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Abstract

A series of efficient short-term contracts can support an effi-
cient long-term relationship, seven when the parties to the contracts
behave opportunistically and specialized investments aze needed.
However, specialized assets, private information, and costs of meas-
uring guality can all raise short-term bargaining costs, resulting in
losses from the decentralized, market approach.

Centralized governance involves assigning discretionary rights
to intervene or to resolve disputes to a central office executive.
Increasing centralization raises costs in several ways, most notably
by raising the returns to politicking and other influence activities.
If one defines a firm to be the smallest business unit largely free of
cutside discretionary intervention, then mergers of firms increase in-
fluence costs. Influence costs are also incurred in some market
transactions as well as in the public and non-profit sectors.
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Bargaining and Influence Costs and
the Organization of Econamic Activity

by Paui Milgrom and Jaohn Roberts

Until recently: ecoromists had paid little attentlion to the
intermal workings of business cerganizations. In the abstract models
that form the core of micreecoremicess a firm is simply a collection
of possible production pglans together with a rule for selecting
among them. Typical rules incliude prefit or %hare value maximiza-
tion for firms rum by the owrers of capital or average wage maximil-
zation for labor-managed firms. In these highly abstract models,
the processes by which firms generate and evaluate decision alterna-
tives, coordinate distant bramch stores, factories, and offices. |
balance the competing interests of employees, owners, cusfomers:
suppliers and creditors and motivate them to work in the general

interest, though not excluded,® are not explicitly representad.

11t is sometimes argued that these gore eccnomic models are
incoensistent with the ideas (1) that firms are managed by indivi-
duals with 2 limited ability to process information, calculate ana
make consistent decisions anmd (2) that firms respond to changing
circumstances in the short run simply by follawing their estaclishec
proceduras or routines. To evaluate this argument, natice that the
formal theory, as presented faor example by Debreu (193%). incorpe-
rates the possibilities that a production plan can e uncertain cor
contingent, using inputs and producing outputs in a way that depends
on emergent events. Such production plams can include uncertain
R&D, aorganizatiomal routines, the use of boundedly rational super-
visory and managerial persomnel as inputs to production, the
develcpment of skilled managers as outputs, etc. Consegquently. the
propositions established by Debreu and others in the context af
abstract, germeral economic models necessarily apply alsc to more
specific and detailed models in which firms may be actively managed
by boundedly ratiomal managers or in which a firm’s short run
behavicr is determined by "standard procedures;'" provided that in
the "long run" firms choose their plans accerding to the specified
rule.




Why have economists clung for sc long to such an incomplete
account of business organizatiens? Historically, the chief task of
scomomic theory has been to explain how market economies., with so
little centralized direction, could have perfarmed as well as they
nave. Ecormomic growth in the West, where market economies grigina-—
ted, Mas been rapid and ste=ady over a very long period cof time.
Shortages {characterized by raticning-and queues) have been rare.
Jobs have been faund for a diverse and growing workforce with its
ever—-changing mix of esducation, skills, and experiences. On those
infrequent occasions when firms have produced goods that mobody
wants or excessive amounts of goods that people buy in limited
quantities, the problem has typically been shart=-lived. The great
economic accomplishment of the West is not that its firms, carefully
marnaged, could achieve order in their affairs, but that its markets,
amidst all the chaos of variety, new products and processes, diverse
suppliers, and growing and shifting populations have, with no
apparent plammning, directed the available resources £to such good
effect.

History seems to be confirming in Japan and the rmewly industri-
alizing countries that Western economic growth was no accident. in
Japan, since the Occupation Forces imposed a capitalist demecracy on
the country after World War II, economic growth has been explosive.
The post-war sconromic developoment of Korea provides zsimilar evi-

dence. In 198&, per capita GNP was $2,270 in capitalist South kKecres
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and $800 inm communist North Korea, and the difference appears still
to be growing.=

Simce Adam Smith’s origimal explication of how markets might
guide economic activity to serve the public interest, economists
have dissected, analyzad, refined, and formalized the theory of
markets controlled By -an impersonal force -- the "invisible hand.”
But even a8 the ecoromists worked,; vast changes were taking place in
Westerm econemies. No longer were firms mostly family affairs with
hookkeeping and management operations done at night, when the.sho;
was closed. The nature of business changed. Continuous producticn
nrocesses and specialized egquipment came into use and production
activities came to be controlled by the very visible hands of
engineers, chemists, and professional managers. In the United
States, as Chandler (1977) has explained, the growth of the rail-
roads ard the telegraph opened national markets, made 1t ecaonomical
to produce in large scale factories that strainred the capacity af
local suppliers, and so required more careful planmning by factory
managers. With planniéé came bath the oppoertunity and ths need t2
consider explicitly altermative ways of organizing production.
Should an automaker make or buy its headlamps, batteries, and body
parts? Should it own a network of dealers selling directly to the
public, contract with existing distribution companies, or sell to
independently owned retailers? Purchasing supplies and hiring

L J
services im the market came to represent just ome organizational

285 reported in the "Business Bulletin" of the Wall Street
Journal, Westermn edition, Jaruary 13, 1987, page 1.




alternative for acguiring the rnecessary inputs for productlian,
asgsembly. distribution, and sales.

What determines which inputs a firm will acquire by ordinary
market exchange and which 1t will produce i1tself? What difference
does it make wﬁether a firm produces an input for itself, has a
regular supplier produce it, or buys it on the market from the
lowest bidder? The secongd formulation of the guestion shifts
attention subtly away frem the mechanical details of how progducticon
is arranged toward a focus on how the relationships between the
people who carry out the successive stages of production are .
managed. It suggests that whether produgtion is arranged internallQ
or externally need nat destermine what equipment will be used or
which people will do the worki "inmtermal'" and “"external’ production
are just terms to describe in a very partial way how a productive
relatienship is to be managed.

Econaomists wha study oréanizational questions have come to see
the market as but ogrme altermative for solving the management problem
af :ocrdiﬂatinéothe diverse activities and interests cof consumers
and firms., Markets can then be fairly evaluated only in comparison
to other means of soiving the same problem. Such an evaluation
cannot be made until a unified theory of management processes has
been developed. Without su;h a thecory, economists’ recommendations
abouft such bread-and-butter economic questions as whethar to

regulate a monopoly and whether publlic or private organizations

should provide servigces like education, communicaticn, transgoria-




S
tion, etec. must be regard as tentative, at best. The Economics of
Mamagement is a subject that =conomists can no lenger ignore.

Currently, the dominant apporcach to analyzing the arganization

of economic activity is transagtion costs oconocmics. This apgroach

~eplaces thé emphasis oan technology and the management of producticn
of earlier econamic thearies with and emphasis on transacticns and
the managemént of relationships. Im secticmn 1, we articulate the
tranmsaction casts econamics approach. We criticize ftramsaction
cocsts theory in section 2 for its failure to consider oroduction
costs and transacticn costs together and for its faiiure to identify
properly the tramsaction costs trat are characteristic of markets
and those characteristic of alternative modes cf organization. We
argué that the crucial transacticn costs that are distinctive of
markets are those associated with negotiating short-term agreements
amd that the correspaonding critical costs of internal organization
are thase that arizse from the presence of centralized digcretionary
authority. Among the latter, political or influence costs (the
losses that are suffered when individuals seek to influence the
organization’s decisions in order to advanﬁe their private interests
and when the orgamization adapts to control this behavicr) are
probably the most pervasive. Section 3 is devoied to a study of
bargaining costs and section &4 to the costs of centralized authori-
Tty . In section 5, we apply our analysis of the casts of centralized
authority to investigate the costs of government regulation and

intervention in the =comcmy and of the uncertaintiss in the law that




increase the discretionary authority of  judges and juries. QOur

general conclusions are summarized in section 6.

1. Tranmsaction Costs Economics

By making that shift in perspective away from the mechanics af
sroduction and toward a focus on production relaticonships, Coasa
(1937)'created transaction cosis sconamics., According to the
dictiamary, "transact” as an intransitive verb means '"to do business
withig negctiate.*ﬁ "Transaction costs"” encompass the zosts of
deciding, planning, arranging and negotiating the actions to be
takenm and terms of exchange when two or more parties do business;
the costs of changing plans, renegotiating terms and resolving
disputes as changing circumstarces may regquire; and the costs of
gnsuring that the parties perform as planmed or agresed. Transaction
costs also include any losses suffered aon account aof inefficient
group decisions, plans,s arrangements or agreements, inefficient
responses to changing circumstances, and imperfect enforcement =hd
agreements.

The central hypothesis of transaction costs economics is that
in capitalist sconomies, prcduction will tend to be organized so as
to economize an transacticn costs. Thus, im particular, inputs will
tend to be acguired in the market rather than produced Dy the firm
when the costs of market transactions are less than those of

imternal transactions. The hypothesis does not specify nhow this

3The Americsn Heritage Digctianary of thes English Language.
Boston: Heughton Mifflin Co, 1980.
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tendency ta eccnomize on transaction costs arises. Careful planning
my especially compestent management may sometimes be responsible™, =23
may imitation of successful firms by less successful ones or the
growth of firms that corganize their affairs efficiently and the
collapse of firms that fail to do so.”

Cocase’'s hypothesis as specified above is too vague to be
confronted directly with evidence. To develop specific predictions
from the theery, it is necessary to identify the costs associated
with transacting business in different ways and.to discovear how
circumstances cause these costs to vary.

