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Abstract

A network approach, as it is developed by some Swedish researchers in

industrial marketing and international business (see e.g. Hägg 6
Johanson (ed.), 1982 and Hammarkvist, Håkansson & Mattsson, 1982) is
compared with the transaction cost approach associated  with Oliver
Williamson (e.g. Williamson, 1975, 1979, 1981). The reason we make

such a tomparison  is that we often get questions from colleagues  in
the scientific community, suggesting that what we try to do is rather

similar to what the transaction cost approach is doing.
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Interorganizational Relations in Industrial Systems - A Network

Approach Compared  with the Transaction Cost Approach

The purpose of this paper is to distuss  same aspects  of relations bet-

ween firms engaged in industrial production as those relations are

postulated or described in two theoretical approaches  to the analyses

of industrial systems.

A network approach, as it is developed by same Swedish researchers in

industrial marketing and international business (see e.g. Hägg 6

Johanson (ed.), 1982 and Hammarkvist, Håkansson & Mattsson, 1982) is

compared  with the transaction cost approach associated with Oliver

Williamson (e.g. Williamson, 1975, 1979, 1981). The reason we make

such a tomparison is that we often get questions from colleagues in

the scientific community, suggesting that what we try to do is rather

similar  to what the transaction cost approach is doing.

We present first the basic characteristics of our "network"  and its

inter-organizational relationsbips. This is followed by a short

description of the transaction cost approach and same tomments  on the

recent debate of Williamson's approach. We Will finally proceed with

our comparative analysis.

Industrial Networksl

In industrial systems firms are engaged in production, distribution

and use of goods and services. We describe such systems as networks of

relationsbips  between firms. There is a division of work in a network

which means that firms are dependent on each other. Therefore their

activities need to be coordinated. Coordination is not brought about
__.__ __. ,., “.

lThis section is adapted from Johanson & Mattsson (1984).



t h r o u g h  a central plan or an organizational  hierarchy, “or does it

take place through the price mechanism as in the traditional market

model. Instead  coordination takes place through interaction between,__.__.  _ .-.
f i rms  in  the  network ,  where price is just ene of several  i n f l u e n c i n g..~ .-._..  ___.
conditions.  The firms are free  to choose  counterparts  and  thus  “market

fortes” are at play.  T o  g a i n  a c c e s s ,  however,  to e x t e r n a l  resources

and make  i t  poss ib le  to  sel1  products, e x h a n g e  relationsbips  have co

be established with other firms. Such  relationsbips  take time and

ef for ts  to establ i sh  and develop,  which  constra ins  the  f i rms’ possibi-

l i t ies  to change  c o u n t e r p a r t s . The “eed for adjustments between the

interdependent  f i rms  as  to quantity and quality of goods  and services

exchanged, a n d  rhe t iming  o f  such  e x h a n g e ,  ca11  for more  or l e s s

exp l i c i t  coord inat ion  through  j o int  p lan ing ,  o r  through  power exer-

cised  by ene party  over  t h e  o t h e r . Each firm in the network has rela-

t i o n s h i p s  w i t h  customers,  distributors,  suppl iers  e tc .  (and  sometimes

also  directly  w i t h  competitors)  as well  as indirect  r e l a t i o n s  v i a

those  f i rms  wi th  the  suppl iers’ suppl iers ,  the  customers’  customers,

competitors  e t c .

The networks are stable  and changing. Indiv idual  bus iness  transactions-
between  f i rms  usually  take place within the framework  of  establ ished

relationsbips.  Evident ly ,._ same new relationsbips  are.,$stablished  now_ . . .
and  then  and  same  old relationsbips  are  d i srupted  f or  same reason, .-
(e.g. compet i t ive  activities), but most exhange takes place within

earlier  e x i s t i n g  relationsbips.  However, those  e x i s t i n g  relationsbips

are changing all the time through interaction between the firms in

connect i on  wi th  transactions  made  within the relationship.

As an aspect  of those relationsbips, bonds  o f  various  kinds are  deve-

loped  between the firms. We d is t inguish  technical  &nning,--L-  _ _
knowledge, social economic, and legal borids.  These bonds can be
---._.-__..  ___ ._, _..._..-__  --- _. ..- -
exemplified by, respectively,  product  and process  ad justments ,

logistital  coord inat ion ,  knowledge  about the  counterpart ,  personal

confidence and liking, spec ia l  credit  agreements,  and  long- term

contracts.

