Chandler, 1977, p. 120), devised the
line-and-staff structure when coordination of end-to-end systems by contract
broke down and older and simpler structures were unable to manage the
resulting networks. Transaction costs rather than technology were plainly
driving those developments. Forward integration out of manufacturing into
distribution was widespread at the turn of the century. As discussed in Chap-
ter 5, integration occurred selectively rather than comprehensively and in a
manner that is broadly consistent with transaction cost reasoning.

The two leading corporate forms that were in place in 1920 were the
functional (or U-form) and holding company (H-form) structures. Both expe-
rienced internal inefficiency and managerial discretion distortions as firms
grew in size and complexity. Viewing internal organization within a nexus of
contract perspective, the im\pmit\contracts were too cumbersome on the one
hand (the U-form case) and too incomplete on the other (the H-form condi-
tion). Faced with the need either to retrench or to develop a new set of internal
contracting relationships, organizational innovators deviged the M-form
structure.
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The resulting structure recognized essential decomposability, thus rec-
tifying the overcentralization condition in the U-form enterprise. The M-form
furthermore effected a split between operating and strategic decision-making
and reserved the latter for the general office. Providing the general office with
an internal incentive and control capability was required lest the potential
benefits of the division of effort be dissipated. Such a capacity had been
lacking in the H-form organization and contributed to problematic perfor-
mance therein.

This argument bears a resemblance to the two technology problem dis-
cussed in earlier chapters. The two technologies under review here are the
centralized and decentralized modes of organization. The first corresponds to
the U-form; the second can be either H or M. The contractual difference
between the latter two is that safeguards against opportunism are more fully
developed in the M-form. Investors will presumably be prepared to supply
capital on superior terms, therefore, to a large, diversified M-form corpora-
tion than they would to an equivalent H-form firm. In the degree to which the
M-form is in fact the fitter, natural selection, which includes competition in
the capital market, favors this resuit.

The M-form innovation introduced by General Motors and du Pont (and
subsequently imitated by others) thus served both technical and internal gov-
emance purposes—in that it served both to economize on bounded rationality
and attenuate opportunism. Specifically, operating decisions were no longer
forced to the top but were resolved at the divisional level, which relieved the
communication load. Strategic decisions were reserved for the general office,
which reduced partisan political input into the resource allocation process.
And the internal auditing and control techniques to which the general office
had access served to overcome information impactedness conditions and per-
mit fine tuning controls to be exercised over the operating parts.

The M-form structure, which was originally adopted by firms in rela-
tively specialized lines of commerce, was subsequently extended to manage
diversified assets (the conglomerate) and foreign direct investments (MNE).
A breadth-for-depth tradeoff is involved in the former case, as the firm selec-
tively internalizes functions ordinarily associated with the capital market.
MNE activity has also been selective—being concentrated in the more tech-
nologically progressive industries where higher rates of R&D are reported
and technology transfer arguably poses greater difficulties. This pattern of
foreign direct foreign investment cannot be explained by a monopoly hypoth-
esis but is consistent with transaction cost reasoning. '

To be sure, the interpretation of the modern corporation set out in this
chapter and elsewhere in this book deals only with salient features. There is
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both room for and need of refinement. It nevertheless makes headway against
the rationality puzzlement to which Mason referred and which has troubled
other students of the modern corporation. The basic proposition is this: Orga-
nization form deserves to be taken seriously. Once that is acknowledged,

transaction cost economizing becomes a very large part of the argument.




CHAPTER 12

Corporate Governance

The simple contractual schema set out in Chapter 1, on which I have repeat-
edly relied, is applied here to corporate governance. The main issues with
which this chapter is concerned are these: What governance needs, if any, are
served by creating a board of directors? What are the consequences of broad
representation by all of the “‘interested’’ constituencies on the board of direc-
tors? What is the relation between managerial discrétion and organization
form?

1 deal with the first by examining the relation between the firm and each
of its constituencies—labor, capital, suppliers, customers, the community,
and management—in contractual terms. | argue that the board of directors
should be regarded primarily as a governance structure safeguard between the
firm and owners of equity capital and secondarily as a way by which to
safeguard the contractual relation between the firm and its management.
Although other constituencies may sometimes be invited onto the board for
the limited purpose of sharing information in a timely and credible manner, to
assign other and larger purposes to the board involves tradeoffs with doubtful
net benefits. Most constituencies are better advised to perfect their relation to
the firm at the contracting interface at which firm and constituencies strike
their main bargain.
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The general issue of corporate control and several proposals for expan-
sive representation on the board of directors are described in section 1. The
contractual approach is applied to each of the principal constituencies in
section 2. The management’s relation to the board is elaborated in section 3.
Managerial discretion is examined in relation to organization form in section

4. Concluding remarks follow.

1. Background

Observers of the corporate scene have long struggled with the dilemma of
corporate control. It was originally expressed in terms of the strain between
diffuse ownership and management. It has subsequently been enlarged to
consider the problems of creating a mechanism to ensure that corporate man-
agement does right by *‘labor, suppliers, customers, and owners while simul-
taneously serving the public interests’” (Mason, 1958, p. 7).

Large corporate size was mainly responsible for Berle and \Means’s
(1932) challenge to the view that the shareholders controlled the modern
corporation. Since the large size of modern firms often resulted in diffuse
ownership, management purportedly assumed effective control. Berle and
Means thus inquired whether, under those circumstances, there was ‘‘any
justification for assuming that those in control of a modem corporation will
also choose to operate it in the interests of the owners’’ (1932, p. 121). The
possibility that management might operate the corporation in its own interests
could scarcely be dismissed. '

Other scholars broadened the inquiry and examined the role of other
constituencies. Their views sometimes reflect political preferences, pure and
simple. They are often buttressed, however, by implicit or explicit reference
to market failure. Thus although the stockholders may at one time have had
defensible exclusive claims on the board of directors, that has since become
an anachronism—all the more so as markets in modemn economies pro-
gressively deviate from the neoclassical ideal. Since imperfect markets afford

'If outsiders to whom equity shares are sold anticipate the behavioral consequences of the
dilution of ownership, then the price at which equity is sold will reflect prospective managerial
discretion. Some observers of the corporate scene thus conclude that the Berle and Means query is
irrelevant. Managerial discretionissimply a cost of dilution, but one that is more than offset by
the gains. There is an inconsisiency. however, in admitting that managerial discretion is signifi-
cant and to insist that firm behavior be modeled according to the postulate of profit maximization.
If managerial discretion is real and varies, among other things, with organization form, this
should be acknowledged, which is to say that the Berle—~Means query remains important, ex ante
anticipation notwithstanding.
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very unsatisfactory relief against corporate malfunctions, all constituencies
require direct access to corporate governance lest their legitimate interests be
ignored or abused.

The market failure view of corporate governance has been elaborated by
reference to the efficacy of stock markets as compared with factor markets.
Thus E. C. B. Gower observes that *‘the workers form an integral part of the
company,’” and laments that this condition is ignored by company law in
Britain (1969, p- 10). He contends that a master-servant fiction is maintained
by legal theory and that this “‘is unreal, in that it ignores the undoubted fact
that the employees are members of the company for which they work to a far
greater extent than are the shareholders whom the law persists in regarding as
its broprietors"/ (Gower, 1969, p. 11). Masahiko Aoki similarly observes that
“‘the association of individual sharcholders . . . may not be enduring’’ and
concurs that the ‘‘employees form an integral part of the firm for which they

work to a far greater extent than’* most shareholders (1983, p. 5). Summers
concurs: '

If the corporation is conceived . . . as an operating institution combining all
factors of production to conduct an on-going business, then the employees who
provide the labor are as much members of that enterprise as the shareholders who
provide the capital. Indeed, the employees may have made a much greater
investment in the enterprise by their years of service, may have much less ability
to withdraw, and may have a greater stake in the future of the enterprise than
many of the stockholders. In a corporation, so conceived, employee directors
have no morc conflict of interest than shareholder directors. [1982, p. 170]

Application of that logic suggests that other constituencies with a long-
term stake in the enterprise also deserve representation on the board of direc-
tors. This would go beyond E. Merrick Dodd’s (1932) proposal that the
directors of a corporation should serve as trustees for all the constituencies—
shareholders, customers, suppliers, community—that have a stake in the
corporation. What Robert Dahl has referred to as *‘interest group manage-
ment’’ would expressly apportion seats on the board of directors to corporate
constituencies: ““Thus the board of directors might consist of one-third repre-
sentatives elected by employees, one-third consumer representatives, one-
third delegates of federal, state and local governments’” (Dahl, 1970, p- 20).2
Shareholders are conspicuously omitted from the proposal. :

2Dahl does not favor this solution to corporate governance. His preferred solution is worker
self-management. He nevertheless argues that “‘interest group management would be an im-
provement over the present arrangements, and it may be what Americans will be content with, if
the corporation is to be reformed at ali™ (1970, p. 23).
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2. A Contractual Assessment

The study of corporate contracting is complicated by interdependencies within
and between contracts; changes in one set of terms commonly require realign-
ments in others. It will nevertheless be more helpful to examine the contracts
of corporate constituencies in a sequential rather than a fully interactive way.
That completed, 1 shall then examine interaction effects.

2.1 Framework

Recall the two-technology schema in Chapter 1. One is the general purpose
technology—technology that is useful over a broad range of transactions and
therefore involves no exposure of transaction-specific assets. Such resources
can be redeployed easily should either party terminate the contract. Special
purpose technology, by contrast, incorporates transaction-specific assets.
They cannot be redeployed easily or costlessly if the contract is prematurely
terminated or if continuity of the exchange relation is otherwise upset. Using k
as a measure of transaction-specific assets, transactions that use the general
purpose technology are ones for which k = 0. When transactions use special
purpose technology, & > 0. Such trades experience a fundamental transforma-
tion, hence take on the attributes of bilateral dependency.

Although classical market contracting suffices for transactions when k =
0, unassisted market governance poses hazards whenever transaction-specific
assets are placed at risk, because parties then have a special incentive to
safeguard investments. Let s denote the magnitude of any such safeguards. A
situation in which s = 0 is one in which no safeguards are provided. A
condition of complete safeguard will obtain if s = k. A refusal to provide a
contractual safeguard will, of course, show up in the price. If p is the price at
which the firm procures a good or service when s = 0, and if P is the price for
tire same good or service when s > 0, then p > P, ceteris paribus.

What is referred to in Figure 1-2 as a node A outcome obtains if k = 0.
Node B is the k > 0, s’ = 0 result. And node C corresponds to k > 0, s > 0.

The above all relates to the governance branch of transaction cost eco-
nomics. The measurement branch, however, is often relevant (and, as dis-
cussed below, is here). Thus, despite trading safeguards of a node C kind,
there may be special circumstances where additional benefits would accrue if
information pertinent to the exchange were more fully disclosed. Sometimes
the disclosure will enable the recipient more successfully to anticipate future
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developments and plan accordingly. Sometimes such disclosure will reduce
informational asymmetries which, if unrelieved, will cause the less informed
party to disbelieve the representations of the more informed and lead to a
costly contractual impasse.

It bears repeating, however, that such disclosures are not needed if assets
are nonspecific. Investment plans do not tum on bilateral trading in such
circumstances. And wheré neither party values continuity in its relationship

with-the other, a costly effort to reduce informational asymmetries serves no
useful veracity purposes either.

2.2 Applications

Two classes of membership on the board of directors will be considered: voting
membership and participation only to secure information. Voting membership
invites a constituency to participate in what Eugene Fama and Michael Jensen
(1983) refer to as the ratification of corporate decisions and the follow-on
monitoring of corporate performance. Informational participation allows a
constituency to observe strategic planning and to be apprised of the information
on which decisions are based, but allows no vote on investments or manage-
ment. Those responsibilities are reserved for the voting subset of the board.3

a. LABOR

Supporters of codetermination regard participation for informational pur-
poses as inadequate. They maintain that codetermination should extend the
influence of workers to include *‘general issues of investments, market plan-
ning, decisions about output, and so forth’’ (Schauer, 1973, p. 215).4

That argument is cleatly mistaken as applied to workers with general
purpose skills and knowledge (node A). Such workers can quit and be re-
placed without productive losses to either worker or firm.5 Consider, there-

3Allowing only informational participation to a constituency could be implemented through
two-tier boards, but more often it takes the form of implicit understandings among the members
of the board. In principle, members are equals, but a subset understands that its useful participa-
tion is limited to supplying and receiving information. As Oliver Hart observes, complete

information sharing is not assured by such a practice (1983, p- 23). However, this form of
participation arguably assures morc complete information sharing than nonparticipation.

41 do not mean to implicate Schauer, Gower, Aoki, and Summers in this expansive view of
labor participation.

SThis is an oversimplification. It assumes easy reemployment and ignores transitional costs,
including the impact on the family. As Knight observes, **Laborers are attached to their homes
and even to their work by sentimental ties to which market facts are ruthless’ ( 1965, p. 346). 1

ke
p
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fore, workers who make firm-specific investments and are loc'ated at n(?des B
or C. Ordinarily. it can be presumed that workers and firms will recognize the
benefits of creating specialized structure of govemnance to safeguard firm-
specific assets. Failure to provide such safegflards Tmll cz.u?se .dema'nc‘is. for
higher wages. Also, as discussed in Chapter 7, inefficient utilization decn'swns
will result from node B outcomes. Accordingly,/ efficiency purposes will be
served if labor of the ¥ > 0 kind is located at node C by aligning incentives
and crafting specialized bilateral governance structures that are responsive to
the needs of firm and labor at this contracting nexus.

Consider therefore the relation of node C labor to the board of directors
in informational respects. A chronic difficulty with long-term labor agree-
ments is that misallocation will result if wages are set first and employment
levels are unilaterally determined by management later. The inefficiency was
first noted by Wassily Leontief (1946) and has since been elaborated upon by
Robert Hall and David Lilien (1979) and by Masahiko Aoki (1984). Even if
wages and employment are both established at the outset, the agreement may
drift out of alignment during the contract’s execution to the disadvantage of
the less informed member of the contracting pair. Such a result might be
avoided by imparting more information to labor. Labor membership on the
board of directors for informational purposes is one means of achieving that
result. Indeed, Aoki contends that the *‘true value of co-determination is to be
found in its being an instrument through which important and accurate infor-
mation is shared” (1984, p. 167).

Labor membership on boards of directors can be especially important
during periods of actual or alleged adversity, especially when firms are asking
workers for give-backs. Labor’s board membership might mitigate worker’s
skepticism by promoting the exchange of credible information.® Douglas
Fraser’s inclusion on the Chrysler board during the company’s recovery is an
illustration.

The practice does not, however, enjoy widespread support. Some oppo-
nents fear that it will be difficult to resist the transformation of informational

will assume that those effects are constant across (or vary directly with) human asset specificity.
Accordingly, the cutting edge is the degree of human asset specificity.

SAs Hart observes, if only the firm and not workers can observe state of the world
realizations, their **wages cannot be made to depend on the state directly. For if the contract says
that wages should fall in bad times, then it is in the interest of the firm always to claim that times
are bad”’ (1983, p. 3). To be sure, there are limits. As ex post information becomes available,
firms that egregiously understate true conditions will become known and will thereafter carry a
stigma. Ex ante terms will thereafter be adjusted to their disadvantage. :
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roles into decision-making participation. It is also possible, however, that the
informational benefits of labor membership dre not adequately appreciated.”

b. OWNERS

The term ‘‘owners™ is usually reserved for stockholders, but debt-hold-
ers sometimes assume this status. However described, suppliers of finance
bear a unique relation to the firm: The whole of their investment in the firm is
potentially placed at hazard. By contrast, the productive assets (plant and
equipment; human capital) of suppliers of raw material, labor, intermediate
product, electric power, and the like normally remains in the suppliers’ pos-
session. If located at node A, therefore, these suppliers can costlessly re-
deploy their assets to productive advantage. Suppliers of finance must secure
repayment or otherwise repossess their investments to effect redeployment.8
Accordingly, suppliers of finance are, in effect, always located on the k > 0
branch. The only question is whether their investments are protected well
(node C) or poorly (node B). .

1. Equity. Although a well-developed market in shares permits indi-
vidual stockholders to terminate ownership easily by selling their shares, it
does niot follow that stockholders as a group have a limited stake in the firm.
What is available to individual stockholders may be unavailable to stock-
holders in the aggregate. Although some students of governance see only an
attenuated relation between stockholders and the corporation, that view is
based on a fallacy of composition. Stockholders as a group bear a unique
relation to the firm. They are the only voluntary constituency whose relation
with the corporation does not come up for periodic renewal. (The public may
be regarded as an involuntary constituency whose relation to the corporation
is indefinite.) Labor, suppliers in the intermediate product market, debt-
holders, and consumers all have opportunities to renegotiate terms when
contracts are renewed. Stockholders, by contrast, invest for the life of the

7A recent law review note contends that informational benefits would accrue to the stock-
holders by including union membership on the board of directors. Note, ‘‘An Economic and
Legal Analysis of Union Representation on Corporate Boards of Directors,”’ 130 U. Pa. L. Rev.
919 (1982). The author claims that such membership would purportedly *‘reduce the ability of
management to run the corporation so as to further their own interests rather than those of the
share holders.’’ /d. at 956. If true, the question arises of why some perceptive shareholders have
not recognized the benefits and made provision for union participation. Is it ignorance of the
gains? Are incumbent managements so well entrenched that they can defeat any such efforts? Or
are the gains offset by unacknowledged costs?

8Suppliers of finance are, in effect, subject to two hazards: First, they supply general
purpose purchasing power that can be embezzled or otherwise expropriated: and second, the
funds can be used to support firm specific investments. Although suppliers of other firm specific
inputs—labor, raw material, intermediate product—face hazards of the second kind, their ex-
posure in the first respect is usually limited to the amount of short-term credit extended.
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firm,® and their claims are located at the end of the queue should liquidation
occur.

Stockholders are also unique in that their investments are not associated
with particular assets. The diffuse character of their investments puts share-
holders at an enormous disadvantage in crafting the kind of bilateral safe-
guards normally associated with node C. Given the enormous variety, the
usual strictures on the feasibility of comprehensive ex ante contracting apply
here in superlative degree. Inasmuch, moreover, as unanticipated events can-
not be addressed and folded into the contract at contract renewal intervals,
because the equity contract runs for the life of the firm, the parties appear to
be at a contracting impasse. Absent the creation of some form of protection,
stockholders are unavoidably located at node B.

Recall that suppliers located at node B demand a premium because of the
hazard of expropriation that such contracts pose. That premium can be re-
garded as a penalty imposed on the firm for its failure to craft node C
safeguards. The incentive of the firm to secure relief from the penalty is clear
(Jensen and Meckling, 1976, p. 305). What to do?

One possibility would be for entrepreneurs to supply all of their equity
financing directly—from their own funds or from friends and family who
know and trust them and can apply sanctions that are unavailable to outsiders
who are not members of friend or family networks. This would place a severe
limit, however, on the amount of equity funding available. It is no solution,
moreover, to increase the amount of debt financing to compensate for those
restraints, '0

A second possibility is to invent a governance structure that holders of
equity recognize as a safeguard against expropriation and egregious mis-
management. Suppose that a board of directors is created that (1) is elected by
the pro-rata votes of those who hold tradable shares, (2) has the power to
replace the management, (3) has access to internal performance measures on
a timely basis, -(4) can authorize audits in depth for special follow-up pur-
poses, (5) is apprised of important investment and operating proposals before
they are implemented, and (6) in other respects bears a decision review and
monitoring relation to the firm's management.'! Such a governance structure

) “The contract between the firm and the shareholders actually can be, and sometimes is,
adjusted by making changes in the corporate charter. These changes appear, however, mainly to

bF initi?ted by the management and are frequently management-favoring in character. (See the
discussion of golden parachutes in note 24 below.)

