


THE MECHANISMS
OF GOVERNANCE



This page intentionally left blank 



THE MECHANISMS
OF GOVERNANCE

Oliver E. Williamson

New York Oxford
OXFORD UNIVERSITY PRESS

1996



Oxford University Press
Oxford New York

Athens Auckland Bangkok Bombay
Calcutta Cape Town Dar es Salaam Delhi

Florence Hong Kong Istanbul Karachi
Kuala Lumpur Madras Madrid Melbourne

Mexico City Nairobi Paris Singapore
Taipei Tokyo Toronto

and associated companies in
Berlin Ibadan

Copyright © 1996 by Oxford University Press, Inc.

Published by Oxford University Press, Inc.,
198 Madison Avenue, New York, New York 10016

Oxford is a registered trademark of Oxford University Press

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted, in any form or by any means,

electronic, mechanical, photocopying, recording, or otherwise,
without the prior permission of Oxford University Press.

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted, in any form or by any means,

electronic, mechanical, photocopying, recording, or otherwise,
without the prior permission of Oxford University Press.

Library of Congress Cataloging-in-Publication Data
Williamson, Oliver E.

The mechanisms of governance / Oliver E. Williamson,
p. cm.

Includes bibliographic references (p. ) and index.
ISBN 0-19-507824-1

1. Industrial organization (Economic theory) 2. Corporate
governance. 3. Transaction costs. I. Title.

HD2326.W494 1996
658.4—dc20 95-6839

Since this page cannot accommodate all the credit lines, the following page
constitutes an extension of the copyright page.

3 5 7 9 8 6 4 2

Printed in the United States of America
on acid-free paper



Permission to reprint selections from the following sources is gratefully acknowledged:

Chapter 1: "Transaction Cost Economics and the Carnegie Connection," forthcoming in the
Journal of Economic Behavior and Organization, reprinted by permission of Elsevier Science,
B.V. Amsterdam, the Netherlands.

Chapter 2: "Chester Barnard and the Incipient Science of Organization" in Oliver E. Williamson,
ed., Organization Theory: From Chester Barnard to the Present and Beyond (1990), reprinted by
permission of Oxford University Press.

Chapter 3: "Transaction Cost Economics" in Richard Schmalensee and Robert Willig, eds.,
Handbook of Industrial Organization (1989), vol. 1, pp. 136-82, reprinted by permission of
Elsevier Science, B.V. Amsterdam, the Netherlands.

Chapter 4: "Comparative Economic Organization: The Analysis of Discrete Structural Alterna-
tives," Administrative Science Quarterly 36 (June 1991), reprinted by permission of Administrative
Science Quarterly.

Chapter 5: "Credible Commitments: Using Hostages to Support Exchange," American Economic
Review 73 (September 1983), reprinted by permission of the American Economic Association.

Chapter 6: "Economic Institutions'. Spontaneous and Intentional Governance," Journal of Law,
Economics, and Organization 1 (special issue) (1991), reprinted by permission of Oxford Univer-
sity Press.

Chapter 7: "Corporate Finance and Corporate Governance," Journal of Finance 43 (July 1988),
reprinted by permission of the Journal of Finance.

Chapter 8: "The Politics and Economics of Redistribution and Inefficiency," Greek Economic
Review (1995), reprinted by permission of the Greek Economic Review.

Chapter 9: "Transaction Cost Economics and Organization Theory," Industrial and Corporate
Change 2, 2 (1993), reprinted by permission of Oxford University Press.

Chapter 10: "Calculativeness, Trust, and Economic Organization," Journal of Law and Economics
36 (April 1993), reprinted by permission of the Journal of Law and Economics.

Chapter 11: "Delimiting Antitrust," Georgetown Law Journal 76 (December 1987), reprinted by
permission of the Georgetown Law Journal Association.

Chapter 12: "Strategizing, Economizing, and Economic Organization," Strategic Management
Journal 12 (special issue) (1991), reprinted by permission of John Wiley and Sons.

Chapter 13: "The Institutions and Governance of Economic Development and Reform," Annual
Bank Conference on Development Economics (1994), reprinted by permission of the World Bank.

Chapter 14: "Transaction Cost Economics and the Evolving Science of Organization," in Arnold
Hecrtje, ed., Makers of Modern Economics II (1995), reprinted by permission of Edward Elgar
Publishing Ltd.



This page intentionally left blank 



To my students, who have been both patient

and perceptive as we have struggled with

and through the problems of
complex economic organization.



This page intentionally left blank 



Preface

My first concerted effort to study the economics of organization from a compar-
ative institutional perspective in which economizing was featured and the
analytical action was concentrated in the details of contracting was in my
paper "The Vertical Integration of Production: Market Failure Considera-
tions" (1971b). That approach turned out to have considerable generality and
led to follow-on research. In combination with other, related papers, what
has come to be known as transaction cost economics began to take shape.

The highways and byways of transaction cost economics are many and
varied, and I have met many interesting and stimulating travelers along the
way. Many of them were students who encountered transaction cost economics
under the guise of organization theory, the economics of organization, the
economics of institutions, or bureaucracy. Although not all of them were able
to relate productively to the transaction cost economics enterprise from the
outset, some did. Among those who were initially discouraged by "nonstan-
dard analysis," many subsequently discovered that it provided a useful entre,
even a framework, for their research.

Indeed, I think of the New Institutional Economics (NIE), of which trans-
action cost economics (TCE) is a part, as young people's economics. Not only
are students more apt to be open to these ideas, but the New Institutional
Economics requires that many disparate strands of new knowledge be joined.
Students are often well positioned to do this.

By this, I do not mean to suggest that established scholars are not, have
not been, and will not continue to be, vital to the exercise. Indeed, as demon-
strated here and elsewhere, the NIE/TCE has been the beneficiary of many
distinguished antecedents. The NIE also is the product of a movement whose
time has come: The 1980s witnessed a revival of interest in institutions through-
out the social sciences. Likewise, the issues with which TCE has been con-
cerned and the manner in which it examines them resonate with much that
is going on in economics.

The Mechanisms of Governance can be thought of as a good-news, bad-
news story. The bad news is that economic organization is made vastly more
complicated by the numerous hazards that accrue to the combination of uncer-
tainty with bounded rationality and opportunism. Part of the good news is
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that the study of economic organization has become much more interesting
as a result. The even better news is that human actors are often perceptive
about these hazards and are rather good, even creative, in fashioning institu-
tions that can mitigate them. Indeed, one answer to why we observe so many
kinds of organization is that hazards come in many forms, for which nuanced
governance structures are devised and chosen and/or selected.

Colleagues and students who have read and commented on the various papers
on which this book is based and to whom I express my appreciation include
Erin Anderson, Masahiko Aoki, Kenneth Arrow, James Baron, Dennis Carl-
ton, Glenn Carroll, Richard Craswell, Paul DiMaggio, Frank Easterbrook,
Melvin Eisenberg, Albert Fishlow, Herbert Gintis, Gillian Hadfleld, Henry
Hansmann, Bengt Holmstrom, Paul Joskow, Sanford Kadish, Benjamin Klein,
David Kreps, David Levine, James March, Scott Masten, Claude Menard,
Richard Nelson, Dan Ostas, Matthew Rabin, Michael Riordan, Roberta Ro-
mano, David Sappington, Neil Smelser, Pablo Spiller, Richard Stewart, Lars
Stole, Richard Swedberg, David Teece, Lester Telser, Jean Tirole, Birger
Wernerfelt, Robert Willig, and Brian Wright.

I would also like to express my appreciation to the Alexander von Hum-
boldt-Stiftung and to Rudolf Richter and the Center for the New Institutional
Economics for a satisfying visit to Saarbrucken; to the Sloan Foundation for
Workshop and graduate student support while I was at Yale; to the Institute
of Management, Innovation, and Organization at Berkeley for Workshop and
other support; to the Olin Foundation and the Bradley Foundation for gradu-
ate student support at Berkeley; and to the Institute for Policy Research and
the World Bank for research support.

Finally, I express my appreciation to two women who have been staunch
supporters. My wife Dolores has been a good and loyal friend and companion
in adventure. My secretary, Gwen Cheeseburg, has turned around endless
numbers of revisions of my manuscripts with remarkable energy and good
cheer.

My thanks to each and all of these people and to the students to whom
this book is dedicated.

Berkeley, Calif. O.E.W.
March 1995
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Prologue: The Mechanisms
of Governance

Institutions. What are they? How do they differ? To what purpose and effect?
Where does the action reside? What are the mechanisms? What are the
refutable implications? What are the public-policy ramifications? What do the
data support? In contrast to both the main tradition in economics, which held
that institutions figure negligibly in economic performance,1 and the older
institutional economics, which was hostile to orthodoxy and proposed substi-
tuting a more sociological approach to economic organization, the New Institu-
tional Economics (1) holds that institutions matter and are susceptible to
analysis (Matthews, 1986, p. 903), (2) is different from but not hostile to
orthodoxy, and (3) is an interdisciplinary combination of law, economics, and
organization in which economics is the first among equals.

This book develops the argument that many puzzles of economic organiza-
tion turn on an examination and explication of the mechanisms of ex post
governance. It operates at a more microanalytic level than is customary in
economics, and it appeals to law (especially contract law) and organization
(which is broadly construed to include organization theory, sociology, and
political science) as well as to economics. Contrary to once-prevailing eco-
nomic views that nonstandard and unfamiliar business practices and organiza-
tional forms operate in the service of price discrimination, barriers to entry,
and/or risk aversion, I contend that the main purpose and effect of nonstandard
forms are to economize on transaction costs. The identification, explication,
and mitigation of contractual hazards—which take many forms, many of which
long went unremarked—are central to the exercise.