Oliver Williamson (198%5) has proposed one framework within
which Coase’s theory can be made mere specific and operational.
Williamson’s theory is based on an analysis of the costs af camtrac-—
timg inm business relationships. Contracts gavern a firm’s relation-
ships with 1its suppliers, employees, customers, creditors, and
shareholders, A central premise in Williamson’s theory {foresha—
dowed in Coase’s own wark) is that any contract that calls for the
future delivery of a good ar service, the future provision of
capital, or the future performance of work must inevitably Bbe
imccmplete. There are saveral reasons for this. First, the partiss
carmnat perfectly anticipate all of the many possible contingenciss

that may affect their costs of performing as promised, or gven their

“Chandler’s (19&62) imoressive account of how the managements at
DuPont, General Motors, Sears, and Standard 0il of New Jersey
discovered the multidivisicnal structure indicates the extent to
which some managers can innavate to rationalize the ogrganization of
production.

“Sge Nelscomn and Winter (1982).




ability to perform as promisad. Second, even for those circum-
stances that can be anmticipated, it is often more economical to
decide Row to respond when the need arises rather than to plan in
advance faor every foreseeable cantingency.® The third reason
derives from a fact often emphasized in twentieth century ohiloso-
phy: Language derives its meaning from context ang shared saxperien-—
ces, and so the precise limits of application of any sentence or
description, especially as applied to moveal future circumstances,
must be indeterminate.” For that reason, drawing contracts with too
many finme distinctions increases the likelihood that emerging =vents
will fall inte an area of actual or potential ambiguity, leading to
disagreements which will have to be resclved after—-tne-fact.

What are the conseguences of this inccmpleteness of coniracts?
I¥f plarning and contracting were complete and ccstless; the parties
to a conmtract would, after their initial agreement, be led o act as
one . They would determine in advance and in detail the bhest
possible actions fo? every contingency that might arise and the
contract would specify that those actions be taken. In reality,
because planmning and contracting consume real respurces and because
perfectly explicit and freely enfarceable contracts cannot be
written, the parties content themselves with an agreehent that
frames their relationship, that is. one that fixes ooth general

performance expectations and a set of institutions to govern deci-

“_indblom {(1959) elabarates the value of postponing decisions
and not attempting always to aptimize.

TSee Quine (19&0).




sionmaking in situations where the contract is nmot =2xolicit and to

ad judicate disputes when they arise. The differ nces among simole

market contracting, complex gontracting, vertical integration. and

other ways of grganizing trangsactigns lie primarily in the institu-=

tigns thev specify for governing the relationship when circumstancss

not foreseen in the contract arise.

For tﬁe transaction costs theory to explain tEe great variety
of contracting practices that actually exist, it must identify the
critical cdimensions that favor one form of contractinmg over ancther.
According to Williamson: "The principal dimensions with respect to
which transactions differ are asset specificity, uncertainty, and
freaquency. VThe first is the most impertant and most distinguliszhes
transaction cost economics from other treatments of @concmic
srganmization, but the other twa play significant roles.”™

Asset specificity refers to the degree to which the value of an

asset depends on the continuation of a particular relationship. For
example, a firm that rents a computer system from its manufacturer
and invests in software and training for its-emgloyeas to use the
system has invested in specialized assets (if an identical or
merfectly compatinle computer cannmot be renmted or purchased fram
another source) -— the softwars and emplayee training would lose
much of their value if the firm switched to another computer. &
supplier who acgquirées specialized dies or locates a plant or
warehouse near his customer’s remotely sited factory has similarly

invested in specialized assets. Klain, Crawford, and Alchian (1978

Sdilliamson (1983), page 32.




Mave dubbed the flow of profits that the investor stands to lose
from terminmating & particular busimess relationship "appropriable
guasi-rents."™ Logically, apprepriatle guasi-r2nts exist precisely
when there are specialized assets.'”

Far concretemess, let us suppose that a supplier invests in
specialized assets. The supplier’s worry is that his customer might
behave opportunistically, that is, he might seek to force a recuc-
tian im future prices, or he might curtail his purchases¢ make
unreasonable quality demands, increase the variability of demand and
the rumber of rush arders, or take other actions that diminish the
supplier’s margins. If the assets were not specialized, these
threats would mot be great cause for caoncern: The supplisr would De

protected by his cpticn to shift the assets to other uses where theay

®In the language of eccrnomists, "rent" to a supplier consists
of that portion of the price of a good (or service) In excess of the
price needed %o attract the supplier to provide the good. Together,
rents plus "gquasi-rents" refer that portion of the price beyond the
amount necessary to prevent an active supplier from ceasing to
produce. Positive quasi-rents exist when the current price is
sufficient to keep an existing supplier active but not sutfficient to
attract new suppliers into the industry.

Normally, guasi-rents arise as a return cn a sunk investment.,
For examplis, an employee whose high pay is attributable partly to
long hours invested in learning the ins and outs of his company ig
said to be earning guasi-rents.

As we use the terms here, buyers can alsg @arn rents or guasi-
rents. These can be measured as the difference between the prices
that buyers pay for their inputs ang the highest prices they would
fe willing to pavy. :

1981 asset is an owned Tactor of production, samething that
contributes to the production of goods or services. To say that it
is specialized means that its value is greatest in one particular
relationship. But amother way to describe the same situation 1is to
say that the relationsnip itself is an asset, a factor that incres-
¢85 praduction. It is a specialized asset because its valug ~--— %tne
“apprapriable gquasi-rents" -- evaporates when the relationship is
terminated.
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command an 2qual returmn, However, by definition, specialized assets
canrot e shifted to other uses without loss, sg the investor may be
forced to accept reduced margins leading to & substandard return on
his investment.

Indeed, it has freguently been argued that concerns that the
buyer will appropriate quasi-rents may lead the supplier to invest
tge little in specialized assets, or te demand a high price initial-
ly to compensate for the risks involved.t? Kleins, Crawford,. and
Alchian cite the case of Fisher Body as an illustration, In the
1920s, it refused to build its plants adjacent to the General Motors
plants that it served. They argue that Fisher Body properly feare&
that such a plant siting would make it vulnerable to subseguent
attempts by GM tao force a reducticon in its margins.

Ore apparent option to mitigate this problem of "approoriation
of guasi-rents”" is to make the price and other terms of the contract
more explicit and rigid and to impose greater penalties for breach
cf contract. However, this solution is itself costly. To the
extent that the number of clauses in the contract remains unchanged,
additional rigidity means reducing the partiss’ fFlexibility to
respond to future circumstances. If clauses are added in an attempt
to specify in advanece more contingencies and a corraspondingly
greater variety of responses, direct contracting costs are increased

and the problem of ambiqﬁity in the language of the contract becomes

liyariations of this argument are given by Williamson (1F8&)
Kleinm, Crawford amd Alehian (1978), Grout (1984), Tirole (19886}, and
Grossman and Hart (19B&). We will examinme this argument critically
below. In what follows,; we recap the argument as it has Been made
befaore.




greater: There is a greater likelihood that the actual circum-
stances will fall imgo a fuzzy region where it is difficult to

identify which clause should govern.

It is primarily the presence of uncertainty about what circum-—
stances will prevail when future actions must be taksn that makes
camplete contracting impossible. Greater uncertainty about what
actions will be appropriate make rigid contracts more likely ta lead
to bad decisions, and therefore more costly. Flexible contracts,
too, entail costs; they do little to reduce the risk that guasi-
rernts will be appropriated. In this context, Coase’s hypothesis is
that the parties will normally agree on the kind of cantractual
arrangements in which these costs are least.

If the opportunity to apprapriate guasi-rents arises frequantly

in a particular supply relationship, the parties may find 1t
econaomical to craft a specialized governance structure to deal with
it. Depending on the nature of the transactign, there may be many
alternative governance structures available which may vary greatly
im their complexity and costs. At orne extreme in terms of simpli-
=ity are short, flexible, gemerally worded contracts, ta be inter-
preted by the courts in the event of a disputes but where the
parties rely primarily on each others’ goodwill, business reputa-
tiony and standard procedures and on their cortinuing business
relationship to smooth ocut disagreements without extensive bargai-
ning. For many purposes, especially for arrangements to deliver
standard commodities at an agreed price, simple contracts may be

entirely adequate. In other situations, more careful plamning or




governance may be needed. Then, contracts can be made more de-
tailed, for example by including price escalath clauses and clauses
indicating the penalties for bregach of contract or how to deal with
specified contingencies; '® a procedure for selecting and using
arbitrators or private judges canm be substituted for courtroom
litigationi or firms can merge!® and assign authority for decisicns
to an sxecutive,. Highly detailed contracts and specialized decision
or dispute resolution procedures are expensive to write or design,
but the costs of writing and designing are fixed costs which, once
surk, can be applied again and again toc similar transsctiaons. Hence
detailed comtracts and specialized procedures are most :ost*ef€ec—r
tive when similar transactions are conducted with great fregusnrcy.

The general predictions of what Williamson ;alls the "gover-
mamce branch'" of transaction costs economics can be summarized as
fallows: In comparing business relaticnships that function in the
same legal environment and at the same point in time, governance
structures will be most complex and finely crafted for those
transactions with (1) the greatest value of appropriable guasi-
rents, (2) the greatest uncertainty surrounding th? conditions of
performance, and (3) the greatest frequency of tranéaction.

