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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 praduct 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 hoard 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 franchisc
bidding can be uscd to supplant rate of return regulation in natural monopoly
industrics 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 proposcd. A focused
case study illustrating the contractual problems that besct 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 economizing in non-
technological forms—is challenged. Circumstances in which troublesome
antisocial monopolizing arises are indicated.

The conclusions are set out in Chapter 15. The behavioral assumptions,
the main arguments on which transaction cost economics relics, and the
principal implications arc summarized. The implicd 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 fascinaling series 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 salicnt 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
needed to sort those matters out. Whatever the eventual explanation, the fact
is that the study of economic institutions has witnessed a renaissance. Thus,
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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 reaffinmation of their
economic importance can, with the benefit of hindsight, be traced 10 the early
1960s. ' Operational content began to appear in the early [970s.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 gover-
nance structure. Research of the New [nstitutional Economics kind had
reached a critical mass by 1975.* The ensuing decade has witnessed exponen-
tial growth.

Transaction cost economics is part of the New Institutional Economics
research tradition. Although transaction cost economics (and. more generally,
the New [nstitutional Economics) applies to the study of economic organiza-
tion of all kinds, this book focuses primarily on the econromic institutions of
capitalism, with special reference to firms, markets, and relationai contract-
ing. 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 propertics 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-

"The carly contributivns include Runatd Coasc's reconceptualization of sucial costs (1960).
Armen Alchian's pioneering treatment of praperty rights (1961). Kenncth Arrow’s work on the
troublesome cconomic propertics of information (1962, 1963), and Alfred Chandler, Jr.'s contri-
bution to business history (1962).

These include my first efforts 1o recast the vestical integralion problem in transaction cost
terms {Witliamson, 1971) and cfforts v gencralize that approach in the context of markets and
hicrarchics {Williamson, 1973): the treauments by Armen Alchian and Harold Demsetz of the
“‘classical capitalist firm'* in terms of tcam organization (1972) and their related work on
propesty rights (1973); the proposed reformulation of economic history by Lance Davis and
Douglass North (1971); the important work by Peter Doeringer and Michael Piore (1971) on Jabor
markets; and Janos Kornai's provocative treatment of disequilibrium economics (1971).

3some of this is described in the first chapter of Markets and Hierarchies (19751, which is
titled **Toward a New Institutional Ec ics.”* The conf e 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 Belt Journal of Economics) heiped to redefine the research
agenda. Many of the articles in the Journal of Economic Behavior and Organization, which (irs\
began publication in 1980, arc in the New Instituticnalist spiril. For recent commentary and
contributions to this literature, sce the March 1984 issuc of the Journal of Iastitutional 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 arc 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:*
“{l}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 I 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 organizational (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 ycars
warrant reassessment 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
is very broad.

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

“Important exceptions to this tradition—which, however, were widely ignored—are Lester
Telser's (1965) and Lee Preston’s (1965) treatmenis of resirictive trade practices.

3A balanced view of the economic institutions of capitalism will await more concerted
attention to the sociclogy of economic organization, which, happily. is in progress. For recent
work of this kind, see Harrison White (1981). Martha Feldman and James Masch (1981), Arthur
Stinckcombe (1983), Mark Granovetier (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 govemnance 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 cconomic 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 |. A cognitive
map of contract, in which altemative 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.

I. 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 10 be distinguished from
production costs, which is the cost category with which neoclassical analysis

Sindeed. transaction cost cconomizing is central to the sludy of econemic vrganizalion quite
gencrally—in capitalist and noncapitalist cconomies alike.

Transaction Cost Economics 1 19

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 counterpant of friction, in Milton Friedman's
famous methodological essay (1953) or in other postwar treatmeats 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, tic-ins, block booking, franchising, vertical integra-
tion, and the like—operate in the service of transaction cost economizing was
little appreciated. Instead, 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: *‘I 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 sitvation.

"Herbert Simon’s trcatments of decision-making in economics focus mainly on individual
rather than institutional features of economic organization (1959; 1962).

8To be sure, the market failure literature was concemed with many of the retevant issues.
But it rarely posed Ihe issves in transaction cost terms. Arrow’s remarks are thus prescient: **1
contend that market failure is a more general category than externality. . . . (Morcover), market
failure is nol absoluic; it is better 10 consider a broader category, that of transaction casts, which

in general impede and in particular cases completely block the formation of markets'* (1969, p.
48).