As I shall show in this book, the analytical action resides in the details
of transactions and governance. I propose a logic of organization in which
the discriminating alignment of transactions with governance structures is the
source of refutable implications. A wide variety of phenomena turn out to be

1. Believing institutions to be unimportant, orthodoxy aspired to work out of what Vernon
Smith once referred to (in conversation) as an "institution-free core." Real successes with that
project notwithstanding, it is a needlessly self-limiting exercise.

3



4 Prologue: The Mechanisms of Governance

variations on a few key themes—in which farsighted contracting, credible
commitments, and hazard mitigation figure prominently—in response to which
a large and growing empirical literature has taken shape. This last is especially
noteworthy. Awaiting a demonstration that institutional economics could gen-
erate new insights that are susceptible to empirical testing, the proposition
that institutions matter was understandably dismissed as an obscurant to eco-
nomic orthodoxy.

Although the New Institutional Economics, which has now been in prog-
ress for a quarter of a century,2 does not have instant answers for all the
interesting issues that can be raised, it does have answers to some and has
promise for others. Legitimate skepticism notwithstanding, there is growing
agreement that the institutional environment (laws, polity, etc.) and the institu-
tions of governance (markets, hierarchies, etc.) matter a lot and in ways that
are pertinent to industrial organization and much else, such as economic
history, comparative economic systems, labor economics, economic develop-
ment and reform, health care, business strategy, multinational business, and
even aspects of corporate finance. Applications outside of economics to law
and the other social sciences are numerous and growing.

1. Institutions

Institutions have been variously defined. According to Douglass North, Institu-
tions are "the humanly devised constraints that structure political, economic,
and social interactions. They consist of both informal constraints (sanctions,
taboos, customs, traditions, and codes of conduct), and formal rules (constitu-
tions, laws, property rights)" (1991, p. 97). Elsewhere he argues that "institu-
tions consist of a set of constraints on behavior in the form of rules and
regulations; and, finally, a set of moral, ethical, behavioral norms which define
the contours and that constrain the way in which the rules and regulations
are specified and enforcement is carried out" (North, 1984, p. 8). Allan Schmid
defines institutions as "sets of ordered relationships among people which
define their rights, exposures to the rights of others, privileges, and responsibili-
ties" (1972, p. 893); Daniel Bromley contends that institutions fall into two
classes: conventions, and rules or entitlements (1989, p. 41); and Andrew
Schotter views institutions as "regularities in behavior which are agreed to
by all members of a society and which specify behavior in specific recurrent
situations" (1981, p. 9). According to Eirik Furubotn and Rudolf Richter,
"Modern institutional economics focuses on the institution of property, and
on the system of norms governing the acquisition or transfer of property
rights" (1991, p. 3).

These definitions of institutions mainly operate at the level of the institu-
tional environment, the so-called rules of the game. The second, more microan-
alytic, level at which institutional economics works is at the level of the

2. For a sketch of antecedents to and early developments in the New Institutional Economics,
see Williamson, 1975, chap. 1; 1985b, prologue.



Prologue: The Mechanisms of Governance 5

institutions of governance. This book is principally concerned with the institu-
tions of governance (markets, hybrids, hierarchies, bureaus).

One of the salient differences between the institutional environment and
the institutions of governance is that the former mainly defines—can be
thought of as constraints on—the environment of the latter. Focusing as I do
on the institutions of governance, I mainly take the institutional environment
as a given. A second difference is that the level of analysis is very different.
The institutions of governance operate at the level of individual transactions,
whereas the institutional environment is more concerned with composite levels
of activity. (Mundane questions of whether to make or buy a component to
be used in the manufacture of an automobile or whether to expand the hospital
into outpatient and home health services are ones that arise at the level of
governance. By contrast, composite economic growth and income distribution
are more apt to be the objects of interest in an inquiry into the institutional
environment.) A third difference is that the two operate differently with
respect to intentionality.

Although both the institutional environment and the institutions of gover-
nance have evolutionary origins, the ramifications of each are different. The
immense difficulties of changing the institutional environment in order to
promote economizing outcomes in the aggregate helps explain North's conclu-
sion that "economic history is overwhelmingly a story of economies that
failed" (1991, p. 98). By contrast, the transaction cost economics story contem-
plates success: Taking the institutional environment as given, economic agents
purportedly align transactions with governance structures to effect economiz-
ing outcomes. Not only is that the source of numerous refutable implications,
but the data are largely corroborative.

As they are conceived here, institutions are the mechanisms of governance.
Jon Elster's dictum that "explanations in the social sciences should be orga-
nized around (partial) mechanisms rather than (general) theories" (1994,
p. 75; emphasis in original) is one to which I subscribe.

Kenneth Arrow defined transaction costs as the "costs of running the
economic system" (1969, p. 48). Viewing the economic system from the stand-
point of contract, transaction costs can be thought of as the costs of contracting.

Although the concept of transaction cost has widespread appeal, the
measurement of transaction costs poses formidable difficulties. These difficult-
ies are significantly relieved by looking at the issue of governance compara-
tively, so that the costs of one mode of governance are always examined in
relation to alternative feasible modes. Differential transaction costs thus be-
come the cutting edge. Chief among these costs are the costs of maladaptation.
If a contract becomes maladapted by reason of an unanticipated disturbance,
is it easy for the parties to get relief by turning elsewhere, or do they need
to work through the problems together? If it is the latter, do the governance
structure supports inspire confidence, or do they carry a large hazard premium?
Prescribing governance structures in order to provide cost-effective relief
against maladaptation hazards is a recurrent theme. More generally, the study
of governance is concerned with the identification, explication, and mitigation
of all forms of contractual hazards.
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2. Law, Economics, and Organization

The ways that transaction cost economics joins law, economics, and organiza-
tion are sketched here. Inasmuch as this sketch is little more than a checklist
of concepts and moves that are developed in succeeding chapters, unfamiliar
readers may question whether all these concepts and moves are really neces-
sary. Parsimony, after all, is what science is after.

As with most things, there are trade-offs. Simple theories that finesse or
obfuscate core issues are unhelpful at best and can be misleading, even bank-
rupt, at worse. If, as I contend, the action is in the details of transactions and
governance, we need to meet the problems on terms that are responsive to
the needs.

2.1. Economics

Transaction cost economics differs from orthodoxy—or at least a stereotypical,
perhaps even a straw-man, version of orthodoxy—in numerous ways. Straw
man or not, the attributes that I ascribe to orthodoxy will be recognized as
those that appear in most microeconomic textbooks (although that is beginning
to change). These differences include (1) the behavioral assumptions, (2) the
transaction as the basic unit of analysis, (3) the description of the firm as a
governance structure, (4) the insistence that property rights and contract
are problematic, (5) the reliance on discrete structural analysis, and (6) the
remediableness criterion. Let us consider each.

2.1.1. Behavioral assumptions

The cognitive and self-interestedness assumptions from which transaction
cost economics works are bounded rationality, defined as behavior that is
"intendedly rational, but only limitedly so" (Simon, 1961, p. xxiv, emphasis in
original), and opportunism, defined as self-interest seeking with guile, respec-
tively. All complex contracts are unavoidably incomplete by reason of bounded
rationality, and the convenient concept of contract as promise (unsupported
by credible commitments) is vitiated by opportunism.

Orthodoxy invokes stronger rationality assumptions (often hyperrational-
ity) and often suppresses the hazards of opportunism.

2.7.2. Unit of analysis

The transaction is the basic unit of analysis, whereas orthodoxy is concerned
with composite goods and services. Pin making, how to organize (more gener-
ally, how to govern) the "eighteen distinct operations" (transactions) made
famous by Adam Smith (1776), rather than how many pins to make and at
what price, becomes the object of the analysis.

6



Prologue: The Mechanisms of Governance

2.7.3. Governance structure

Whereas the neoclassical firm is defined as a production function (a technologi-
cal construction), transaction cost economics describes the firm as a governance
structure (an organizational construction). According to the first definition,
the firm is a technological black box in which inputs are transformed into
outputs without reference to organization. According to the second definition,
firms and markets are alternative modes of governance (Coase, 1937), and the
allocation of activity between firms and markets is not taken as given but is
something to be derived.

2.1.4. Problematic property rights and contracts

Problematic property rights and contracts are developed in the discussion of
the law in Section 2.2. Suffice it to observe here that orthodoxy frequently
assumes (often implicitly) that property rights are easy to define and that the
courts knowledgeably enforce property rights and contracts at a negligible cost.
Transaction cost economics treats property rights and contract as problematic.

2.1.5. Discrete structural analysis

Transaction cost economics describes alternative modes of governance—mar-
kets, hybrids, hierarchies, bureaus—as syndromes of related attributes, on
which account governance structures differ from one another in discrete struc-
tural ways. Discrete structural rather than marginal modes of analysis are
therefore employed (Simon, 1978). First-order economizing (getting the basic
alignments right) rather than second-order refinements (adjusting the margins)
is therefore featured.

2.1.6. Remediableness

Transaction cost economics eschews hypothetical ideals and insists that the
relevant comparisons are with feasible alternatives, all of which are flawed
(Coase, 1964). The relevant criterion is thus that of remediableness, according
to which an outcome for which no superior alternative can be described and
implemented with net gains is presumed to be efficient. (Not surprisingly,
public-policy intervention to correct market failures is much more circumspect
when the remediableness test is applied.)

Transaction cost economics clearly differs from orthodoxy in numerous and
significant ways. How, then, can it be said that economics is the first among
equals in the combined law, economics, and organization enterprise?

There are several reasons, the first of which is that transaction cost eco-
nomics holds that the main purpose and effect of economic organization
is economizing on transaction costs. Considerations of power (organization

7



8 Prologue: The Mechanisms of Governance

theory) and justice (law) thus give way to or are subsumed under the economiz-
ing calculus.3

Second, transaction cost economics is concerned with many of the same
phenomena that are of interest to orthodoxy, such as vertical and lateral
integration, nonstandard contracting, labor organization, regulation (and de-
regulation), corporate governance, and the uses of debt and equity. More
generally, any problem that arises as or can be posed as a contracting problem
can be examined to advantage in transaction cost economics terms. (Oligopoly
is an example. Although this is often thought of as a market structure problem,
it becomes a contracting problem when it is phrased in terms of the compara-
tive efficacy of cartel agreements.)