W e  s t r e s s  complementary  in  the  network .  There  are of course  also

important  compet i t ive  re lat ions . O t h e r  f i r m s  want  t” get access to
_I____.---....-_~F
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s p e c i f i c  exchange  p o s s i b i l i t i e s  e i t h e r  a s  sellers  or as buyers,  a n d

cooperating  f i rms  also have p a r t l y  c o n f l i c t i n g  o b j e c t i v e s .

T h e  relationsbips  imply that there  are  specific inter-firm  d e p e n d e n c e

r e l a t i o n s  w h i c h  are of a d i f f e rent  character  than  the  genera l  depen-

dence  relations to the market in the traditional roarket  model .  A  f i rm

has direct  and specific dependence relations to those firms with which

i t  has  exhange  relationsbips. It has indirect  and  spec i f i c  dependence

re lat ions  to those firms with which its counterparts have e x h a n g e

relationsbips,  i.e. the other firms operating in the network where it

i s  engaged.

To  get  es tab l i shed  in  a new  market, that is in a network  which  i s  new-_- --____-...  _-- _ ---- ___.__-
to the firm, i t  has  to bui ld  relationsbips  w h i c h  ar:  new to  i tse l f  and___ - _. _
i ts  counterparts . Sometimes this is done by breakis  exist ing__..” .
relationsbips  and sometimes  by  add ing  a relationship  to a l r e a d y

_ _ _ _  - - -  -
e x i s t i n g  enes. Initiatives  can be taken both by the seller  and by the

buyer. A supplier  can become established in a network which is new to

the  f i rm,  because  a buy ing  f i rm takes  i n i t i a t i v e .

This  mode l  o f  industr ia l  markets  impl ies  that  the  firm’s  act ivit ies  in

i n d u s t r i a l  markets  are cumulative  processes  in  the  sense  t h a t  rela-

tionships all the time are es tab l i shed ,  mainta ined ,  deve loped ,  and

broken  in  o rder  to give  s a t i s f a c t o r y , short-term economic return  and

to create  pos i t ions  in  the  network, securing  the long-term survival

and  development  of the firm. Through the activities in the network t h e
f i r m  develops  the relationsbips  which  secure  the access to important

resources  and  the  sale  of its products  a n d  s e r v i c e s .

Because  of the cumulative  nature  o f  the  market  act iv i t ies ,  network

p o s i t i o n  i s  a n  important  concept. At each  point in time the firm has

certain  positions in the network. T h e y  characterize  i ts  re lat ions  to

o t h e r  f i r m s ,  are  a result  of earlier  act iv i t ies  in  the  network  both  by

the firm and by other firms, and constitute the base which gives the

development  poss ib i l i t ies  and constra ints  o f  the  f i rm in  the  network .

Al l  the  f i rms  in  the  network  have ob jec t ives  regarding  their future

p o s i t i o n s .  Desired  changes  or  de fence  o f  pos i t ions  thus  descr ibe
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important  aspects  o f  the  f i rms’ strategies .  The  strategies  o f  f i rms

can be complementary  to each  o ther  or  compet i t ive  or  a c o m b i n a t i o n  o f

both.

A basic  assumption  in the network model is that the individual firm is

d e p e n d e n t  on resources controlled by other firms. The firm gets access

to these  externa l  resources  through  i t s  network  pos i t i ons .  Sinte the

deve lopment  o f  pos i t i ons  takes  time and efforts and sinte  the present

p o s i t i o n s  define  opportuni t ies  and  constra ints  f or  the  future  strate-

g i c  deve lopment  o f  the  f i rm we  look ar the firm’s  posi t ions  in  the

network  as  part ia l ly  contro l led ,  intangib le  market  assets. Market

a s s e t s  generate  revenues  for the firm and serve to give  the f irm

a c c e s s  to o ther  f i rms’ internal  assets . Because of the interdependen-

ties  between  f i r m s , the use of the asset in one firm is dependent on

t h e  use  o f  o ther  f i rms’ assets. Thus also the investment processes and

their consequences  are  interdependent in the network.

Relationsbips  in Industrial Networks

In  industr ia l  networks  suppl iers  and  customers  establ ish ,  develop  and

m a i n t a i n  lasting  relationsbips  wi th  each  o ther .  Such  relationsbips  may

b e  significant  to t h e  parties. They may reduce costs  of exhange and_.-._-
production,__--- they may promote  knowledge  development of  the parties,

t h e y  may give  the  parties  same control  over  each  o t h e r ,  t h e y  may  b e

used  as  br idges  over  to other  f i rms, and they may be used when mobi-

lizing p a r t n e r s  against  third parties.