Before turning to cur critigue of the thearetical developments

just described, we digress to emphasize and explicate an aspect of

12 gvi Strauss’s television advertising contract for the L7380
Clympic games., signed in 1977, gives some idea of nhow detailed {(and
prescient) scme contracts can be. It gpecified that in the event
the Americam team did not compete in the Games, no payments would be
due.

t¥As GM anmd Fisher Body did in the example zited above.
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the tramsaction costs thegry that many readers will find puzzling.
Coase’s conjecture holds that affairs will be arranged 1n the way

tmat minimizes tranmsaction costs,; regardlsess of the bargsining gower

of the contractinmg parties. This hypothesis might seem to require

that the party with the bargaining power is the one whao incurs the
transaction costs: Why would the party with all the bargaining

power econamize an the other party’s costs? For examples, cansider

an employer-employee relationship in which the employer hoids "all
the bargaining power." By this we m2an that any net gain from the
relationship beyond what the two parties could have earned on theira
cwn accrues to the emplovyar. Why would amyone expect the emplovyer
econamize on the employee’s share of transaction caosts? The answer
is that if the employer does so, he can reduce the employee’s wage
by the amount of the cost savings.?'™ Similarly, if the emploves had
all the bargaining power and simply rented assets from the caplta-
list far a fixed fee, the employee could negotiate a lower fee by
economizing on the capitalist’s costs.

1mn effect, Coase’s hypothesis is that the parties to a transac-

tigm negotiate over govermance arrangements to reach an gfficient

14The same sort of argument is commonly made to suppart the
praposition that firms, regardless of labor bargaining power., act %o
minmimize production cests. Both arguments are subject to the same
sorts of objections. For example, if the employer must provide
costly general training to the employee to mimimize costs and 1T tha
employee is unable toc pay for the training and unable to bond his
performance, the @mployer may be unable to capture the gains fram
the training and sa may make the inefficient decigion to provide ro
training.
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service, gquality control, and rapid delivery. Thus, by alleviating
customers’ cancerns, it enhances demang for the product. Thus.
competition can be regarded as a substitute for subtle governance
structures. Indeed, if cne views the problem of governance as cne
of specifying an appropriate role feor third parties, competition
might De regarded as a governance device in 1ts own right.*”

Whatever its merits in reducing governance costs, the practice

of licensing a chip to a competitor results in a loss of production

efficiency. There are sconomies of scale in chip production as well
as economies of experience ("“"learning curve" effects) that are lost
whern a second firm is invelved in the production. Maoregver, the

licenmsor may incur substantial costs just to transfer 1ts chiomakinrg
tecﬁnulcgy to the licensee; the semiconductar industry literature is
repléte with examples of second sources who took a year or mors
{which is a long time in the fast moving semiconductar Bbusiness)
before they cculd successfully produce the chip they had been
licemsed to make, despite extensive assistance from the licensing
firm.

To recapitulate, the chipmaker’s problem involves simulta-
neously choosing wha will produce the chips and how the supplier—
customer relationship will be mamnaged. The decision involves
weighing both manufacturing costs and transaction costs. Morsover,

comsidering these costs together leads naturally to the somewhat

17Farrell amd Gallirmi (1987) have offered a similar amalysis of
second sourcing, and have generalized beyond the licensing applica-
tioam to cormsider other ways in which a momopolist might encourage
competition in order to better govern its relationship with its
customers.
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surprising conclusicn that campetition itself can be usefully
regarded a3z & governance device. Thus, evaluating organizational
arrangements generally reguires that atienticn be paid to QLL costs.

Our second point of criticism of the theary described in
saction 1 is that the theory fails to identify the relevant transac-
tien costs. We will show that the costs of megotiating suitably
detailed shcrt-term.contracts are the key to evaluating the effi:gcy
of transactions organized through markets.*® [ the costs of
negotiating short—term contracts were always zsro then, ;e claim,
organizing ecornomic activity through market exchange would always be
perfectly afficient. On the other hand, when the costs af negotia—:
ting periadic exchange agreements are sufficiently high then,
reqardlesswof such other factors as the presenée cr absence'of
specialized assets, there are important savings to be realized Dy
placing the activity under centralized control,; so that gpotentially
costly disputes can be settled quickly by the central authority.

To understand the meaning of these propositions, cone must firat
understand what we_mean_by the terms "“short—term" and "bargaining
costs." When describing contracts, short-term refers to a period
short emough that all relevant information for decisions to be made
during the period is already available. Short—-term contracts can be

complete, because there is rno need to specify how to act in various

18Hare, we 2cho Coase (1937), who held that the transaction
costs af the price system consist of the costs “nf discovering what
the relevant prices are" and “of negotiating and comcluding &
separate cocntract for each exchange transaction” (pages 3%91-2). We
include both of these categories in our expansive defimition of
"gargaiming costs.”
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contingencies. We interpret the term "bargaining costs” expansive-
ly, just as we did the term "transactlion costs,” to include all the
costs associated with bilateral bargaining, competitive bidding, anc
other wvoluntary mechanisms far determining & mutually acceptable
agreement. BHBargaining costs include not anly the wage paid ta the
bargainerst*” or the opportunity cost af their time., but alsoc the
cests of monitoring and enforcing the agreement and any losses cue
to failures to reach the most efficient agreement possible.

With these definiticns, zero short-term bargaining costs means
that the bargainers reguire negligible physical and human resourcas
to rsach efficient short-term cocntracts. (A short—-term contract i;
afficient if there2 is mo other feasible shori-term contract that
both parties would prefer to sign.) However, the bargainers camnot
commit themselves in any short-term contract to restrict their long-
term bekaviar. For example, the partiss may be éble to agree on
what investments in specialized assets to make this year and who
will pay for those investments, but they cannot :cmmit.themselves to
behave benignly next year toward the party who, having paid Tor the
imvesiment, finmds himself with appropriable gquasi-rents.

To =2stablish the key role of bargaining costs, suppose that the
costs of negotiating short~term cantracts were zero. We consider a
supplier—-customer relaticnship in which the relevant parties are

2ach risk meutral, fimancially uncenstrained, expected-wealth-

190r to those who prepare bids and those who solicit and
evaluate them inm case competitive bidding is used toc set the price.
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maximizing®® bargainers and for which effigient production demands
that the supplier, the customer, or both invest in specialized
assets. The parties are assumed tao be both rational and opportunis-
tie in the sense that their curremt behavior does not depend on past
unbonded promises or on how past costs and Benefits have Been
distributed. Finally, we assume that it is pronibitively costly to
Wwrite contracts that govern prices and behavior in the distant
future because thers are too manmy contingencies that would need to
be evaluated and described (that is, too much uncertainty), but that
it is costless to write contracts that govern the prices, bonus
payments and actions to Le taken 1In a near future period foar which
the relevant conditions are already known.

In general terms, the situation is as follows: There is
oppcrtunistic behavior, imperfect long-term contracting, specialized
assets, and uncertainty ruling the future. According to the

arguments advancad by Williamson and by Klein, Crawford, and

20Thig assumption imcludes the possibilities that the bar-
gainers maximize the expected present value of profits at some fTixed
discount rates or at discount rates that properly reflect the
correlation of project returms with other aggregates rigsks. These
cbjectives faor the firm are widely used in the thecry of finamcial
economics.

Interestingly, the assumptien that the parties are risk neutral
expected wealth maximizers without financial constraints plays anr
important role in our analysis. The assumed absence af fimancial
constraints severely limits the applicability of the following
analysis to the protblem of investments in human capital, because
laws against slavery prohibit the use of human capital as loan
collateral. The assumption is alsso likely to fail in applications
to public projects invalving health, safety, or grnvirornmental
quality - projects for which the public’s preferences are rmot easily
expressed in risk nmeutral expected pecuniary gain terms. We make no
claims here about the importance of bargaining caosts in assassing
the relative efficiency of market contracting for these applica-
tioms. '




Alerian, these conditions are sufficient to prevent a market
arrangement baséd on a series of short term contracts from yielding
an efficient outcome. Nevertheless, we claim that if Zargaining
costs were zero ~— a candition that is apparently consistent with
our other specifications ~— then the market outcome weould be
efficient. That is. the actions taken by the parties both in the

short-rumn and in the long-run would in all cgontingenciss be identi-

cal to those that would have been specified in the "ideal contract”
-- the efficient (possibly loag-term, complete) contract that the
parties would sign if there were no restrictions at all on contrac-
ting.,=1

We will explain the argument supporting this proposition énd
the defect in the received thecr? below. Before doing so, we wish
to emphasize two points about.the proposition. First, és in the
labor contracting example discussed in section !, the actions taken
under an efficlient contract do mot depend on the bargaining power af
tHe partiesg==2; Only the distribution of the fruits of the bargain
depend on bargalining power. Conversely, because the partises are
risk meutral, if the actions they take coincide with those that
would be specified in the ideal contract, then the arrangement is

efficient, regardless of the stream of payments made between the

2t1This proposition, which will be stated and proved formally im
another paper, was inspired by the related propositions of Crawford
(198&) and Fudenberg, Holmstrom, and Milgrom (1987).

22Actyally, this conclusion reguires that there tbe no "wealth
effects” on the parties’ preferences and that the parties bave
unlimited access to investment funds. These cenditions are implied
by our assumpticn that the parties are risk neutral sxpected profit
maximizers.
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parties., Secand, we do not claim that the partiés’ imability to
write complete contracts leaves their bargaining power unaffected or
that it has mo effect on the way risks are sharecd. Far éxample, an
ideal contract might have specified that if the technology used in
one party’s specialized investment becaomes obsolete, the second
party will reimburse the first half of the uramortized portion of
the cest of the investment, according tc some specified amortization
scheduls. With shart-term contracting, such an agreement waould most

often be impossible, so the distribution of risks is affected by the

~estriction to short-term cantracting. What is unaffected is thes
set of actions that the parties will eventually take, and hence the
efficiency of the agreed arrangemenf.