But third, and most important, transaction cost economics subscribes to
and works out of what I see to be the core commitments of orthodoxy, namely,
the combination of a "rational spirit" with a "systems" perspective. Taken
together, these lead to a relentlessly calculative and comparative approach to
economic organization. Assuming that the excesses of calculativeness to which
organization theorists have called our attention (March and Simon, 1958,
chap. 3; see also chap. 10 of this book) can be avoided, a calculative approach
to economic organization in which a rational spirit and a systems perspective
are combined turns out to be a powerful lens.

Although all the social sciences have a stake in rationality analysis (Ho-
mans, 1958; Simon, 1978), what distinguishes economists is that they push the
approach further and more persistently. As Arrow put it: "An economist by
training thinks of himself as the guardian of rationality, the ascriber of rational-
ity to others, and the prescriber of rationality to the social world. It is this
role that I will play" (1974, p. 16). History records that that has been a
productive role—for Arrow as well as more generally. Rationality is a deep
and pervasive condition that is manifested in many subtle ways.

The many accomplishments of hyperrationality analysis notwithstanding,4

the rational spirit approach is not coterminous with hyperrationality. Strong
form, semistrong form, and weak form rational spirits are usefully distin-
guished. Whereas the strong form subscribes to hyperrationality, the latter
two work out of bounded rationality. Semistrong form analysis joins bounded

3. There are two caveats. First, firms are not concerned with transaction costs to the exclusion
of revenues and production costs. (For a model in which revenues, production costs, and transac-
tion costs all are included, see Chapter 3 of this book.) A great deal of action nevertheless
turns on transaction cost economizing, the importance of which is ignored or finessed by most
constructions. Second, excesses of calculativeness are a legitimate concern (see especially Chapter
10 of this book).

4. The outer limits of hyperrationality reasoning are reached by the Arrow-Debreu model
of comprehensive contracting, according to which contracts for all goods and services across all
future contingencies are made among all agents at the outset. Although the Coase theorem,
according to which the assignment of liability one way rather than another has no allocative
efficiency consequences, is a partial rather than a general equilibrium construction, it similarly
assumes zero transaction costs (Coase, 1960). Analyses of both kinds make patently unrealistic
assumptions about the cognitive ability of human actors to receive, store, retrieve, and process
information.
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rationality with farsighted contracting, and the weak form joins bounded
rationality with myopic contracting.

Transaction cost economics is a semistrong form construction. It concedes
that comprehensive contracting is not a feasible option (by reason of bounded
rationality), yet it maintains that many economic agents have the capacities
both to learn and to look ahead, perceive hazards, and factor these back into
the contractual relation, thereafter to devise responsive institutions.5 In effect,
limited but intended rationality is translated into incomplete but farsighted
contracting. The concept of contract from which transaction cost economics
works is therefore that of "incomplete contracting in its entirety," which has
the appearance of a contradiction in terms. In fact, such a concept of contract
presents healthy tensions to which both economics and organization theory
can productively relate, and systems considerations are raised.

One of the advantages that Ronald Coase ascribes to economics, as com-
pared with the other social sciences, is that economics adopts a systems concep-
tion of the issues:

The success of economists in moving into the other social sciences is a sign
that they possess certain advantages in handling the problems of those disci-
plines. One is, I believe, that they study the economic system as a unified
interdependent system and, therefore, are more likely to uncover the basic
interrelationships within a social system than is someone less accustomed to
looking at the working of a system as a whole. . . . [The] study of economics
makes it difficult to ignore factors which are clearly important and which
play a role in all social systems. (1978, pp. 209-10).

Farsighted, as against myopic, contracting is, I submit, the principal systems
move that distinguishes economics from the other social sciences. It is also what
the other social sciences have most to learn from economics. The "handing on"
of benefits—from producers to consumers as the competitive process unfolds
(Schumpeter, 1947, p. 155)—and the remediableness criterion for assessing
"failures" are related systems concepts to which economics appeals.

This is quite different from the more familiar claim that "what economics
has to export . . . is . . . a very particular and special form of [rationality]—that
of the utility maximizer" (Simon, 1978, p. 2). Other social scientists have been
understandably chary of such trade. But what was once a yawning abyss
between economics and the other social sciences has begun to close as non-

Counterfactuals are often illuminating, however, and there is no disputing that the fictions
of comprehensive contracting/zero transaction costs have been productive. One instructive way
to proceed is to use the counterfactuals to display what an "ideal" system would accomplish and
thereafter to inquire into what factors are responsible for missing markets, in response to which
nonmarket forms of organization often arise (Arrow, 1963b), and where and why positive transac-
tion costs arise, whereupon assignments of property rights one way rather than another do have
efficiency consequences.

5. This is not, however, done at the behest of or as a concession to orthodoxy. It is done
because the idea of "incomplete contracting in its entirety" is a productive research orientation.
That orthodoxy has been so successful, as compared with rival approaches, is in no small measure
because farsighted contracting is an extraordinarily powerful analytic concept.
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economists (especially political scientists) have begun to recognize merit in a
systems conception of farsighted (but incomplete) contracting and as econo-
mists have gotten beyond the idea that bounded rationality implies "satisfic-
ing" (which has intuitive appeal but has not yet to prove itself as a productive
research program in economics; Aumann, 1985) and have begun to relate
instead to the idea that bounded rationality implies incomplete contracting. In
addition, many economists have come to terms with the idea that "organization
matters" (Kreps, 1992).

2.2. Law

Contract law and the limits of court ordering play important roles in transac-
tion cost economics, in two different ways. First, transaction cost economics
holds that each generic mode of governance (market, hybrid, hierarchy, etc.)
is supported by and in significant ways is defined by a distinctive form of
contract law. The idea of contract laws (plural) rather than of a single, all-
purpose law of contract thus plays an active role in transaction cost economics
(Summers, 1969; Macneil, 1974, 1978).

Second, transaction cost economics subscribes to Karl Llewellyn's notion
of contract as framework. According to this, a contract between two parties
"almost never accurately indicates real working relations, but . . . affords a
rough indication around which such relations vary, an occasional guide in
cases of doubt, and a norm of ultimate appeal when the relations cease in
fact to work" (Llewellyn, 1931, p. 737). The main contractual action thus takes
place between the parties in the context of private ordering, and court ordering
appears late, if at all.6

That reverses the "legal centralism" tradition, which holds that "disputes
require 'access' to a forum external to the original social setting of the dispute
[and that] remedies will be provided as prescribed in some body of authorita-
tive learning and dispensed by experts who operate under the auspices of the
state" (Galanter, 1981, p. 1). The facts, however, reveal something else. Most
disputes, including many that under current rules could be brought to a court,
are resolved by avoidance, self-help, and the like (Galanter, 1981, p. 2). That
is because in "many instances the participants can devise more satisfactory
solutions to their disputes than can professionals constrained to apply general
rules on the basis of limited knowledge of the dispute" (Galanter, 1981,
p. 4). Private ordering through ex post governance is therefore where the
main action resides.

2.3. Organization
As indicated, transaction cost economics owes its behavioral assumptions to
organization theory. These are truly important, in that all interesting problems
of complex economic organization would vanish were it not for the twin

6. Access to the courts for purposes of ultimate appeal nevertheless delimits threat positions
and thereby promotes more effective private ordering.
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conditions of bounded rationality and opportunism. Herbert Simon's remarks
are apposite: "Nothing is more fundamental in setting our research agenda
and informing our research methods than our view of the nature of the human
beings whose behavior we are studying" (1985, p. 303). The reasons for this
should become apparent in this book.

The second significant way in which transaction cost economics relates to
organization theory is in regard to intertemporal process transformations.
Because organization theory has been much more alert than economics to
some of the main intertemporal features and because intertemporal process
transformations play a central role in transaction cost economics, transaction
cost economics owes a special debt to organization theory.

Developing this is beyond the scope of a prologue, but I nonetheless put
the reader on notice that the following list of process transformations (which
will be discussed later) are pertinent: (1) the Fundamental Transformation;
(2) the impossibility of selective intervention; the (3) costs (bureaucratization)
and (4) benefits (which often take the form of tacit knowledge) that predictably
accrue to internal organization and are a manifestation of the proposition that
"organization has a life of its own"; (5) the limits of calculativeness, especially
piecemeal excesses of calculativeness that have adverse systems consequences;
(6) the differential efficacy of reputation effect mechanisms; and (7) the limits
of natural selection (in general and as these apply to different forms of organi-
zation, such as for-profits, nonprofits, and bureaus). Of these seven process
features, the first two are actually transaction cost economics constructions
(but appeal to organization theory nonetheless), and the last two are seriously
underdeveloped (here and elsewhere in the literature).

3. Governance

Not only does the study of governance pose distinctive challenges, but also
much of the predictive content and most of the empirical research in institu-
tional economics has been at the level of governance (Matthews, 1986, p. 907).

3.1. Antecedents

As explained elsewhere, there are many antecedents to the governance argu-
ments developed here (Williamson, 1975, chap. 1, 1985b, prologue). My pur-
pose here is to make special note of two.

Lon Fuller's definition of eunomics as "the science, theory or study of
good order and workable arrangements" (1954, p. 477) is very much in the
spirit of what I refer to as governance. As Fuller later observed, "the primary
concern of eunomics is with the means aspect of the means-end relation"
(1954, p. 478). Governance is also an exercise in assessing the efficacy of
alternative modes (means) of organization. The object is to effect good order
through the mechanisms of governance. A governance structure is thus usefully
thought of as an institutional framework in which the integrity of a transaction,
or related set of transactions, is decided.
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John R. Commons also anticipated much of the conceptual argument in
his insisitence that "the ultimate unit of activity . . . must contain in itself the
three principles of conflict, mutuality, and order. This unit is a transaction"
(1932, p. 4). Not only does transaction cost economics agree that the transac-
tion is the basic unit of analysis but also that governance is the means by
which order is accomplished in a relation in which potential conflict threatens
to undo or upset opportunities to realize mutual gains.