Basically  a n  i n t e r f i r m  relationship  is a mutual o r i e n t r a t i o n  o f  two

f i r m s  towards  each  other .  This  impl ies  that  the  f i rms  are prepared  to

interact  wi th  each  other and expect  each  other to do so too. We

d i s t i n g u i s h  two  s e p a r a t e ,  bot closely  related,  types  o f  interaction

-exchange  processes and adaptation processes (Håkansson (ed) 1982).

They  const i tute  the  dynamit  aspects of relationsbips.  The mutual--
orientation  i m p l i e s  also  t h a t  t h e  f i r m s  have mutual  knowledge  about

each  o ther  and  that  they  are  aware of each  other’s  interests  and  are

p r e p a r e d  to pay same at tent ion  to them. (Figure  1).
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MUTUAL ORIENTATION
- PREPAREDNESS TO

INTERACT
- MUTUAL KNOWLEDGE
- RESPECT FOR EACH

OTHER'S INTERESTS
INVESTMENTS
BONDS
DEPENDENCE

EXCHANGE PROCESSES
- SOCIAL EXCHANGE
- BUSINESS EXCHANGE
- INFORMATION EXCHANGE
ADAPTATION PROCESSES
- PRODUCTS
- PRODUCTION
- ROUTINES

Figure 1. Relationsbips  and Interaction in Industrial Markets

The relationsbips arise through exchange processes  between the par-

ties. The positive inducements  they offer each other is the primary

feature of the exhange processes. Mutuality is an important aspect of

the exhange process, the parties demonstrate that they respect  each

other's interests. A lasting  relationship may emerge  if the parties

perceive  a certain  complexity or heterogencity in exhange. This

implies that a number  of rather  weak and long-term criteria enter into

and become critical in the evaluation of the exchange. A situation

emerges which is similar  to what Blau (1968) has characterized as

social exhange. He describes how a relationship evolves  in such a

case:

"Social exhange relations evolve in a slow process, starting
with minor transactions  in which little trust is required
because little risk is involved  and in which both partners
can prove their trustworthness, enabling them to apand their
relation and engage in major transactions." (Bla",  1968, p.
454)

Single exhanges are in this case integral parts of a process in which

the parties gradually build up a mutual  trust in each other.

In supplier-tustomer relationsbips business exhange is an important

aspect of this social exhange process and the gradual  build up is

well known among business men. "It takes time to become established as
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a s u p p l i e r ”, “we  always  test  new  s u p p l i e r s  f o r  a lorigg”  t i m e  before

s w i t c h i n g  to them” a n d  similar  statements  are typical.

The social exchange process implies that the relationsbips  have an

important social element. They have,  however, important technical,

logistital,  knowledge, administrative and time  elements also. The

exhange  process  impl ies  that  the  parties  test how well  they fit each

other. The process is, however, n o t  enly  a learning  p r o c e s s ,  b u t  also

an adaptat ion  process .  In  the  course  of the process a number  of

prob lems  usually  emerge, the  parties  do not fit and a number of  acti-

vities  can be  carr ied  out  to e l iminate  the  mis f i t s .  The  parties  a d a p t

to each  o t h e r  a n d  influence  each  o ther  to adapt .  This  i s  a v i t a l

character is t i c  o f  the  relationsbips.

Adaptat ions  are made in a number of different dimensions. The firms

ca” adapt  to each  o ther  technically  b y  m o d i f y i n g  products  or produc-

t ion processes . T h e y  may  adapt logistitally  by adjusting stock leveis

or developing  tommon  delivery  s y s t e m s . Same  adapt administratively by

mod i fy ing  planning  or scheduling systems. Thus, on-line computer

systems o f  f i rms  are getting usual. They may also adapt finantially  by

s p e c i a l  ways  o f  hand l ing  payments. F i n a l l y  same f i rms  adapt  to each

other  wi th  regard  to knowledge  by  acting  together in same technical

development  matters.

Same o f  the  adaptat ions  between  f i rms  take  place  in the form of speci-

f i c  investment6  or projects, such  a s  a c q u i s i t i o n  o f  specific  machinery

or change  of systems. To a large  extent ,  however ,  the  adaptat ions

occur  through  cont inuous  processes  as  a result  o f  day- to -day

exper iences . I n  t o t a l  there  is a close  r e l a t i o n  between  t h e  g e n e r a l

exchange process and the adaptation processes. The more  intensive the

exhange  process  between  the firms, the  stronger  Will  be  the  reasons

to make adaptations. The  type  o f  adaptat ions  i s  also  related  to the

character i s t i cs  o f  the  exhange ,  such  as  f requency ,  complex i ty  and

regularity.