We will not provide é mathematical statement and proocf of our
praogesition here. lnstead, we illustrate the proof in the context
af a relevant sxample.

Consider the relationship between Fisher Boedy (the supplier)
and Genmeral Motors (the customer) analyzed by Klein, Crawford, and
Alchian. (We reviewed their analysis in section 1.) Suppase,
initially, that the relaticnship lasts for two periods. In the
first period, the pa?ties reach an agreement about plant siting ang
design (investments in specialized assets) and how the cost of
constructing the plant will be divided between the parties, Such an
agreement does not require knowledge about future contingencies and
specifies cenly the immediate actions to be taken and Mow they will

be compensated. In the secand periocd, the parties negotiate prices.,

possibly a fixed transfer payment, quality standards;, and a delivery
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schedule im full knowledge of the circumstances thern prevailing
(e.g.s current medel year body designs, demands for the various
models of autos, costs and availability of steel and substitute
materials, etc). By our assumptian of costless bargaining, regard-
less of the first period agreement, the second period agresment will
be efficient given the then prevailing ceonditions (imcluding the
results of decisions takenm in the first round).

Now cansider what would happen if the parties were to agree in
the initial period to make the efficient siting and plant design
decision.=2 Then, the actions taken in the second period would, in
all circumstances, agree with those specified under the hypotheti:#l
ideal contract. We therefore conclude that there exists a short-
term contract that could be signed in the first period that wouid
lead to efficient decisicns being takem in both the first and second
pericds. Actually, by varying who pays for the inttial investment
in the plant, all distributions of the fruits of these afficient
decisione cam be attained.®* Sp, any contract that leads to
inefficient decision making can be improved upon for both parties by
some contract that leads to efficient decision making. Therefare.

if the costs of short-term bargaining were zera., then the agreement

230F gourse, the parties do not know what conditions will later
prevail, so the design decision they reach camnot be based on that
information. By the efficient decision, we mean the declision that
would be agreed to on the basis of the available information if
perfect long—term contracting were possible.

#40ur assumption of opportunism implies that the future
agresments reached and actions taken do not depend on how the cost
aof the initial plant investment is divided.
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reached would indeed be one that leads %to efficient actions.=® This
argument can be extendad o encompass any number of dates of
transacticon.

What themn, was wrang with the argument advanced in sectien 17
Why shouldn’t the fear of opportunism by Germeral Motors make Fisher
Body unwilling to enter inta the arrangement? The answer is that
Fisher can be compensated for the risk by having General-Mctcrs bear
part of the cost of the plant. Why, then,; shouldn’t General Motors
fear that its gquasi-rents will be appropriated by Fisher? Because
the agreement can call for General Motors to pay fTor anly as much of
the plant’s earnings as it expects to appropriate in future negotia:
tigns. Threats of approprisation areg simply distributicrnal threats;
thaey are not threats to efficient action as long as bargalning costs
are zerog. Distributional threats among risk neutral partises with
common beliefs and no private information can be compensated by an

initial cash payment. The efficiency of market arrangements are

iimited only by the costs of negotiating efficient shgrt—t=rm
contracts. This conclusion points to the cenfral impartance of
pargaining costs in determining the efficiercy of market transac-
tions., We shall study the origims and determinants of bargaining

costs in secticn 3.

25Grossmarn and Mart (1986) reach the opposite conclusion in
their model of bargaining with specialized investments, despite an
apparent assumption aof zero bargaining costs., There are two key
differences that distinguish their model from curs. First, they do
not assume —-— as we do —-- that the bargainers are risk neutral
expected wealth maximizers. Second, they assume that even shart-
term contracts cannmot be written: The parties camnot contract about
what investmants to make in specialized assets and how to divide the
investment costs.




Qur third criticism of tramsactions cost theories concerns
their relative silence regarcing the scurce, nature and magnitude of
the transaction costs incurred in nmon—-market transacticns., Indeedad,
despite the firm beliefs of many sconemists that markets aften hold
great advantages aover non-market forms of grganization =% the
apbsence of these facters in the transaction cests theory leaves it
unclear (at least in terms of this theory) why market modes of
transacting are ever ta be preferred to nan-market cones.

ldentifying the costs of general non-market transactions is a
task to e apprecached with great caution. As Chandler (1942) has
documented,; business organizations have changed substantially and
repeatedly over the past century, and the digsabilities (transactiaon
-costs) suffered by an older farm of organization may be overcaome by
its replacement. Nevertheless, in sectiocn %, we shall argué that
there are generally identifiable costs of internal organization. A
"firm" is distinguished in cur analysis by its substitution cof some
amount o% centralized authority for the relatively unfettersd
rmegotiations that characterize market transaétions. And, we argue:
there are certain transaction costs that imevitably accompany the

existence of centralized authority.

Ré&prrow (1974, page 33) gives such primacy to the role of
markets that he holds that "organizations are a means af achieving
the benefits of collective action in situations in which the prics

system fails"! Here, he interprets organizations broadly. "Farmal
organizations, firms. labor unions, universities. or government, are
not the only kind. Ethical codes and the market system itself are

to be interpreted as organizations.”
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3. Bargaining Costs

What are the costs of bargaininmg? We have defined these above
to imclude the apportunity costs of the bargainers’ time, the costs
af monitoring and enfarcing the agreement, and any costly delays or
Failures to reach agreement when efficient productiaon regquires that
the parties cooperate. Qur analysis in this sectien will focus on
costly delays amd failures tec reach agreement.

The idea comes easily to economists that when parties to a
bargaining situatiorm have all the relevant infarmation, tney will
agree to some efficient bargain. Nash (1930, 1933) elevated this
proposition to am axiam in deriving his famous "bargaining s0lu-
tign." Coase (1960) made it the limchpin of his theory of praoperty
rights. Buchanan anrnd Tullock made the same point in cormnection with
their argument that only costs of private bargaining can justify
government pravision of goods or services:

We shall argue that, if the costs of organizing

decisions veluntarily should be zero, all exterrmaliti=s

would e eliminated by veluntary private behavior of

individuals regardless cf *he initial structure of

property rights. There weuld, in this case, be no

rational basis for state or collective action beyond the

initial minimum delineation of the power of individual

disposition over resources.®”

The evidence supperting this idea, however, is mixed.®% When
experimental subjects are asked to divide a fixed sum of money.s savy

10, they have little difficulty agreeing tao split the sum equally

without costly delays or disagreements. But when the thhing tc be

Z?Huchanan and Tullock (1962), pp. 47-48. Emghasis in origli-
nal.

28S=a Roth (198&8), for example.
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divided is more complicated - so that symmetry does not focus the
bargainers attention on an obvious solution = posturing, haggling,
and disagreement is more likely te occur, as each party seeks o
create or stake cut a reascnable-sounding position that gives it a
large share of the available rewards.

To get a better idea of how sericus these difficulties of

coordination might be, we turm to the analysis of a bargaining by

demands game. introduced ariginmally by John Nash (1930, 1733).

Thus, suppose thait two parties have $1 to divide. The rules are as
follows. Each of the twa partiess; A and B, makes a demand, a and D.
1f the demands are consistent with the available resources, that i;
if a + b cdoes nmot exceed $1, then each party gets what 1t has
demanded. If the demands are inconsistent, both parties get a
payoaff of zera.

If the problem were presented in just this way, the parties
would very likely =ach demand $.30, resulting in a S0-30 split, I
the terms used by Thomas Schelling (1%&0), the 30-30 split is an

obvious focal maint =— a way for the parties to coordinate their

demands. Mast real bargaining situations are complex, and focal
points may be absent or, what is just as bad, there may be many
facal poinmts. What should we expect to happen then?

For a game theoretic analysis, we may ask: What is the full

s=2t of non—coocperative equilibrium outcomes of this demand game?

These outcomes represent patterns of behavior that are consistent
with rational and well-informed self-interest seeking on Both sices.

The answer is that for any pair of positive numbers summing to Sl or
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less, there is a Nash equilibrium (possibly in mixed strategies®™]
of the demand game at which the players’ payoffs are precisely those
mumbers.2® There is also a Nash equilibrium in which both bar-
gainers demand the whole 3! and, as a result, both receive zerao.
Thus, there is ro compelling reasan to assume that the bargainers
carm or will always succeed in coordinating their demands to allow an
efficient agreement %o be reached, even when both parties understand
the circumstances and possibilities perfectly well. Guite the
contrary: “Rational" bargainers can squander an arbitrarily large
fraction of the available rescurces trying %o obtain ?avorable
bargains for their respective sides.

Remarkably, the presence of markets with alternative suppliers
and customers bidding for business virtually eliminates the poten-
tial for inefficiencies im bargaining. Suppose; for example, that
the bargaining situation is one that involves two suppliers and a
buyer, In terms of our model, there are three parties to the
bargaining - A, B, and C, who make demands a, b, and <, and the

demands are compatible if either a + & or a + ¢ is less than $1i.