10] ; . .
Debt-holders, moreover, will be reluctant to invest in nonredeployable assets, hence the

firm will invest more heavily in general purpose (redeployable) plant and equipment than it
would if it could secure equity funding on node C terms,

"Fama and Jensen describe a four step in process: **1. initiation— generation of proposals

for resource utilization and structuring of contracts; 2. ratification—choice of decision initiatives
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arguably moves the node B relation that would otherwise obtain toward a
node C result, with the attendant benefits that are associated therewith.

The board of directors thus arises endogenously, as a means by which to
safeguard the investments of those who face a diffuse but significant risk of
expropriation because the assets in question are numerous and ill-defined anid
cannot be protected in a well-focused, transaction-specific way. Thus re-
garded, the board of directors should be seen as a governance instrument of
the stockholders. Whether other constituencies also qualify depends on their
contracting relation with the firm.

Such protection for stockholders can be and often is supplemented by
other measures. Corporate charter restrictions and informational disclosure
requirements are examples. Firms recognize stockholders’ needs for controls,
and many attempt responsibly to provide them.'? Some managements, how-
ever, play ‘‘end games’’ (undisclosed strategic decisions to cut and run before
corrective measures can be taken), and individual managers commonly dis-
close information selectively or distort the data. Additional checks against
such concealment and distortion can be devised to give shareholders greater
confidence. Arguably, an audit committee composed of outside directors and
a certification of financial reports by an accredited accounting firm promote
those purposes. Another possibility is the required disclosure of financial
reports to a public agency with powers of investigation. The efficacy of those
devices is difficult to gauge.!3

to be implemented; 3. implementation—execution of ratified decisions; and 4. monitoring—
measurement of the performance of decision agents and implementation of rewards’’ (1983, p.
303). They assign the initiation and implementation steps to the management and the ratification
and monitoring to the board of directors (p. 313). Also see the FitzRoy and Mueller discussion
(1984) of the relation of stockholders to the corporation. As they point out, **If voting rights were
removed from common shares, stockholders would demand a more explicit contractual statement
of the conditions and amounts’* of dividends (FitzRoy and Mueller. 1984, p. 40).

Y2Traders” intcrests in the disclosure of information is discussed in Diamond (1983). Corpo-
rate charter abuses are discussed in Williamson (1979).

YGeorge Stigler has nevertheless made an interesting attempt to assess the impact of the
SEC. He describes the basic test as ‘‘simplicity itself. . . . We take all the new issues of
industrial stocks with a value exceeding $2.5 million in 1923-28, and exceeding $5 million in
1949-55, and measure the valucs of these issues . . . in five subsequent years . . . relative to the
market average’’ (1964, p. 120). The pre-SEC versus post-SEC performance of new issues in
relation to the market at one-year intervals is as follows (where the first figure is the pre-SEC
mean and the second is post-SEC): after one year, 81.9 versus 81.6; after two years 65.] versus
73.3; after three years, 56.2 versus 72.6; after four years 52.8 versus 71.9; and after five years,
58.5 versus 69.6. Stigler declares that since these differences are statistically significant only in
the third and fourth years, the SEC had no effect.

There are, however, two problems with that argument. First, tests of statistical significance
are not needed where, as in Stigler’s case, the attributes of an entire population, rather than a
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2. Lenders. In certain atypical circumstances, lenders may also de-
serve board representation. Unlike stockholders, lenders commonly m:ake
short-term loans for general business purposes or ‘lungc.r-term loans against
earmarked assets. Proof that the firm is currently financially sound, coupled
with short maturity, affords protection for short-term lenders. Such lenders do
not need additional representation. Lenders who make longer-term loans com-
monly place preemptive claims against durable assets. If the assets cannot 'be
easily redeployed, lenders usually require partial fmancxpg lh{ough equity
collateral. Thus, long-term lenders usually carefully align incentives and pro-
tect themselves with safeguards of the sort associated with node C (Smith and
Warner, 1979).

As Mervyn King observes, however, firms in countries where the stock
market is poorly developed are forced to rely more extensively on debt (1977,
[5‘;""156). Adequate safeguards are more difficult to provide in such circum-
stances. As the exposure to risk increases, these debt-holders become more
concerned with the details of the firm’s operating decisions and strategic
plans: With high debt—equity ratios the creditors become more like share-
holders, and greater consultation between the management and its principal
creditors results. A banking presence in a voting capacity on the board of
directors may be warranted in those circumstances. More generally, a bank-
ing presence may be appropriate for firms experiencing adversity, but that
should change as evidence of rCCOVery progresses.

3. A Digression on Optimal Finance. The above discussion suggests
that the manner in which an investment is financed will vary systematically
with the attributes of the assets. For the reasons given in Chapter 2, the usual
fixed cost-variable cost distinction will not do. Rather, the crucial matter is
one of redeployability. Equity financing, according to thc approach taken
here, will vary directly with the degree to which assets are nonredeployable.
Theories of finance that do not make the asset specificity distinction predict,
by contrast, that there will be no such association. The Modigliani-Miller
theorem (1958), which maintains that the cost of capital is independent of the
capital structure in the firm, is thus at variance with the asset specifici-
ty/governance structure approach.

€. SUPPLIERS

Whether or not suppliers of raw material and intermediate product have a
stake in a firm depends on whether they have made substantial investments in

sample thereof, are measured. Second, a more interesting test would be to ascertain whether rates

of return on equity changed with regulation. Improved information disclosure should lead to
lower average rates, ceteris paribus.
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durable assets that cannot be redeployed without sacrificing productive value
if the relationship with the firm were to be terminated preniaturely. The mere
fact that one firm does a considerable amount of business with another,
however, does not establish that specific assets have thereby been exposed. At
worst, suppliers located at node A experience modest transitional expenses if
the relation is terminated. Neither specialized bilateral governance nor mem-
bership on the board of directors is needed to safeguard their interests. The
protection afforded by the market suffices.

Suppliers who make substantial firm-specific investments in support of
an exchange will demand cither a price premium (as at node B, where the
projected breakeven price is p) or special governance safeguards (as at node
C). Progress payments and the use of hostages to support exchange are il-
lustrations of node C safeguards. An agreement to settle disputes through
arbitration, rather than through litigation, is also in the spirit of node C
governance. (The issues here are those developed in earlier chapters, where
the governance relations between suppliers and buyers are examined.)

Considering the variety of widely applicable governance devices to
which firms and their suppliers have access, there is no general basis to accord
suppliers additional protection through membership on the board of directors.
There could be exceptions, of course, where a large volume of business is at
stake and a common information base is needed to coordinate investment
planning.!4 Ordinarily, however, the governance structure that firm and sup-
plier devise at the time of contract (and help to support through a web of
interfirm relationships) will afford adequate protection. Membership on the
board, if it occurs at all, should be restricted to informational participation.

d. CUSTOMERS

The main protection for customers located at node A is generally the
option to take their trade elsewhere. Products that have delayed health effects
are an exception, and consumer durables can also pose special problems.
Membership on the board of directors is not, however, clearly indicated for
either reason. '

Health hazards pose problems if consumers are poorly organized in
relation to the firm and lack the relevant information. If consumers can
organize only with difficulty, because they are unknown to one another or

14The information advantage is that the supplier is made privy to the plans of the buyer and
can satisfy himself on the merits of the internal decision-making process. One large Japanese
manufacturer volunteered that it had a major supplier (who was close to a co-venturer) on the
board for information sharing but not decision-making purposes. If minority votes are inconse-
quential while credible information disclosure is highly valued, there is little gain (indeed, some
potential loss) to extending the franchise.
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because of the ease of free-riding, then a bilaferal goven'\ance st@cture l?e-
tween firm and consumers may fail to materialize. ProFectlon by lhll.'d parties
may be warranted instead. A regulatory agency equxpped. to recexv; (;:om-
plaints and screen products for health hazards could serve to infuse confidence
i ets.
" su:Nhh?i:x;l; consumer membership on the board would afford additional
protection is problematic. Who are representative consumers? How do they
communicate with their constituency? Token representation may create only
unwarranted confidence. '’ o
Similar problems of consumer organization and ignorance arise in con-
junction with consumer durables. That is true whether the consumer durable
requires no follow-on service or a great deal of such service..l6 An?ong the
available types of consumer protection are brand names, warranties, and
arbitration panels. Shoppers who choose node B are presumably looking for
bargains. They will spurn the additional protections in favor of a lower price.
Such customers implicitly accept a higher risk and should accept occasional
disappointments. There are other consumers however, who value protections
at node C. Some are prepared to pay a premium for a brand name item. Brand
names effectively extend a firm’s planning horizon and create incentives for
the firm to behave ‘‘more responsibly.’’!” (To be sure, customers must be
wary against firms that build up a reputation, thereafter to expend it by taking
advantage of lagging consumer perceptions. '8) Warranties are explicit forms
15As Reinier Kraakman observes on a related matter of director selection, since *‘corporate
managers are . . . largely free to control the selection and tenure of outside directors, lawyers,
and accountants . . . it may be child’s play for would-be offenders to select corrupt or captive
outside participants in the firm'’ (1984, p. 863). Conceivably *‘professional’’ consumer advo-

cates would relieve those concerns. But how to credentialize the subset of professionals who
qualify poses difficult issues. ’

18A solid state radio that is replaced rather than repaired when it becomes defective is an
example of the former; an automobile of the latter.

!7Problems arise when established firms with apparent commitments to an industry decide to
cut losses and terminate. The home computer market is a recent illustration. Andrew Pollack
describes Texas Instruments’ decision to terminate:

The losing battle of Texas Instruments Inc. in the home computer market has taken a severe
toll on the company's finances, its reputation and its employees. Yet more than one million
other people—the owners of the Texas Instruments 99A home computers—will suffer as
well,

They are likely to find it much more difficult to get their machines repaired and to find
new programs and peripheral equipment, such as data storage devices and printers, to use

gilth !hle r;l;nchines. ("' Texas Instruments’ Pullout” New York Times, October 31, 1983, at
, col.

The purchasers of the TI99A, who had struck an implicit bargain with Texas Instruments but
went uncompensated when the decision to terminate was made, were the losers.

'8For a general discussion of consumer information issues, see Beales, Craswell, and Salop
(1981).
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of follow-on protection, and many are available on optional terms. The re-
cently introduced consumer arbitration panels are likewise responsive to con-
cerns over consumer protection. Consumers concerned about fair play during
the service period will presumably concentrate their purchases on brands for
which arbitration is available.

Further innovations to offer consumer protection on a discriminating
basis may be needed. With the possible exception of large customers with
special informational needs, however, a general case for inclusion of con-
sumers on the board of directors is not compelling.

€. THE COMMUNITY

Community interest in the corporation is a very large subject. I consider
two concerns here: externalities and the hazards of appropriation.

Externalities commonly arise where the parties in question do not bear a
contracting relation to each other. Pollution is one example. Corrections can
be interpreted as an effort by the community to impose a contract where none
existed. For example, the community may place a pollution tax (price) on the
firm, or it may stipulate that pollution abatement regulations must be satisfied
as a condition for doing business.

A chronic problem in this area is to secure the knowledge on which to
base an informed pollution control policy. Firms are often in possession of the
necessary knowledge and may disclose it only in a selective or distorted
manner. Public membership on the board of directors could conceivably
reduce misinformation. But the remedy would come at a high cost if the
corporation were thereby politicized or deflected from its chief purpose of
serving as an economizing instrument. Penalties against misinformation cou-
pled with moral suasion may be more effective. It is an area in which there
may simply be no unambiguously good choices.

The hazards of expropriation are even less of a justification for public
membership on boards. Communities often construct durable infrastructures
to support a new plant or renewal investments by old firms. Expropriation is
possible if the firm is able to capitalize these public investments and realize a
gain upon selling off the facility. Such concerns are much greater if the firm
makes general purpose rather than special investments. Communities that
make investments in support of a firm should therefore scrutinize the char-
acter of the investments that the firm itself makes.

As elsewhere, expropriation hazards will be mitigated if the parties can
locate themselves at node C. Insistence that the firm make specialized invest-
ments is akin to the use of hostages to support exchange. In general, specially
crafted node C protection, rather than public membership on the board of

Corporate Governanace [ 311

directors, has much to commend it as the main basis for safeguarding commu-

nity investments.

¢. THE MANAGEMENT

There is one constituency that curiously goes unmentioned in most
discussions of corporate governance: the management. Perhaps analysts as-
sume that management is appropriately assigned a mediation role betwce.n
contesting constituencies.'!® And some critics maintain that manag.en.)ent. is
already overrepresented in the affairs of the firm: Management participation
on the board of directors is the problem, not the solution. The issues here are
developed in secticn 3, below.

:2.3 “Comracting in Its Entirety

Suppose, arguendo, that voting membership for node B constituencies is
granted. Suppose further that constituencies located at node C ask-for voting
participation. Two arguments might be advanced in support of the proposal: A
spirit of generosity warrants node C inclusion, and democratic purposes
would be served by broadening the board in that way. What are the costs?

One obvious cost is that of supplying information. Huge educational
needs arise if specialized constituencies are to be informed participants on the
board. Representatives of each specialized constituency would need to learn a
great deal about the overall character and agenda of the corporation. Such
participation also risks deflecting strategic decision-makers from their main
purposes by forcing them to redress operating-level complaints. That squan-
ders a valuable resource. More serious, however, is the prospect that the
inclusion of partisan constituencies on the board invites opportunism. A con-
stituency that had reached a bilateral bargain with the corporation would, if it
participated in board level decisions, gain leverage to extract additional con-
Lessions from the corporation during the execution of the contract. Oppor-
tunism is especially likely where many partisan constituencies are represented
on the board and logrolling is feasible. Also, and related, corporate assets
may be dissipated in the support of ‘‘worthy causes’’ with which specialized
constituencies sympathize.

““Unwarranted™” participation in the decisions of the board of directors
b'y such poorly suited constituencies will, moreover, cause subsequent adapta-
tion by other parties who deal with the firm. For one thing those who are

19This is the position of Aoki (1984, ch. 8). Also see Berle (1959, p. 8).
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asked to provide general purpose corporate funding will adversely adjust the
terms under which corporate finance will be 'made available. Moreover, the
bilateral contracts affected by the deflection, distortion, and dissipation of
corporate assets will be realigned. Not only will the original terms (price)
differ in anticipation of later efforts by a constituency to strike ‘‘better’’ deals,
but also bilateral safeguards are apt to be reduced. Node C governance will
thus move toward node B. In extreme cases special purpose technologies and
involvements will give way to general purpose ones, and node A governance
will result. Since membership on the board of directors by constituencies
located at node A lacks economic purpose, it is naive to believe that the board
of directors’ franchise can be extended without cost.

Broadening the franchise is not, therefore, a simple matter of effecting a
redistribution of wealth away from those who had the franchise previously in
favor of those to whom it is newly awarded. Absent the prospect that a
contractual defect will be corrected by awarding a place on the board of
directors to a previously unrepresented constituency, broadening the franchise
will have two adverse effects: Future terms of finance will be adversely
adjusted, and the terms of the bifateral bargain between the firm and the
affected constituency are apt to deteriorate. Here as elsewhere, contracting
must be examined not at a point in time but in its entirety.

Informational participation does not appear, however, to pose equally
serious concerns. In the degree, therefore, that informational participation
promotes contracting confidence and deters possible abuses (of the kind dis-
cussed in 3.4, below), such participation has much to commend it.

3. Management as a Constituency

3.1 Management Contracting

A large difficulty in treating management’s contract with the corporation like
those of other constituencies is that management is thought to be in effective
control of the corporation. Rather than being responsive agents of the stock-
holders, managers operate the firm with a keen eye to their own interests. Any
proposal to improve their terms of employment is automatically suspect,
because managers are presumed merely to be adding another layer of down to
their already well-feathered nests. This section will suspend judgment on that
matter and treat managers like other constituencies: What attributes does the
management—corporation contract have, and what ones should it have?
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Since no fi ) .
node A, no specialized governance is needed. Like any other constituency
b

with attributes of node A, such managers look to the mgrket for basic protec-
tion. Managers who develop 2 firm-specific asset relationship with the firm,

rm-specific human assets are exposed by managers located at

however, are located at nodes B or C. o .
Those managers who contract with the firm in a node B manner will

receive higher current compensation than those accorded internal governance
protection of a node C kind. That is the familiar p > p result. To what types of

. govemance protection do managers located at node C have access? The

answers are unclear, partly because the proposition that goven.lanc'e struc.tures
can and do promote the mutual interest of contracting parties is relatively
povel. Such structures have either been ignored or, as in the case of labor
unions, treated as instruments of power whereby labor improves the wage
bargain at the expense of the firm. To be sure, that sometimes occurs. l'3ut the
collective organization of workers can also reduce hazards of contracting, to
the benefit of both parties, if workers develop firm-specific skills in the course
of their employment.

The same general approach applies to the study of contractual relations
between management and firm, but there are added difficulties. Whereas
labor organization has been the subject of repeated studies, and much of the
relevant microanalytics there has been carefully described,?° contracting by
management has received much less systematic attention. There are several
reasons. Management contracts tend to be crafted individually rather than
collectively, and they are not subject to public scrutiny. The protections or
procedures to which an aggrieved manager turns are usually not formally
organized and are more difficult to study for that reason. Further, treating the
firm and its mangement as separate contracting entities is progressively more
difficult as higher echelons of management come under review. Unless an
independent compensation committee exists, for example, an understanding
of the contract between firm and manager is complicated by the fact that
managers apparently write their own contracts with one hand and sign them
.with the other. Also, management is often encouraged, for good reason, to
thini@f itself and the firm as one. As Alan Fox puts it, **High level managers
and administrators whose decisions cannot be easily or quickly monitored are
treated as members of a high-trust fraternity,”’ lest their moral involvement
deteriorate (1974, pp. 170-71). It would not sit well with that conception for

managers to develop a formal grievance machinery to which they could turn
for relief and redress.

20See Doeringer and Piore (1971).
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It is nonetheless true that managers who are asked to make firm-specific
investments will presumably strike different (better) terms if they locate at
node C than at node B. What kinds of protection are available?

3.2 Compensation Schemes

Both the firm and its managers should recognize the merits of drafting com-
pensation packages that deter both hasty dismissals and unwanted departures.
Requiring firms to make severance payments upon dismissal and managers to
sacrifice nonvested rights should they quit can serve to safeguard specific
assets. The recent phenomenon of ‘*golden parachutes’’ is germane to the
assessment of compensation in several respects. '

Golden parachutes are severance payments to senior managers that are
contingent upon an ‘‘adverse’’ change in the ownership of common shares in
the firm, usually as a result of unfriendly takeovers. The appearance and
refinement of takeover techniques expose managers to new risks. Senior
managers are often dismissed after takeovers. Even if the managers are kept
on, the takeover often upsets their career expectations. Upon recognizing
those hazards, managers will attempt to renegotiate their contracts to reflect
the risks.

The golden parachute can be thought of as such a response. If an adverse
change of ownership occurs, the senior management does not have to wait to
be dismissed in order to receive severance pay. Instead, the management can
trigger the award itself. Managers are thus provided with the option of *‘bail
out’’ and collect a larger severance award than they would be entitled to after
a “‘normal’’ dismissal (one independent of an ownership change). Without
such protection the post-takeover management could give demeaning assign-
ments to incumbent managers and force them to quit, thus denying them any
severance award.