After making the transaction the basic unit of analysis, the question that
then needs to be resolved is what the principal dimensions are on which
transactions differ. Furthermore, because order is accomplished through gov-
ernance, similar efforts need to be made to identify the principal dimensions
on which governance structures differ. A predictive theory of economic organi-
zation will, moreover, indicate which transactions will be organized how. The
discriminating alignment hypothesis, to which transaction cost economics owes
much of its predictive content, is this: Transactions, which differ in their
attributes, are aligned with governance structures, which differ in their cost
and competence, so as to effect a discriminating—mainly a transaction cost-
economizing—result.

3.2. A Sketch of the Core Argument

As indicated, transaction cost economics is an effort to identify, explicate,
and mitigate contractual hazards. In general, all hazards can be attributed to
the twin behavioral assumptions from which transaction cost economics works:
bounded rationality and opportunism. Although that does not get us very
far—in that the resulting theory of organization reduces mainly to ex post
rationalization—it nonetheless constitutes progress. First, theories of organi-
zation that ignore or suppress either of these behavioral conditions will never
reach the hazard conditions with which transaction cost economics is chiefly
concerned.7 Accordingly, bounded rationality and opportunism are crucial
first steps. Second, the microanalytic attributes for describing transactions
need to be delimited. Those attributes that create hazards, by reason of bounds
on rationality and opportunism, are the subset of relevance. Third, the feasibil-
ity and efficacy with which governance structures serve to mitigate hazards
relate directly to bounded rationality and opportunism.

Intuition tells us that simple governance structures should mediate simple
transactions and that complex governance structures should be reserved for
complex transactions. Using a complex structure to govern a simple transaction
incurs unneeded costs, and using a simple structure to govern a complex
transaction invites strain. But what is simple and complex in transactional and
governance respects?

7. I attended a workshop in the mid-1980s at which formal work on incomplete contracting
was being presented. One of the economists in the audience protested that the idea of noncontracti-
bility was ad hoc and would have been denounced by the authors of the paper two years earlier.
The authors did not disagree that the idea of incomplete contracting would earlier have concerned
them. Methodological rectitude was not, however, their research criterion. Rather, making head-
way in understanding complex organization was the purpose of the exercise.
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Technology is an obvious candidate, but anomalies quickly appear. Some
high-technology transactions (e.g., the procurement of semiconductors) are
contractually very simple, and some low-technology transactions (e.g., the
supply of molten pig iron from a blast furnace to a rolling mill) may create
serious contractual hazards. In addition, although hierarchies have the appear-
ance of being more complex governance structures than markets are, that can
be disputed. As Friedrich Hayek observed, "The price system is just one of
those formations which man has learned to use . . . after he stumbled upon it
without understanding it" (1945, p. 528). If the "natural" way to manage
transactions is through authority (hierarchy), then the presumption that "in
the beginning there were markets" must be reversed. Authority is something
with which we have direct experience (in managing households and more
generally) and think that we understand. By comparison, markets are where
the subtleties reside.

Transaction cost economics (1) eschews intuitive notions of complexity
and asks what the dimensions are on which transactions differ that present
differential hazards. It further (2) asks what the attributes are on which gover-
nance structures differ that have hazard mitigation consequences. And it
(3) asks what main purposes are served by economic organization. Because,
moreover, contracting takes place over time, transaction cost economics (4)
inquiries into the intertemporal transformations that contracts and organiza-
tions undergo. Also, in order to establish better why governance structures
differ in discrete structural ways, it (5) asks why one form of organization
(e.g., hierarchy) is unable to replicate the mechanisms found to be efficacious
in another (e.g., the market). The object is to implement this microanalytic
program, this interdisciplinary joinder of law, economics, and organization,8

in a "modest, slow, molecular, definitive" way.9

8. By way of illustration, transaction cost economics attributes many of the problems of
complex contracting to a hitherto little remarked but, in fact, widespread condition of "asset
specificity" (which is a measure of asset redeployability and gives rise to the hazard of bilateral
dependency). It also observes that one of the principal reasons that governance structures differ
is because they work out of different contract law regimes. It furthermore holds that the central
problem of economic organization is that of adaptation (Barnard, 1938; Hayek, 1945), of which
autonomous and cooperative kinds are distinguished. One of the intertemporal transformations
that transaction cost economics calls to attention is the so-called Fundamental Transformation,
according to which a large numbers condition at the outset is sometimes transformed into a small
numbers-exchange relation thereafter. Upon posing and explicating the "impossibility of selective
intervention," a deeper understanding why mechanisms cannot be replicated across governance
structures obtains. Although much of this is opaque to the uninitiated reader, I should point out
that all five of these moves take transaction cost economics into the details of transactions and
governance in an interdisciplinary way. All five are elaborated in subsequent pages.

9. The full quotation (source unknown) reads:

"The longer I live, citizen . . ."—this is the way the great passage in Peguy begins,
words I once loved to say (I had them almost memorized)—"The longer I live, citizen,
the less I believe in the efficiency of sudden illuminations that are not accompanied
or supported by serious work, the less I believe in the efficiency of conversion, extraordi-
nary, sudden and serious, in the efficiency of sudden passions, and the more I believe
in the efficiency of modest, slow, molecular, definitive work. The longer I live the less
I believe in the efficiency of an extraordinary sudden social revolution, improvised,
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3.3. Hazards

The fact that hazards can take many forms has been recognized only gradually
as transaction cost economics has moved beyond from its initial preoccupation
with vertical integration (Coase, 1937; Williamson, 1971b) to consider related
contractual transactions (labor, finance, vertical market restraints, and other
forms of nonstandard contracting, regulation, trust, and the like) and to push
beyond governance (markets, hybrids, hierarchies, bureaus) to consider the
influence of the institutional environment (the political, legal, and social rules
of the game).

Among the hazards with which transaction cost economics is concerned
are (1) the aforementioned hazards of bilateral dependency, (2) hazards that
accrue to weak property rights,10 (3) measurement hazards (especially in con-
junction with multiple tasks) (Holmstrom and Milgrom, 1991) and/or over-
searching (Barzel, 1982; Kenney and Klein, 1983), and (4) intertemporal
hazards, which can take the form of disequilibrium contracting, real-time
responsiveness, long latency, and strategic abuse. Also, (5) the hazards that
accrue to weaknesses in the institutional environment (North and Weingast,
1989; Levy and Spiller, 1994; Weingast, 1995) are important, need to be expli-
cated, and are beginning to be factored in.

Variety notwithstanding, all these hazards entail variations on the follow-
ing themes: (1) All the hazards would vanish but for the twin conditions of
bounded rationality and opportunism; (2) the action resides in the details of
transactions and the mechanisms of governance; and (3) superior performance
is realized by working out of a farsighted but incomplete contracting setup
in which the object is to use institutions as (cost-effective) instruments for
hazard mitigation. To repeat, the identification, explication, and mitigation of
hazards through governance are what transaction cost economics is.

3.4. Some Examples

3.4.1. Insurance

Insurance issues are not a matter of great concern to transaction cost econom-
ics, as they turn on considerations of risk aversion (which transaction cost
economics typically eschews) (Williamson, 1985b, pp. 388-89; Goldberg, 1990).
However, insurance also raises governance issues.

It is not controversial that risk pooling through insurance is often an
efficient hazard-mitigating response to stochastic events that, if realized, would
cause severe individual burdens, examples being flood, fire, earthquake, per-

marvelous, with or without guns and impersonal dictatorship—and the more I believe
in the efficiency of modest, slow, molecular, definitive work."

10. Weak property rights pose contractual hazards for which "convoluted" forms of organi-
zation are sometimes the cost-effective response. For examples of "inefficiency by design," see
Benjamin Klein and Keith Leffler, 1981; David Teece, 1986; Jan Heide and George John, 1988;
and Terry Moe, 1990a, 1990b.
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sonal accidents, and disease. But insurance must also come to terms with
recalcitrant problems that have their origins in human nature. The most famil-
iar of these problems take the forms of adverse selection and moral hazard,
which arise because individuals will not candidly disclose their objective risk
attributes (adverse selection) and individuals who are covered by insurance
will not exercise the same degree of due care (moral hazard).

Note that both these problems have behavioral origins. Adverse selection
would vanish if individuals candidly disclosed their true attributes (the absence
of opportunism), and moral hazard would vanish if ex post behavior were
costlessly known to all parties (a strong variety of unbounded rationality).

The first response to an added hazard of any kind is to price it out.
Farsighted insurers recognize hazards of both kinds and factor them into the
terms on which insurance is made available. Good and poor risks respond to
such a hazard premium differently, however, and the market may unravel.
The second response is to "tune up" the incentive alignment. For example, a
menu of contracts (e.g., different deductibles) sometimes supports a separating
equilibrium between high-risk and low-risk types (Rothschild and Stiglitz,
1976), whereupon market viability is restored. But there may also be a third
response, which goes beyond the ex ante incentive alignment. Enter ex post
governance.

In the context of insurance, the use of experience rating (a type of reputa-
tion effect mechanism, which sometimes works well and sometimes poorly,
depending on the particulars) is an obvious possibility. The requirements that
insurance claims be documented, possibly supported by multiple, independent
estimates, and subject to review by insurance adjusters are further ex post
safeguards. It can also be stipulated that contested claims be presented to a
particular forum (e.g., arbitration). And the insurance company, lest it be a
fly-by-night firm that collects premiums up front and thereafter vanishes (or
declares bankruptcy), may also be placed under regulatory oversight by the
state.