29Mixed strategy equilibria are best interpreted as follows.
The probabilities adopted by a player at equiliprium represent the
other player’s subjective uncertainty about the demand his counter-
part will make. The existence of mixed strategy equilibria means
that the players can consistently be uncertain about what demands
their counterpart will actually make without attributing irrationa-
lity ar mistaken views to the octher plaver.

a2 Artually there are many such equilibria, but to varify the
claim it suffices to exhibit one. Let x and y be positive numbers
summing to one or less. Suppose that player 1 demands x with
probability y/(1-x) and demands l-y with the complementary probabi-
lity, and that player 2 demands y with probability x/(l-y) and l-x
with the complementary probability. This describes a Nash equili-
Brium im which player 1’s expected payeff is x and player 2's is v.
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The rules of the game are as follows. If the demands of the buyer
are incensistent with both suppliers’ offers, nmoc agreement is
reached and =ach party receives a payoff of zero. Otherwlise, the
buyer A does business with the supplier making the smaller demand,
or randomizes if the demands are eqﬁal. If the buyer and a seller
make consistent demandss each of them receives the amount he has

demanded. Almost all tha "éuuilibrig“ of this "auctign' wversion of

the demand game are efficignt.®* Moreover, the buyer receives all

the surplus at equilibrium; this is just as in the competitivg
market cutcome.

Variations on this three—-party demand game lead ta the same
conclusion. For example,'suppcse that if the demands are consis-
tent, are or the other party gets $1 minus the other party’s
demands, or that the parties split the difference. In =ach of these
games,; essentially all of the equilibria lead tao the efficient out-
come im which all the surplus accruss to the buyer. This is the
natural result of bidding competition amang the suppliers.

The demand games just described can be interpreted as models of

a competitive supply market. When perfectly competitive suppliers

31le have in mind a refinement of the Nash equilibrium netion
hased on the idea of iterated daminance, applied to this game with

an infinity of strategies for each player. To compute our equili-
Brium, we first limit the parties to name integer multiples of some
discrete urit, e.g. pennies. Next, we eliminate weakly dominatad

strategies to create a new game with a smaller strategy set and
iterate, applying the dominance criterion recursively until no
further reduction in the set of strategies is achieved. We then
caompute the Mash eguilibria of the reduced game. At svery such
equilibrium, each supplier demands apprcximately $0 and the buyer
demands approximately S1. Passing to the limit as the unit aof
account grows small isolates this equilibrium of the original game.
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must make simultanequs offers, competition ameng them reduces the
scope for disagrezement with the buyer, leading tec efflcient cut-
comes. The two-party demand game, by contrast, illustrates the
inefficiencies that may result when there is but a single supplier.
Specialized assets tend to give rise to a sele supplier condition,
which is accompanied by a struggle for rents and censeguent Sar-
gaining inefficiencies. Thus, specialized assets gaus= bargaining
costs, which may explainm the pgredictive succssses of the redeived
transaction costs theory.2=

The first class of bargaining cssts, then, take the faorm of
"coardination failures"; they ariss when there exist multiple
patterns of mutually consistent self-interested behavior that
individualé cduld adept, and market institutions fail to ensure that
gnly the efficient patftermns actually emerge. Both standard =conrnomic
theory im the traditierm of Adam Smith and the transaction costs
theory have typically assumed that, with competitive supply condi-
tions, market mecharisms ocvercome these coordination problems. The
analysis offered above does not contradict thét view. However .
recent studies involving detailed models of market institutions for

price amd guantity determiration do raise doubts about this assump-

A2Panmri Asanuma (1F85) has posited that, in Japanese subcan-
tracting relationships, the technological prowess of the suppliar
and the importance of the part supplied affect the bargaining power
distribution among parties just as asset specificity dces. IT these
factars are alsoc similar to asset specificity in creating bargaining
indeterminmacy then they threaten to create coordinmation preblems and
may lead to the creation of specialized governance structures to
alleviate the situation. In Japan, subcontractor associations {(such
as the Association of Toyecta Suppliers) may fill this governance
role.
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tion, especially when more than two parties must agree in order to
realize the benefits of exchange (Roberts, 1986), Qf course, a xay
task of management is achieving coordination of actions within an
organization, so recognizing the possibility of coordination
failures’ arising even in a competitive system of markets streng-
thens the case in faver of internal organization.

A second source of bargaining inefficiencies are measurement
(informatiomn acquisition) costs. These costs have been emphasizead
by Sarzel (1982) and by Kerney and Klein (1983) as a orincipal
explamatory variable for specialized contracting practices and .
vertical integration. The idea is that individuals operating urnder
standard short—term contracts will expend socially excessive amounts
of resources on determining the private bermefits and costs of an
agreement when only its total costs and berefits (efficiency)
matter.

As an example of how measurement costs affect market arrange-
ments, both of the papers cited above discuss the Central Selling
Organizatian (CS0O) of the De Reers groups which in 1980 supplied g0-
85% of the world market in diamonds. Kenney and Klein describe the
CS0’s marketing practices as follows:

"Each of the CSO’s customers periodically informs the

CSO of the kinds and quantities of diamonds it wishes to

purchase. The CS0O then assembles a single box f(or ‘

"sight") of diamonds for the customer. Each box contains

a number of folded, envelope~like packets called papers.

The gems within sach paper are similar and corraespond to

ane of the CSO’s classifications. The composition of any

sight may differ slightly from that specified by the buver

secause the supply of diamonds in each category is

limited.

Once every five weeks, primarily at the CSO's offices
in London, the diamond buyers are invited to inspect their




sights. Each box is marked with the buyer’s name and a
price. A single box may carry a price of up to several
million pounds. Each buyer examines his sight before
deciding whether to buy. Each buyer may spend as long as
he wishes, examining his sight to see that sach stone is
graded correctly (that is, fits the description marked an

sach parcel)., There is no negotiation owver the price or
compositicn of the sight. In rare cazes where a buver

claims that a stone has been miscategorized by the CSO,
and the sales staff agrees, the sight will be adjusted.
If a buyer rejects the sight, he is offered no alternative
box. Rejection is extremely rare, however, bDecause tuyers
who reject the diamends offered them are deleted from the

list of invited customers,
Thus, stones (a) are sorted by De Beers into imper-—

fectly homogenecus categories, (b) to be sold in preselec-

ted blockss (g) to preselected buyers, (d) at non—-negoti-

able prices,; with (@) buyers’ rejection of the sales offer

leading to the withdrawal by De Beers of future invita- .

tions to purchase stognes,” ¥

What accounts for these nmon-standard practices? If ordinary
market arrangements were used; with the buyer and seller evaluating
and haggling over each stone or group of stones, an inordinate
amount of resources would be wasted in the evaluation and agreements
might not always be reached. The buyer would carefully svaluate
sach rough stone to determine how to cut it to create the largest,
most flawless and valuable cut diamond, and use that information to
estimate the stone’s value. To bargain effectively, the seller must
be equally well informed, which would require a substantial non-
productive investment an the seller’s part. If the buysr and seiler
were to fail to agree on a price, another buyer would have to

under take the same evaluation, resulting in a duplication of effort

- ard waste of resaurces.

K @anny and Klein (19893), page SC2. Emphasis added.
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Given De Beers’s initial clgssificaticn, there is little tc be
gained by further refinement in allocating diamonds among buyers.

In a traditional market arrangement,; customers weould evaluate écme
stones that they will never cut and the seller, in self defanse,
would examine stones more cleosely than it would atherwise need fo
dao. The De Beers sysitem minimizes ?ﬁese measurement costs; which
ére attendant to haggling over price, and so represents one possible
efficient response. The particular institution described also
assigrns most of the gains to De Beers, raeflecting its moncpoly
positian.

Notice how the De Beers system moves away Trom markets and
introduces an element of cenmtralization. Haggling is eliminatzda and
the CSO is given authority to allocate the diamonds subject to
certain categorization rules. If the buyer refuses his sight, he
can terminate his relationship with De Beers. This is analogous to
the right that an employee cof any business crganization nas who is
unhappy with his wage or job assignment) he can guit.

Even the most casual review of markets ernables orne to identify
many circumstances in which pre-sale product evaluation and negotia-
tiom by the buyer would mot help to allocate goods more efficiently
but would give the buyer an 2dge in bargaining. In such circumstan-
ces, alternative arrangements that econcmize on these costs should
be expected. Barzel uses this idea teo explain the packaging of
fruits and vegetables (which discourages product evaluation) and

product warranties (which make zareful product evaluaticns less




valuable to the buyer,; and so reduce measurament activities).,@*
Kermey and Klein use it tec explain the packaging of diamonds and the
"Block booking" of movies (which prevents theatre owners from
picking and choosing among new releases and so =sconomizes on
measurement costs). The royalties paid to authors of books can be
similarly explained. If fixed fees were paid to an author, the
campeting publishers would be led to incur excessive costs estima-
ting the book’s market potential for fear aof the "Winner’s Curse"
according to which they acguire rights only to books of low poten-
tial thaf sther publishers spurn.®® The use aof rovalties to
compensate authers alleviates the Wirmer’s Curse by making the
publisher’s'payment depend an actual, rather than estimated.,
sales.®* Part of the costs of allowing speculators to trade in a
cammodity market is thaf their trading profits must compensate for
their unproductive investments in the information that is so
essential to them.3” The fact that these last markets are auction
markets with little explicit negotiations has little impért for our

argument.

F«Prepackaging,; of course, brings with it other costs. Stores
may bSe inclined to economize on the newly unobservable guality.
Warranties may provide a partial remedy for that, but they may k=2
costly to exercise and may encourage customers to abuse goods.