Granting the merit of self-initiated severance pay, what explains a sever-
ance premium? The defense for such a premium presumably resides in the
differences between dismissals from normal empioyment and dismissaithat
occur in conjunction with takeovers. Dismissals from normal employment are
generally for cause, and they activate some protection (albeit diffuse) under
an internal due process machinery.2! After takeovers, an atmosphere of mutu-
al suspicion and hostility often exists, and the successful bidders are con-
cerned that incumbents will sabotage the transition. Dismissals after takeovers
are commonly unrelated to job performance and relatively unprotected by an

21The issues are briefly discussed in Chapter 6, where the manner in which informal
organization helps to support internal due process is briefly examined.
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22 Because of the added risks, larger severance awards for

internal machinery. n with takeovers are arguably war-

terminations that occur in conjunctiol

o :
mwd’r.hat explanation, however, merely establishes that golden parachute

awards will exceed those that attend n9mal terminations. Some perspective
on the magnitude of golden parachutes 1s needt?d. (?olden parachutes ought to
vary directly with the extent of the ﬁrm-spcc1ﬁ? investment that a manager
has placed at risk. The absolute value of the pension and other benefits Fhat an
executive sacrifices should he voluntarily quit is one measure 9f lh9se nvest-
ments. Absence of penalties for voluntary quitting is prima facie e.v?dence that
the management skills are general purpose rather than firm-specific. Golden
parachute protection for such managers is unwarranted and probably reflects

self-dealing.2*

22Takeover effectively suspends many of the due process benefits of internal organization
untit a new set of implicit bargains is struck.

23fensen expresses puzzlement with **golden parachute cont{acts e {which] pay off only
when the manager leaves his job and thus creates an unnecessary conflict betweer.i shareholc.iers
and executives. Current shareholders and the acquiring company will want t.o I:elam lt}c services
of a manager who has valuable knowledge and skills. . . . A company can ehmma'tc th!s problem
by making the award conditional on the transfer of control and not on the manager's exit from the
company”’ (1984, p. 118). .

I am troubled with this proposal. It appears to assume that (1) incumbent managers will not
be disaffected by a takeover or (2) if disaffected they will either (a) behave in an unchanged
fashion or (b) can be bribed to behave in an unchanged fashion in the post-takcqver era. Gc?ldcn
parachutes would not be offered at all if either (1) or (2a) were to obtain. Accordingly, (2b) is the
operative assumption. Lacking mechanics, it is not obvious how lump sum, gnlden. parachute
awards made payment upon changes of control would reliably induce unchang?d b.ehavnor. To the
contrary, this seems most unlikely—whence current golden parachute practice is an altogether
rational response to the employment tensions which attend takeover.

24Executives in specialized firms (monopolies or firms that are serving very special niches)
are more apt 1o qualify for golden paraéhu(es than those in competitively organized industries
where experience in one firm partly transfers to another.

A systematic assessment of the variety of golden parachute terms is sorely needed. Consider-
able variety in golden parachute provisions is evident from the following Wall Street Journal
article:

The modest plan of AVX Corp., a Great Neck, N.Y. electronic components makef. would
provide Chairman Marshall Butler with nine months pay of about $100,000 if he is ousted
in a takeover. Beneficial Corp.’s plan. on the other hand, covers 250 “'key’* executives and
provides each with three. years’ pay and benefits if they determine their_jobs have been
altered. after a change of control; the diversified financial services concesn refuses to
cestimate the potential total cost of its plan but its five top executives alone eamed almost
$1.6 million in fiscal 1982 and it could casily exceed $40 million.

A few plans cover directors as well as executives. Just before Brunswick Corp. fought

off a takeover bid by Whittaker Corp. earlier this‘year, its board approved parachutes for

* outside directors 55 years of age or older with five years' service. It voted to pay them their
annual retainers ($22,000) and company benefits for life if they chose to ‘‘retire’ in

" connection with a hostile acquisition: the health, recreation and technology company’s 11
top officers, some of whom also were directors, received parachutes guaranteeing them up
to five years’ pay in the same package :




316 / THE Economic INSTITUTIONS OF CAPITALISM

Note that failure to craft a node C response for managers located on the &
> 0 branch will elicit a new node B bargain. To be sure, incumbent manag-
ers, whose human assets are committed, may be unable to insist that their
compensation be adjusted to reflect the added risks. But successor generation
managers who are asked to take assignments on the k > 0 branch are not
similarly encumbered. If a node C bargain is not struck, they will insist that
compensation at node B be increased to reflect the takeover hazard. Such
managers will then have a great deal at stake should a takeover threat mate-
rialize. Not only do they lack golden parachute relief, but their large node B
salaries will now be placed in Jjeopardy. Accordingly, those managers will
expend inordinate energies to defeat a takeover effort. It is not, therefore, in

the interests of the stockholders that gokden parachute terms be denied to k >
0 managers.

3.3 Board Membership

Suppose that the appropriate incentive alignments have been worked out. Can
the firm realize additional improvements by including the management on the
board of directors? Putting the issue that way presumes that the central func-
tion of the board is to safeguard the interests of the stockholders. Such a
conception of the board has been described by others as the ‘‘monitoring
model.”” Kenneth Andrews characterizes the monitoring model as simplistic,
overformal, and self-defeating (1982, pp. 44-46). Paul MacAvoy and his
collaborators contend that serious efforts to implement the monitoring model
could have a ‘‘pervasive negative effect . . . on risk taking’* (MacAvoy et
al., 1983, p. c-24).

Both, of course, may be correct. But neither Andrews nor MacAvoy and
his collaborators advance an alternative conception of the board in which a
clear sense of contractual purpose is described. Andrews’s favored model is
what he refers to as the “‘participative board.” The outside board members
are invited to join with the management to enhance the quality of strategic

Companies give various reasons for instituting golden parachutes. While most at least
imply that their plans will ensure that top executives won'’t arbitrarily oppose takeover bids
that would reward shareholders, a few advance them frankly as anti-takeover measures. For
example, last year directors of Grey Advertising Inc. gave its chairman and president,
Edward H. Meyer, a $3 million parachute as part of a number of changes it said *‘may
make the company less susceptibie to a successful takeover attempt™* by making a takeover
more expensive. At the time it was adopted, Mr. Meyer’s parachute was worth about 8% of
the value of all the company’s common stock. [Klein, 1982, p. 56]

That all of these plans are equally meritorious is surely doubtful. Managerial/directorial self-
deaiing strikes again?
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t a high cost, however, if objectivity
decisions. SUCh. invo]V:l’:le;to::‘dc‘g:;:be“ r%:marks, if an “administrati.ve
is thereby Sacnﬁc'ed.d itself in advance to the correctness and efficacy of .ltS
sysiem h{lS comn:l::jcrate to learn of failure>’ (1969, p. 410). That defensive
reforms: . 'calll\noorigin of the tendency to throw good money after bad. A less
Pmpensﬂy " eore skeptical posture by outsiders may well be superior. '
mform‘ed b‘:r:;:agers enjoy huge informational advantages because of their
full-tisri:’.c:talus and inside knowledge, the Participa‘ting board e.a[sﬂ); ?e;::;:zz
an instrument of the management. Notwithstanding the variety

| discretion described by MacAvoy and his collaborators,

against manageria §26__

the interests of the stockholders—indeed, of all principal constituencie
ifi s a consequence. ,
* al[: 't:cri‘;ns aocfr lt);(:;(:a?‘ticipatingqmodel in favor of a control model of the
decisio? ratification and-monitoring kind does not, howevelt'l,_ “:pl-)(,: t:z:l ::,el
management should be excluded altog.ether. So lqng as the a’lSl contrl
relation of the board to the corporation is not u.pset, n?anagemcnt s pa : pVe
tion on the board affords three benefits. First, it permits the board to ol s?]x:h
and evaluate the process of decision-making as well as fhe outcomes. he;
board thereby gains superior knowledge of management’s co‘mpetetslce t :
can help to avoid appointment errors or comt.ct t'hem more quickly. ec;\?ln :
the board must make choices among competing m\testment .proposals.f anl
agement’s participation may elicit more and deeper’mfom'nafxon.than a or;n]a
presentation would permit. Finally, management’s partiCipation rtxjay e;;
safeguard the employment relation between management and the dlrm—fa:) !
important function in view of the inadequacy of formal procedures
grievance.

According to the contractual conception advanced here, ho.w‘eve‘r, those
are supplemental purposes. To the extent that management participation per-
mits reviews on the merits to be done more responsibly and serves to safe-
guard an employment relationship that would otherwise be expos?.d to exces-
sive risk, management may be added to the core membership. But the
principal function of the board remains that of providing governance structure
protection for the stockholders. Management participation should not becor'ne
so extensive as to upset that basic board purpose. Where it does, managerial

23For a critique of the ex post settling up process on which MacAvoy relics, see FitzRoy and
Mueller (1984). :

.%Viewing contracting in its entirety, all major constitutencies have a viability interes.! in th.e
enterprise. As Alchian puts it, *“[Alnyone vulnerable to [a] threat of loss [if the Ff)alnxnon is
impaired]} will seek to preserve not only the coalition but also to reduce the possibility of t'ha(
threat from the other members of the coalition to expropriate the quasi-rent of the specific
resource’’ (1983, p. 9).
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discretion is apt, sooner or later, to manifest itself in self-dealin,

g or subgoal
pursuit.

3.4 Managemen: C entrality

That management is centrally implicated in all contracts is scarcely evident
from the above. Instead, the fiction that all contracts are struck with a legal
entity called ‘‘the firm’’ is maintained. Not only is the contractual relation
between the firm and each constituency assessed in an instrumental way, but a
symmetrical orientation is maintained throughout. The very same contractual
apparatus is thus uniformly applied to each constituency. Upon disclosing its
attributes, the appropriate contractual node to which to assign a constituency
follows directly.

That the management’s relation to the firm is largely, much less wholly,
instrumental is widely disputed. More often the management is regarded as
the locus of power. Strategic rather than instrumental considerations are thus
brought under scrutiny. Managerial discretion and abuses are made the focus
of attention.

This book principally employs and traces out the consequences of an
efficiency (instrumentalist) perspective. That this is instructive is illustrated
by the numerous insights that this viewpoint afford—illustrated most recently
by the interpretation of golden parachutes set out above. But just as it is
possible to insist that markets are marvels and to concede market failures
(even comparative market failures) in the same breath— ‘*markets, albeit
imperfect, are marvels”'—so too is it possible to adopt an efficiency orienta-
tion, yet make concessions to strategic behavior. Such concessions are specif-
ically needed in assessing the management’s contractual relation to the firm.

The aforementioned centrality of the management distinguishes it from
all other constituencies. This difference has been acknowledged before and is
responsible for much of the managerialist literature set in motion by Berle
and Means (1932). The main point here is this: Strategically situated as it is,
the management is able to present (screen, digest, distort, manipulate) infor-
mation in ways which favor its own agenda. Albeit subject to limitations of
the kinds discussed in section 4 below, managerial discretion is not fo
(Williamson, 1964; Alchian, 1965). .

A somewhat narrower but previously neglected ramification of centrality
is emphasized here. This involves the possibility that a constituency which
strikes what it believes to be a well-informed, bilateral deal with the corpora-
tion is thereafter exposed to undisclosed hazards because the management

subsequently strikes bilateral deals with other constituencies in a strategic
manner.

r nought
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when adversity materializes. Considering, however, the specflﬁc a:iietb :Cks
i be vulnerable to requests for give- ,
mitments of the labor, labor may :
thereby to save its jobs. The profit consequences of adversity would lttilen bt:
buffered by labor rather than borne by management—whenf:e the.lresu tnlfsz?’
of contracts would place the management in a ‘‘heads I win, tails you
osture.’ .
P This outcome is more likely in the degree to which (l’) labor contracts are
long term, (2) human assets are more highly firm specific, and (3) tt.ne matr:-
agement is believed to be more opportunistic. This last'may sometlsmes €
inferred from earlier experience—although, as discussed in Chapter. 15, rte.puS
tation effects can be elusive. Plainly, however, where ma.nag'emem incen ive
are of a more high-powered kind, greater precautions are indicated. Inmstenc.e
upon contractual disclosure and contract reopeners so as to deter stratzg{:]
inconsistencies across successive contractual interfaces may ‘be. warranted i
such circumstances. Informational participation could materialize.

4. Managerial Discretion and Organization Form

Enthusiasts of laissez-faire capitalism are loath to confront, and 'are some-
times schizophrenic on the subject of, managerial discretion. Focusing on any
given time, they commonly deny the existence of managerial discret'lon‘
Comparing current practices with the past, however, those same enthusiasts
point with pride to the development of new techniques that have brought
managerial discretion under more effective control.
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To be sure, the earlier condition may have been irremediable: The cor-
rective instruments to which investors earlier had access could have been,
indeed arguably were, fully deployed. But it is inconsistent to employ the very
same neoclassical model—whereby the firm is characterized as a production
function to which unrestricted profit maximization is continuously ascribed—
at both the earlier and later dates. A conception of the firm in which oppor-
tunities for managerial discretion are expressed as a function of the control
instruments is needed instead. Such a conception leads to greater respect for
successive organizational innovations that have superior control properties
and that attenuate managerial discretion.

Managerial discretion can take numerous forms, some very subtle. Indi-
vidual managers may run slack operations; they may pursue subgoals that are
at variance with corporate purposes; they can engage in self-dealing. Such
distortions become more severe where there is logrolling. These and other
manifestations of managerial discretion were well-known to Berle and Means,
Mason, and other observers of the corporate scene. What went unnoticed,
however, was the vast transformation of the corporate form between 1930 and
1960 and the consequences that had on managerial discretion. The earlier,
centralized, functionally organized, unitary (or U-form) structure of the cor-
poration was progressively supplanted by the multidivisional (or M-form)
structure.

The direct effects of the M-form innovation on corporate performance
are described in Chapter 11. For one thing, the shift from a functional to a
divisional form served to rationalize decision-making. The confusion of pur-
poses that characterized the U-form firm, where causality and responsibility
were difficult to trace, was supplanted by a divisionalized structure where
separability among quasi-autonomous parts was emphasized. Sharper defini-
tion of purpose and savings in informational costs resulted.

Disengaging the general office from operating affairs also improved
incentives. What had been short-run, partisan involvements by the top execu-
tives who had previously been heads of functional activities (e.g. manufactur-
ing, marketing, finance) gave way to longer-run, strategic decision-making.
The general office gave precedence to objectives of the enterprise over func-
tional responsibilities. A competence to monitor the performance of the divi-
sions, allocate resources to high-valued uses, and use internal incentives and
controls in a discriminating way was perfected. ‘The M-form organization
thereby attenuated managerial discretion in what had previously been U-form
firms.

The attenuation of managerial discretion does not, however, imply its
elimination. Rather, the argument is comparative. Albeit in reduced degree,
continuing managerial discretion can be expected to survive those direct ef-
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fects. Interestingly, however, tl'le M-.form innovation alsq }.1ad if‘ldirect effe'cts
that operate on managerial discretion through competition in the ca‘pltal
27

mark;t-has often been noted that tender offers increasingly replaced proxy
contests as a takeover technique beginning in the late 1950s.28 What explains
this? Gregg Jarrell and Michael Bradley contend that the costs of proxy
contests were increased by new regulations.2® Takeovers are thus explained as
the response to a regulation-induced change in the relative price of the meth-
ods for gaining control.

That is an interesting hypothesis, but it would be more compelling if
proxy contests actually had been widely and successfully used to challenge
incumbent managements before those rule changes. In fact, proxy contests
were never numerous and were usually unsuccessful. Moreover, although the
regulation of proxy contests could encourage greater reliance on a takeover,
why should a switch to this (previously inferior) device be associated with a
farger number of contests for corporate control~aqd a greater degree of
success?

In principle, takeover by tender offer was always feasible. I submit that
the reason why it was not employed earlier is that a corporate structure
conducive to takeover was not yet in place. Specifically, reorganization of the
corporation from a functionally departmentalized to a divisionalized structure
had profound consequences for corporate control. Conceiving of the firm as a
governance structure rather than as a production function is the key to under-
standing the phenomenon of takeover by tender offer.

The main advantage of an M-form firm over a U-form enterprise in
takeover respects is the ability of an M-form acquirer to ‘‘digest’’ its acquisi-
tion. The acquired firm is normally assigned profit center status and thereafter

27Henry Manne's classic treatment (1965) of the market for corporate control is germane.

28As Greg Jarrell and Michael Bradley observe, **Cash takeover bids were very rare in the
United States prior to the 1960’s, but they burst onto the financial scene in the mid-1960's, a
period of much corporate conglomeration®” (1980, p. 37t, n. 1).

'291‘hcy cite the work of Peter Dodd, who:

- . associated the sudden emergence of cash tender offers as a takeover device with the
successive expansions in 1955 and 1964 (Securities Acts Amendment) by the SEC of its
rules governing proxy contests . . . {T]hese changes in proxy rules increased insurgents’
costs of assuming corporate control via the proxy and, therefore, increased usage of the

. casll'ultender offer to achieve a change in management. |Jarrell and Bradley, 1980, p. 371,

n. 1}).

In fact, however, the proxy contest had never been an effective instrument. As Henry Manne
puts it (1965, p. 114): **The most dramatic and publicized of the take-over devices is the proxy
contest; it is also the most expensive, the most uncertain, and the least used of the various
techniques.”” From 1956 to 1960, only nine of the twenty-eight proxy fights for control were fully
successful (Hayes and Taussig, 1967. p. 137). Proxy contests that aim less for control than for
bargaining advantages seem to have come into vogue more cently.
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becomes subject to the corporation’s internal incentive, control, and resource
allocation processes. The firm does not attempt to integrate comprehensively
the new assets with the old. Inasmuch as M-form firms separate operating
from strategic decision-making, the general office neither seeks nor requires
the same familiarity with the operating parts that managers in U-form firms
must have. The greater competence of the large M-form firm to manage
extant assets thus applies to the management of acquired assets as well.

To be sure, managerial preferences and stockholder preferences do not
become perfectly consonant as a result of M-form organization and the associ-
ated activation of the capital market. The continuing tension between manage-
ment and stockholder interests is evident in the numerous efforts that incum-
bent managements have taken to protect target firms against takeover (Cary,
1969; Easterbrook and Fischel, 1981). Changes in internal organization have
nevertheless relieved legitimate concerns with managerial discretion. To char-
acterize the corporation as a production function, rather than as a governance
structure, misses those consequences. The vitality of the modern corporation,
and its importance as an economic institution of capitalism, is thereby
undervalued.