But the more general argument is this: Insurance is merely the tip of the
hazard mitigation iceberg. Not only are there many other hazards for which
insurance is not the appropriate response, but many of these added hazards
may create much more complicated hazard mitigation problems. Inasmuch
as the efficacy of ex ante incentive alignment for hazard mitigation purposes
becomes even more problematic outside the insurance arena, ex post gover-
nance becomes all the more important.

3.4.2. Bilateral dependency

The paradigm problem out of which transaction cost economics works is
that of vertical integration. This is the mundane make-or-buy decision in
intermediate product markets.

Working out of the firm-as-production function construction, Joe Bain
held that "physical or technical aspects" were responsible for vertical integra-
tion. The unified ownership of a blast furnace and a rolling mill was thus
explained by the thermal economies that result by locating these two stages
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in close proximity. Moreover, vertical integration that lacked this physical or
technical aspect purportedly had an anticompetitive purpose and effect (Bain,
1968, p. 381).

Transaction cost economics views the firm not in technological but in
comparative organizational terms and takes issue with both parts of Bain's
argument. Not only is it unnecessary for a single firm to own both the blast
furnace and the rolling mill in order for thermal economies to be realized, but
many of the problematic uses of vertical integration to which Bain referred—
integration into distribution by manufacturers, and the ownership of special-
ized transport facilities by a processor of iron ore and petroleum—often serve
economizing purposes (of a transactional rather than a technological kind).
Thus the thermal economies to which Bain refers can be realized by locating
the blast furnace and the rolling mill on a common site and mediating by
contract the exchange between the autonomous owners of each stage. If the
unified ownership of both stages is somehow more efficient, it must be because
the contract between collocated stages is mediated more effectively by hierar-
chy than by market.

The generic transaction cost economics interpretation of this and related
conditions of bilateral dependency is this: (1) Although large numbers of
parties may compete (say, to deliver molten ingot) at the outset, transactions
that are supported by significant investments in durable transaction-specific
assets undergo a Fundamental Transformation, in that what was a large num-
bers-supply condition at the outset is transformed into a small numbers-
exchange relation thereafter, as a consequence of which the parties become
bilaterally dependent; (2) because all complex contracts are unavoidably in-
complete and because adaptation is the central problem of economic organiza-
tion, autonomous contracts in bilaterally dependent circumstances are fraught
with maladaptation hazard; and (3) although the unified ownership of both
stages incurs bureaucratic costs of its own, hierarchy (vertical integration)
becomes the cost-effective governance structure as asset specificity progres-
sively deepens.

Or recall the pin-making example to which I referred earlier. One way
to proceed is to treat the pin factory as a production function that transforms
wire into finished pins. Because organization is not problematic, the economic
problem is deciding how much to produce. Assuming that price is a parameter,
marginal analysis reveals that output should be set so that marginal cost
equals price.

But one could also take the pin factory in a different direction. Assuming
that there are eighteen distinct operations (transactions) to be organized, one
could ask what the ramifications are of different forms of ownership (each
stage could be independently owned, or all could be collectively owned, or
ownership could be concentrated in a single capitalist) and what the ramifica-
tions are of different decision-making mechanisms (consensus, autonomy,
hierarchy, etc.). Indeed, one could even ask whether the pin-making factory
should integrate backward into wire making or forward into distribution. One
could also examine the possibility of subcontracting out some of the manufac-
turing operations.
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The neoclassical apparatus clearly enjoys the advantage for studying the
price and output decision. This same apparatus is distinctly limited, however,
when issues of ownership/decision making/boundaries of the firm are raised.
This latter group of issues becomes grist for the transaction cost economics mill.

3.4.3. Bureaucracy

In comparison with the study of market failure, the study of hierarchical
failure is seriously underdeveloped. If, however, each generic mode of gover-
nance enjoys distinctive strengths and weaknesses, then that disparity should
be redressed. Chief among the issues that warrant study in this connection is
that of bureaucracy.

On the one hand, we all know that bureaucracy is beset with costs, many
of which appear to be mindless and some of which appear to be insidious.
Almost surely, the added costs of bureaucracy are responsible for limitations
in firm size.

Explicating that intuition turns out to be elusive if the problem of organiza-
tion is faced, as it should be, in a genuinely comparative-institutional way.
The first thing to observe in this connection is that all firms, both large and
small, are bureaucracies. The second thing is that all comparative assessments
need to hold constant the composition of activity to be organized. Subject to
that provision, the relevant question is whether the aggregate costs of bureau-
cracy will be larger or smaller if the output in question is produced by two
or more smaller firms or by one combined entity.

To keep things simple, suppose that there are two successive stages of
production. One stage supplies the intermediate product to the second stage,
and the second stage produces the final product. How will the aggregate costs
of bureaucracy compare if these two stages are independent or unified?

Answering that turns on how the two stages are organized under a unified
ownership. Assume for this purpose that the acquisition proceeds according
to the following rules for "selective intervention": (1) Each stage continues
its business as usual except when the acquiring division exercises authority
over the acquired division; (2a) the acquired division agrees to accede to
the authority of the owner without resistance whenever asked; and (2b) the
acquiring division intervenes always but only when expected net gains from
adaptation can be projected.

If selective intervention could be implemented in this way, unified owner-
ship would always be superior to autonomy. The reason is that the unified
firm could never do worse (through replication) and would sometimes do
better (when implementing unprogrammed adaptations to unanticipated dis-
turbances). Thus, whereas the unified firm can implement adaptations to unpro-
grammed disturbances by fiat, the autonomous stages would need to bargain
these through to agreement, which entails haggling costs and causes delays.
The result is that a unified ownership that observes the strictures of selective
intervention can always beat autonomy.

That, however, assumes that selective intervention can in fact be imple-
mented. Because repeated application of this reasoning leads to a counter-
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factual prediction—namely, that everything will be organized in one large
firm—presumably something is wrong. Since the action purportedly resides
in the details, then the mechanisms for implementing selective intervention
must be the culprit.

Although the arguments here become rather involved (Williamson, 1985b,
chap. 6), they are essentially the following: All three parts of this described
"agreement" are defective. Not only are the incentives unavoidably degraded
when transactions are moved from market to hierarchy, on which account
replication is not a feasible option, but also mere words, without more, are
not self-enforcing. This applies both to the assent agreement and, even more,
to the agreement to intervene only for good cause. Because incentives are
degraded and because neither assent nor selective intervention agreements
can be costlessly enforced, acquisition gains are always attended by added
bureaucratic costs.

The argument helps explain why the puzzle of limits to firm size persisted
for so long, from Frank Knight's early reference to this puzzle (in 1921 and
1933; see Knight, 1965) through Ronald Coase's restatement of the problem
in 1937 through my purported "solution" to the puzzle in 1967. The puzzle
persisted because the issues were never correctly articulated in the appropriate
comparative institutional terms, and so a microanalytic assessment of the rel-
evant comparative contracting features was never attempted.

4. A Sketch of This Book

Judging from my experience and that of some of my students and colleagues,
the transaction cost economics approach to the study of economic organization
can be infectious. What for me started out as the study of vertical integration
(Williamson, 1971b) evolved into Markets and Hierarchies (1975). That in
turn was followed by The Economic Institutions of Capitalism (1985b). This
book converts the enterprise into a trilogy.

Although there have been false starts and frustrations along the way,
doing institutional economics has been challenging and rewarding. Also, as I
tell my students, institutional economics is good for your health: Witness that
so many institutional economists have long lives. But ever wary of malpractice
suits, I quickly add that institutional economics is not for everyone. I neverthe-
less take satisfaction in the fact that there is increasing agreement with the
twin propositions to which I referred at the outset: Institutions matter, and
institutions are susceptible to analysis.

Markets and Hierarchies was the product of two key ideas. First, as a
result of my Carnegie background, I was persuaded that the combined study
of economics and organization was a fruitful undertaking. (This is developed
in chapter 1.) Second, Coase (1937, 1960) and Arrow (1963a, 1963b, 1969)
persuaded me that transaction cost economizing was a coherent explanation
for many nonstandard and purportedly problematic organization and con-
tracting practices. Although both the interdisciplinary joinder of economics
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with organization theory and the study of transaction cost economizing have
substantial merit and can stand alone, the combination has turned out—for
many (Kreps, 1992) if not all of us (Posner, 1993a)—to be especially pro-
ductive.

Moving beyond Markets and Hierarchies, my continuing study of economic
organization convinced me that the regularities were even more pronounced
and the applications more numerous than I had previously imagined. The
Economic Institutions of Capitalism was an effort to make a more prominent
place for the law and to extend, refine, and, especially, further operationalize
key transaction cost economics concepts.11

If Coase's classic 1937 article, "The Nature of the Firm," is interpreted
as an informal statement of the transaction cost economics project, then Mar-
kets and Hierarchies can be regarded as a preformal effort and Institutions as
a semiformal effort to implement the program. Fully formal work of this genre
is illustrated by the evolving theory of incomplete contracting (Grossman and
Hart, 1986; Holmstrom and Tirole, 1989; Hart and Moore, 1990; Riordan
(1990); Kreps, 1990b; Aghion and Tirole, 1994), which is a forbiddingly diffi-
cult undertaking.12

Taken together, Markets and Hierarchies and Institutions set out the gen-
eral approach and basic framework from which transaction cost economics
works. There is not, I think, the same need to tell a coherent story today, and
I do not attempt to do so in The Mechanisms of Governance. Rather, my
purpose is to extend the analysis of comparative economic organization and
to display the wide array of interesting applications that can be and remain
to be made by studying complex economic organization from a combined law,
economics, and organizations perspective in which hazard mitigation through
the mechanisms of governance is featured.