A d a p t a t i o n s  are important  f or  at least  three  reasons .  First .  they--_
strengthen the bonds between  the firms.__l__ ,_-.---l_._-  ..___.  _ Through adaptations the firms
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are ge t t ing  increas ing ly  dependent  on each  other. The supplier  whose

p r o d u c t s  o r  p r o c e s s e s  are modified so as to fit a spec i f i c  customer’s

needs  becomes  dependent  on this tustomer.  And a tustomer  who has

ad justed  production  processes  and  schedul ing  systems  to fit a

suplier’s  capabilities is dependent on that  suppl ier .  The  dependenc ies

may be mutual, but they are not necessarily so, and in general it can

be  assumed that  they  are more  or less assymmetrical  in the sense  t h a t

ene  party is more  dependent  on the relationship  than the  other .

Setond, the reinforcement  of the relationsbips  through adaptat ions_.__..  _ _
make  them more  endurable which in torn  brings about  that disagreements~..__  _ ~_.  -~._I-_-_<  .___
as  a rule  have to b e  h a n d l e d  w i t h i n  t h e  frame of the relationsbips.  A._.--.  ^ .._^ . . _. _
s i t u a t i o n  evolves  in which “voice” i s  better  a s  conflict  resolutipn.~ _._-._-  _.._  ____
mechanism  than “exit”, sinte  ex i t  i s  not  easy  or  attractive  (cf

-Hirschman,  1970 ,  p .  83) .  (p.  83). T h i s  i m p l i e s  t h a t  t h e  existence  of

relationsbips  need not  make  the  finns  p a s s i v e ,  bot they  have to learn

other  conf l i c t  so lut ion  methods  than  just  swi tch ing  to new customers

or  suppl iers .  Those  methods  are of a more  prob lem solving  nature  than

is the exit method.

Third, t h e  a d a p t a t i o n s  are imnortant  as  they  indicate  that  there  is.__-________---  - - -
som  sp_ace_chfi~gq_in  the relationsbips.  Everyth ing  i s  not  g iven-”
once  and for  a l l . R a t h e r  t h e  two  parties  can adapt  to fit each  o t h e r

better.  At the same time, however, there  are  l imits  to  those  adap-

tations as all adaptations are a k ind  o f  investment .  The  investment

h a s  to give  same  retorn  w h i c h  l i m i t s  t h e  t o t a l  space  of change.

Furthermore, there  are l imits  to t h e  a d a p t a t i o n s  t o  s p e c i f i c  counter-

parts without loosing one’s  own  independence  and  ident i ty .

F i n a l l y , the  interaction  processes  create  adaptat ions  in  attiJude2-..._  ^. _--  -_
a n d  knowledge  of the parties  that  i s  the  mutual  orientation  is deve-

loped .  This  mutual  orientation  is manifested in tommon  language

regarding  technical  m a t t e r s ,  rules  o f  c o n t r a c t i n g ,  standardisation  of

processes , products  and  routines.  More  latent aspects  of the mutual

orientation  m a y  refer  to views  on b u s i n e s s  e t h i c s ,  technical  philo-

sophy > and handling of organizational  problems. A most important

aspect  of the mutual orientation  is mutual knowledge, that is knowled-
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ge which the parties assume each other to have about each other and

which they draw upon in communicating with each other. This mutual

knowledge may refer to resources,  strategies, needs and capabilities

of the parties, and in particular to their relationsbips with other

firms. It is a subtle knowledge which is based on personal experience

and takes time to develop.

Above we have characterized interfirm relationsbips as a mutual orien-

tation of two firms towards each other. This mutual orientation

implies that the firms ars prepared to interact with each other. We

have distinguished two related  interaction processes, exhange and

adaptation. We have also said that the mutual orientation is affected

by the interaction processes between the firms. The mutual orientation

is established,  developed and maintained through interaction pro-

cesses. Its strength and character are developed and maintained

through interaction. Again, the mutual orientation constitutes the

frame within which further interaction can take place.