5. Concluding Remarks

The composition and functions of the board of directors have been the subject
of controversy at least since the exchange between Dodd and Berle in 1932.30
Recent commentary shows little signs of convergence. Thus Andrews (1982)
favors the participatory model, whereby the board becomes implicated in the
management of the firm, and characterizes the monitoring model as legalistic.
And Dahl would radically shift the composition of the board in favor of the
employees. The contractual approach takes exception with both.
Thus consider Dahl’s views on the composition of the board:

1 do not see why a board of directors elected by the employees could not select
managers as competent as those selected by a board of directors chosen by banks,
insurance companies, or the managers themselves. The board of a self-governing
firm might hire a management team on a term contract in the way that a board of
directors of a mutual fund often does now—and also fire them if they are
incompetent. If the *‘profit motive’” is all that it has been touted to be, who
would have more at stake in improving the earnings of a firm than employees, if
the management were responsible to them rather than to stockholders? [Dahl,
1970, p. 21]

30Dodd opened the exchange with his 1932 article, **For Whom Are Corporate Managers
Trustees?”” Whereas Dodd favored a broad conception, Berle did not.
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Dahl evidently assumes that mutual funds and manufacturing firms are equiv-
alent. The possibility that workers can and will craft superior governance
structures at the contractual interface between workers and firm goes unmen-
tioned. And the expropriation risks that Dahl’s procedures would introduce
are ignored. i

The contractual approach views those matters differently. Thus mutual
funds are distinguished by the facts that ownership can be instantly liquidated
at objective market values and mutual fund performance assessments are
casy. The price of shares in a manufacturing enterprise, by contrast, is sup-
ported not by a diversified portfolio of separately priced securities but by its
own performance prospects. Comparative assessments of those prospects are
often difficult. Also, whereas workers are often able to craft a sensitively
attuned bilateral governance structure at the contractual interface between
firm and workers, that is much more difficult for holders of equity. Lacking
control over the board, equity holders are vulnerable to expropriation. Some

'economists and many noneconomists nevertheless maintain the view that

“‘not by logic but by history, owners of capxtal have become the owners of the

Richard ¢ Cyert and James March invite us to consider economic organization

more symmetrically: *‘Why is it that in our quasi-genetic moments we are
inclined to say that in the beginning there was a manager and he recruited
workers and capital?”’ (1963, p. 30). Paul Samuelson’s remarks on the sym-
metry between capital hiring labor and labor hiring capital, made in the
context of Marxian models with technical change, are even stronger: “‘In a
perfectly competitive market it doesn’t really matter who hires whom sotave’

‘labor hire ‘capital’ * (1975, p. 894). ’

Whether there is a contractual logic to corporate governance can usefully
be assessed by adopting a Cyert and March/Samuelson orientation. Thus
suppose that a group of workers wish to create opportunities for employment
without themselves investing equity capital in the enterprise. Suppose further
that the business in question has the need for a series of inputs, of which
investments in nonredeployable durable assets are included. We can imag-
ine the workers approaching a series of input suppliers and asking each to
participate. General purpose inputs contract easily and without hazard. Spe-
cial purpose inputs offer a supply on p or p terms, depending on whether or
not governance safeguards are crafted. Considering the above described prob-
lems of crafting a well-focused safeguard for equity capital (which, by defini-
tion, is used to finance diffuse but specific assets), the equity supplicrs ini-
tially offer to hold debt at a price of p. Upon realizing that this is a very
inefficient result, the workers who are organizaing the enterprise thereupon
invent a new general purpose safeguard, name it Board of Directors, and
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offer it to the suppliers of equity. Upon recognizing that expropriation hazards
are thereby reduced, the suppliers of equity capital T6Wer their terms of
participation to f. They also become the ‘‘owners’’ of the enterprise. Not by
history but by logic does this result materialize.

By way of summary, the argument advanced in this chapter comes down
to this: '

First, Those who are associated with the firm in a node A relation have
no need for supportive governance, whether it be of a board-connected kind or
otherwise. Instead, market mediation suffices for such parties.

Second, those who are associated with the firm in a node C relation have
already crafted bilateral governance that is attuned to the idiosyncratic needs
of the transaction. Unless there dre significant gaps or defects in the bilateral
governance, board participation is unnecessary. The main occasion for those
with node C governance to be included on the board of directors is for
information purposes. Labor may sometimes qualify, especially when a firm
is experiencing difficulties and is asking for givebacks. Suppliers who are
engaged in a large-scale firm-specific project and very large customers may
also qualify.

Third, those whose contracting relation is of a node B kind are in the
greatest necd of remedial governance. By its very nature, the contractual
relationship between the shareholders and firm is difficult to safeguard.
Providing stockholders with an ability to monitor the affairs of the firm and to
replace the management in a crisis will arguably facilitate obtaining equity
financing on superior terms. For that reason the board of directors should be
regarded principally as a governance instrument of the shareholders. Viewed
in the context of all contractual relations, moreover, it is in the interests of all
constituencies that voting board membership be reserved for those whose
contractual relation to the firm is of a node B kind.

It is difficult to craft governance structures for managers whose relation
to the firm is highly specific. Management’s presence on the board can
improve the amount and quality of information and lead to superior decisions.
But such a presence should not upset the board’s basic control relation with
the corporation.

The manner in which boards of directors in most large corporations are
constituted and operated is broadly consonant with that prescription. Yet there
are significant differences. The management often plays a larger role in gov-
ernance than the contractual framework dictates; boards are often pressed to
go beyond a monitoring role to adopt a participative one; and corporations
have been under economic and political pressure to extend voting board
membership to various interest groups. In theory, the first two of those phe-
nomena may be explained by the efficacy of ex post settling-up (Fama, 1980).
An alternative explanation is that the deviations are a reflection of the continu-

Corporate Gove&nanace /325

ing presence of managerial discretion: Incumbent managements feel more
secure and have greater latitude in participative boards which they dominate.

Note with respect to this last that 1 have assumed throughout that, once
struck, all node C bargains will thereafter be respected. That ignores the
possibility that circumstances will change and that departure from the spirit, if
not the letter, of the contract will sometimes follow. For example, the resolve
of a regulatory commission to set rates at a level that yields a fair rate of return
may weaken if regulated firms do not have recurring needs to resort to capital
markets for expansion and renewal capital.3! The same applies to stock-
holders in a firm that has no need for equity financing. Although management
may have enthusiastically supported governance structure safeguards for the
stockholders at the time that initial equity financing was secured in order to
benefit from more favorable terms, it may subsequently prefer relief from the
monitoring pressures that such a node C bargain implies. If additional equity
capital is not needed, the composition and character of the board may be
altered to the disadvantage of the shareholders.?? To be sure, there are
checks against such distortions. But as FitzRoy and Mueller (1984) observe,
assertions that ex post settling-up processes are always and everywhere fully
efficacious strain credulity.?3

31 Accordingly, a public utility that is financed by intermediate-term debt that is continuously
rolled over is less subject to punitive rate setting than is an otherwise equivalent public utility that
uses very long-term debt and ‘has no need for renewal financing. In other words, how the rate
setting process will be affected is a factor that should enter the calculus of the public utility.

32A recent potentially troublesome development that warrants scrutiny in corporate gover-
nance respects is the use of Employee Stock Ownership Plans (ESOPs) to repurchase company
stock and place it in safe hands. This practice is done at the behest of management and with the
consent of its employees (or, at least, of the leadership of the company’s employees). The
apparent object is to deter hostile takeovers, thereby to relieve the management of competition in
the capital market pressures. This has dubious social benefits. It would appear to be an unin-
tended and antisocial use of ESOPs, which currently enjoy tax advantages.

33For a recent treatment of this issue, see Holmstromwn i Costa (1984).




CHAPTER 13

Franchise Bidding
for Natural Monopoly

Although monopoly supply is commonly efficient where economies of scale
are large in relation to the size of the market, it also poses organizational
difficulties. As Milton Friedman observes, ‘‘There is unfortunately no good
solution for technical monopoly. There is only a choice among three evils:
private unregulated monopoly, private monopoly regulated by the state, and
government operation’” (1962, p. 128).

Actually, a fourth solution has been proposed. It was the result of an
imaginative series of papers that originated at Chicago.! That Friedman char-
acterized private unregulated monopoly as an evil is because he assumed
private monopoly ownership implied pricing on monopoly terms. The Chi-
cago response—as successively developed by Demsetz (1968), Stigler
(1968), and Posner (1972)—is that monopoly price is not a necessary conse-
quence of a private unregulated monopoly condition. Such an outcome can be
avoided by using ex ante bidding to award the monopoly franchise to the firm
that offers to supply product on the best terms.

This chapter examines the contractual details that attend efforts to imple-
ment franchise bidding, both in general and with respect to cable television

!Surprisingly, those papers and this fourth solution g0 unmentioned in Melvin Reder’s
recent survey of *‘Chicago Economics,’” where he recounts numerous instances in which eco-

nomic (and even noneconomic) issues were reformulated to good advantage within the Chicago
tradition (Reder, 1982).
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(CATV). As with most complex economic problems of organization, it turns
out that there is no single, all-purpose, best solution. Rather, the efficacy of
franchise bidding as an organizational response to the problems posed by
natural monopoly varies with the circumstances—chief among which, not
surprisingly, is the condition of asset specificity.

My discussion of franchise bidding for natural monopoly is in five parts.
Some background is sketched in section 1. The simple franchise bidding
scheme as proposed by Demsetz is described in section 2. Contractual diffi-
culties with implementing such a scheme for CATV are considered in section
3. The study of complex issues of economic organization through the use of
case studies is treated in section 4 (and in the appendix). Concluding remarks
follow.

1. Introduction

The case for a comparative institutional approach to regulation was succinctly
put by Coase twenty years ago:

Contemplation of an optimal system may provide techniques of analysis that
would otherwise have been missed and, in certain special cases, it may go far to
providing a solution. But in general its influence has been pernicious.. It ‘has
directed economists’ attention away from the main question, which is how
alternative arrangemems will actually work in practice. It has led economists to
derive conclusions for econiomic pohcy from a study of an abstract of a market
situation. It is no accident that in the literature . . . we find a category ‘*market
failure’’ but no category ‘‘government failure.”’ Until we realize that we are
choosing between social arrangements which are all more or less failures, we are
not likely to make much headway. [Coase, 1964, p. 195; emphasis added])

Largely as a result of criticisms of this kind, much of it originating at
Chicago, the study of regulation has been considerably reshaped. Thus where-
as reference to market failures was once thought to be a sufficient condition
for government intervention, there has been a growing realization that regula-
tion is beset with problems of its own. Moreover, the limits of markets are
now perceived to be less severe than was true of the interventionist era of the
1960s. The study of contracting in its entirety, in which both ex ante
contracting and ex post implementation are considered, discloses that com-
plex contracts can often be devised that are responsive to the needs of the
parties.

The franchise bidding for natural monopoly literature acknowledges the
limits of regulation but deals with the issues of contracting in a very in-

complete way. Specifically, it either does not examine how *‘alternative

~
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arrangements will actually work in practice’’ or does so in a highly sanguine
way. As a consequence, the enthusiasts of franchise bidding claim too much
for the efficacy of that organizational alternative. Applications that are sup-
portable in one context (namely, where asset specificity is slight) are un-
critically extended to circumstances where they are not (namely, where asset
specificity is substantial).

That the franchise bidding for natural monopoly literature is flawed does
not, however, mean that it has had an undesirable public policy impact. The
deregulation of trucking and airlines arguably benefited from the viewpoint
advanced in the franchise bidding literature. The investments in question here
really are ‘‘assets on wheels,”” hence lack specificity. But similar deregula-
tion reasoning does not, without more, carry over to electric power generation
or cable television systems. Given that the assets in question for electric
power and cable are both long-lived and immobile, specific attention to the
attributes of the enabling contracts is needed before a decision is reached to
go forward with deregulation.

Thus although the limits of regulation are manifold, merely to show that
regulation is flawed does not establish that regulation is an inferior mode of
organizing economic activity. Not only do the disabilities of regulation vary
with both the type of activity regulated and the form of regulation attempted,
but there is an obligation to assess the properties of the proposed alternative—
not only in general but also specifically with respect to the activity in ques-

“ tion. If the proposed mode is flawed in similar or different respects, the
purported advantages of shifting out of regulation may be illusory.

Among the factors that are relevant to an assessment of alternative modes
of organizing natural monopoly services are the following: (1) the costs of
ascertaining and aggregating consumer preferences through direct solicitation;
(2) the efficacy of scalar bidding; (3) the degree to which technology is well
developed; (4) demand uncertainty; (5) the degree to which incumbent sup-
pliers acquire idiosyncratic skills; (6) the extent to which specialized, long-
lived equipment is involved; and (7) the susceptibility of the political process
to opportunistic representations and the differential proclivity, among modes,
to make them. (Of special relevance in that last connection is the tendency for
regulation, once put in place, to assert ancillary powers, thereby to expand its
jurisdiction, often with dysfunctional consequences. Indeed, I conjecture that
crecping ‘‘ancillariness’” is one of the more severe disabilities to which reg-
ulation is subject.) The more confidence one has in contracting and in the
efficacy of competition—both at the outset and at cantract renewal inter-
vals-——the more one tends to favor market modes. Conformably, regulation,
in some form, is relatively favored when one is dubious that incomplete
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contracting will yield desired results and when competitive processes are
prone to break down. o

Since variants within both market and regulatory modes exist, discrimi-
nating assessments within as well as between modes are indicated. Also, a
once-for-all verdict with respect to the supply of a particular natural monopoly
service is unwarranted. The better mode at an early stage of an industry’s
development may no longer be better later on when a lesser degree of uncer-
tainty prevails. To the extent that difficult transition problems are apt to be -
posed in shifting from one mode to the other, this should be acknowledged
and taken expressly into account at the outset.

2. The Simple Franchise Bidding Scheme

Demsetz contends that even though efficiency considerations may dictate that
there be only one supplier in a natural monopoly industry, the unregulated
market price need display no elements of monopoly. Conventional analysis is
flawed by a failure to distinguish between the number of ex ante bidders and
the condition of ex post supply. Even though scale economies may dictate that
there be a single ex post supplier, large numbers competition may nev-
ertheless be feasible at the initial bidding stage. Where large numbers of
qualified parties enter noncollusive bids to become the supplier of the decreas-
ing cost activity, the resulting price need not reflect monopoly power. The
defect with conventional analysis is that it ignores this initial franchise bid-
ding stage.

Franchise bids that involve lump-sum payments should be distinguished
from those where the franchise is awarded to the bidder who offers to supply
at the lowest per unit price. Awarding an exclusive franchise to the non-
collusive bidder who will pay the largest lump-sum fee to secure the business
effectively capitalizes the monopoly profits that thereafter accrue. But the
product or service for which such a franchise is granted will be priced on
monopolistic terms. To avoid that outcome, the franchise award criterion of
lowest per unit price is favored! Stigler, among others, evidently finds the
argument persuasive (1968, pp. 18-19; 1974, p. 360).

Demsetz illustrates the argument by examining a hypothetical example in
which the state requires automobile owners to purchase automobile license
plates annually, where the plates in question are produced under decreasing
cost conditions. To simplify the argument he strips away ‘‘irrelevant com-
plications, such as durability of distribution systems, uncertainty, and irfa-
tional Feﬁaﬁﬁr: all of which may ‘or may not justify  the Tsé of regulatory
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commissions but none of which is relevant to the theory of natural monopoly;
for this theory depends on one belief only—price and output will be at
monopoly levels if, due to scale economies, only one firm succeeds in pro-
ducing the product’” (1968, p. 57; emphasis added).? Provided that there are
many qualified and noncollusive bidders for the annual contract and that the
contract is awarded to the party that offers to supply at the lowest per-unit
price. ‘‘the winning price will differ insignificantly from the per-unit cost of
producing license plates’’ (Demsetz, 1968, p. 61).

Demsetz and others evidently believe, moreover, that the argument is not
vitiated when the simple case is extended to include such complications as
equipment durability and uncertainty. Equipment durability need not lead to
wasteful duplication of facilities since, should a potential supplier offer supe-
rior terms, trunk line distributional facilities can be transferred from the
original supplier to the successor firm (Demsetz, 1968, p. 62). Whether
regulation is warranted as a means by which to cope more effectively with
uncertainty is met with the observation that ‘‘(lJong-term contracts for the
supply of [nonutility services] are concluded satisfactorily in the market place
without the aid of regulation’ (p. 64).

The dominant theme that emerges, occasional disclaimers to the contrary
notwithstanding, is that franchise bidding for natural monopolies has attrac-
tive properties. It is a market solution that avoids many of the disabilities of
regulation. Demsetz’s concluding remarks, in which he registers his ‘‘belief
that rivalry of the open market place disciplines more effectively than do the
regulatory processes of the commission’ (1968, p. 65), are plainly in this
spirit.

2.1 The Marginal Cost Pricing Objection

Lester Telser takes issue with Demsetz’s treatment of natural monopoly on the
grounds that franchise bidding gives no assurance that output will be priced
efficiently on marginal cost terms:

[Demsetz] leaves readers with the impression that he is content with a situation in
which the firm is prevented from obtaining a monopoly return and he does not

2To the extent that Demsetz’s treatment of natural monopoly is limited to a critique of
clementary textbook discussions, the argument goes through. Plainly, however, Demsetz and
others also contend that it has real world relevance. The **irrelevant complications’" referred to in
the text are conspicuously present when this latter application is attempted. As will be apparent,
the purported superiority of franchise bidding is a good deal more difficult to establish when these
conditions arc present.

3Demsetz is somewhat more cautious about the merits of franchise bidding and highlights
the qualifications to his argument in his reply to Telser’s critique (Demsetz, 1971).
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raise the question of efﬁc.iency. Hence he‘implies that dfre.ctl regulation of an
industry subject t0 decreasing average .cost.ls unnecessary if it is prevented frqm
obtaining a monopoly return. . . . This misses the point. The controversy con-
cerns regulation to secure efficiency and to promote public welfare. It does not
concern the rate of return. [Telser, 1969, pp. 938-39]

Another way of putting it is that Demsetz does not identify the relevant social
welfare function or evaluate his results in welfare terms. Failure to do so,
coupled with the prospect that franchise bidding will not lead to efficient
marginal cost pricing, is, in Telser’s view, a critical shortcoming of Dem-
setz's approach.

Demsetz has responded to those criticisms by observing that marginal
cost pricing was of secondary importance to his paper (1971, p. 356). Al-
though a complete treatment of the natural monopoly problem would require
that efficient pricing be addressed, his original article did not pretend to be
complete (p. 356). He furthermore considers it doubtful that regulation leads
to more efficient pricing than an appropriately elaborated bidding scheme
(pp. 360-61).

I suggest, for the purposes of this chapter, that the marginal cost pricing
issue be set aside and that the frictions associated with franchise bidding,
which are glossed over in previous treatments, be examined instead. To the
extent that filling the lacunae in Demsetz’s *‘vaguely described bidding pro-
cess’’—which Telser (1971, p. 364) mentions but does not investigate—
involves the progressive elaboration of an administrative machinery, the ad-
vantages of franchise bidding over regulation are uncertain. If, despite such
machinery, the price-to-cost tracking properties of regulation are arguably
superior to those of franchise bidding, the purported advantages of franchise
bidding are further suspect. '

2.2 Irrelevant Complications

The irrelevant complications to which Demsetz, refers—equipment durability
and uncertainty—and dismisses in the context of his automobile license plate
example are really the core issues. To be sure, steady state analysis of the type
he employs sometimes, yields fruitful insights that have wide-reaching ap-
plications. | submit, however, that the interesting problems of comparative
institutional choice, are largely finessed when the issues are posed in steady
state terms. Frank Knight's admonitions to this effect, although expressed in a
different institutional context (1965, pp. 267-68), have general application.
The basic argument, which applies both to Knight’s interest in whether inter-
nal organization matters and to Demsetz’s concern with market modes of
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contracting, is this: Rates of convergence ‘asidé, any of a large variety of
organizing modes will achieve equally efficient results if steady state condi-
tions obtain.4 In circumstances, however, in which the operating environment
is characterized by a nontrivial degree of uncertainty, self-conscious attention
to both the initial and qdaptability attributes of alternative modes is
warranted.

Demsetz’s treatment of franchise bidding emphasizes the initial supply
price aspect and, as developed below, treats the matter of adaptability in a
rather limited and sanguine way. As will be apparent, franchise bidding for
public utility services under uncertainty encounters many of the same prob-
lems that the critics of regulation associate with regulation; as Goldberg
(1976) argues, the problems inhere in the circumstances.