That transaction cost economics has had better success13 than earlier ef-
forts to craft an economics of institutions is explained by (1) a series of
significant interim developments—in law (Coase, 1960; Macneil, 1974, 1978),
economics (Alchian, 1950; Muth, 1961; Arrow, 1963b, 1969), organization
theory (March and Simon, 1958; Cyert and March, 1963), and combinations

11. Although a number of basic issues of economics and organization were reconceptualized
in Markets and Hierarchies, a sustained research program required more. Papers that helped
accomplish operationalization included "Franchise Bidding for Natural Monopoly—in General
and with Respect to CATV" (Williamson, 1976), "Vertical Integration, Appropriable Rents, and
the Competitive Contracting Process" (Klein, Crawford, and Alchian, 1978), "Transaction Cost
Economics: The Governance of Contractual Relations" (Williamson, 1979b), "The Role of Market
Forces in Assuring Contractual Performance" (Klein and Leffler, 1981), and "Credible Commit-
ments: Using Hostages to Support Exchange" (Williamson, 1983). The Economic Institutions of
Capitalism (1985b) pulled these and other materials together, and an empirical research program
has progressively taken shape (see n. 14).

12. The book by Paul Milgrom and John Roberts (1992) works partly out of a transaction
cost economics setup and is also in the more fully formal modeling tradition.

13. Concurring views include those of Matthews (1986), Arrow (1987, p. 734), Eirik Furubotn
and Rudolf Richter (1991), Coase (1992), and Gerald Davis and Walter Powel (1992). Skeptics
include Geoffrey Hodgson (1988), Richard Posner (1993a), and (sometimes) Milgrom and Roberts
(1988). I respond to Posner in Williamson (1993d).
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thereof (Chandler, 1962; Arrow, 1974)—and (2) an insistence on refutable
implications coupled with an ambitious program of empirical research. But
for its predictive content, transaction cost economics would be met with a
shrug. Without an empirical research program demonstrating that the data line
up, the exercise would remain a curiosity. As it is, transaction cost economics is
an empirical success story.14

Like both Markets and Hierarchies and Institutions, this book is based on
a collection of my recently published papers. With the exception of this pro-
logue and the prefactory remarks that introduce each of the five parts, all the
chapters have appeared elsewhere. Although I was not consciously working
on "the mechanisms of governance" over the past decade, the central message
and recurring theme are that the mechanisms of ex post governance are where
the main action of economic organization resides.

The Mechanisms of Governance is organized in five parts, of which Part
I is an overview. Concepts and applications are developed in Part II. The
complementary relations between transaction cost economics and organization
theory are the focus of Part III. Public-policy applications are developed in
Part IV, and Part V deals with recent controversy and perspectives.

14. For recent empirical surveys, see Paul Joskow, 1988, and Peter Klein and Howard
Shelanski, 1995. Some of the more important empirical papers are reprinted in volume 2 of
Oliver Williamson and Scott Masten, eds., Transaction Cost Economics (1995).



OVERVIEW

This volume begins, as it should, with some recollections about my years in
the Ph.D. program at the Graduate School of Industrial Administration at
Carnegie-Mellon (then Carnegie Tech). Those were exciting days. Orchestrat-
ing cutting-edge interdisciplinary research and teaching are never easy; the
number of failed efforts speak to that. But in the late 1950s and early 1960s,
Carnegie was the place to be. Chapter 1 recalls those events and describes
how transaction cost economics relates to them.

Although the study of organization goes back to antiquity (to include
Aristotle), the modern classic is Chester Barnard's book The Functions of the
Executive (1938). Barnard was a businessman with an unusually keen economic
intuition about what was central to the study of organization. Not only did
the prevailing approach to management, which featured abstract "principles"
of organization, fail to engage the relevant issues as Barnard had experienced
them, but even worse, the social sciences paid little heed to the formal and
purposeful features of organization to which Barnard ascribed special impor-
tance: "There was lacking much recognition of formal organization as a most
important characteristic of social life" (Barnard, 1938, p. ix).

Having sensed that formal organizations possessed a common conceptual
core and finding little in the literature that helped explicate that condition,
Barnard set about to provide the requisite framework himself. A remarkable
transformation of the study of organization resulted. As Thomas Kuhn and
others have observed, new paradigms are often associated with those who are
young or new to a crisis-ridden field (Kuhn, 1970, p. 144). Barnard's relation
to and impact on organization theory is an illustration.

Chapter 2 argues that a new science of organization is in progress, of
which transaction cost economics is a part. Although we have come a long
way since Barnard first commented on the unmet (and even unrecognized)
need for a science of organization (1938, p. 290), that project still has a long
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way to go and is better described as an aspiration rather than a realization.
I nevertheless predict that the 1990s will be remembered as the decade when
the New Science came of age.1

The rudiments of transaction cost economics are developed in Chapter
3, "Transaction Cost Economics." This chapter is a survey and was written
for the Handbook of Industrial Organization (Schmalensee and Willig, 1989).
In it, I sketch the general approach, set out some of the apparatus and main
applications, and examine public-policy ramifications, mainly of antitrust and
regulation/deregulation. Because any issue that arises or can be posed as
a contracting problem can be examined to advantage in transaction cost-
economizing terms, transaction cost economics can be and has been brought
to bear on many and varied issues. Indeed, the practical applications and
research opportunities are unending.

1. That a science of organization is in progress can be inferred from the new journals that
have appeared since 1980 in support of this project. These include (years of first publication in
parentheses): Managerial and Decision Economics (1980), Journal of Economic Behavior and
Organization (1980), Journal of Law, Economics, and Organization (1985), Organization Science
(1988), Rational Choice (1990), Industrial and Corporate Change (1991), Journal of Economics
and Management Strategy (1992), Journal of Business Economics (1994), Economic Design (1994),
and Journal of Corporate Finance: Contracting, Governance, and Organization (1994). Many
other journals, moreover, have begun to feature the study of economic organization more promi-
nently. New books, of which Economics, Organization, and Management (Milgrom and Roberts,
1992) is an example, likewise speak to these developments.



Transaction Cost Economics and
the Carnegie Connection

This chapter tracks my remarks at the September 1993 conference honoring
Richard M. Cyert. It begins with some recollections of my years as a graduate
student at the Graduate School of Industrial Administration (GSIA) in the
early 1960s. I then shift to transaction cost economics and how this project
relates to what I learned from Dick Cyert and others at Carnegie.

1. Carnegie in the 1960s

Dick Cyert deserves great credit for many things. One of those things is that
he helped open up the world of economics to organization theory.

Thus whereas the other social sciences—political science, organization
theory, aspects of sociology and social psychology, parts of the law—have
regularly availed themselves of economics, economics was always special: It
was self-contained; it was the queen of the social sciences; it played hardball.

Dick Cyert did not think that any of the social sciences (economics in-
cluded) were self-contained, and he and others at Carnegie were determined
to correct this misconception. The Cyert and March book, A Behavioral Theory
of the Firm (1963), joined economics and organization theory to pry open
what had been a black box, in order to examine the business firm in more
operationally engaging ways.

Those who lived through the 1960s will recall that the world of economics
was not overjoyed with these intrusions. But a beachhead was established
from which further excursions could be launched.

To be sure, the idea that firms are production functions to which an
assumption of profit maximization is appropriately ascribed is still useful for
many purposes. But there are many other purposes for which a richer concep-
tion of firm and market organization—in the spirit of the behavioral theory, of
evolutionary theory, of transaction cost economics, or of still other variants—is
needed. Dick Cyert, Jim March, Herbert Simon, and others at Carnegie opened
the door to these developments.
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Carnegie has always been an incredible place at which to be a student.
That was obvious to me in the 1960s and has become even more evident to
me since then. The faculty at GSIA was small but extraordinarily able, highly
motivated, mainly accessible, and very serious about research. It was an infec-
tious place.

The astonishing thing about Carnegie is that it joined two fundamental
and seemingly incompatible strands of research. One dealt with bounded
rationality, organization theory, and behavioral economics. The leading mem-
bers of that group were Herbert Simon, Richard Cyert, and James March.
The second strand dealt with rational expectations and efficient markets.
Members of that group include Franco Modigliani (who, unfortunately, left
Carnegie just as I arrived), John Muth, Merton Miller, and Allan Meltzer, to
be joined later by Robert Lucas (who arrived as I was graduating), Thomas
Sargent (who was my first research assistant), and Edward Prescott.

I worked mainly with the behavioral economics group at Carnegie.
Bounded rationality—which Simon (1957a) defined as behavior that was
intendedly rational but only limitedly so—seemed to me, then and since,
as the most useful way to go. March's course in organization theory demon-
strated that one did not need to think about organizations in classical (machine
model) or fanciful (hyperrationality or nonrationality) terms but could address
these matters in a behaviorally informed and scientific way. I learned about
the behavioral theory of the firm (BTOF) from the horse's mouth, Richard
Cyert, in 1961 when the famous Cyert and March book of that title was in
the late stages of completion. I cotaught the BTOF course with Dick during
my last semester at Carnegie, by which time Cyert had become dean.

My dissertation had its origins in Jim March's class, when he playfully
remarked that "managers maximize slack" and lightbulbs in my mind began
to blink and beckon. I shortly thereafter set about to examine managerial
discretion issues in terms of constrained utility maximization (in which several
measures of slack as well as profits were entered into the managerial utility
function). That was only partly in the behavioral theory tradition. Thus al-
though the objective function of the firm was reformulated in favor of realism
in motivation, I worked out of a maximization rather than a satisficing setup.
My dissertation therefore reflected some of the tensions between behavioral
economics and orthodoxy to which I referred earlier.

Allan Meltzer was on my dissertation committee and was comfortable
with the maximizing setup. I also discussed the issues with Jack Muth, who
emphasized the importance of thinking problems through "in their entirety."
Although I did not grasp all the ramifications (Jack, in my experience, is
always one step ahead of everyone else), I was persuaded of the need to avoid
myopic formulations.