We have also primarily characterized the interfirm relationsbips from

a social viewpoint. However, it is important  to keep in mind that the

relationsbips are estahlished and developed in order to perform the

industrial activities in the firms. Thus, the needs of those activi-

ties Will strongly affect the nature of the relationsbips developed

with other firms. Technical,  logistital, economic and other operative

considerations Will affect both the relationsbips and the interaction

processes. The same is true for considerations of a strategic  nature

about the individual  firms' objectives and activities as to their

development and positions in the market. On the other hand, the

industrial activities in the firms are modified and developed as a

resulr of the interaction processes. (Figure 2)
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STRATEGIC MARRET
CONSIDERATIONS

INTERACTION

RELATIONSHIPS INDUSTRIAL ACTIVITIES

Figure  2. Basic Causal Relations of the Model

Furthermore, we have discussed interfirm relationships without expli-

citly referring to individual actors. However, the mutual orientation

between firms is principally a mutual  orientation between individual

actors in the firms. In same cases the mutuality is primarily a matter

of interpersonal  relationsbips between salesmen  and purchasers,  in

other cases a number of persons on different leveis and with different

specializations may be mutually oriented towards each other.

Correspondingly the interaction processes  are carried out by indivi-

duals, but we have discussed them as taking place between the firms.

Our view on interfirm relationsbips implies that the development of

the relationsbips  is affected by developments in the technical,

logistital, economic  etc. systems in which the interaction is

embedded. The view assumes, however, by no means that the charac-

teristics  of the relationsbips are determined by struttural  cir-

cumstances. There is always same discretion as to which relationsbips

to develop in "hat respects  and to that extent the view is volun-

taristic. On the other hand, the possibilities to change  the rela-

tionships through unitateral decisions are rather  limited as the rela-

tionships are created and modified through the interaction between a

number of persons.
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The Transaction Cost Approach

In a perfect  market  t ransact ions  are  carried  out w i t h o u t  t r a n s a c t i o n

c o s t s . In format ion  i s  freely  available, decision-making  i s  r a t i o n a l ,

there always exist alternative suppliers and buyers, there are  no

carry-over  effects  f r om one  per i od  to the other of a specific  t r a n s a c -

tion between two  parties  in the market. When these conditions are not

upheld, transact ion  costs  emerge because there is a need to d e v o t e

e f f o r t s  ta organize, ta carry  out  and to contro l  t ransact ions  between

i n t e r d e p e n d e n t  actors.  The transaction cost  approach tries to explain

the  inst i tut ional  form,  i.e. t h e  “governance  structure” (market,

h ierarchy  or  intermediate  f orms)  f or  these  t ransact ions .  Two beha-

vioral  c h a r a c t e r i s t i c s  are  p o s t u l a t e d :  Decisions  and actions  are

charaterized  by bounded  rat ional i ty  and  opportunistic  behaviour.  U n d e r

conditions of certainty it is possible ex ante to g a t h e r  i n f o r m a t i o n

and  to spec i fy  contrac ts  between  supplier  and buyer, to take care  of

various  future  cont ingenc ies  and  also ex post to contro l  the

fulfillment  of the agreement  be tween  the  parties.  However,  w h e n  uncer-

t a i n t y  p r e v a i l s  c o n t r a c t s  Will  be very  complex  and costly  both to

construct  and to enforte, especially  so  in  the  smal l  urnber  bargaining

CtlSe. “S m a l l  numbers” means  that  there  are few if any  a l t e r n a t i v e s

o p e n  f o r  a buyer  or for a seller  to replace  t h e  c o u n t e r p a r t  i n  a t r a n -

sact ion .  The  major  reason  for  th is  i s  that  the  asset  specificity  is

high. P e r s o n a l  knowledge  or skil ls , t y p e  o f  machinery  or products,

g e o g r a p h i c  location  etc. are  not homogeneous  across  t h e  p o p u l a t i o n  o f

buyers  or  sellers.  The higher the asset specificity,  the more depen-

d e n t  Will  the parties  be on each  o ther  and  the  h igher  the  costs  of

switching to another party Will  become. Frequency of transactions also

e n t e r s  a s  a m a j o r  concept  in  the  analys is .  I f  there  are enly  occa-

sional  t ransact ions  and the  asset  specificity  is very  high,  there  is

no opportunity for vertical  integration and the market transaction

must be developed with the aid of some arbitrating agency. If  the fre-

quency is high and the asset specificity  is high the transaction cost

a p p r o a c h  expects  vertical  integrat ion  to take place.  Bi lateral  market

re lat ions  i s  the  inst i tut ional  form expected  to  be  the  most  t ransac -

t i o n  cost  e f f i c ient  i f  the  asset  specificity  i s  i n t e r m e d i a t e
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(Williamson, 1981, Figure 1). Same empirital  studies, with somewhat

mixed results, have been carried out to test the hypotheses (e.g.

Walker & Weber, 1984).

The transaction cost approach offers an explanation to why industries

are characterized by large scale organizations. Under the label

"theory  of internalizarion" it has become one of the recently most

discussed theoretical  explanation for the existence  of multinational

torporations (Rugman, 1982).