3. Franchise Bidding Elaborated

It will be useful to examine franchise contracts of three types: once-for-all
contracts, which appear to be the type of contract envisaged by Stigler;
incomplete, long-term contracts, which are favored by Demsetz; and recur-
rent short-term contracts, which Posner endorses.

3.1 Once-For-All Contracts

Stigler’s views on franchise bidding are limited mainly to an endorsement of
Demsetz’s prior treatment of those matters. He observes simply that
*‘[n]atural monopolies are often regulated by the state. We note that custom-
ers can auction off the right to sell electricity, using the state as the instrument
to conduct the auction, and thus economize on transaction costs. The auc-
tion . . . consists of a promise to sell cheaply’’ (1968, p. 19). Since he gives
no indication to the contrary, Stigler apparently intends that such bidding be
regarded as a serious alternative to regulation under actual market circum-
stances—which is to say under conditions of market and technological uncer-

4Consider in this connection whether, from an allocative efficiency point of view, it really
matters if franchises are awarded on the basis of a lump-sum fee rather than a lowest supply price
criterion. 1 submit that the monopoly distortions commonly associated with the former mode of
contracting will tend to vanish if steady state conditions obtain. The reasoning here is that steady
state conditions facilitate low-cost price discrimination, in which event the marginal customer is
supplied on marginal cost terms, and/or that customers can more effectively organize their side of
the market and bargain to an efficient result. :
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tainty. Failure to refer to recurrent biddir.ng also suggests that the bidding
scheme proposed is of the once-for-all variety.>

Once-for-all contracts of two types can be distinguished: complete con-
tingent claims contracts and incomplete contracts. The former require that
each prospective franchisee specify the terms (prices) at which he is prepared
to supply service now and, if price changes are to be made in response to
uncertain future events, the conditional terms under which he will supply
service in the future. It is generally appreciated that complete contracts of this
kind are impossibly complex to write, negotiate, and enforce (Radner, 1968).
The underlying transactional disabilities have been discussed in earlier
chapters.

Given the infeasibility of complete contingent ciaims contracts, in-
complete once-for-all contracts might be considered. Contractual in-
completeness, however, is not without cost. Although incomplete once-for-all
contracts are feasible in the sense that bounded rationality constraints are
satisfied, such contracts pose hazards by increasing the risk of opportunism.
The problems here are substantially those discussed below in conjunction with
incomplete long-term contracts.

3.2 Incomplete Long-Term Contracts

Demsetz evidently has in mind that franchise awards be of a long-term kind in
which adaptations to unanticipated developments are accomplished by permit-
ting renegotiation of terms subject to penalty clauses (1968, pp. 64-65). Such
renegotiation would be unnecessary, of course, if the parties to the contract
could agree, at the outset, to deal with unanticipated events and to resolve
conflicts by employing a joint profit maximizing decision rule, thereafter to
share the gains of the resulting adaptation. General agreements to that effect
are not self-enforcing, however, unless the profit consequences are fully
known to both of the parties and can be displayed, at low cost, to an impartial
arbitrator. Absent this, each party will be inclined, when the unanticipated
events occur, to manipulate the data in a way that favors its interests.

To be sure, aggressive self-interest seeking of a myopic kind is attenu-
ated both by the existence of informal sanctions and by an appreciation
between the parties that accommodation yields long-run benefits (Macaulay,
1963). But the hazards of opportunism scarcely vanish on those accounts.
Among the problems to be anticipated when incomplete long-term contracts

SPossibly, however, Stigler intends that Demsetz's discussion of renegotiation and/or
rebidding should apply. Demsetz’s treatment of these matters appears bclow.
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are negotiated under conditions of uncertainty- are the following: (1) the initial
award criterion is apt to be artificial or obscure; (2) execution problems in
price-cost, in other performance, and in political respects are apt to develop;
and (3) bidding parity between the incumbent and prospective rivals at the

contract renewal interval is unlikely to be realized. Consider these several
conditions seriatim.

4. ARTIFICIAL OR OBSCURE INITIAL AWARD CRITERION

- The promise to *‘supply cheaply’’ is scarcely a well-defined commit-
ment unless the quality of service is well specified and scalar valued bids
possess economic merit. Posner recognizes the former and proposes that
subscriber preferences regarding quality be ascertained by a preaward
solicitation. The mechanics involve

. . an *“‘open scason’’ in which all franchise applicants were free to solicit the
arca’s residents for a set period of time. This would not be a poll; the applicants
would seek to obtain actual commitments from potential subscribers. At the end
of the solicitation period, the commitments received by the various applicants
would be compared and the franchise awarded to the applicant whose guaranteed
receipts, on the basis of subscriber commitments, were largest. In this fashion the
vote of each subscriber would be weighted by his willingness to pay, and the
winning applicant would be the one who, in free competition with the other
applicants, was preferred by subscribers in the aggregate. To keep the solicitation
process honest, each applicant would be required to contract in advance that, in
the event he won, he would provide the level of service, and at the rate repre-
sented. in his solicitation drive. [Posner, 1972, p. 115}

The comparability problems that would otherwise be posed if both price
and quality were permitted to vary at the final competition stage are thus
avoided. The preaward solicitation not only prevents the quality lcvel from
being set by a political body, but also relieves the need to choose among
disparate price-quality mixes, on grounds that are uncertain, at the final
competition.

However imaginative this preaward solicitation process of Posner, it is
not obviously practicable. For one thing, it assumes that subscribers are able
to assess quality-price packages abstractly and have the time and inclination to
do so—which poses a bounded rationality issue.® For another, it aggregates

6To observe that *‘customers face and overcome (such problems] daily in choosing among
products that differ in quality as well as price™ (Posner, 1972, p. 115) is scarcely dispositive.
Issues peculiar ta the supply of natural monopoly services are not even raised. For example,
quality variability of electricity supply is apt to entail voltage variations or prospective supply
interruptions, the implications of which are apt to be difficult to assess. Second. variable load

pricing issues, with which most consumers have little familiarity, may be posed. Third, collective
choice issues which do not appear for most consumer ggods must be faced in deciding on
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preferences in a rather arbitrary way.” Finally., it assume's that subscril;er§ wilr:
demand that winners provide the leve.l of service at the rdte. represented or ca
otherwise obtain satisfaction for failure to perform. This poses execution
issues and is discussed under b bc]ovi./.8 o . .

If, additionally, the prices at which service is supplied are t Yary with
periodic demands—a measure that often has efficient capacity rationing prop-
erties for public utility services—a complex variable load pricing schedu.le,
rather than a single lowest bid pricc, must be solicited. Vector valued bids
clearly pose award difficulties.

The upshot is that, although franchise awards can be ieduced to. a lowest-
bid price criterion, that is apt to be artificial if the future is uncertain anfi the
service in question is at all complex.’ Such awards are apt to be arbitrary
and/or pose the hazard that ‘‘adventurous’ bids will be tendered b}/ thos:c
who are best-suited or most inclined to assume political risks. Again, this
gives ries to execution issues, to which we now turn.

1

b. EXECUTION PROBLEMS

Even if contract award issues of the kinds described above either were
absent or could be dismissed as de minimis, we would still have to face
problems of contract execution. It is at the execution stage and in
conjunction with contract renewal that the convergence of franchise bidding
to public utility regulation is especially evident.

I assume, for the purposes of this subsection, that there is a strong
presumption that the winner of the bidding competition will be the supplier of
the public utility service over the entire contract period. Only in the event of
egregious and persistent malperformance would an effort be made to replace
the winning franchisee. .

The assumptiori is supported by the following considerations. First, the
award of a long-term contract plainly contemplates that the winner will be the
supplier over a considerable period. A leading reason to make the contract

electricity supply. Fourth, long-term interaction effects between electricity price and substitutes
and complements are rather strong, albeit difficult to sort out in the context of hypothetical
solicitations.

Thus, if price-quality package A wins the competition, on Posner’s criterion, over price-

quality mixes B, C, D, and E, where A is a high-price, high-quality mode and B through E are all
variants on a Jow price-quality mix, does it follow that package A is socially preferred?

8Similar problems arise with respect to the matter of who in the community is to be supplied
service and at what connection costs: Connect everybody who requests it at a flat charge? Only
those who Iivq in ureas where connected service exceeds some threshold? Anyone who bears his
0\\.m incremental costs? Although a single standard can be stipulated by the contracting agency, is
this optimal and ought such a connection standard to remain fixed for the duration of the contract?
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long term is to provide the supplier with requisite incentives to install long-
lived assets.? If any slight failure to perform in accordance with the fran-
chisor’s expectations would occasion rescission of the franchise, the long-
term contract would be a fiction and its investment purposes vitiated.

The prospect of litigation delays and expenses also discourages an effort
to displace a franchisee. Moreover, even if such an effort were successful,
nontrivial transition costs would be incurred. (They are discussed further
under ¢ below.) Finally, franchise award agencies, like other bureaucracies,
are loath to concede or be accused of error. As Eckstein puts it, publicly
accountable decision-makers *‘acquire political and psychological stakes in
their own decisions and develop a justificatory rather than a critical attitude
towards them’’ (1956, p. 223). Since displacement may be interpreted as a
public admission of error, franchise award agencies predictably prefer, when
faced with malperformance, to negotiate a ‘‘compromise’’ solution instead.

In circumstances in which long-term contracts are executed under condi-
tions of uncertainty, fixed price bids are apt to be rather unsatisfactory. If the
environment is characterized by uncertainty with respect to technology, de-
mand, local factor supply conditions, inflation, and the like, price-cost diver-
gences and/or indeterminacies will develop.

To be sure, some of these divergences can be reduced by introducing
price flexibility by formula (Fuller and Braucher, 1964, pp. 77-78; Goldberg,
1976b, p. 439). Adjustment for changes in the price in response to some index
of prices is one possibility. It is, however, a relatively crude correction and
unlikely to be satisfactory where there is rapid technical change or where local
conditions deviate significantly from the index population. More precise
tracking of prices to costs will be realized if, instead of fixed price contracts,
cost plus (or cost sharing) contracts are negotiated. All of the difficulties
associated with the execution of defense contracts of the cost sharing kind
then appear, however (Scherer, 1964; Williamson, 1967a). Problems of au-
diting and of defective incentives are especially severe. (Those, it will be
noted, are disabilities associated with regulation. Franchise bidding is de-
signed to overcome them.)

A lack of specificity in the contract with respect to the quality of service
and a failure to stipulate monitoring and accounting procedures accords lati-
tude to franchisees during contract execution. Despite ex ante assurances to
the contrary, franchisees can rarely be made to fulfill the spirit of an agree-
ment if net revenues are enhanced by adhering to the letter of the contract only

9The short-term contracting procedure favored by Posner contemplates the transfer of long-
lived assets from the winning franchisee to a successor firm. Appropriate investment incentives
would thereby be realized. For the reasons developed under ¢ below, I am skeptical of the
properties of the asset transfer procedure described by Posner. '
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(CTIC, 1972a, p- 11). Moreover,. technical stam.ia'rds by themselves are not
self-enforcing; enforcement requires that a policing a?pparatus be devised
(CTIC, 1973, p- 7). Since individual consumers are unlikely to have the data
or competence 10 evaluate the quality of service in a discriminating way
(Goldberg, 1976) and since both setup cost and specialization of labor econo-
mies will be realized by assigning the quality evaluation function to a spe-
cialized agency, centralization is indicated. But again, the convergence to-
ward regulation should be noted. !0

It may not be sufficient, moreover, merely to specify a common quality
standard for all bidders. Thus, suppose that one bidder proposes to achieve the
specified quality target by installing high-performance, long-lived equipment,
that a second proposes to have backup equipment ready in the event of
breakdown, and that the third claims that he will invest heavily in
maintenance personnel. Although only one of them may fully satisfy the
requirements, both subscribers and the franchising agency may lack the ex
ante capacity to discern which. Granting the franchise to the low bidder only
to discover that he is unable to perform as described is plainly unsatisfactory.
Although penalty clauses in contracts can help forestall such outcomes, it is
often the case—as the history of defense contracting suggests—that suc-
cessful bidders are able to have terms renegotiated to their advantage.

Accounting ambiguities coupled with the disinclination of franchising
agencies to allow winning bidders to fail permit franchisees to use accounting
data in a strategic way—to include the threat of bankruptcy-—during re-
negotiations. The introduction of monitoring and accounting control tech-
niques can prevent such outcomes, but that measure then joins the winning
bidder and the franchising agency in a quasi-regulatory relationship.

“In circumstances where renegotiation is common and perhaps vital to the
profitable operation of a franchise, political skills assume special importance.
Prospective suppliers who possess superior skills in least cost supply respects
but who are relatively inept in dealing with the franchising bureaucracy and in
influencing the political process are unlikely to submit winning bids.!! To the
extent that political skills override objective economic skills, the advantages
of franchising over regulation are placed in question.

"“The Cable Television Information Center expresses the issue as follows:

[Tlechnical standards do not enforce themselves. Enforcement requires testing the system,
evaluation of the tests, and deciding upon corrective actions required. These activities add
1o the administrative burden of regulation. A franchising authority should not adopt
standards unless it is willing to shoulder the burden of enforcement. [CTIC, 1973, p. 7]

) .”Notc that a merger between parties who possess economic qualifications and those with
political skills yields private and probably social gains in these circumstances. Such a merger
actually occurred in the case study reported in the appendix to this chapter.
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Indeed, if franchisees arc subject to less stringent profit controls than
regulated firms (where the latter are subjéct to rate of return constraints), it
may well be that franchising encourages greater political participation. The
argument here is that the incentive to invest private resources to influence
political decisions varies directly with the degree to which the resulting ad-
vantages can be privately appropriated—and that franchised firms have an
appropriability advantage in this respect.!?

C. BIDDING PARITY AT CONTRACT RENEWAL

Bidding parity at contract renewal intervals will be upset if winners
realize substantial advantages over nonwinners. Award advantages of three
kinds can be distinguished: economic, administrative, and political. The eco-
nomic advantages have their origins in the fundamental transformation—a
contracting phenomenon that was first introduced in Chapter 2 and has made
its appearance in a variety of contracting contexts since. The administrative
advantages arise in conjunction with asset valuation and related problems that
would attend a franchise transfer. Issues of both kinds are discussed in subsec-
tion 3.3 below.

CATYV is still a young industry, and many communities have yet to
solicit renewal bids. Predictably, interest in securing immunity from rivalry at
the franchise renewal date has been building among incumbent franchisees.
Original agreements to submit to the discipline of competition and the hypo-
thetical benefits of competition are mere contrivances; the reality is that
competition is a hair shirt. Incumbency advantages notwithstanding, why
submit to the threat of nonrenewal and to the scrutiny that such a renewal
bidding competition would entail? Skeletons will unavoidably be exposed.
Considering the administrative difficulties and legal challenges that would
attend a nonrenewal, why go through the exercise? Such concerns have struck
a responsive political chord. The U.S. Senate has passed a bill that would give
“*substantial preference to the initial franchisee’’ in return for leased access to
channel capacity for up to 15 percent of the system (Price, 1983, p. 32).
Whether this or some variant eventually becomes public law, the prospect that
politicians will permit unrestrained competition on the merits at franchise
renewal time is surely doubtful (Cohen, 1983). Only political innocents
would claim otherwise. The Oakland, California franchise experience re-
ported in the appendix is corroborative.

12This assumes that regulation is not a farce and that management engrossing is strictly
limited under regulation. Note also that the argument assumes that the marginal net gains of
influencing the political process are greater under the franchise mode. For a discussion of politics
and regulation, scc Alfred Kahn (1971, pp. 326-27).
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3.3 Recurrent Short-Term Contracts

A leading advantage of recurrent short-term contracting over long-term con-
tracting is that short-term contracts facilitate adaptive, sequential decision-
making. The requirements that contingencies be comprehensively described
and appropriate adaptations to each worked out in advance are thereby avoid-
ed. Rather, the future is permitted to unfold and adaptations are introduced, at
contract renewal intervals, only to those events which actually materialize.
Put differently, bridges are crossed one (or a few) at a time, as specific events
occur. As compared with the contingent claims contracting requirement that
the complete decision tree be generated, so that all possible bridges are
crossed in advance, the adaptive, sequential decision-making procedure econ-
omizes greatly on bounded rationality.

Additionally, under the assumption that competition at the contract re-
newal interval is efficacious, the hazards of contractual incompleteness that
beset incomplete long-term contracts are avoided. Failure to define contrac-
tual terms appropriately gives rise, at most, to malperformance during the
duration of the current short-term contract. Indeed, recognizing that a bidding
competition will be held in the near future, winning bidders may be more
inclined to cooperate with the franchising authority, if specific contractual
deficiencies are noted, rather than use such occasions to realize temporary
bargaining advantages.'3 Opportunism is thereby curbed as well.!4

The efficacy of recurrent short-term contracting depends crucially, how-
ever, on the assumption that parity among bidders at the contract renewal
interval is realized.!> Posner faces and disposes of this issue:

) ‘3,'1:hi.s assumes that winning bidders are not fly-by-night operators, but instead are interested
in remaining in the business on a continuing basis. Other things being equal, the franchising
wthpqty can be expected to continue with the current supplier or shift to a new supplier at the
con'(md renewal interval depending on its experience with the current winner during the contract

period. B

'4Similar considerations have a bearing on the performance of the franchising agency.
Posner puts the argument as follows:

(1f] the duration of the franchise . . . is long, the parties may not have foreseen all of the
wpm:umstances that might require modification of its terms. Although this is a problem
m;oi :liln:eomratt:’ts. the peguliarity here is that one of the contracting parties is not a
partics (subscribel;;‘ Eut a public body charged with overseeing the interest of the other
(" uch & body wil 'r: s);pe:ncnce with regulatory agencies suggests that one cannot assume
: fors modiﬁcatio;egf iy nt the consumer interest faithfully. When the cable company asks
ibic body by tt':con(ract by virtue of an unforeseen change in circumstances, the
- /W‘g‘«, ‘:Y y react ineffectually or perversely. [Posner, 1972, pp. 115-16)

With shot:x-duration contracts, ‘‘no modification of

which event the distortions referred 1o are avoided N

15For prior discussions of bidding

. terms need be entertained’” (p. 116), in

panty and its absence at contract renewal intervals, sce

Peacock and Rowley (1972, p. 242) and Williamson (1975, pp. 26-35).
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{Tlhe fact that the cable company’s plant normally will outlast the period of its
franchise raises a question: Will not the cable company be able to outbid any new
applicant, who would have to build a plant from scratch? And will not the
bargaining method therefore be incffective after the first round? Not necessarily:
in bidding for the franchisc on the basis of new equipment costs, new applicants
need not be at a significant disadvantage in relation to the incumbent franchisee.
For example. once a new applicant is franchised he could ncgotiate to purchase
the systent of the existing franchisee. who is faced with the loss of the unamor-
tized portion of his investment if his successor builds a new system. Insofar as
the economic life of a cable plant is considered a problem when the franchise
term is short, it can be solved by including in the franchise a provision requiring
the franchisce. at the successor’s option. to scll his plant (including improve-
ments}) to the latter at its original cost, as depreciated. {Posner. 1972, p. 116}

I find these views overly sanguine. For one thing, equipment valuation
problems are apt to be rather more complex than Posner’s remarks suggest.
Secondly. Posner focuses entirely on nonhuman capital: the possibility that
human capital problems also exist is nowhere acknowledged. To be sure,
human asset benefits that accrue during contract execution and that give
iicumbents an advantage over outsiders will, if anticipated, be reflected in the
original bidding competition. But **buying in>’ can be risky. and the price
tracking properties of such strategies are easily inferior to average cost pricing
in resource allocation respects. The upshot is that recurrent bidding (at, say,
four-ycar intervals) is riddled with contractual indeterminacies.