Because Carnegie was a permissive place—the test being not methodologi-
cal rectitude but whether a formulation deepens our understanding of complex
issues—I was comfortable operating between the two extremes of behavioral
economics on the one hand and rational expectations on the other.
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In a nutshell, the research approach as I learned it at Carnegie was this:
Have an active mind; be disciplined; be interdisciplinary, to which there was
an additional lesson, which I associate also with Kenneth Arrow (1969,1974):
Research problems that do not fit into orthodox boxes should be addressed
on their own terms. It would have been unthinkable at Carnegie, for example,
to declare that bureaucratization was a more serious problem for economic
organization than was resource allocation yet to restrict attention to the latter
because bureaucracy, as Oskar Lange put it, "belongs to the field of sociology
rather than to economic theory and must therefore be dispensed with here"
(1938, p. 109). Such discipline-based property rights were alien to Carnegie.
The fact that I have found the alliance of law, economics, and organization
so productive is partly because, as a student of Carnegie, it could hardly
be otherwise.

2. Transaction Cost Economics

In addition to being an interdisciplinary alliance of law, economics, and organi-
zation, I would describe transaction cost economics as (1) relentlessly compara-
tive (organization forms are always examined in relation to alternative feasible
forms), (2) microanalytic (the action resides in the details), (3) discrete struc-
tural (alternative forms of governance differ in kind, and so it is impossible
to replicate markets by hierarchies or the reverse), and (4) preoccupied with
economizing, principally with reference to organization rather than technol-
ogy. Moreover, rather than being preoccupied with the imperative "This is
the law here," the enterprise is inspired mainly by the question: "What's going
on here?"

In contrast with the firm-as-production function approach, which treats
technology (economies of scale, nonseparabilities) as the main determinants
of the "natural" boundaries of the firm, transaction cost economic approaches
firm and market organization from an efficient contracting/comparative orga-
nizational perspective. As Ronald Coase (1937) so perceptively observed,
firms and markets are alternative forms of organization for managing the very
same transactions. Whether a firm makes or buys—that is, produces for its
own needs or procures a good or service from an outside supplier—turns
largely on the transaction costs of managing the transaction in the firm, as
compared with mediating the transaction through the market. Which trans-
actions go where depends on the attributes of transactions, on the one hand,
and the costs and competence of alternative modes of governance, on the
other.

The production function or the precontractual view of vertical integration
was that without special "physical or technical aspects"—the standard example
being that of a blast furnace and a rolling mill, for which integration purport-
edly avoided the need to reheat ingots and hence realized thermal econo-
mies—vertical integration was deeply problematic and probably anticompeti-
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tive. As discussed in the Prologue, however, the thermal economies to which
Joe Bain (1968, p. 381) referred to supply a physical-technical rationale for
vertical integration did not withstand comparative institutional scrutiny. Hold-
ing constant the technology, including the location, the unrecognized need
was to assess the comparative efficacy of alternative modes of governance.

To be sure, technology does matter, in that if the transportation expenses
of locating at a distance are negligible, if reheating expenses are trivial, and
if the economies of scale in blast furnaces are not great, then rolling mills can
procure ingots from large numbers of parity suppliers. Markets, both currently
and prospectively, can then be presumed to work well. The really interesting
problems of managing transactions across successive stages of production
show up when bilateral dependency conditions appear.

Because a preexisting bilateral monopoly is a rare event, bilateral depen-
dency was held to be a special and unusual condition. Bilateral dependency
need not, however, have preexisting (technological) origins. And there is the
rub: Bilateral dependency can also have intertemporal, contractual origins.
The reason is that what begins as a large numbers supply condition frequently
is transformed into a small numbers exchange relation during contract execu-
tion and at contract renewal intervals. That had been missed by the "prevailing
thinking," which slighted organization in favor of technology, was a myopic
construction, and led to public-policy mistakes.

Transaction cost economics adopts John R. Commons's (1934) proposal
that the transaction be made the unit of analysis and moves the argument
forward by asking what the critical dimensions are on which transactions dif-
fer. As it turns out, the condition of asset specificity, which refers to the re-
deployability of assets and is implicated in the aforementioned bilateral (or,
sometimes, multilateral) dependency condition, is the most important of these.

Adaptation is taken to be the central problem of economic organization,
of which two types are distinguished: autonomous or Hayekian adaptation
(in which markets enjoy the advantage) and cooperative or Barnardian adapta-
tion (in which the advantage accrues to hierarchy). What is distinctive about
the study of governance is that it provides for both spontaneous and intentional
forms of organization, the Hayekian markets and the Barnardian hierarchies
to which I just referred. More generally, the study of "incomplete contracting
in its entirety" implicates both ex ante incentive alignment and ex post adminis-
tration (which is what governance is).

Of special relevance in this connection is the concept of credible commit-
ment. Recall that Machiavelli advised his prince to breach contracts with
impunity, "when by doing so would be against his interest, and when the
reasons which made him bind himself no longer exist" (1952, p. 92). This
myopic approach to contract should be contrasted with a more farsighted (but
nonetheless incomplete) approach to contract, according to which the prince
is advised to mitigate ex post opportunism by crafting ex ante safeguards.
Rather than reply to opportunism in kind, the wise prince is one who seeks
both to give and to receive "credible commitments" (Williamson, 1983). Partly
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that entails incentive realignment, but mainly the need is to craft governance
structures with superior adaptive properties.

Whereas the behavioral theory of the firm has been described as the
intersection of economics and organization theory, transaction cost economics
works out of the intersection of law, economics, and organization. Contract
law plays an integral role in the exercise, the argument being that each generic
mode of governance—market, hybrid, and hierarchy—is supported by a dis-
tinctive form of contract law. Following Ian Macneil (1974,1978), the market
mode is supported by an exacting application of legal rules (classical contract
law), and hybrid modes are supported by more elastic contracting relations
(neoclassical contract law). But whereas prior treatments describe the contract
law of internal organization as that of the employment relation, transaction
cost economics maintains that the implicit contract law of hierarchy is that of
forbearance (Williamson, 1991a). Thus whereas the courts routinely hear
disputes over prices, delivery, quality, and the like in transactions between
firms, these same courts refuse to be drawn into identical disputes between
divisions within a single firm. In effect, hierarchy becomes its own court of
ultimate appeal. It is largely because of forbearance law that firms are able
to exercise fiat, whereas markets cannot, to manage transactions. That has
pervasive comparative institutional ramifications.

Although some social scientists appear to hold otherwise, my reading of
the literature is that transaction cost economics is an empirical success story,
there being in the neighborhood of two hundred published empirical studies
and more in progress. Empirical work is always demanding, and those who
have pioneered in this area deserve enormous credit. Unable to work from
census reports and data tapes, because these do not record the relevant obser-
vations and/or are too aggregative, empirical transaction cost economics has
had to develop primary, microanalytical data. But this cost has been more
than repaid by the analytical benefits. As Thomas Kuhn (1970) remarked, a
new science collects its own, rather than working from extant, data.

To be sure, transaction cost economics (like everything else) needs more
and better empirical research. I agree, however, with Paul Joskow that "this
empirical work is in much better shape than much of the empirical work in
industrial organization generally" (1991, p. 81). Empirical transaction cost
economics is a success story that we should celebrate.

I have not spoken of the public-policy applications, but transaction cost
economics has numerous ramifications for, and has even had some influence
on, antitrust and regulation. Also, as James Robinson is in the process of
demonstrating (1993a, 1993b), it helps engage the relevant institutional issues
that are pertinent to the study of health care. Likewise and more generally,
transaction cost economics is pertinent to a comparative assessment of public,
nonprofit, and private bureaus in both developed and reform economies. It
furthermore has a bearing on the ideas of "core competence" and "corporate
capabilities," which David Teece (1988) and others are addressing. Finally,
transaction cost economics has helped promote an interdisciplinary dialogue
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among law, economics, and organization that is richer and more respectful of
what each has to offer than was the case ten and twenty years ago.

3. Conclusion

This last brings me back to my opening remarks. Maybe a productive dialogue
would have gotten under way without Carnegie, but it is clear that Carnegie
took the lead and made it respectable for others to follow. The participation
of economists in this exercise was vital, and someone needed to make the
first move. Dick Cyert is the Carnegie economist who took the lead, for which
those of us who were his students and are his followers are forever grateful.
That others have similar recollections of Carnegie is evident from the following
statement by Jacques Dreze: "Never since then have I experienced such
intellectual excitement" (1995, p. 123).



Chester Barnard and the Incipient
Science of Organization

This chapter argues that an incipient science of organization has been taking
shape over the past ten and fifteen years and that it is inspired, directly and
indirectly, by Chester Barnard's classic book, The Functions of the Executive.
Interestingly, Barnard observed in the last chapter of that book that there
was a need for, but that we did not have, a "science of organization" (1938,
p. 290).1 Although that unrealized need remains today, we have nonetheless
made recent progress.

The incipient science of organization to which I refer involves an interdisci-
plinary joinder of law, economics, and organization theory. Barnard is every-
where recognized for his path-breaking contributions to the field of organiza-
tion theory,2 and this is the main use I make of Barnard here. Barnard's
intuitions, however, were very much those of an economist. Thus, although
he expressed dismay that economic theory and thought had not helped him
in the least—indeed, had gotten in the way of his understanding of the prob-
lems of organization (pp. x-xi)—Barnard approached the study of organiza-
tion very much in a rational spirit, which is to say, "in the spirit of an econo-
mist" (Arrow, 1974, p. 16).

As discussed later, economics and organization theory form the main axis
of the incipient science of organization. I argue that each needs to inform
and be informed by the other. Law, however, also plays a role—albeit of a
background or supporting kind.3

1. References to Barnard with page numbers only are to his 1938 book, The Functions of
the Executive.

2. Even those who take vigorous exception with Barnard conceded his vast influence (Per-
row, 1986). Not only did Barnard's work influence the human relations approaches to organization,
but the work of two giants in the study of organization—Philip Selznick's institutionalist views
and Herbert Simon's theory of decision making—drew inspiration from Barnard. For a discussion,
see W. Richard Scott (1987, pp. 61-68).