The transaction cost approach has recently been rather extensively de-

bated and criticized by economists and sociologists.  "Neo-

institutionslists" (to be distinguished from the "new

institutionslists!) critizise Williamson for believing in the neoclas-

sical assumption that the most efficient institutional form Will

"survive"  (Dugger, 1983).

The transaction cqst appyqach can be used a.s an argument for vertical
- ._.._____.- _._
and horizontal  integration, sinte the "se of hierarchies rather than

markets for coordination of interdependent activities may economize on

transaction costs. The critics say that the transaction cost concept

is vague and even ill-defined and that there is little if any empiri-

ca1 evidente  that economizing on transaction costs is a good explana-

tion or even a dominating motive for vertical integration (e.g.

~errow, 1986, Kogut, 1985).

Another major objection is that Williamson makes unrealistic assump-

tions about the differentes between markets and hierarchies.

Opportunism also exists within firms, organizations are not

necessarily able to economize on bounded rationality, markets can also

be characterized by assymetrical power relations (controlled by

"fiat") etc. Another important issue in the application of transaction

cost analysis, is the delimitation of the systems to be compared.  The

transaction is a dyadic relation, but the industrial system is made up

of many such relations that are more or less interdependent. If we

pick just one of those dyads and change the institutional form, e.g.

through vertical integration, also the other dyads may be affected.
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The efficiency of the wider  sys tem may  very  well  move  in the opposite

direction  from the efficiency achieved in the original dyad that was

changed. I t  has  also been  argued  t h a t  t h e  b a s i c a l l y  n e o c l a s s i c a l

a p p r o a c h  assumes  that there is a unique and stable  equi l ibr ium indi-

cating  a single  inst i tut iona l  f orm under  specific  c i r c u m s t a n c e s .

However  , even  casual  observations show that integrated and non-

integrated arrangements co-exist.

Of the assumptions and major variables in the transaction cost  model

the postulate  that mankind is basically “opportunistic  with guile  and

deceit” has been  quest ioned, both from an empirital  and “moral” point

o f  view.  Especially, sociologists  p o i n t  out  t h a t  economic  rela-

t i o n s h i p s  also contain  e lements  o f  mutual  t rus t  and  exhange  o f  a

soc ia l  and  cultural  kind (Perrow,  1 9 8 6 ) .

A Gomparison  Between the Transaction Cost Approach and the Network

Approach

We believe  that there  are same  fundamenta l  differentes  between the

transact ion  cost  approach and the network  approach. These can be

related  to the  theoret i ca l  foundat ions , p r o b l e m  orientation  basic  con-

cepts, system de l imitat ion  and  nature  oc relationsbips  between finns.

a) Differentes  in  theoret i ca l  foundat ions-------------------2 Williamson’s  approach l ies

finnly  with in  the  neoc lass i ca l  framework  focus ing  conditions  for

stable  equi l ibr ium.  Ours  does  not . In the network  approach the

benchmark models of markets  and organizations  are  not  used .  The

“markets”  are  characterized  b y  interaction  i n  relationsbips  where

t h e  parties  have same control  over  each  o t h e r  a n d  our organizations

are not “pure” h i e r a r c h i e s . To  us  the  l ega l  frameworks  of the tran-

sactions  are less important  and  the  boundar ies  o f  the  ind iv idual

oxganizations  are u n c l e a r . T h e  network  approach  rather  views  firms

as  soc ia l  units  and is closer  to soc ia l  exchange  t h e o r y .  W i t h

r e g a r d  to control  assumptions it is based  on resource  d e p e n d e n c e

theory .  (Pfeffer  6 Salancik,  1978)

b) Differentes  in  prob lem orientation---------------__I The transaction cost approach

aims at expla in ing  inst i tut ional  governance  structures.  Why and
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w h e n  are  activities coordinated within, rather  than between,  f i rms?

Our  basic  interest  l i e s  i n  d e s c r i b i n g  a n d  explaining  dynamit

aspects  o f  industr ia l  systems and s trateg ies  pursued  by firms in

such  systems.  We are also  interested  in  the  funct ional  act iv i t ies

in the i.ndividual  f i r m , especially  those  that  are  re la ted  to the

exhange and adaptation processes  (marketing, purchasing, R6D).

c) Wi l l iamson’s basic  concepts,------_ with the exception of opportunism, can

also be used to descr ibe  important  character is t i cs  o f  networks .

gpeortunism  is not by us regarded as a bas ic  character ist ic  o f  the- - - -
a c t o r s .  A s  i n  s o c i a l  exchange  theory ,  i t s  correlate  trust  is  an

important concept  in the network approach.