Concern over plant and equipment valuation is, of course, mitigated if
the investments in question are relatively unspecialized. I conjecture that this
is the case for Demsetz’s automobile license plate example. If, with only
minor modifications, general purpose equipment (for the cutting, stamping,
painting, and so on) can produce license plates efficiently, then a franchisee
who fails to win the renewal contract can productively employ most of this
same equipment for other purposes, while the new winner can, at slight cost,
modify his own plant and equipment to produce the annual requirement
efticiently.

Alternatively, concern over plant and equipment poses no problem if its
useful life is exhausted during the contract execution interval. As Posner's
remarks suggest, however, and as is generally conceded, it is inefficient to
install utility plant and equipment of such short duration.

Unlike Demsetz’s license plate manufacturers, moreover, most utility
services (gas. water, electricity. telephone) require that specialized plant and
equipment be put in place. The same is true of CATV. Since the construction
of parallel systems is wasteful and since to require it to be done would place
outside bidders at a disadvantage at the contract renewal interval, some meth-
od of transferring assets from existing franchisees to successor firms plainly
necds to be worked out.

-equipment be sold to th

depreciation reasons,

_ and execution (Ordinance No. 58,200). The ordinance
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Posner contends that it can be handled by stipulating Fhat plant and
e successor firm, at its option, at the original cost less
depreciation of the predecessor franchisee. Cf)nsistent with his cmphasis'on
fundamental policy choices. Posner declines to supply the details.
Unfortunately, however, the details are troublesome.

For one thing, original cost can be manipulated by the predecessor firm.
For another, cven if depreciation accounting procedures are specified under
the original franchise terms, implementation may still be contested. Third,
original cost less depreciation at best sets an upper bound—and perhaps not
even that, since inflation issues are not faced—on the valuation of plant and
equipment. The successor franchisee may well offer less. in which case costly
haggling ensues. Finally, even if no disputes eventuate, Posner’s procedures
merely provide a legal rule for transferring assets. He does not address the
economic properties of the procedurcs in investment incentive and utilization
respects.

Whether the accounting records of original costs can be accepted as
recorded depends in part on whether the equipment was bought on com-
petitive terms. The original franchisee who is integrated backward into equip-
ment supply or who arranges a kickback from an equipment supplier can
plainly rig the prices to the disadvantage of rival bidders at the contract
renewal interval. Furthermore, and related, the original cost should also in-
clude the labor expense of installing plant and equipment. To the cxtent,
however, that the allocation of labor expense between operating and capital
categories is not unambiguous, the original winner can capitalize certain labor
expenses to the disadvantage of would-be successors. Auditing can be em-
ployed to limit those distortions, but that has the appearance of regulation.
Even if carefully done, moreover, the results are apt to be disputed. Inasmuch
as information on true valuation is asymmctrically distributed to the disad-
vantage of outside parties, the burden of showing excess capitalization falls
hieavily on the would-be new supplier.

Reaching agreement on depreciation charges, which arc notoriously dif-
ficult to define (especially if obsolescence is a problem and maintenance
expenditures can be manipulated in a strategic manner), poses similar prob-
lems. Therefore, costly arbitration, for both original equipment valuation and
I is apt to ensue.!6 Rate base valuations of a regulatory
kind thereby obtain.

’ lndeed.the valuation of physical assets is predictably more severe under
franchise bidding than under regulation. For one thing, earnings in the regu-
lated firm are a product of the rate base and the realized rate of return.

16The City of Los Angeles anticipated such difficulties

in its ordinance on franchise award
stipulates that the City has a right to
therefor and further provides that

Purchase the property of  franchise or find a purchaser
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Clearly, the regulated firm can be conciliatory about the rate base if in ex-
change it receives allowable rate of return concessions. Additionally, the
regulatory agency and regulated firm are prospectively joined in a long series
of negotiations. Errors made by either party on one round are less critical if
they can be remedied at the next rate review interval (or if, in a crisis, interim
relief can be anticipated). More is at stake with asset valuation under franchise
bidding, since degrees of freedom of both rate of return and intertemporal
kinds are missing. Accordingly, more contentious bargaining leading to liti-
gation is to be expected.

. in the event said franchise shall expire by operation of law, said city shall have the
right, at its option, declared not more than one (1) year before the expiration of the
franchise term as herein fixed, which right an option is hereby reserved to said city, to
purchase and take over the property of such utility, and in the event that said city shall so
exercise its right under such option the said city shall pay to the said grantee the fair value
of the property of such utility as herein provided. (d) The term *‘fair value’’ as used herein
shall be construed to mean the reasonable value of the property of such utility having regard
to its condition of repair and its adaptability and capacity for the use for which it shall have
been originally intended. The price to be paid by the City for any utility shall be on the
basis of actual cost to the utility for the property taken, less depreciation accrued, as of the
date of purchase, with due allowance for obsolescence, if any, and the efficiency of its
units to perform the duties imposed on them; no allowance shall be made for franchise
value, good will, going concern, eaming power, increased cost of reproduction or
increased value of right of way or allowance for damages by reasons of severance. (e) That
the valuation of the property of such utility proposed to be purchased upon the termination
of said franchise as herein provided, or otherwise, shall be determined by a board of three
arbitrators of whom one shall be appointed by the city, one by the grantee, and the third by
the two arbitrators so appointed. Said arbitrators shall be appointed within thirty days after
the declaration by the city of its option to purchase said property of such utility, or to find a
purchaser therefor. In case said arbitrators fail to make and file an award within the time
hereinafter limited, a new board of three arbitrators shall be appointed as hereinbefore
prescribed. The board of arbitrators shall immediately upon the appointment of its members
enter upon the discharge of its duties. Any vacancy in the board of arbitrators shall be filled
by the party who made the original appointment to the vacant place. (f) In the event the
grantee shall fail to appoint an arbitrator within thirty days after the declaration by the city
of its option to purchase the property of such utility or to find a purchase therefor, or in the
event of the death or resignation of such arbitrator so appointed and such grantee, its
successors or assigns, shall fail to appoint an arbitrator to fill such vacancy within ten (10)
days thereafter, or in the event the two arbitrators appointed by the city and grantee, as
hereinbefore provided, shall fail to appoint a third arbitrator within sixty (60) days after the
declaration of the city of its option to purchase the property of such utility, or to find a
purchaser therefor, then upon application made either by the city. or by said grantee after
(5) days’ notice in writing to the other party, such arbitrator shall be appointed by the
presiding Judge of the Superior Court of the State of California, in and for the County of
Los Angeles, and the arbitrators so appointed shall have the same powers and duties as
though he had been appointed in the manner hereinabove prescribed. (g) The award of the
arbitrators must be made and filed with the City Clerk of said city within three (3) months
after their appointment, and a majority of the arbitrators who agree thereto may make such
award.

For a discussion of franchise valuations of a similar kind in connection with New York
City's award of CATV franchises, see CTIC (1972a, pp. 16-17).
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A related difficulty with Posner’s physical asset valuation scheme is that
it merely sets an upper bound. Inasmuch, hower:r, .as procurement on those
terms is left to the successor firm’s option, there is little reason to expect that
figure to prevail. Without stipulating more, the successor firm would presum-
ably offer to buy the specialized plant and equipment at its value in its best
alternative (nonfranchised) use. That will normally be a small fraction of the
depreciated original cost. Predecessor and successor firms thus find them-
selves confronted with a wide bargaining range within which to reach an
exchange agreement. Since competitive forces sufficient to drive the parties
to a unique agreement are lacking, additional haggling (which is a social cost)
can be anticipated. Albeit vexing, the details, which are neglected by Posner,
nevertheless matter; the frictionless transfer on which he appears to rely is
simply not to be had on the terms described.

Conceivably superior asset valuation and franchise bidding schemes can
be devised to mitigate those problems.!” It is patently incumbent, however,
on those who believe that Jarge numbers competition can be made effective at
the contract renewal interval to come forward with the requisite operational
details. Without such specificity, one must consider dubious the contention
that low-cost resassignment of physical assets can be effected at the contract
renewal interval for franchised services that require specialized and long-lived
plant and equipment to be installed. Rather, nontrivial haggling and litigation
expenses appear to infect Posner's proposal.

Moreover, human asset problems, which Posner and Demsetz fail even
to mention, also must be faced. Again, the matter of fungibility arises. To the
extent that the skills of operating the franchise are widely available or, alter-
f\atively, that employees of the incumbent firm deal with rival bidders and the
incumbent’s owners on identical terms, no problems of this kind appear. If,
however, nontrivial specialized skills and knowledge accrue to individuals
and smfall groups as a result of on-the-job training and experience, the first of
those conditions is violated. If, additionally, employees resist transfer of
ownership in the bidding competition, rivals are put to a disadvantage.
chapt::,: r::t::: ::trlgnredeployability .of labor has bee.n discussed in earlier
CXPerien'c od oo eret, significant dlfferences som'enmes develop between

v perienced workers in the following respects: (1) Equip-
"One possibility is for each wi

qsset valuation at the time he enters
is that asset vatuations and

ll.inglbidder, at the contract renewal interval, to indicate his
his bid on the quality and price of service. The problem here

2 service bids are nog inde isees wi
g . pendent. Franchisees will be prepared t
dearly for assets if in the process they can charge a high price. e i

‘mve(a)ther :ehemes :ilf:tl?g exlp!ored (see note 16 supra) and possibly some can be shown to
b m'act. properties. It is plainly the case, however, that a good deal of hard thinking about
mechanics of the asset valuation process is nee

considered complete, ded before the rebidding scheme can be
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ment idiosyncracies, due to highly specialized or incompletely standardized,
albeit common, equipment, are *‘revealed’’ only to experienced workers; (2)
processing economies of an idiosyncratic kind are fashioned or ‘‘adopted’’ by
managers and workers in specific operating contexts; (3) informal team ac-
commodations, attributable to mutual adaptation among parties engaged in
recurrent contact, develop and are upset, to the possible detriment of group
performance, when the membership is altered; and (4) communication idio-
syncracies evolve (with respect, for example, to information channels and
codes) but are of value only in an operating context where the parties are
familiar with each other and share a common language.

As a consequence, it is often inefficient fully or extensively to displace
the experienced labor and management group employed by the winner of the
initial franchise award. Familiarizing another group with the idiosyncrasies of
the operation and developing the requisite team production and communica-
tion skills are costly. Accordingly, incumbent employees, who alone possess
idiosyncratic knowledge needed to realize least-cost supply, are powerfully
situated to block a franchise reassignment effort.

The cost disadvantage referred to will obtain, however, only insofar as
incumbent employees deal with the current ownership and outside bidders
differently. The stratcgic advantage they enjoy in relation to inexperienced
but otherwise qualified employees can be exercised against both the current
owner and his bidding rivals alike. The issue thus comes down to whether
current and prospective owners are treated differently at the contract renewal
interval.'® I conjecture that they will be. The main reason is that informal
understandings (with respect to job security, promotional expectations, and
other aspects of internal due process) are much easier to reach and enforce in
familiar circumstances than in unfamiliar ones.!'?

This is not to say that employees cannot or will not strike bargains with
outsiders, but rather than such bargains will be more costly to reach because

'8Relevant in this connection is the following issuc: Why have incumbent employees failed
to exploit fully their idiosyncratic advantage over inexperienced employees during the contract
execution period—in which event there is no unliquidated idiosyncratic gain 1o be differentially
awurded at the contract renewal interval? A distinction between moving equilibrium and discrete
bargaining behavior is relevant in this connection. For one thing, there may be adjustment lags in
the system. which are tolerated during the operating period but for which correction is possible at
the contract renewal interval. For another. collective action is necessary to appropriate the
idiosyncratic gains. Enterprise owners may work out a modus vivendi with managers and labor
fepresentatives in which management and labor, in exchange for ownership support (including
job security, emoluments. and so on), consciously decline to absorb the full idiosyncratic gain.
Out of recognition that the **leadership™ is in this together. a reserve of unliquidated idiosyncrat-
ic gain has strategic advantages.

19For a sociological discussion of some of the problems of succession, see Gouldner (1954).
Macneil obscrves that *“the elements of trust demanded by participant views or relations make
identity important, and simple transfer therefore unlikely'" (1974, p. 791).
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much more attention {0 explicit'detail will be requ.ired, or there is greé.lter risk

jated with an informal (incompletely specified) agreement with ou'(-
a?SOCla(C additional detail is sought, outsiders will be at a disadvantage in
sndcr's- V:Lhicr:‘s:i:icm, because the costs of reaching agreement are increased. If,
::::;:: employees are asked to trust the outsider t.o behave "‘responsibly" ?r.
alternatively, the outsider agrees to accept the mterpr.etatlon placed on in-
complete agreements by the employees when unannmpate'd ev.ents .not ex-
pressly covered by the employment contract dc'zvclop, tl.1e |mplleq rl.'sks are
great and corresponding premiums will find their way, directly or mdlr‘ectly,
into the bid price. As a consequence, idiosyncratic employment attributes
coupled with the inability of outsiders to reach equivalent agreements at cqual
expense place original franchisees at an advantage at the .cor.ltracl‘ r?ne»Yal
interval. Thus human capital considerations compound the bidding difficulties
that physical asset valuation problems pose. To contend' that bidding parit'y
can be expected at the contract renewal interval is accordingly suspect for this
reason as well. Put differently, if original winners of the bidding competition
realize nontrivial advantages in informational and informal organizational
respects during contract execution, bidding parity at the contract renewal
interval can no longer be presumed. Rather, what was once a large numbers
bidding situation, at the time the original franchise was awarded is converted
into what is tantamount to a small numbers bargaining situation when the
franchise comes up for renewal. A fundamental transformation thus obtains.

It might be argued, of course, that the incumbency advantage will be
anticipated at the outset, in which event discounted certainty equivalent prof-
its will be bid down to zero by large numbers competition for the original
award. That is not, however, an entirely satisfactory answer. For one thing, to
come in at a price below cost for the initial award (perhaps even a negative
pricc) and to sct price at the level of alternative cost at contract renewal
intervals easily resilt in resource utilization of an inferior kind. Additionally,

. buying-in strategics are_risky. The alternative supply price can be influenced

by the terms the franchisor sets on subsequent rounds, including terms that
may obsolete the learning-by-doing advantages of incumbents.

34 A Summing Up

ane-for-all bidding schemes of the contingent claims contracting kind are
infeasible and/or pose execution hazards. Incomplete long-term contracts of
tl_le type envisaged by Demsetz alleviate the first of those problems but
aggravate the second. A whole series of difficulties long familiar to students
of defense contracting and regulation appears. The upshot is that franchise
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bidding for incomplete long-term contracts is a much more dubious undertak-
ing than Demsetz’s discussion suggests. -

Posner’s proposal that franchise terms be kept short is designed to over-
come the adaptability problems associated with incomplete long-term con-
tracts, but his discussion is insufficiently microanalytic and/or critical of the
disabilities of short-term contracts to expose their shortcomings. The funda-
mental limitation of the argument is that, despite Posner’s procedural stipula-
tions (1972, p. 116), bidding parity at the contract renewal interval between
the original winner and rival successor firms cannot safely be presumed. To
the contrary, there are reasons to doubt such parity, in which case the adapt-
ability and price to cost properties that Posner associates with recurrent con-
tracting?® are not to be had on the frictionless (or low-cost) terms he
describes.

To be sure, some of the difficulties that infect the Posner proposal can be
mitigated by introducing an extensive regulatory/arbitration apparatus. As-
sessing plant and equipment installations, auditing related accounting records,
and arbitrating disputes between incumbent and rival firms over physical asset
valuations are illustrative. But then franchise bidding and regulation differ
only in degree.

It is perhaps unsurprising, in view of the foregoing, that Posner’s recur-
rent bidding proposal has not been widely adopted. Rather, most CATV
franchise awards are for ten to fifteen years, and contractual incompleteness
has been handled by progressively elaborating a regulatory structure (CTIC,
1972¢, pp. 9-12)—a result that conceivably reflects a desire by CATV oper-
ators to insulate themselves from the rigors of competition. I submit, howev-
er, that the drift toward regulation is also explained by performance defects
associated with CATV franchise awards which are caused in part by contrac-
tual incompleteness (CTIC, 1972c, p. 9).

Still the contractual incompleteness defects described above might con-
ceivably be remedied by progressively refining CATV awards in the future.
Stipulating appropriate penalities for unsatisfactory performance and setting
out complex conditional responses to contingent events may serve to promote
efficient adaptation and mitigate haggling expenses. Elaborating the contract
in these respects is not costless, however, and franchising agencies often lack
the resolve to exact penalties as prescribed.2! Many of the limits of franchise

20The basic argument is that **[elach bidder would submit a plan of service and schedule of
rates. As long as there was more than one bidder and collusion among the bidders was pre-
vented—conditions that ought not to be insuperably difficult to secure—the process of bidding

subscriber rates down and quality of service up would eliminate monopoly pricing and profits*’
(Posner, 1972, p. 115). !

2!Note, moreover, that not only are contract remedies **among the weakest of those the legal
system can deliver, [bJut a host of doctrines and techniques lies in the way even of those
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bidding described above were evident to students of regulation some eighty
years ago:

Regulation does not end with the formulation and adoptior.l of a satisfactory
contract, in itself a considerable task. If this we‘re all, a few w!se z'md honest men
might, once in a generation supervise the framing of a franchise in proper form,
and nothing further would be necessary. It is a current fallacy and the common
practice in American public life to assume that a constitution or a statute or a
charter, once properly drawn up by intelligent citizens and adopted by an
awakened public, is self-executing and that the duty of good citizens ends wnp
the successful enactment of some such well matured plan. But repeated experi-
ence has demonstrated—what should have been always apparent—.the absolute
futility of such a course, and the disastrous consequences of re!lance upon a
written document for the purposes of living administration. As with a constitu-
tion, a statute, or a charter so with a franchise. It has been found tha? such an
agreement is not self-enforcing. [Moreover, the] administration may ignore or
fail to enforce compliance with those essential parts of a contract entrusted to its
executive authority; and legal proceedings . . . are frequently unavoidable long
before the time of the franchise has expired: |Fisher, 1907, pp. 39-40]

At the risk of oversimplification, regulation may be described contrac-
tually as a highly incomplete form of long-term contracting in which (1) the
regulatee is assured an overall fair rate of return, in exchange for which (2)
adaptations to changing circumstances are successively introduced without
the costly haggling that attends such changes when parties to the contract

~ enjoy greater autonomy. Whether net gains are thereby realized turns on the

extent to which the disincentive effects of the former (which may be checked
in some degree by performance audits and by mobilizing competition in the
capitél market forces) are more than offset by the gains from the latter. This is
apt to vary with the degree to which the industry is subject to uncertainties of
market and technological kinds.

4. A Case Study

The requisite level of detail for assessing the efficacy of an organizational
mode. will vary with the circumstances. There plainly are reguiatory matters
for which detail of the kind developed above is unnecessary. The level of
detail at which much of the regulatory dialog is conducted is often too ag-
gregatiye, however, to ascertain *‘how alternative arrangements will actually

AR

:;Mcs" (M?gnefl. 1974, p. 730). Unti! franchisers and the legal system can be persuaded to
lieve 'olherwnse, it Is fatuous to contend that franchisees can be induced to behave in ideal ways
by the introduction of a complex set of penalty clauses.
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work in practice”’—which Coase identifies as the ‘*main question’ in the
quotation that appears at the outset.