9The quotation is attributed to Tumer by Stanley Robinson, 1968, N.Y. State Bar Associa-
lion. Antitrust Symposium, p. 29.
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1.2 Explication

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

Teansaction costs of ex ante and ex post types are usefully distinguished.
The first are the costs of drafting. ncgotiating, and safeguarding an agree-
ment. This can be done with a great deal of care. in which case a complex
document is drafied 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 partics
as the contingencies arise. Rather. thercfore, 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 scveral forms, the most obvious of which is com-
mon ownership. Faced with the prospect that autonomous traders will experi-
ence contracting difficultics. the parties may substitute internal organization
for the market. This is not, to be sure, without problems of its own (sce
Chapter 6). Morcover, ex ante interfirm safeguards can sometimes be fash-
ioned to signal credible commitments and restore integrity to transactions.
The study of *‘nonstandard’ contracting is centrally concemed 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
tawyers 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] remedics 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 is not disputed
here. My concern is that the law and economics of private ordering have 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 thar can professionals constrained to apply general rules on the
basis of limited knowledge of the dispute”” (Galanter, 1981, p. 4).'¢

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 cvaded
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 refation
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 bencfit of
hindsight (or in the fullness of knowledge), the parties 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 rise 1o
intensive, self-interested bargaining. Complex. strategic behavior may be
elicited. Referring the dispute to another forum may help. but that will vary
with the circumstances. An incomplcte 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 arc interdepcndent. Put differently, they must be addressed simul-
tancously rather than sequentially. Also, costs of both types are often difficult

""Marc Galanter elaborates as follows: *‘The variability of preferences and of situations,
compared to the small number of things that can be taken into account by formal rules . . . and
the loss of meaning in transforming the dispute into professional categories suggest limits on the
desirability of conforming outcomes to authoritative rles' (1981, p. 4).

$Sec *“‘Protogue,’” Section 1.2.
12The ex post transaction costs are related to, but plainly differ from. what Michac) Jensen
and William Meckling refer to as agency costs, which they definc as the sum of “‘(() the

monitoring expenditures of the principal, (2} the bonding cxpenditures by the agent, and (3) the
residual loss™ (1976, p. 308)—this last being a very cxpansive catcgory.
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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 analyses can often
he carmried out without claborate 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 maticrs almost never atiempts 10
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 1 somctimes (but not continuously) refer—arc the
following:

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

2. More generally. the design of the good or service to be delivered 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.'?

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-

13See Mark Granovetter (1983) for a 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.'* 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 lcading ap-
proaches to the study of industrial organization and the relation that transac-
tion cost economics bears to.them are examined here.

Industrial 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.

2.1 The Monopoly Branch

All of the approaches to contract shown in Figure |-, 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
uniform 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 efficicncy approachcs hold that the departures serve economiz-
ing purposes instead.

"$This intuition is akin to that expressed by Michael Spence in his conjecture that entry
barrier arguments give way (0 contestable markets in the long run (1983, p. 988). Although the
!ong run for Spence probably exceeds five of ten years. some of the evolutionary phenomena of
interest 1o me also span haif a century. One way of putting it is that | subscribe to weak-form
rather than strong-form selection, the distinction being that **in a relative sense, the fiter survive,
but there is ro reason (o suppose that they are firtess in any absolute sense™ (Simon, 1983, p. 69;
emphasis in original).
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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-
mine the contractual forms™" (Jensen. 1983, pp. 334-35). The positive branch
repeatedly asserts that natural sclection processes are reliably efficacious
(Fama. 1980 Jensen. 1983, p. 331: Fama and Jensen, 1983, pp. 301. NRNH—
Armen Alchian’s classic but highly nuanced and very cautious statement of
the evolutionary approach to cconomics (1950) being cited as the main
authority.

Jensen refees to the second type of agency literature as that of **prin-
cipal-agent’ (1983, p. 334). This relatively mathematical literature features
ex ante incentive alignments in superlative degree. It has come 0 be known
more recently as the mechanism design approach. This linc of research is akin
to the carlier 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 disclosurc 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 issucs in a comprchensive ex anfe
bargain:2* and both assume that court ordering is cfficacious.2® 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 cfficiency purposes. Greater atten-
tion is shifted. however, to the contract execution stage. As shown in Figure

MMervyn King characterizes the Arow-Debrey model as follows:

... commodities are distinguished not only by physical and spatial characterisiics, and by
the date at which the commodity is made available, but also by the “'state of the world™” in
which it is delivered. A "state of the weorld™ is defined by assigning values to all the
uncenain variables which are relevant to the economy . . . and comprises 3 complete list of
all these variables. These states of the world are mutually exclusive. and together fornt an
exhaustive set. . . . Commodities are now defined as contingenl on the accurrence of
certsin cvents, and the market system camprises markets in alt these cantingent com-
modities. {1977, p. 128}

24The mechanism design litcralure assumes that the partics to a contract have the cognitive
competence 1o craft contracts of unrestricted complexity. In the language of Chapter 2. the partics
t0 a contract have unbounded rationalily: scc Bengt Holmstrom (1984). By contrast with the
property rights literature, the mechanism design approach hulds that **sincc cach 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 Han, 1984, p. 7). Complex contfacts are
therefore nol concemed with residual sights but with getting the obligations defined at the
outset—due provision for privale information having been ucknowledged.