Bounded  rationality  i s  for  us  an  impl i c i t  assumpt ion ,  in  the  sense- - - - - - - - -
that  ac tors  need  to handle  i n f o r m a t i o n ,  learn  by experience  etc.

More  interes t ing  than  boundar ies  i s  the  format ion  o f  new  knowledge

as to the handling of resources. An important  source  of knowledge

in the firm is the interaction  with  o ther  f i rms  ins ide  the  network

relationsbips.

Uncertainty  is in our m o d e l  also l i n k e d  to the relationsbips  in the- - - - -
ne twork .  The  nature  of the bonds and the degree  of structuring of

the  network  in f luence  the  degree  and type of uncertainty. It is

poss ib le  to influence the uncertainty both in Williamson’s and in

our approach .  However, i n  W i l l i a m s o n ’s  framework  this influence

seems  to be more  re la ted  to the  l ega l  f orm o f  the  t ransact ion  than

in  ours.

A s s e t  specificity  is very  closely  r e l a t e d  to our s t r e s s  on h e t e r o -- - - - - - - -
gencity  (se Hägg 6 Johanson ,  op.cit.),  mutual adaptation and market

a s s e t s . However , we basically  disagree with Williamson when he

argues  t h a t  h i g h  degree  o f  a s s e t  specificity  leads  to vertical

i n t e g r a t i o n .  A s s e t  specificity  can  be  the  resu l t  o f  in ternal  acti-

vities  in a f i r m ,  b u t  we believe  that  i t  is  mastly  t h e  result  o f

interaction  w i t h i n  inter-organizational  r e l a t i o n s .  Thus,  f i rms  are

u s i n g  each  others assets in a mutual adaptat ion  process .  Asset  spe-
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cificity is ene  reason  why  f i rms  are dependent  on externa l  resour-

tes and devote important  resources  to investments  in  relationsbips.

However  , if all these  r e s o u r c e s  s h o u l d  b e  “internalized”,  a company

Will  f ind  i t se l f  in  an  imposs ib le  “growth”  s i tuat ion .  To  us ,  a h i g h

degree  o f  a s s e t  specificity, is the rule  rather  than the  except ion

and that  var iab le  in  i t se l f  can bardly  explain  i n t e g r a t i o n .

Furthermore, unless  the production  and demand  c a p a c i t i e s  o f

supplier  and user  respectively  match each  other ,  surplus  supply  or

s u r p l u s  demand  must be sold/bought  in the “market”.

S m a l l  numbers  bargain ing  i s  also for us a character ist ic  o f  the- - - - - - - - - - - -
market as is a relatively high frequency  o f  t ransact ions  between- - - -  - - - - - - - -
parties. Sinte we  are dea l ing  wi th  industr ia l  systems,  buyers

s e l d o m  have enly  occasional  need  f o r  a spec i f i c  type  o f  product  or

s e r v i c e .  Even  c a p i t a 1  goods  t r a n s a c t i o n s  are ofta  part of long-

term relationsbips, inc luding  t rans fer  o f  serv ice  for  the

maintenance  o f  the  function  performed  by the capita1 good.

d) The  system del imitat ion  i s  d i f ferent . The transaction cost  approach- - - - - - - - - - - - - - - - - -
bases  i t s  c o n c l u s i o n s  about  governance  s t r u c t u r e s  on charac-

teristics  of aggregates  o f  s p e c i f i c  t y p e s  o f  t r a n s a c t i o n  r e l a t i o n s .

We  look at relationsbips  in  networks  in  the  tontext  of other net-

work relationsbips.  The  network  approach  bases  its analyses  on

character is t i cs  o f  systems o f  interdependent  dyadic  re lat ions .

Thus, if A first buys from B, but then merges with B, not enly  is

the relationship  between A and B changed (in our framework  perhaps

n o t  very  much), b u t  also A’s  re lat ion  to B’s  o ther  customers,

suppl iers , competitors  e t c . F r o m  a t ransact ion  cost  point of view,

what might be gained in the A-B relationship  might very  well  be

lofat through the changes  in the other relationsbips  that B had

before  the merger.