Enthusiasts of franchise bidding do not sce it that way. Thus Posner
declares that to expound ‘‘the details of particular regulations and pro-
posals . . . would serve only to obscure the basic issucs™ (1972, p. 98).
More generally, the “‘economic approach to the law’’ with which Posner is
associated and has done so much to advance is characteristically deficient in
microanalytic respects. The economic approach that Posner favors traces its
intellectual origins, in antitrust respects at least, to Aaron Director and his
students (Posner, 1975, p. 758, n. 6). As | have observed elsewhere. this
tradition relics heavily on the fiction of frictionlessness and/or invokes trans-
action cost consideratiofis selectively (Williamson, 1974a; 1974b). However
powerful and useful it is for classroom purposes and as a check against loose
public policy prescriptions, it easily leads to extreme and untenable *‘solu-
tions.”’22 What Arthur Lcff has referred to as a *‘legal approach to econom-
ics’” (1975), in which transaction costs are more prominently and systemat-
ically featured, is a necessary supplement to (and sometimes substitute for)
the Director—Posner tradition.

Tests of three kinds can be applied in assesssing whether microanalytic
analysis of the kind attempted here has merit. Onc is to ask whether, as a
consequence of such efforts, our understanding of a complex economic phe-
nomenon is deeper than and/or difterent from what it had been previously.
Second, we can inquire whether the explanation fits within a general schema
or has been crafted in what appears to be an ad hoc way to fit the circum-
stances. This is that pattern-seeking test of knowledge to which Hayck re-
ferred (1967, pp. 40, 50-58). Although the particulars differ, vertical inte-
gration, nonstandard contracting for intermediate goods, the employment
relation, corporate governance, and regulation are all, according to the argu-
ment developed in this and preceding chapters, variations on a theme. Finally,
one can appeal to the data.

Microanglytic analysis yiclds implications at both aggregative and sub-
aggregative levels of detail. For cxample, the theory predicts that collective
organization will appear earlier in firms where workers acquire firm-specific
human capital (or in concentrated industries, where workers acquire industry-
specific human capital). That is a reasonably aggregative prediction. It also
predicts that more finely crafted governance structures for labor will be ob-

22Posner regards Coase's classic paper **The Problem of Social Cost™ (1960) as the entering
wedge to the “"new law and cconomics field™ (1975, p. 760). It is noteworthy that this important
and influential paper is in two pants: The first part features frictionlessness: the second qualifies
the earlier discussion to make allowance for frictions. Much of the follow-on literature, including

franchise bidding, is kurgely or wholly preoccupied with frictionlessness or deals with frictions in
a limited or sanguine way.
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served in unions where human asset specificity is great than where it is slight.
That is a more microanalytic implication.

Microanalytic implications can sometimes be tested through the use of
proxy variables that, for whatever reason, happen to bc available. But exam-
ining the phenomenon in question at a level of detail that corresponds with
the level of analysis has obvious advantages. It will often requirc that case
studies be undertaken. As P. T. Bauer and A. A. Walters observe, ‘‘the
complexity, instability, and local variation of many economic phenomena
imply that the cstablishment or understanding of relationships requires that
analysis be supplemented by extensive observation, and also that the inquiry
must often extend beyond statistical information to direct obscrvation and usc
of primary sources” (1975, p. 12). The case study of CATV franchising in
Oakland, California, as reported in the appendix to this chapter, is in that
spirit. The complexity of this contracting problem exceeds that of Demsetz’s
automobile license plate example by scveral orders of magnitude. That a
different understanding of franchise bidding obtains is unsurprising.

The Oakland CATYV case study is not only microanalytic but a casc study
with a focus. Potential observations proliferate when microanalytic features
are brought under scrutiny. Which should be recorded and which are left out?
An analysis that develops the contractual details germane to the theory is
plainly more instructive. Although sometimes such details may appear seren-
dipitously, as in the Canadian study of petroleum cxchanges in Chapter 8, it is
better that they be sought out dcliberately.

The Oakland CATV case is not, however, representative. To the con-
trary, more problems were encountered in Oakland than is usual. Does that
vitiate the study? I think not. As remarked earlier. the ‘‘study of extreme
instances often provides important leads to the essentials of the situation’
(Behavioral Sciences Subpanel, 1962, p. 5). Subject to the conditions that
only qualitative inferences are to be attempted and that the system is observed -
to respond to disturbances in a coherent way, such observations offer a rela-
tively economical way by which to secure insights into the properties of a
complex organization. The case study reported here is used only for gross
inference purposes, and the bureaucratic/political process is neither corrupt
nor out of control. The case study thus introduces a hitherto missing element
°£ reality testing into the evaluation of franchise bidding for natural
mpnopolies.

Of course, just as one swallow does not make a spring, a single case

study does not settle franchise bidding for CATV definitively. But neither is
such a study merely ‘‘one observation.*’

Not only are the data germane,
because they are collected with the needs of

the theory forcmost in mind, but a

set of observations that can be examined for internal consistency can be
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developed in a focused case study. It is responsive to the spirit of Koopmans’s
observation that while economics is handicapped in relation to the natural
sciences in conducting ‘‘meaningful experimentation, the opportunities for

intended to supplant.2* It is clementary that a change in name lacks com-

N L 25
arative institutional significance. _ o
P This is not, however, to suggest that franchis¢ bidding for goods or

direct introspection by, and direct observation of, individual decision makers

are a much needed source of evidence which in some degree offsets the
handicap’’ (Koopmans, 1957, p. 140).

5. Concluding Remarks

Whatever their origins, the cost of good intentions needs to be evaluated. The
comparative institutional approach to the study of economic organization is
precisely designed to do that.

This chapter examines the efficacy of franchise bidding schemes as an
alternative to regulation in the provision of public utility services in circum-
stances where there are nontrivial economies associated with monopoly sup-
ply. Granting that regulation is highly ‘imperfect, assessed in terms of an
abstract ideal, what are the conditions under which franchise bidding is a
vastly superior solution to the supply of “‘traditional’’ public utility services?

Surely no one would dispute that the ‘“correct way to view the problem
is one of selecting the best type of contract’” (Demsetz, 1968, p. 68). But one
also needs to be instructed on how to proceed. Although it may be possible to
disallow some contracting modes on static allocative efficiency grounds,23 the
more interesting cases involve an examination of the efficiency properties of
alternative contracts executed under conditions of uncertainty. Contrary to
normal practice, attention to transactional detail is needed if the real issues are
to be exposed. Additionally, a check on the operational properties of abstract

contracting modes is usefully made by examining one or more actual cases in
which different modes are being employed.

Microanalytic assessments of the abstract contracting attributes of fran-
chise bidding yiéld a mixed verdict. Where significant investments in durable
specific assets are required and contracts are subject to technological and
market uncertainties, franchise bidding in practice requires the progressive
elaboration of an administration apparatus that differs mainly in name rather
than in kind from that which is associated with the regulation that it is

23Far example, awarding a franchise to the bidder who will pay the largest lump-sum
amount will serve to capitalize the monopoly profits but, at least transitionally, will lead to a

higher price and lower output than will an award of the franchise to the bidder who offers to
supply at the lowest price.

services supplied under decreasing cost cond.itions is never feasi:ﬂe odr ;o
imply that extant regulation or public oyvne.rshlp can never be supp ar;lte . );
franchise bidding with net gains. Consndem?g the ease with which p ysica

assets can be redeployed, trucking deregulation would appear to 'ha.ve mcn(;.
Franchise bidding might also be warranted for local servnce'alrhneds aph,
possibly, postal delivery. The winning bidder f.or each can be displace w1tI -
out posing serious asset valuation problems, since the base plant (terminal s(;
post offices, warehouses, and so on) can be qwned by the g?vemment, and
other assets (planes, trucks, and the like) will hzfve an actxve.seq)ndhar}

market. It is not, therefore, that franchise bidding is t.otally la}ckl'rIg. in r‘nen.t,
but that those who have favored it have been insufficiently discriminating in

i nt of it.>® 4

et ;[;T)Tir::tril:)ens of the general approach that have since been made ln::lgde
Paul Joskow and Richard Schmalensee’s recent a§sessment of deregu]at}on
proposals for electric power generation (1983). Claims that su.ch Qere-gu ?uorl
can be effectuated with ease are submitted to carefl.ﬂ comparative lnstxtutl?na
scrutiny. Characterized as much of the indugtry is by durablfz, tra;mact::n-
specific assets, Joskow and Schmalensee conutlude that' unassisted r:anc ise
bidding is not a viable organizational alternative. 'Fo.rcmg dere_gulatlon ;(-:e;,
narios through the screen of microanalytic analnys.ls the. device by whic

analytical leverage is purchased. The same strategy 1s available more gener-

ally, i i ise bidding is presumably less

24A distinctive limitation of regulation, to which franchise bidding is p! : Il e
subject, is the proclivity of regulators progressively to expand the reach of regu.l::ltllor:-u:1 1:: s:c ie:
**ancillary"" activities. More generally, the greater autonomy ant.i degree of speci fnza loble sock
ated with regulation, as compared with franchise bidding a.gf',m:les,‘ may havg unfavoral | ng-
run rigidity consequences. In particular, regulatory authorities are apt to resist vigorously any
thing that threatens their demise.

25As Donald Dewey has observed, the **disdain and conlcm;?t f(?r .regulanon [by e‘ct:)lnc»l
mists] is nearly universal’ (1974, p. 10). Although much of regulation is indeed ?omem;ta’l]l e,
submit that some of the problems for which regulation has been devised are. rcally'mtracta e—in
the sense that all of the feasible mades of organization are beset with difficulties. Argumems
favoring market modes in which those difficulties are not squarely faced should accordingly be
regarded with skepticism.
2William Baumol and Robert Willig not only agree with the general argument but al‘s? use
airlines and postal delivery as examples of industries with *‘capital on wheels™ so t.hatb their
c0sts may considerably exceed their sunk costs”’ (1981, p. 407), and the economic difficul-
ties that.attend nonmobile fixed cost industries are greatly relicved. Inasmuch as Baumol and
m ig’suse qf sunk costs corresponds, in the lexicon of transaction cost economics, to an asset
specificity ‘condition, there appears to be growing agreement over the circumstances where
franchise bidding can be presumed to be efficacious and where it is not. (The fact that | restrict the

argument to local service airlines while they include trunk lines is perhaps noteworthy, but the
difference is mainly one of degree.)

Railroad deregulation is an obvious candidae. See Chapter 11, note 3.




APPENDIX

The Oakland CATV Franchise
Bidding Experience

Although the case study reported below cannot claim to be representative, it

does reveal that many of the franchise concerns disscused in Chapter 13 are

not purely imaginary.' The study both indicates the importance of evaluating

proposals to scrap regulation in favor of market alternatives in more micro-
.

't is also notcworthy that many of the franchising concerns reported by the Cable Television
Information Center are consonant with those set, out in Section 3. Among the concerns and
recommendations of the CTIC are the following (CTIC, 1972a):

1. The renewal period has proven to be a period of great pressure on the city, with the
cable operator often threatening to discontinue service immediately unless renewal is
promiscd (p. 16).

2, The franchising authority will . . . want to include buyback provisions as part of its
effort to insurc continuity of service. The provision should include . . . a method of
evaluation or termination (S. 4, p. 6).

3. [The] right of transfer should be limited at the initial stages of the systems’ develop-
ment, and perhaps flatly forbidden before construction, to avoid trafficking in franchise
awards (p. 17).

4. Results of system performance and tests should be submitted periodically to ensure the
system’s quality (p. 24).

5. [Day to day regulation involves] considering consumer complaints and passing on
requests for rate increases (p. 25).

6. Once a procedure has been developed for considering rate changes. the proposed
changes are (o be measured against the standard of what is fair to the system and to the
subscribing public (p. 30).

352

The Qakland CATV Franchise Bidding Experience | 353

analytic terms and discloses that, in practice, franchise bidding for CATV
(and presumably other public utility services) has many of the qualities of
regulation.

1. The Record

On June 19, 1969, the Council of the City of Oakland, California, passed a
city ordinance that provided for the granting of community antenna television
franchises. The main features of the ordinance, for the purposes of this
appendix, were:?

1. The frachise award was to be nonexclusive. ,

2. The franchise duration was not to exceed twenty years.

3. The City was authorized to terminate a franchisee for non-
compliance after thirty days’ notice and a public hearing.

4. The franchisee was directed to supply a complete financial statement
to the City annually and the City was given the right to inspect the
franchisee’s records.

5. The City had the right to acquire the CATV system at the cost of
reproduction.

6. The City Manager was authorized to adjust, settle, or compromise
any controversy that might arise among the City, the franchisee, or
subscribers, although aggrieved parties could appeal to the City
Council.

7. Failure to comply with time requirements of the franchise were
grounds for termination.

8. Inasmuch as failure to comply with time requirements would result
in damages that would be costly to assess, an automatic fine of
seven hundred and fifty dollars per day would be imposed for each
day beyond the three-year target completion date that the franchisce
took to install the system.

9. Any property of the franchisee that was abandoned in place would
become the property of the City.

10. A surety bond of one hundred thousand dollars was to be obtained
by the franchisee and renewed annually.

1. Property of the franchisce was to be subject to inspection by the
City.

12. The CATYV system was to be installed and maintained in accordance
with the “‘highest and best accepted standards’ of the industry.

7. One of the most ncglected areas in ordinances has been enforcement. Mechanisms such
as arbitration, provision for leaseback, and the ability to seek court action will aid in
achieving the type of Cable system the community wants (p. 45).

2City of Oakland, Ordinance No. 7989 C.M.S., June 19, 1969.
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L.l Operationalizing the Bidding Process

The above constituted the basic legislative authority and ground rules. Rather,
however, than solicit bids immediately, the Department of General Services
engaged instead in a set of preliminary discussions with prospective fran-
chisees.> Simultaneously, community groups were requested to advise the
City on the types of services to be offered. The resulting dialogue was
intended to elicit information regarding cost, demand characteristics, tech-
nical capabilities, and so on, and would help define the *‘basic service,”
which would then be stipulated in the contract. Comparability among bids for
a standardized service would thereby be facilitated.

Ten months later, on April 30, 1970, the City of Oakland apprised five
applicants that the City would receive their amended applications to construct,
operate, and maintain a nonexclusive CATV system franchise within the
City. The main features, for the purposes of this appendix, of the invitation to
bid were:4

1. Two systems were to be provided:

a. System A, which is the basic system, would permit the subscriber to
receive the entire FM radio band plus twelve TV channels distributed as
follows: nine local off-the-air channels; one or more newly created local
origination channels; and one channel assigned to the City and School

District. Payment of a monthly charge of *‘X”’ plus connection charges
(see item 5 and 6, below) would permit the subscriber to receive System
A,

b. System B would provide special programming and other services. The mix
of programming and other services were left unspecified, however. The
charges for System B were to be determined later by the franchisee with
the approval of the City Council.

- All areas within the city limits of the City of Oakland were to be served.

. Franchise duration was set at fifteen years.

. The franchisee was to make annual payments to the City of 8 percent of

gross receipts or $125,000, whichever was greater.’

5. Connection charges for each of four customer classesé were stipulated, and
thus commaon for al! bidders. It was further stipulated that no additional fee

be charged to the subscriber for switches or converters needed to receive
System A.

S wWN

3The dialogue period was described to me by Mark Leh, Assistant Manager of Electrical
Services of the Department of General Services, Oakland.

“City of Oakland, *‘Invitation to Submit Amended Applications for a Community Antenna
Television System Franchise,”” April 30, 1970.

5The $125,000 figure was built up in successive $25,000 annual increments, starting with
zero in 1970 and reaching $125,000 in 1975, thereafter to continue at this level.

SThe four customer classes were: noncommercial housed in buildings with less than four
living units; noncommercial housed in multiple unit apartments, motels, hotels; commercial; and
special, including low-density users. The installation charge was $10 for noncommercial sub-
scribers housed in buildings with less than four living units.
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6. The basic bid consisted of designating the monthly feec *'X,”’ which would
be charged to each subscriber for the first TV and FM outlet conngcted in his
living unit, with an additional monthly charge of 0.2X to be paid for each
additional outlet in his living unit. This would entitle the subscriber to
receive System A.

7. The franchisee was to provide the City and School District with certain free
connections and services, including studio facilities for originating program-
ming for up to twenty hours per week.

8. The system to be installed was to be a dual cable system, and each of the
cables was to be capable of carrying the equivalent of thirty-two video
channels. A series of minimum technical specifications concerning signal
quality, cable characteristics, installation methods, automatic controls, and
so forth were stipulated.

9. Service requirements were described in general terms. The details were to be
defined by the franchisee subject to Council approval.

10. The system was to be 25 percent complete within eighteen months of fran-
chise acceptance, with an additional 25 percent being completed in eaqh
succeeding six-month period, so that the system would be fully completed in
three years.

1. Proposals to raisc rates to subscribers could be submitted annually. (No
indexing or other criteria were offered in this connection.)

1.2 Bid Acceptance

Bids were made on July 1, 1970, the lowest being the bid of Focus Cable of
Oakland, Inc., which stipulated an ‘X"’ (see items 1 and 6, above) of $1.70
per month.” The next lowest bid was by Cablecom-General of Northern
California, which set a rate of $3.48.8 The Tele Promp Ter Corporation bid
was $5.95 (Libman, 1974, p. 34).

Focus Cable apprised the City at the time of its bid that TeleCommunica-
tions, Inc. of Denver, Colorado, whose participation had been vital to the
qualification of Focus as an applicant, had elected to withdraw from the Focus
Cable proposal.? Focus Cable reorganized the corporation under the laws of
California and included a copy of the Articles of Incorporation, dated July 1,
1970, with its bid. Inasmuch as Focus had entered the lowest bid (by a factor
of two), was the only local bidder, and represented an ethnic minority, !0 the
City was reluctant to reject their bid for lack of financial capability and
technical qualifications. However, awarding the franchise to Focus plainly

pysed hazards.

7 I . :
Amended Application for a Franchise to Construct, Operate and Maintain a Community

wn8a Television System within the City of Oakland submitted by Focus Cable of Oakland,
We... July §, 1970. v d

8Memorandum from the City Mana,
98eci sote 7 Supra.

- $0Mingity group involvemen in
respects—is prominently featured in

ger to the City Council, dated September 28, 1970, p. 3.

cable—in ownership, employment, and programming
he CATV literature (CTIC, 1972c, p. 13). The FCC

requires cable operators to establish affirmative action plans (CTIC, 1972a, p. 34).
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It appeared that these were greatly mitigated when Tele Promp Ter
Corporation proposed on July 16, 1970; to enter into a joint venture with
Focus Cable to construct and develop the Oakland franchise. As a part of the
joint venture, Tele Promp Ter agreed to provide all needed financing for the
project.!!"Why Tele Promp Ter was prepared to do this at a monthly charge
less than 30 percent of its own bid was not disclosed. Presumably, however,
the prospect of earning substantial returns on System B was a contributing
factor.'? Focus Cable advised the City of Oakland, in a letter dated July 21,
1970, that **the proposed financing of Focus by Tele Promp Ter can and will
provide the idcal marriage of local investors, CATV expertise, and over-all
financial strength to best develop the CATV franchise in Oakland.’" '3 The
Focus contribution to this ideal marriage was its local investor attributes.

The agreement between Focus and Tele Promp Ter provided that each
should have equal ownership at the outset but that Tele Promp Ter would
convert this to a majority interest immediately and could exercise options after
the first year which gave it ownership of 80 percent of the capital stock
outstanding.'# The joining of Tele Promp Ter with Focus was thought to
warrant completing the negotiations. A report to the City Council from the

City Manager and the City Attorney, dated September 28, 1970, concluded as
follows: '3

Part of the concept of Systems A and B in the specifications was, by competitive
applications, to obtain a rate sufficiently low on System A which would encour-
age the early development of System B. It is staff opinion that the low rate
submitted by Focus would motivate such a development. Also, the fow rate will
assure the widest utilization of System A by families of all economic means.