23S¢ce Baiman (1982, p. J68).
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1-1, the transaction cost approach is split into a governance branch and a
measurement branch. Of the two. this book places greater emphasis on the
former. Both, however, are important and in fact are interdependent.

In common with the property rights literature, transaction cost econom-
ics agrees that ownership matters. It furthermore acknowledges that ex ante
incentive alignments matter. But whereas the property rights and mechanism
design approaches work within the tradition of legal centralism, transaction
cost economics disputes that court ordering is efficacious. Attention is shifted
instcad to private ordering. What institutions are created with what adaptive,
sequential decision-making and dispute settlement properties? To ownership
and incentive alignment, therefore, transaction cust 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 governance
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 rclevant bargaining action at the ex ante contracting stage. [nstead,
bargaining is pervasive—on which account the institutions of private order-
ing and the study of contracting in its entirety take on critical economic
significance. The 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 concerncd
with performance or attribute ambiguities 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 to economize on measurement costs.

As indicated, this book deals mainly with the governance branch of
transaction cost economics. Mecasurement 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)
promisc, (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 arc 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 cngaged 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 contractuat 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 uncenainty is present in nontrivial
degree and consider the ramifications for contract of differences in bounded
rationality, opportunism, and asset 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 joincd. Table |-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 issucs
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 Process

Behavioral Asswmprion

_— . - e implied
Bounded Asset Contracting
Rationality Opportunism Specificity Process
0 + + Planning
+ 0 + Promise
+ + 0 Competition
+ + + Governance

events are fully described. Contract execution problems thus never arise (or
defection from such agreements is deterred because court adjudication of all
disputes is assumed 1o be efficacious (Baiman, 1982, p. 168)). Contract, in
the context of unbounded rationality, is therefore described as a world of
planning.

Consider alieratively 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 abseat, which implies that the word of an
agent is as good as his bond. Although gaps will appear in these contracts,
because of bounded rationality, they do not pose execution hazards if the
parties take recourse to a self-enforcing general clause. Each party to the
contract simply pledges at the outset to execute the contract efficiently (in a
joint profit maximizing manner) and to seek only fair returns 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 efficiently 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,? and where franchise bid-

Differences between fransaction cost economics and *‘contestability theory'* (Baumol,
Panzer, and Willig, 1982) in asset-specificity respects are noteworthy. Both approaches to the
study of economic organization acknowledge the importance of asset specificity, but they view it
fmm opposite ends of the telescope. Thus contestability theory reduces assel specificity to
insignificance, so that hit-and-run entry is easy. Transaclion 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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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 1o the schema will be made throughout
the book. Indeed, it is gratifying that so many applications tumn out 1o be
variations on a theme. As Hayek cbserved, **whenever the capacity of recog-
nizing an abstract rule which the arrangcment of these attributes follows has
been acquired in one ficld, the same master mould will apply when the signs
for those abstract attributes are evoked by altogether different elements’
(1967, p. 50).2¢

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.

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

3. Transactions Jocated 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 gencral purpose (k = 0) technology) or be relocated to
node C (by introducing contractual safeguards that would encourage
the continued use of the £ > 0 technology).

[ 2V

P Although | was aware that the contractual approach to venical integration on which | was
working in 1971 wauld have other applications (including labor market organization and regula-
tion). little did § imagine that nunstandard modes of contracting and corporate govemance would
also yield o 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 protected 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 povernance structures within which transactions are
embedded.

5. Economic Organization of the Company Town

The company town is mainly regarded as a painful reminder of labor abuses
associated with an carlier 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-
tion, moreover, needs to be asked, why would anyone accept employment
under patently unfavorable terms? More generally, what are the relevant
contractual altematives for which a comparative assessmemt is needed? In-
asmuch as the study of extreme instances often helps to illuminate the essen-
tials of a situation (Behavioral Sciences Subpanel, 1962, p. 5), an examina-
tion of the problems of organization faced by the company town may be
instructive.

The issues are addressed in two stages. The first illustrates the advan-
tages and the second the limitations of studying economic organization from
the standpoint of '‘contracting in its entirety."