A n o t h e r  consequence  of our system del imitat ion is  that  i t  i s  not

p o s s i b l e  to characterize  the  system as  a typical  market  or  a typi-

tal  h i e r a r c h y .  D i f f e r e n t  governance  structures  c o - e x i s t

(complementary  or competitive)  with in  th is  wider  s y s t e m .
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It can be argued  that whereas  the  funct ion  o f  the  dyadic  re lat ion

in  the  t ransact ion  cost approach is to analyse  the  boundar ies  o f

organizations  and markets, their function in the network approach is

to open the systems under study.

e)  The  most  important  differente  is in the nature  of the rela-- - - - - - - - - - - - - - - - - - - -
tionshies.  For  us  the  industr ia l  markets  are  characterized  by- - -
last ing  relationsbips  between  f i rms  because  such  relationsbips  can

reduce  costs  of exhange and production and can promote  knowledge

deve lopment  and  change.  Through lasting relationsbips  firms do get

same  control  over  each  o ther  and  they  get  ind i rec t  access  to a s s e t s

in firms with whom they do not have direct  relationsbips.  The

exchange  and  adaptat ion  proceses  are looked  upon  as  investment  pro-

cesses  (of  course  n o t  always  s u c c e s s f u l  enes!).  “Mutual  orientation”

is  deve loped .  To  Wi l l iamson  such  relationsbips  hardly exist  in

markets, enly  wi th in  h ierarch ies .  “Bi latera l  governance”,  which is

Williamson’s  c o u n t e r p a r t  to our  “relationship”  is  not  cons idered  a

stable  institutional form. To us the relationsbips  between f i rms in

networks  are stable  and can basically  play the same coordinative

and development function as intraorganzational  relations. Through

t h e  relationsbips  to customers,  distributors,  s u p p l i e r s  e t c .  a f i r m

c a n  reach  out, to  a  qu i te  extens ive  network .  Such  indirect rela-

tionships might be very  important . They are  not handled within the

transact ion  cost approach.

F i n a l l y , an example which tontrasts  the transaction cmt  and the net-

work  approach  in  the  ana lys i s  o f  a  specific  issue,  i.e. inter-

nationalization  of business (adapted  from Johanson 6 Mattsson,

op.cit.1.

The  theory  o f  internalization  (Rugman  op.cit.)  assumes  that  a  mult ina-

t ional  enterpr ise  has  somehow  deve loped  a  f i rm-spec i f i c  advantage  in

i t s  home  market. Usually  th is  i s  in  the  form o f  internal ly  deve loped ,

i n t a n g i b l e  a s s e t s  t h a t  give  the firm same superior  p r o d u c t i o n ,  pro-

duct, marketing andfor management knowledge. If  this asset cannot  be

exp lo i ted  and  safe-guarded  e f f e c t ive ly  through  market  or contractual

transactions,  an “internal  market” has to be  c reated .  Expans ions  out-
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side the firm's domestic  market, given that lotal production is advan-

tageous, Will then take place through horizontal  and/or  vertical

integration. The firm establishes,  or buys, manufacturing plants out-

side of its home market. Thus the multinational enterprise exists

because of "marker failure"  or high "contracting costs". The firm

wants to protect  its intangible assets and to be able to control the

price others pay for the use of these assets. There are, however, also

costs of internalizing in the form of internal administrative systems

and risk-taking. These costs of internalization Will be lower the less

different the foreign market is from the home market. Thus, the inter-

nalization model Will predict that international expansion starts in

"nearby"  markets. The internalization model is not intended to explain

processes. It tries to explain a specific  economic institution, the

multinational enterprise. But it says something about what according

to the transaction cost approach are driving fortes for international

expansion of production of the firm.

It seems to be an implicit assumption in the internalization approach

that the firm's development activities are "internal". In the network

approach development activities to an important  extent are dependent

on the relationsbips  with other firms, and thus on the network posi-

tions of the firm. Sinte international expansion is a process by which

network positions are established and changed, international expansion

as such influences the further development of the products,  production

processes, marketing behaviour,  etc.

We said earlier  that firms in networks invest in relationsbips with

other firms. The positions thus created give access to external

resources.  Thus, the multinational enterprise to a larger extent

enjoys direct  relationsbips with customers  and users in foreign

markets rather than the indirect  relations, through agents or licen-

sees, 'that the less internationalized firm, operating enly in its home

market., has. This leads to a further observation linked to the network

model. The multinational firm may use its network positions to effec-

tively "externalize" same of its activities, without loosing control

of its crucial intangible assets. The manufacturing value added by
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multinational industrial finns might thus decrease  due to increased

"subcontracting".

It should be evident from our discussion that the network it quite

different from the transaction cost approach. Sinte the theoretical

bases and the problem orientations are different this is bardly  asto-

nishing.
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