3SRecall that our expansive definition of bargaining cost3
includes the costs of preparing bids in the esvent that there ars
several competing suppliers or buyers.

BaThe use aof rovalties also results in higher compansstion, on
average, for the author, esven holding the publishers’ information
fixed, See Milgrom (1987).

B7Cge Hirschleifer (1971).

+
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In general, measurable variety in the quality of an input
increases the efforts that bargainers put into measurement activi-
ties, and hence increases the costs of market arrangements. sSuch
diverse arrangements as vertical integration, product warranties,
arnd mom—-starmdard market arrangements may emerge as the parties
attzmpt to ecomomize an these costs.

A third source of bargaining costs,; and the one most often
emphasized in the recent thegretical literature®® i3 pfivate
imformation about preferences. Parties may be delayéd in reachimgr
an agreement, or may even fail to reach an agreement at all, when
one insists: "lt’s only worth $30 to me and I won’t pay a penny
more," even though the actual value to the individual may in fact be
far greater. Such misrepresentations are possible anly to the
extent that the seller is unsure of the buyer’s actual valuation,
Moreover, given uncertainty about whether trade is efficisnt,
bargaining costs are inevitable, regardless of the.bargaining
procedure used.’ "™ Intuitively, one expects that the greater the
parties’ uncertainty about one another’s valuations of a proposed
exchanges the greater the likely bargaining costs. **

Our analysis of the sources of bargaining costs has been

tamtative and preliminary. Yet, it has served more than ane

amGeg Sutton (1986) for a recent survey of non-cooperative
bargaining theory. -

3vSee Myerson and Satterthwaite (1983).

“4oTa the best of gur knowlsdge, however, this proposition has
been nowhere formally established.
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valuable purpose. 1t has reinforced the logic of tranmsaction costs
theery, provided a unifying perspective from which to investigate
two previously distinct branchés of tramsaction costs economics —--—
that based on specialized assets and that based on measurement costs

and pointed to a mew agenda for bargaining theorists and experimen-

ters.

4, LCosts of Centralized Authority

Accounts of the sconomic growth of the West often emphasize the
decentralization of economic control rights. As Rosenberg and

Birdzell have recently written:

"We have emphasized the part played by innovaticon in
Western growth. The decentralization of autharity to make
decisions about inmmovations, together with the resources
to effectuate such decisions and tao absorb the gains or
losses resulting from them, merits similar emphasis as an
explamation of Western inmovation. This diffusion of
autkority was interwoven with the development of an
essentially autonomous economic sector; with the wide-
spread use of experiment to answer guestions of techno-
logy, marketing, and organization for which answers coutid
be fourmd in no other way; and with the emergence of great
diversity in the West’s modes of organizing sconemic
activigy."*?

Thus, Western economic history suggests that centralization
stifles imnovation. Is tﬁis a generalizable proposition? Even if
one agrees that guild, church and feudal authorities sqguelched
experimentation and innovation in Medieval Europe and that the
mandarinate in Chira, the feudal lerds in Japan, and the mullahs in

+the Islamic world had similar effects in their own domains, the

Mistorical evidence is still insufficient %o establish that a modern

“i1Rosenberg and Birdzell (1986), page 24.




central planner, who has studied the lessons of history, cannot
guice an =sconomy to duplicate and imprave upen the histerical
perfaormance of market sconomies.

Why can’%t a centrally planmned, consciously coordinated system
always do at least as well as an unplanned, decentralized ome? Same
scholars, failing to find an answer to this gquestion, have boldly
(and we think, wrangly) concluded that there is ngo answer. In his
1928 Presidential Address to the American Economic Association,
Frederick Tayler held that socialist ecomomies camn allocate gocds as
wall as capitalist =mcanemies because they can duplicate those (
sconamies irm all their desirable respects:

“In the case of a socialist state, the proper method of

determining what cocmmodities should be produced would be

in outlinme substantially the same as that just described

Efor capitalist scormemies]. That is, the correct gensral

procedure would be this: (1) The state would ensure to

the citizen a given maorey income and (2) the state would

authorize the citizen to spend that income as he chose in

buying commocdities produced by the state -— a procedure

which would virtually autnorize the citizen fo dictate

just what commodities the economic autherities of the
state should produce.”“=

Substantially the same puzzle arises in trying to explain why
there are any limits to the size and scope of firms. Thus, econo-
mists have asked: “"Why, if By orgamising one can eliminate certain
costs and inm fact reduce ithe cost of productions are there any

market transactions at all? Why is nmot all production carried cut

“ATaylor (19328), paée 4,
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By ore big firm?"==2  and, "Why can*t a large firm do everything
that a collectian of small firms can do, and more?““;

We shall argue that there are pradictable costs of centralized
control - wnhether in firms or economic systems - that are not
present in more decentralized organizations. Further, we shall take
the point of view that what mest distinguishes an actual firm from
higher and lower level business organizatiens is the autcnomy of its
top manager, that is, the top manager’s broad rights to intervene in
lower level decisions and the relative immunity of his own declisions
frem intervention by others.*® From this perspective, the princi-
oles that guide the firm’s decision to make ar Bbuy an imput carn be
applied equally well to evaluate the productive efficiency of the
capitalist and sccialist economic systems.==®

Although our argument will treat the firm in a capitalist
2comemy as a unit with considerable autonomy, one should not
underestimate the degree of centralized authority present in market
acanaomies. Courts settle contract disputes and interpret the law.
Sovernment agencies issue permits, restrain certain business

activities, and enforce orders of the courts. Legislatures enact

=3Cgase (1737), page 3%93.
“sjillismson (1%8&6), page 131l.

«=This contrasts with the views of Coase (1937, page 3B9) that
“the distinguishing mark of the firm 1s the supersession of the
price mechanism" and ef Alchian amd Demsetz (1972) that a firm is
princigally a "nexus of contracts.” : .

“sn full comparison of the systems would of course entail much
more, including their distributional, political, and moral charac-
teristics.




taxes and laws to gaovern contracts, to limit firms’ rights to
pollute oar engage in dangerous activities, to gavern foreign trade,
to control the use of land, and to promote sucietal ends such as
development af the arts or improving the economic status of wamen
and minorities. 1f our principles are indeed general cnes, then
these forms of centralized intervention must be subject to some of
the =zame kinds of costs that accompany the cresaticon of centrallzea
executive authority in the firm.

Nor da we wish to overestimate the degree of centralized
authority in firms. In its most decentralized, multidivisional
farm, busimess organizations allow division mamnagers considerable
autenaomy frem the central office. The holding campanies that
existed in the United States in the early twentieth century were:
even more decentralized; their central offices were little more than
s substitute for the capital markets and bankers. However, in this
essay,; we shall regard these holding companies not as firms but
instead as packages of separate, independent firms.

For cur purposes; then, a firm is a business organization with
a central office that retains substantial discretionary autharity as
well as substantial independence from other discretionary authori-
ties. In capitalist economies, several institutions agperates to

3
support the much more'extensive centralized control exercised by
executives within firms than by courts or government agencies acting
from outside the firm’s boundaries. First, property rights tand to
limit interventions by government agencies more than interventions

ny executives, because property rights generally reside at the
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executive level or higher within the firm. Thus, a court, a
regulatory agency, and a firm’s central office can all order a
polluting plant to cease gperations until the problem is fixed, but
the central office can aleso replace the plant manager with another
manager if it finds that to be the most effective way to do the job.
Second, executives gernerally have better and more fluid information
systems than courts or government agencies do. Managers in firms
hear mos:t of the important information they need in conversatieons
and meetings where they have the opportunity to guery the sgurcge
informally to resclve ambiguities and acgquire needed detail®™i this.

stands in marked contrast te the written reports or adversary

proceedings on which agencies and courts rely. Finally, axecutives
can deliver inmcentives directly where they count most -~ to indivi-
dual employees -- and the incentives can take the form of rewards

such as pay increases, Bonuses, promotions, or desirable assign-—-
ments, ar tﬁe form of punishments (undesirable transfers or assign-
ments or layoffs). The incentives offered by courts and guvernment
agencies consist mostly of threats to collect penaltiss against the
firm’s treasury. |

Moreover; although some laws explicitly allow discretiaon to

regulators,; and others are so vague that the cgurts have considera-—

“?Mintzberg (1973) summarizes the results of the many diary
studies of how mamagers spend their time with the remark (page 358)
that "gossips, speculation and hearsay form a most important part of
the manager’s infermation diet." Also (page 38); "Wirtually every
empirical study of managerial time allocation draws attention to the
great preportion of time spent in verbal communicationss with
gstimates ranging from S7 percent of time spent in face-to-facs
communication by foremen to 89 percent of episodes in verbal
interaction by middle managers in a manufacturing company."”
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Ble latitude to interpret them, the role of courts and gavernment
agencies is principaily to enforce rules, and the court or agency
must justify its actiom or decision in terms of the particular rule
te be enforced. This procedure denies courts and agencies the kind

of fullyv discretiomary authority that the central office of a firm

can exercise.

So, capitalist institutions support the structure of authority
we have described as characteristic of the firm; Given this charac-
terization, what are the diseconomies of organizing transacticns
intermally within the firm? To bBring the gquestion intoc sharper
focus, consider the case where a multidivisional conglomerate Ffirm
buys another firm and resolves to run it as a separate and indepen-
dent divisiaon. This is a critical case for the theory, sinces such
an acguisition represents a clear increase in centralization free of
the canfounding effects that come from the acquirer’s attempts tc
imtegrate the acguired firm’s assets and cperations with 1ts cwn.
Experience shows that the performance of the acguired firm does
sometimes defericrat91 By what mechanism coes this deteriocratian
cceur?