Focus is the applicant which has submitted the lowest basic monthly subserib-
cr rate. The question has been raised as to whether Focus meets the specifications
due to changes in its organization. From a lcgal standpoint, the organizational
change does not disqualify Focus from further Council consideration. It is staff
opinion that the proposed agreements between Focus and Tele Promp Ter, with
the additional guarantees by Tele Promp Ter. will result in a useful combination
of initial local respresentation with onc of the largest and best qualified CATV
firms in the United States.

Focus Cable and Tele Prompt Ter Corporation cntered into a Subscrip-
tion Agreement on September 21, 1970, in anticipation of being awarded the

"Letter from Leonard Tow, Vice President of Tele Promp Ter, Inc.. to Harold Farrow of
Focus Cable, dated July 16, 1970.

'2The ratc on System B was not included in the original bid but was to be negotiated later.
As things worked out, and probably ought to have been anticipated, most subscribers elected to
receive Systent B—at a considerably higher rate than System A.

!¥Letter from Focus Cable to the City Manager of Oakland. dated Juty 21, 1970.

!4Stack Transfer Restriction and Purchase Agreement, dated September 21, 1970, Appendix
A to Focus Cable of Qukland, Inc., Subscription Agreement.

¥3See note 8 supra.
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franchise. Two hundred shares at ten dollars per share were to be paid for by
the organizers of Focus.'6 Additionally, the Agreement provided:

The Corporation shall purchase equipment and products from TPT |Tele Promp
Ter] for use in its business in preference to other sources to the cxtent that the
quality and workmanship of such equipment and products are comparable to sucf

other sources. If TPT shall sell any such equipment or products to the Corpora-
tion, the price to be charged shall not exceed an amount which would be reasona-

bly comparable to the charge for like equipment and p_roducts if obtaincd from an
indcpendent supplier dealing on an arm’s length basis. 17

The Subscription Agreement also set out the Tele Promp Ter option to acquire
an 80 percent ownership position at an option price per share of $l()..‘8 The
purchase of eight hundred shares at ten dollars per share would thus give Tele
Promp Ter an 80 percent ownership position for an outlay of eight thousand
dollars. .

The Council of the City of Oakland awarded the CATV franchise to
Focus Cable on November 10, 1970.'? Focus Cable accepted the franchise on
December 23, 1970.20

1.3 Execution of the Franchise

A rate for System B of $4.45 per month was requested by Focus Cable on
March 10, 1971, and was approved on March 11, 1971.2' The combined rate
for System A and System B thus came to $6.15 per month.

Construction, which was duc to be completed on December 28, 1973,
did not go as quickly as the franchise specifications called for, fewer house-
holds subscribed to the service than anticipated, and costs escalated. Focus
Cable appealed to the City to renegotiate the terms of the franchise. A reduc-
tion in the penalty period and the penalty fec was sought;.a stretch-out of the
construction period was requested; and a downgrading of the cable require-
ment was proposed. The Staff of the Office of General Services summarized
the requested changes as follows:

Focus is requesting that: further construction be limited to a dual trunk/single
feeder cable configuration; a two-year construction extension be granted;.oply
90% of the households be served at the end of the two years with the remaining
0% to be served only under specified conditions; activation of the dual cabie
system be deferred until adequate demand develops: damage payments for con-

*6Sec Subscription Agreement, note 14 supra, p. 2.
Yibid., p. 12.

18See note 14 supra, p. 6.

¥City of Oakland Ordinance No. 8246 C.M.S.. November 10, 1970.

20Statement from Leonard Tow, T .
‘. Treasurer. Cable of Oakland. 1o City of Oakland.
dated Pecember 23, 1970, surer. Focus Cable o y

2!0akland City Council Resolution No_ 51477 C.M.S., Dated March 1. 1971.
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struction delays be waived; rates of $1.70 for basic services and $6.15 for
extended services continuc but that additional set rates be increased; extended
service subscribers be reduced from 38 to 30 channels; and that reductions be
made in the city and school spectrum allocations.22

The Staff then considered four alternatives: (1) insist that the terms of the
original franchise be met; (2) negotiate a revised agreement with Focus; and
terminate the franchise, in which event (3) proposals from other commercial
cable operators would be invited, or (4) shift the franchise to public
ownership. The first was rejected because it would require great effort by the
City “‘to obtain a satisfactory result from a recalcitrant operator. Citizen
complaints about service will proliferate and require enormous effort to re-
solve. Litigation may result.”’23 The third was rejected because other oper-
ators were thought unlikely to provide any more than the *‘minimum require-
ments of the 1972 Cable Television Report and Order’’— **28-Channel
capacity, some two-way capacity, three channels for local use, and ‘signifi-
cant’ local programming' —offerings which were characterized as **signjfi-
cantly less than would be provided by Focus’ recommended plant revi-
sions.”*24 Furthermore, public ownership was rejected for philosophical and
financial reasons.?> The second alternative, which the Staff characterized as
the compromise solution, was accordingly proposed.26

In the course of reviewing Focus Cable’s problems, the Staff reported
that Focus claimed to have invested $12,600,000 to date and that Focus
estimated that this would increase to $21,400,000 if the dual system were to
be completed. The Staff disputed these figures and offered its own estimate of
518,684,000 as the completed capital cost of the dual system. The original
Focus estimate, by contrast, was $11,753,000. The Staff attributed the in-
crease over the initial estimate to *‘possible mismanagement of construction
activities; inflation, which was compounded by Focus’s not meeting the origi-
nal construction schedule; and an underestimate by Focus of the mileage and
unit costs necessary to build the Oakland system.’*2?

Since 437 miles, or 55 percent of the system, were already completed
and furnished with dual cable, the Staff recommended that the system be
completed as a dual cable system. The second cable, however, would not be
energized until a later date. Since only the one cable was to be energized, a
reduction of channel capacity on System B resulted, and a reduction of city
and school spectrum allocations was proposed. The subscriber to the extended

#2Inter-Office Letter from Office of General Services to Office of the City Manager, dated
April 5, 1974, p. 1.

23Jbid., attachment, p. 4.
241bid., attachment, p. 5.
25Ibid.. attachment, p. 5.
26lbid., attachment, p. 8.
2Ibid., attachment, p. §.
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service (now designated A/B) would receive 12 channels on System A and 18
channels on System B.28 Also, the Staff was agreeable to the proposal that a
construction extension of two years be granted and that only 90 percent rather
than 100 percent coverage be attempted.?® Additionally, the Sfaff recom-
mended that Focus pay the City $240,000 for lost revenues, due to the delay,
during the period 1973 to 1976 and that any delays beyond December 1976 be
assessed at the rate of $250 rather than $750 per day.3C Finally, th@ Staff
recommended that the monthly rate for the initial System A connection re-
main at $1.70 and that the initial System B connection remain at $4.45 (so
that System A/B remained at $6.15), but that the monthly rate on additional
outlets for System A be increased from $.34 to $1.70 and that the rate for
additional System B outlets be set at $3.00.3! .

The ‘‘compromise’ that finally emerged and was approved by 'Clty
Counci! had the following provisions.32 (1) A shift from the dual to a smgle
cable system was permitted with the understanding that ad.ditional transmls-
sion capacity would be put in place within one year after it was ascertained
that the *‘additional transmission capacity will attract sufficient revenues to
provide a per annum rate-of-return on the gross inv.estn.'nept required, over a
10-year period, equivalent to ten percent.”’33 (2) The minimum franchise fee
was increased by $25,000 in 1974 and each year thereafter. (3) Dam.ages were
assessed at the rate of $250 per day from December 18, 1973, until the first
reading of the amended franchise—which resulted in a penalty of $36,000—'—
rather than $750 per day for the entire period from December 18, 1973, until
system completion—a penalty which would have been greater by a factor of
20 or more and which might have precipitated bankruptcy. (4) A deferrgd
construction schedule was approved. Finally, (5) the monthly rate on addi-
tional connections was increased from $.34 to $1.70 per month on System A
and was set at $3.00 per month on System B.

The City passed an ordinance on May 30, 1974, to reflect most of those
changes.34 Attorneys for Focus forwarded Letters of Acceptance by Focus
and Tele Promp Ter on June 14, 1974, and sent a check from Tele Promp Ter
Corporation made payable to the City of Oakland in the amount of $36,000.

281bid., attachment, pp. 10-11.

290bid., attachment, pp. 8-9.

30/bid., attachment, pp. 11-12. B
3bid., attachment, pp. 12-13.

32Memorandum from Office of General Services to Office of City Manager sgmmarizing
actions taken by the City Counzil at work sessions concerning Focus Cable, dated April 22, 1974.

33bid., attachment 1.

34City of Oakland, Ordinance No. 9018 C.M.S., Amending Ordinance No. 8246 CM.S .,
and Ordinance No. 7989 C.M.S., Relating to the Community Antenna Television System Fran-
chise, dated May 30, 1974. The only significant exceptions from the compromise described in the
text are the following: The additional connection rate for System B was set at $1.30 per month,
and it was stipulated that System B should provide not less than 18 video channels.
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Focus Cable filed a progress report on November 15, 1974, which
showed that 11,131 subscribers were connected. Of those, 770 took the basic
service at $1.70 per month (of which 206 had additional outlets), and 10,361
had the extended service at $6.15 per month (of which 974 had additional
outlets). That represcnted an overall penetration rate of 36 percent.3> The
Office of General Services recommended that Cable Dynamics, Inc. of Bur-
lingame, California, be retained as consultants to **devise and perform tests to
establish the degree of compliance’” with technical requirements of the fran-
chise.*® Cable Dynamics estimated that the costs from Autumn 1974 to June
1976 would be approximately $10,750.37 Focus agreed to reimburse the City
for these costs up to an amount not to excced $10,750. 3%

2. An Evaluation

The franchising procedures employed by the City of Oakland, especially at
the initial reward stage, are not without merit. As compared, for cxample,
with those in New York City, which awarded noncompetitive, twenty-year
contracts to Manhattan Cable TV and to Tele Promp Ter to supply CATV in
Manhattan, 3 the Qakland exercise had the appearance of a genuine bidding
competition. Franchise specifications were standardized and. with respect to
System A at least, carcfully described. Bidding competition in terms of a

simple promise to sell cheaply (by designating the value **X* at which Sys-

tem A services would be supplied) was thereby facilitated. However, numer--
ous problems, many of which werc anticipated in the discussion of incomplete

long-term comtracts, developed. Thus, consider each of the previously de-

scribed disabilities which sometimes infect franchise awards: (1) the ar-

tificiality or obscurity of the initial award criterion: (2) the development of

execution problems in price-cost, other performance, and political respects;

and (3) the absence of bidding parity at the contract renewal interval.

2.1 Initial Award

Awarding the franchisc on the basis of the lowest bid of ‘X" to supply
System A service simplified the award criterion, but the promise to supply
cheaply proved to be specious. The lack of attention to System B (which was

3¥Attachment to City of Oakland Inter-Office Letter from Office of General Services to City
Manager, dated November 20, 1974, i

Leteer, ibid., p. 2.

3 Attachment to letter, ibid.

3Letter, see Note 25 supra. p. 2.
3New York Times, July 29, 1970, p. I

Es
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treated as a futuristic service and, except for capacity requiremeths, was lf;;t
relatively undefined) in both quality and price respects may well hdye cgntrxh -
uted to ‘‘adventurous’’ bidding on the part of Focus. Trafficking in the
i ise award quickly ensued.
rranc;l“l;ehzve reg(eredySystem A, which essenti_aily suppﬁes improved off-
the-air signals, as the *"basic system"’ was misguided. Over 90.p.erccnt ofthe
subscribers took the combined A/B service. a.lthough Fhe addltl‘on.a‘l.serv-l'
thereby obtained was relatively mundane (mainly the import of dlstT;lt‘slgi
nals). The rate on the combined service, however, was thre§-andja-ha umes
as great as the basic System A service. Surely a more careful effort to flsfl(es;
subscriber preferences at the outset would have reyealed thaF Syftem Alac e
appcal. Indeed, inasmuch as most of the prospective .fran‘c.r?mees were ex.pen‘.-1
enced in supplying CATV services in other areas, it is difficult to understan
the preoccupation with System A services during .the exten(.ied precontrag
discussion between the franchisor and the prospective franchls'ees‘ Th.e pos-
sibility that the Staff was gullible and c(ljeli(?erately misled during these pre-
' iscussions cannot be dismissed. o
CO“"«::/L;:::: the case—given the demand and technological unc:enamnes
associated with CATV (CTIC, 1972¢, pp. 5. 12) a.nd the complexl.ty ('>f the
service, in quality and product mix respectsfreducu?g the award cnter;)on o
the lowest bid price for System A resulted in a strained and perhaps bogus
competiton.ﬁon

2.2 Execution Difficulties

a. PRICE-COST RELATIONS

Whether the Focus bid of $1.70 per month for System A can he‘regarc'led
as close to *‘per unit production cost’ is doubtful in vigw of the following
factors: (1) The disparity among bid prices raises a question as to whethgr an
economically meaningful competition was conducted; (2) S.ystem B ‘prlces,
which appear to be the more rclevant dimension, were qegotlated subseq'uem
to the bidding competition; and (3} true cost lcvels a're difficult to ascenaml—
partly because the vertically integrated supply relaFlon obscures them, partly
because inflation rates during the construction period have been abno_rmall.y
high, and partly becausc the Staff lacks an auditing capabil'ity. What is evi-
dent is that Focus and the Staff of the Office of Genera! Servnces are, t(.)gcther
with the City Council, involved in a long-term bargam'mg relationship over
prices and costs in which political interests, bureaucratic interests, and fran-
chise viability all play a role.

A5 Posner surmised, it is hazardous to permit a public agency by itself to declare subscrib-
er preferences for service.
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b. OTHER PERFORMANCE ATTRIBUTES

The stipulation that the CATV system be installed and maintained in
accordance with the ‘‘highest and best accepted standards’’ of the industry
coupled with technical specifications did not yield a well-defined quality
outcome.*! Sufficient customer complaints over quality have been registered
with the Staff of the Office of General Services*2 that the Staff, unable itself
to assess the quality of service, has arranged for a consultant to test the degree
of compliance of service with technical requirements.

C. POLITICS

Whether the winning bid by Focus involved **buying in"’ is uncertain.
An inference that buying in did occur is supported by the following considera-
tions. (1) The next lowest bid was double the Focus bid, while the Tele Promp
Ter bid was more than triple the Focus bid. (2) The timing and nature of the
"Focus reorganization suggest a foot-in-the-door strategy-—the object being
that, once in, the franchising authority would be inclined to work with Focus
and its affiliates in an accommodating manner. (3) Focus’s local bidder status
was affirmatively regarded by the franchising authority and evidently sup-
ported politicking.4? Finally, (4) the extensive renegotiations undertaken by
Focus, with evident success—the Staff acceded to most of Focus's requests
and the City Council approved a ‘‘compromise’’ in which energizing of the
second cable was deferred (with a cutback in System B services to eighteen
channels); the annual franchising fee was increased slightly; damages were
reduced drastically; construction deadlines were extended; and rates on addi-
tional System A and B connections were increased—reinforce this judgment.

2.3 Frictionless Takeover or Transfer

Although the enabling ordinance provided for buying up of the plant and
equipment of the franchisee, the City was plainly not prepared to upset the

4Partly this may be because ‘‘[aln initial high signal quality may, over time, slowly
degrade, to the point where the signal quality is not acceptable’” (CTIC, 1973, p. 9); partly it is
that signal quality is multidimensional and varies with the capability of the system to receive off-
air and microwave signal as well as headend and cable auributes (CTIC, 1973, pp. 19-24).

“2The existence of customer complaints regarding quality of service was disclosed in an
interview with Mark Leh (see note 8 supra).

43Libman (1974) reports that the award of the Oakland CATV franchise to the Focus group,
despite its.lack of expertise and adequatc financing, and the subsequent implementation of the
franchise appear to have been influenced by political considerations. A more spectacular and
unambiguous case is afforded by the CATV competition in Johnstown, Pennsylvania, where
Irving Kahn, the former chief executive and chairman of Tele Promp Ter, the nation's largest
operator of cable TV, was tried and convicted of bribery and perjury. Kahn has also admitted
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original award. The reasons appear to be that incumbgnts are strat.e'gica.lly
positioned to bargain—both in terms of service interrupuoqs and the litigating
and other expenses which franchise termination would entall—z.md, relatedly,
because franchising agencies lack resolve. This lack of resolution appears to
be attributable to the reward structure in bureaus. Unable to appropriate @e
gains that reassignment of the franchise would prospegtivcly yield and unwill-
ing to concede error, the bureaus favor ‘‘accommodation’” whenever contract
execution difficulties appear. .

The interruptions and expenses which franchise termination would expe-
rience are presumably explained, in part at least, by physical and huma.n asset
problems of the kinds discussed in Section 3. Absent rules for.valumg the
CATV plant and equipment that are at once rational, unarpbnguousz arl(:
inexpensive to employ, physical asset valuation problems predictably arise.
Inasmuch as such rules had not been devised (and, realistically, perhaps could
not have been devised) for the Qakland franchise, litigation expenses and
delays would attend any effort to take over the physical plant in question.

The risk of service interruptions and related malfunctions would be com-
pounded if the human assets associated with the franchise l?ad acquired, in a
learning-by-doing process, nontrivial task idiosyncrasies. Gwc::n t.hat the St}aff
lacked qualifications in the CATV area and was evidently unwilling to solicit
bids from other experienced CATV operators (possibly because the Staff was
unwilling to accept the risk of embarrassment should the new operator also
prove to be deficient), the transfer of human assets \.avould.need to .bc worked
out if City ownership were to be attempted. The incentive to displace the
original franchisee would be attenuated to the extent that a frictionless transfer
of such human assets could not be anticipated. . .

The upshot is that, good intentions to the contrary n0tw1thsland1ng,
unassisted franchise bidding for CATV conducted and executed under condi-
tions of uncertainty has dubious properties. The franchising authority '.that
assumes an accommodating posture is merely legitimating monopoly, while a
concerted cffort to exercise control requires the agency to adopt a regulatory

bribing public officials in Trenton, New Jersey, to secure their votes. Politics appears also to have
been a decisive factor in the award of CATV franchises in New York City. (See note 39 supra.)
Whether this holds for CATV awards in large cities more generally is uncertain. The incidenc.e of
corruption with respect to franchise awards for other types of services is also an open question.

“‘Indeed they did arise. Witness that the completed system estimate by Emus exceede.d the
Staff's estimate by almost three million dollars. Note also that it is ill-advised to permit the
franchisee to become affiliated with a firm that supplies equipment and products for the construc-
tion of the plant. The risk here is that the procurement costs of these items will be overstaled,
thereby to builg up the rate base of the franchisee and improve its bargaining position du!'lng rate
negotiations. Despite claims that equipment will be procured on competitive terms, this is costly
1o check and violations are difficult to prove conclusively. The Oakland Staff suspects unwar-

fanted equipment cost escalation in the estimates by Focus of plant valuation, but admits that it
has no definitive proof.
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posture. The purported dichotomy between *‘regulatory controls’’ on the one
hand and ‘‘natural economic forces’” on the other is accordingly strained. It
confuses the issues to characterize market solutions as ‘‘natural’” where these
are actually supported by an administrative apparatus of considerable com-
plexity.*3

45Posner employs this dichotomy in his 196