5.8 Contract Analysis

Assume the following: (1) A remote mineral source has been located, the
mining of which is deemed to be economical; (2) the mineral can be mined
only upon making significant investments in durable physical assets that are
thereafter nonredeployable; (3) requisite labor skills are not firm-specific to
any significant degree, but there are set-up costs associated with labor reloca-
tion; (4) the weather in the region is severe, which necessitates the provision
of durable housing for protection from the elements; (5) the community of
miners is 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 awned and
operatcd? So as to display the relcvant features more clearly. two diffcrent
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 1o construct housing itsell, it could then (1) sell
the homes to the workers. (2) rent the homes 10 workers on short-term leases,
(3) writc long-term leascs with severe penalties for early termination by the
lessee. or (4) write long-term leases that bind the firm but permit easy termi-
nation by the lessce. Alternatively. the firm could (5) require workers (o
construct their own housing.

Given the thin market, workers who constructed théir own homes waould.
in cffect, be making firm-specific investments. Lacking contractual safe-
guards—buy-back clauses (whercby the company guarantees a market in the
cvent of layoff or termination), long-term employment guaranices. 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
outcomce).

Node B outcomes, however, are notoriously inefficient. The marginal
costs of the firm will be driven up by a » 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 investmeats 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 cfficicnt lease tcrms ought to be observed. Option 4—long-
term leases that bind the lessor but provide easy release for the lessee—have
abvious attractions.2Y

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

9Whether the defects of the first three options described in the text exceed those uf optivn
(4) is left as an exercise for the reader. Rental arrangements are favored by assuming thal
occupants will excrcise due care. which requires that deterrents fur abuses thal can be imple-
mented to the <atisfaction of the parties be included in the lease apreement. For a related
discussion. sec Alchian (1984, p. 4(h.
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store is owned by the mining firm and (a) 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 multiyear 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 unproblematic, 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 indcpendent of, the way in which the general
store is owned and operated if, as assumed, contract rcalizations 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 thc 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 relicved 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 been a
contractually complicated node B/node C choice set.

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

5.2 Some Reservations

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

widespread discontent with the organization of company towns in the pre-
mobility era?

*Again, this is left as an exercise for the reader.
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There arc two lcading possibilities. One is that stdents of company
towns have not performed the relevant comparative institutional tests. Rather
than describe and cvaluate the actual set of contractual choices from which
company town organization is constrained to choose, company towns ar¢
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
efficicnt contracting principles. But what company store was ever organized
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 o be regarded as a bluff—based, as they arc, 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
attempt a comprehensive treatment of all the relevant factors. Instead, I con-
sistently assume that the parties to a contract ar¢ 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, 1 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 10 redress an earlier imbalance. { 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 Marketr Restrictions

Whereas it was once common 1o 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 a1
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 cconomy 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 cconomies.’™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.32 In terms of the contracting schema set out in Figure
-2, the government implicitly assumed that all trades were of a node A

3 Bricf for the United States at S8, United States v. Arnold, Schwinn & Co.. 388 U.S. 365
(1967).

32 ester 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 cfforts 1o 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 guantiry manufacture.
delivery. or sale, or by reason of the seller’s good faith effort to meet a
competitor's equally low price.”** Again, this assumes a node A transaction.
If, however, a seller is operating on the & > 0 branch and is selling to buyers
one of which offers a contractual safeguard while the other refuscs. it is
unrealistic to expect that product will be sold to both at an identicul price.
Instead, the node B buyer must pay a premium (5 > p) to reflect his refusal to
safeguard the hazard.

6.3 Regulation!Dereguiation

Monopoly supply is efficient where cconomies of scale are large in relation to
the size of the market. But, as Fricdman 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 bid}ding 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 sell electricity. using the state as
an instrument to conduct the auction. ... The auction . .. consists of
[ franchise bids| to sell cheaply'” (1968, p. 19). Posncr agrees and furthermore
holds that franchise bidding is an efficacious way by which to award and
operate cable TV franchises. o

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

NETC v Morton Salt Co., 334 U.S. 37 (1948). Emphasis added.
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competition is efficacious at both stages does the franchise bidding argument
go through. The attributes of the good or service 1o be franchised are crucial o
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
cate of return regulation. It is elementary that a change in name lacks com-
parative institutional significance.

This is not, however, to suggest that franchise 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, warchouses, 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 cconomics
maintains, however, that all contracting schemes—of which franchise bid-
ding for natural monopoly is one—neced 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 economics 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 (promise). By
contrast, concepts of contract as competition and contract as govemance 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
claborates 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-
facuons are examined in section 2. The *‘fundamental transformation,’* which
fs 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.
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