The acquisition of Houston 0il and Minerals Corporation in late
1980 by Tenneca, Inc. (then America’s largest conglomerate) is
tllustrative.*® Although Tenneco had resolved to run Houston as an
independent subsidiary, before a year had passed, Tenneco "had lost

34% of Housten 0il’s management, 25% of its explorationists, and 157%

«“®The account given here is based on that given by Williamsan
(1986), page 1358. MWilliamson cites an article in the Wall Street
Journal of February 9, 1982 (page 17) as his original scurce.
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of its productiom people, making it impossible to maintain 1t as a
distirmct unit." A Tenneco executive commented on the difficulties
of bringing Houstons; which was accustomed to giving large praduc-
tign-related boruses to key people,; into the conglomerate: “"lWe have
to ensure intermnal egquity and apgply the same stancard of compensa-
tion to everyone."*® Why did this failure accur? And why did the
sxecutive insist omn the meed for "squity” and a commenly applied
"standard of compensation"?

There are, we claim, three kinds of casts that gquite generally
accompany incresases in discretionary centralized authority, and
these apply in varying degrees to the case of conglomerate diversi-
ficatiaon. The first is that an individual whose authority has been
increased may De unable to resist the temptation to interfere where
he éhOuld mat. This may happen simply because the individual feels
an imperative to manage; that is what he is paid to do. Business
people often cite this imperative to intervene as one cost af large
governmment bureaucracies; the bureaucrats look for something to do
whether their intervention is helpful or not. Or, the individual
may have an actual perscnal interest in the decision: Will the
empty 10t next ta the apartment building owned by the park commis-—
sioner’s cousin be converted into a city park? Will the executive’s
protege be appointed to replace a retiring division head? For baoth
of these reasons,; one should expect that authorify granted will bs
exercised more often and in. other ways than efficiency cansidera-

tions alone would cdictate.

“%®Quated inm the Wall Street Journal, February %, LFE2, page 17.
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In the case of caonglaomerate integration, a previously separate
firm, formerly protected from Qiscretionary interventions by its
nroperty rights, becomes subordinated fto a new gexecutive autharity.
The individuals with newly augmented authority might seek to put
their groteges inmto some of the high paying pasiticons at the
subsidiary, or they might seek to divert some af the subsidiary’s
capital budget to fimance thelr own pet brajects. On the ather
hand, a streng, honest central executive who is aware of this danger
might sometimes thwart such attempts at interferéﬁce.

There is a ;eccnd kind c? cost associated with discretionary |
authority that is imcurred even when the central autherity is bcth;
incorruptible and intelligent encugh not to interfere in aperations
without geood reason. A central office executive daeé not live om an
island; he commonly relies extensively on others for information,
suggesticns, and analysis to reach effective decisions.®™® If., as
Milgrom (198&) holds, the employees affected by a decision are of tarm
the very ones on which the executive must rely to make the deﬁision
well, then the employees’ efforts to influence the decision will
impose costs on the crganization. They may be led to distort the
information they report, to withhold infermaticn from the central
affice amd from other employees, and to spend valuable time poli-
shing their credentials, establishing their gualifications for a

desired assigrment, or even just thinking about how they might

SC0rrowm (1974, page 33) holds that: “The purpose of organiza-
tioms is to exploit the fact that many (virtually all) decisions
require the participation of many individuals for their effective-
ness. "




influsrce some decision. Managers, worried about how higher
autherities will evaluate their performance, may avoid risky invest-
ments that the firm should undertake because such investments pose
career risks if they turn out badly.®! These distortions in the way
empléyees spend their time, report their infarmation; and make theilr
decisions cause a toss of productivigys which is ane category of

what we call influence costs. They are a cost of discretionary

authority because they ariée only when there is amn autharity whose
decisions can be influenced. ‘

THe costs of centralized authority so far described depend to
some degree on the incentives that exist within the agrganization.
Consequently, they can be at least partially alleviated by careful
crganizationél design. Halmstram and Ricart-(lqaé) nave investiga-
ted now a firm can, by carefully designed capital budgeting prac-
tices that reward investment and growth ger se and establish high
intermal hurdle rates for investments, alleviate some aof its
managers’ natural rEIQCtaﬂce to unqertake risky-but—pfofitabLe
imvestments. Milgrom (198&) and Milgrom and Roberts (1987) have
axamined how compensation and promotion policies can be used to make
employees more nearly indifferent about company dacisions,s so as to

reduce resistance to change and other decision making distortions.™

Am alternative to compensation policy for alleviating influence

TiCme Holmstrom (19382).

=3 armar (198&) makes the related argument that wage "sguality
is desirable on efficiency grounds. The compression of wages
suppresses unwanted uncoocperative behavior" when employees compete
for good jobs on the basis of comparative performance.
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costs iz the use of rules to restrict involvement in decislion
making. We have sxamined this option angd its implications for
corperate organizaticon in detail in another essay, % sg we shall nmot
consider it further here.

Japanese firms make some use of both wage policy and rules to
facilitate extensive involvement of their employees in decisior
making without encouraging excessive influence activities. Their
aractices of lifetime employment far key decisionmakers, relatively
small wage differentials within age coharts and relatively low wages
for senior executives,?* amd promoticns based in ccnéiderabla degrae
or seniority®® combinme to insulate employees from the effescts of tHe
firm’s investment and promotion decisions and toc make promotian
decisions relatively immgne to influence. Japanese firms, like
their counterparts around the world, sometimes spin off aor isolate
unprofitable subsidiaries in crder fto prevent the urmprofitable

subsidiaries from imposing large influence costs on the organization

=3Milgrom and Roberts (1987).

=an(T)he Nikkeiren report (asserts) that the pre-tax annual
campensation level at the top of the Japanese company is low - about
$100,000., This generally low level of pay for Japanese top manage-~
ment is barme out by other reports; for example Fgortune of 17 March
1984 reported on ‘salaries of Japanese chairmen and presidents.
which range form $S0,000 to $250,000 depending on company size.’
Fortune also commented on U.S. executive salaries. *In 19BE at
least 85 American chief executives esarned more than $1 millicn.
Abegglien and Stalk (1983), page l92.

LT

"SAbegglen and Stalk (1985, page 204} report that: "Promotion
ig also a function of age in the Japanese firm, being provided
within a predictable and narrow age range. Not everyone gets
promoted-—the escalator cannat carry everyone to the top floor--but
promotion will rarely if ever take place until adeguate seniority
mas been attaimed."
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in attempts to claim corporate resources to cover their losses, and
to force them to curtail operations.®® Each of these devices to
alleviate influence costs carries costs of its own. Leveling the
wage distribution interferes with the other functions of wage
palicys for example it increases the risk that valuable amployees iIn
key positicens might guit. Emphasizing seniority over talent can
result in 2 mismatch between employees and their jobs. Rewarding
sheer investment can cause managers to spend too much time searching
for more or bigger investments, rather than higher vyielding ones.
Isoclating divisions narrows the range of options considered and may
reduce valuable communications. All of these distortions and losse;
that Tirms suffer to reduce influence activities can themselves be
categorized as influence costis.

In our sxample of the conglomerate merger, iﬁfluence costs can
affact Both the nmew division head (the former chief executive of the
acquired firm) and the old division heads. Either kind of division
Read may demand that the others purchase supplies from it. For
example, a division head may argue that although his division’s
prices, based on average costs, make his product appear unattractive
to the acguiring division, imternai acquisition still serves tge
overall firm’s interest because the margimal costs of praoduction are

low. FEither kind aof divisien head may play pelitics in an attempt

senbegglen and Stalk (1995, pp 2¢-25) describe haw three major
Japanese companies, Mitsubishi Chemical., Sumitomo Chemical, and
Showa Denko, responded tc the crisis in bauxite smelting caused By
the oil price inmcreases of 1973.  "The aluminum producing units havs
been separated freom their parent companies to isolate the problem
and the losses, and their production facilities are being steadily
reduced.” o




&7
ta influence job assignment, pay, and capital budgeting decisions.
Thaese are rew and costly uses of at least the new divisicon head’s
time that were not incurred in the same form® befors the firm was
acquired. Finally, division heads will expend some rescurcss on

defernsive infiuence. For example, the rewly acquired firm must be

prepared to explain why its positions should be filled by promotion
fram within the divisicn, ar why its salaries and bonuses —-- high By
comparison with those of employees 1in other divisions =-— should not
be made part ofithe larger organization’s general salary pool.

Taken together,; the activities just described could consume &
major porticn of the time of division heads and central offics ‘
sersonnel, diverting them from mare productive activities. The
boundaries that exist between independent firms serve to reduce the
possibilities for influerce.”® (Consequently, Those boundaries
reduce influence costs.

The third categery of costs associated with discretionary

centralized authority are the costs of corruption (illicit influence

costs): The central authority may seesk bribes or other favors and
may block efficient decisiomns when the bribes are rnot paid. OGOr, it
may favor an inefficient supplier who has cffered a bribe over a

more efficient supplier whe has not. Bribery scandals invaelving

=70f course, the former chief executive may have spent some
time with bankers or in attempts to impress his stockholders and
directors. OCur presumption is that he had greater autonomy from
these authorities, and hence that he spent less time trying to
influence them.

Z8Some influence activities do occur across firm boundaries.
The prime example of this is selling. A good salesman is omne who is
sguccessful at influencing the buyer’s decision. )
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aublic officials are frequently reparted in the press. Also
reported are cases of sexual harassment where hosses demand sexual
favors of candidates for premotion. Among the legal forms of
bribery in the United States are the gifts given by many companies
ts the executives af their customers {unless the customer is a
government entity). Wherever there igs discreticnary authority over
decisions that peocple care about, there is a temptation teo offer cr
solicit bribes,

In éhe Houston Sil and Mineral case described abave, the most
likely explamnations of the failure of Temneco tc run Houston as an
independent subsidiary lie in the first two categories given abave.
Termmaco's executives may have s2en an cpportunity to cut the wages
or benefits‘of Houston’s generously compensated professional
workfarce, disbelieving Houston’s protestations that the results
would be disastrous. Or, the emplovees of the other divisions may
mnave coveted similar compermsation packages, raising the costs to the
arganization of making an exception for Houston. Either way, the
mere existence of anm executive with discretionary authority to
intervene impbsed costs that would have been avoided if Houston had
remained a separate firm.

So far. we hmave focused exclusively on the costs of discra=—
tigrary centralized authority. There is another aspect of the
centralization that is logically separate from authority to make
discretiomary interventions; it is the requirement that lower and
middle lavel managers obtain authorization to undertake actions

outside of some narrow,; pre-spproved set. Restrictions of this kind
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may te an efficient way to provide incentives (Crawford ancg Sobel
(1982)) or to improve coordination among diverse parts of the
organization even when there is no incentive problem (Geanakoplos
and Milgrom (19835)). However, tc improve coardination by specifying
that exceptions must be referred up the hierarchy (Galbraith (19773)
requires that the number of exceptions remain limited.®™ 3Zince
experiments and novel procedures are exceptional by nature and
because they lack the urgency of exceptions arising in normal
cperations. the approval systeh limits the capacity of the organiza-
tion to experiment and imnnovate.

There is one common exception to this rule; 1t arises when a
manager is free to act without approval to make purchases or
investments not exceeding some cash amount. 1f, when comparing
lists of pre-approved actions within a given authority structure, we
say that centralization is increased when the list is reduced, then
we can understand a system of budget limits as a relatively decen-
tralized version of the gre—-approval system. Then, greater decen-—
tralization makes more experimentation and innovation possible.

lLarge modern firms often achieve a considerable degree of
decentralization in this second sense. Units have great autonomy
about how to spend their budgets and price their products. Some
large firms, inmcluding IBM, DEC, and General_Electric, have some-

times created special units to innovate new products and processes

%% The gther agpca-=n% alternative —-- expanding the central

gtaff —— has costs o7 L3 cwn, It negates unity of control, leading
to greater difficulties in assigning responsibilities for the
perfoirmance of wvarious units. 1t alsoc makes it harder for top

management to coordinate the handling of excepticns.




free from the mormal system of approvals of the firm, Thus,
although centralizaticn in the sense cf "approval systems” has
generally been much higher within firms than in markets, we do nct
regard the costs of centralized approval systems as being imevitably

imcurred when a central discretionary authority is created.

5, Influence Costs in the Public Sector

Our theory of influence costs dovetails with recent ecanomic

theory of rent-seeking behavior. The seminal sssays in this theory

are those by Tullock (1967), Krueger (1974), and Posmer (19731, all
of which are reprinted in Bucharan, Tollison, arnd Tulleck (1980).
The theory holds that government interventions in the sconomy -
whether in the form of tariffs, regulations, the awarding of
memopoly framchises, or various attempts to correct market failures
- are castly because they create rents and so lead fTirms and

citizens to waste resgurces attempting to capfure those rents, its

conclusien that rents lead to imefficiencies only when they result

-
a

from government intervention®® is, we believe, a mistake. QOur
general proposition is that any centralization of authority. whether
in the public eor private sector, creates the potential for interven-
tion and S0 gives rise to costly influence activitiess; licit and

illicit, and to excessive intervention by the central authority.

soguchanan (1980) advances this proposition.




These costs need to be weighed against the benefits of centrallzed
authority to determine the efficient locus of authority.=*

Of course, our thearetical argument that increased centrali-
zation leads to increased infiuence applies with as much force to
govermment and non-profit organizations as to firms. As an empiri-
-al matter, then, we should look for influence activities and their
costs im the halls of goverrment as well as in the executive offices
of firms. Instances of influence in government are not difficult o
fimd, The frustratiem of U.S. federal government officials who try
ts manage the naticn’s affairs in the face of constant attempts ati
influence was highiiéhted in raceﬁt testimony by the U.S. Secretar;
of State:

"Nothing ever gets settled in this ftown. It’s not

like running a company or even & university. It’s a

seething debating society in which the debate never stops.,

in which people never give up, including me, and that’s

the atmosphere in which you administer."=%

The current crisis in tort litigation in the United States
provides a second illustration of the importance of influence costs

in government. The crisis has arisen in part from the irmcreasing

fraguency with which novel legal arguments win. In effect, <ourts

si1fs we have already indicated, for firms, centralization may
reduce or eliminate bargainming costs. Alsc, as Milgrom (1986) and
Milgrem and Roberts (1987) have argued, the influence activities
themselves may have a role to play in improving decision making;
since the influencing parties may have information and suggestions
that will be of value. In similar fashion, lobbyists and cther
advocates may contribute to better government decisionmaking,s and
that possibility must be weighed in any fair-minded evaluation aof
the ecanomics of govermnment intervention. '

“2Cagrge Schultz, U.S. Secretary of State, testifying to the
House Foreign Affairs Committee, December 8, 1984, as reported in
the OQakland (California) Tribune, December 9, 17864,
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are increasingly acting like discretionary authorities, and liti=-
gants are incurring costs in their afforts to capture the newliy
appropriable sums. The costs to the United States of this litiga-
tionm, in which some of the nation’s fimest minds are diverted into
largely nen-productive legal activities and talented corporate
executives are led to devote a large part of their time to defending
and avoiding lawsuits, are enormous. The offsetting gains, faor
example in terms of improved justice{ are much harder to estimate.
Limits on damage awards,; which are puzzling in standard economic
theery,;®® are easily understood as a device to reduce influence
costs.

The impertance of limits on the discretionary authority of
government for encouraging economic development is clear in the
2conomic histary of Western Europe. Rosenberg and Birdzell have
identified these limits as among the key factors that encouraged the
cdevelopgment of trade and early capitalism:

“"Same of the institutional inmovations reduced the

risks af trade, either political or commercial. Among

them were a legal system designed to give predictable,

~ather than discretionary, decisions; the introduction of

bills of exchange, which facilitated the transfer of money

and provided the credit need for commercial transactions;

the rise of an insurance market; and the change of govern-—

mental revenue systems from discreticnary expropriation to

systematic taxation — a change clossly linked to the
development of the imstitution of private praoperty."®*

©37 traditional ecomamic analysis of damage awards might held
that, since the court will sometimes fail to find fault where it
should and since damage awards must provide the economic incentive
to take care to protect against losses, the award should be larger
than the actual damage suffered when the garty 1s found guitlty. It
is this logic that underlies the treble damage rule in antitrust.

s“Rosenberg and Birdzell (1986), page 113.
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&, Summary and Conclusions

We hmave examined the organization of ecomamic activity under
the hypothesis that capitalist economic institutionms are so corga-
rized as to minimize the sum of the costs of resources used in
production and the costs of mamaging the necessary transactions.

The costs of nmegotiating short term contracts emerged as the
distinctive costs of the traditiomal market mode of transaction. An
analysis o% the determimants of these bargaining cests indicatad
that two leading theories - ome attributing the market transacticn
costs primarily to specialized assets and the other attributing them
primarily tc costs of measurement - could both be subsumed under the
bargaining cost apprcach.

ThHe costs associated with non-market forms of organization have
received little attention in the existing literature, but must be
assessed to identify when the market form of organization is more
gconamical than inmtermnal preocurement., As a first step, we argued
that transactions within firms in a cé;italist econamy are charac-—
terized by greater centralization of authority than market mediated
transactions,. Indeed, the autonmomy and discretion af tap management
and the lesser autanomy of lower levels of management is the
principal defining characteristic of the firm.

Whenever a central authority with discretion to intervene
gxists, whether that authority is a 6cvernmenta1 unit or an execu-~

tive within a firm, certain idenrntifiable costs are incurred. These

include (1) a tendency for excessive interventicon by the authority,
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moth bacause intervening is his job and because he may have a
personal interest in certain decisions, ¢(2) an increase in the time
deveted to influence activities, as interested parties seek to have
the autharity intervene in particular ways or adept their favored
alternatives, and (3) a degradation of decision making resulting
from bribery and other illicit influence activities.

Another impertant kinmd of centralization in organizations
sccurs when lower and middle level managers must have approval from
are of a small number of executives toc emplay any exceptional
procedures. Centralization of that k;;d inhibits and delays experi-
mentation amd inmavation. It delays by addinmg ancther step te the |
process of implementing an innovation or experiment. It imhibits by
creating a bottleneck that limits the rate at which nan-standard
arocedures can ze introduced. However, unlike the cther consequen—
ces of creating a central discretionmary authority, this one can be
and semetimes has been avoided by the simple expedient of giving
broad budget authority to department or division managers while

-

still retaining the right to intervene as needed.
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