3. The New Institutional Economics distinction between institutional environment (political,
social, and legal ground rules) and institutional arrangements (governance) is pertinent in this
connection (Davis and North 1971, pp. 6-7). The incipient science of organization encompasses
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The first two sections of this chapter examine leading developments in
organization theory, with special emphasis on Barnard. The third section
indicates how transaction cost economics draws on parts of these, rejects
others, and combines economics with organization theory to effect a joinder.
Concluding remarks follow.

1. Barnard

Barnard came to the study of organization as a deeply perceptive practitioner.
It was his experience that executives in large organizations could communicate
easily about "essential problems of organization, provided that the questions
are stated without dependence upon the technologies of their respective fields"
(p. viii). Presumably there were underlying regularities and a common concep-
tual core to which individuals experienced in and skilled at organization could
and did relate. What were these?

Barnard's first and insistent point was that formal organization was im-
portant. What was obvious to him, however, was evidently not so obvious to
others, since the study of formal organization had been neglected by social
scientists.4 Believing this to be a remediable condition, he set about to correct
it. This required that a new conceptual framework be fashioned, out of which
a theory of formal organization could be developed.

1.1. Spontaneous Versus Induced Cooperation

The invisible hand of Adam Smith and the marvel of the market to which
Friedrich Hayek referred have spontaneous origins: "The price system is ...
one of those formations which man has learned to use . . . after he stumbled
on it without understanding it" (Hayek, 1945, p. 528). Karl Menger's approach
to economics was similar. He averred that the most noteworthy problem in
the social sciences was to ascertain how "institutions which serve the common
welfare and are extremely significant for its development came into being
without a common will directed toward establishing them" (Menger, 1963,
p. 147).

What interested Barnard, however, was not spontaneous cooperation but
induced cooperation. He simply asserted that in his experience formal organi-
zation was important and undervalued, where formal organization was defined

both but puts principal emphasis on governance structures (which mainly implicates economics
and organization) rather than on the institutional environment (where the law is more salient).

4. Barnard observed that while social scientists had studied "mores, folkways, political
structures, institutions, attitudes, motives, propensities, [and] instincts . . . in extenso," there was
a general failure among social scientists "to sense the processes of coordination and decision
that underlie a large part at least of the phenomena they described. More important, there was
lacking much recognition of formal organization as the most important characteristic of social
life, and as being the principal structural aspect of society itself" (p. ix).
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as "that kind of cooperation among men that is conscious, deliberate, purpose-
ful" (p. 4).

The self-conscious, intentional cooperation with which Barnard was con-
cerned was widely believed to be of lesser importance than cooperation that
results from organic evolution. Thus Hayek observed that "If social phenom-
ena showed no order except insofar as they were consciously designed, there
would be ... only problems of psychology. It is only insofar as some sort of
order arises as a result of individual action but without being designed by any
individual that a problem is raised which demands theoretical exploration"
(1955, p. 39). The plain meaning of this is that if "the task of social science
is to explain planned behavior or consciously planned social institutions, then
all that remains to be studied are the preferences of the planner" (Schotter,
1981, p. 21).

The long tradition within economics of treating firms as production possi-
bility sets (Kreps, 1990a, p. 96) contributed to this condition. Inasmuch as
individual agents were described by utility functions and consumption sets,
profit functions and production possibility sets were arguably the appropriate
terms with which to describe firms. The neoclassical scheme of things simply
made no place for "conscious, deliberate, purposeful" efforts to craft formal
structures in support of internal organization.

Barnard's experience told him otherwise. Since there was little theory to
which he could appeal, he set out to supply it.

1.2. Adaptation as the Central Problem

Barnard observed that the main concern of organization was that of adaptation
to changing circumstances, the reason being that problems of organization in
a steady state are comparatively trivial.

The remarkable adaptive properties of markets were ignored by Barnard.
What concerned him was internal organization. Confronted with a continu-
ously fluctuating environment, the "survival of an organization depends upon
the maintenance of an equilibrium of complex character. . . . [This] calls for
readjustment of processes internal to the organization . . ., [whence] the center
of our interest is the processes by which [adaptation] is accomplished" p. 6,
emphasis added).

Moreover, adjustments of cooperative systems are not piecemeal but
require "balance of the various types of organizational activities. The capacity
for making these adjustments is a limiting factor . . .; for if cooperation cannot
adjust to attack new limitations in the environment, it must fail. The adjustment
processes become management processes, and the specialized organs are exec-
utives and executive organization. . . . Barring extraordinary cataclysms, . . .
[such processes and organs] are in fact the most important limitations in most,
and especially in complex, cooperative systems" (p. 35).

Efficacious adaptations to changing circumstances were thus the central
concern of Barnard. Interestingly, despite his emphasis on intentionality, he
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fully appreciated that most cooperative efforts fail: "successful cooperation
in or by formal organizations is the abnormal, not the normal, condition"
(p. 5). One possibility, albeit unmentioned by Barnard, is that those who craft
cooperative systems often err for lack of a (more or less correct) conceptual
framework. Whether for that reason or otherwise, Barnard decided to sup-
ply one.

1.3. The Framework

Instead of technology, Barnard examined the human attributes of organiza-
tion. Instead of focusing on markets, Barnard focused entirely on internal
organization. Of special importance were the following: (1) a theory of author-
ity, (2) the employment relation, (3) informal organization, and (4) an econo-
mizing orientation. We consider these each in turn.

1.3.1. Authority

The natural and usual approach to the origin and nature of authority—in both
the theory of the state and the theory of internal organization—is to regard
authority as originating at the top. Sometimes this top-down imposition of
authority is believed to have societal benefits—as in Thomas Hobbes's theory
of state, in which the law is a means by which to "compel men equally to
perform their covenants" (1928, p. 94). More often, authority is believed to
be a means by which one group (e.g., bosses) exploits another (e.g., workers)
(Marglin, 1974).

Barnard argued that authority is a solution to a complex problem of
coordination/adaptation and that it arises out of mutual consent. He was
influenced in this by his study of Eugen Ehrlich's book on the Fundamental
Principles of the Sociology of Law (1936). In Ehrlich's view, "the center of
gravity of legal development lies not in legislation, nor in juristic science, nor
in judicial decision, but in society itself" (1936, p. xv). Barnard held the thesis
of this study to be "that all law arises from the formal and especially informal
understandings of the people as socially organized." Such was "broadly consis-
tent with the facts" of organization as he had experienced them (p. x).

Barnard thus viewed authority as an instrumental solution to the problems
of cooperation/coordination that were posed by the adaptive needs of complex
organization. Moreover, Barnard insisted that rather than being top down,
authority rested on the acceptance or consent of subordinates (p. 164). It
was his experience that orders are commonly disobeyed (p. 162), which is
unsurprising if the "decision as to whether an order has authority . . . lies with
the person to whom it is addressed" (p. 163). If authority implies compliance,
then lower-level consent is needed.

To be sure, long-run versus short-run distinctions may be pertinent. Thus
orders that are refused in the long run (possibly by reallocating resources)
may be binding in the short run. Given the added degrees of freedom that
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the long run affords, attempts to impose law on unwilling participants—be
they individuals or organizations—are apt to be fatuous (pp. 181-82).

Although one could complain that this concept of authority can be pushed
too far and is contradicted by authoritarian states and the like,5 the consensual
view of authority—more generally, the consensual view of contract—has been
enormously influential for reconceptualizing the study of economic organiza-
tion. Barnard's novel theory of the employment relation works out of this
consensual orientation.

1.3.2. The employment relation

Barnard maintained that both the decision of an individual to join an organiza-
tion and the decision to continue reflected a comparative net benefit assess-
ment. Presented with different employment scenarios, persons consciously
"choose whether or not they will enter into a specific cooperative system"
(p. 17). Continuation thereafter depends on whether or not net gains can be
projected (p. 85).

The need was to craft a contractual relation that would facilitate adaptabil-
ity. The distinguishing feature of the employment relation, according to Bar-
nard, is that employees (implicitly and explicitly) agree to accede to authority
within a "zone of acceptance."6 The size and nature of this zone of acceptance,
moreover, is priced out: the zone "will be wider or narrower depending upon
the degree to which the inducements exceed the burdens and sacrifices which
determine the individual's adhesion to the organization" (p. 169). At the out-
set, therefore, expanding a zone to include greater (potential) burdens or
sacrifices must be attended by greater inducements.

To be sure, things can get complicated once an employment relation has
been agreed to. Although workers will not thereafter have the same degree
of choice, they are not without resources. If an order is "believed to involve a
burden that destroys the net advantage of connection with the organization, . . .
[the] net inducement, [which] is the only reason for accepting any order as
having authority," vanishes (p. 166). In the extreme, the individual will quit.
But there are many other ways to deflect, defeat, or otherwise frustrate orders:

5. Even this might be questioned. Authoritarian states, such as Nazi Germany, and other
controlled societies, such as prisons, are never totally controlled from the top in the manner that
is often ascribed to them.

6. Mark Granovetter observes that Barnard originally described the zone as one of "indiffer-
ence" and that Simon had substituted the term "acceptance" without explanation (1985, p. 495,
n. 5). Granovetter objects to this substitution because it undercuts "Barnard's emphasis on the
problematic nature of obedience" ( 1985, p. 495, n. 5). The reason for the substitution is this:
several degrees of indifference are included within the zone of acceptance. Usually, only a very
small subset of orders place an individual at the margin of indifference between staying and
leaving.

One of Simon's main purposes was to develop a more scientific vocabulary for describing
organizations (1957a, p. xiv). The substitution of acceptance for indifference in the context of
the employment relation accomplishes that purpose.
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"Malingering and intentional lack of dependability are the more usual meth-
ods" (p. 166). Also, as described later, informal organization is pertinent.

In effect, Barnard examined the employment relation from something
akin to a rational expectations point of view—with all the burdens and benefits
that accrue thereto. This contrasts with myopic contracting, according to which
participants approach contract noncomparatively and incur commitments (make
investments in human assets) the future ramifications of which are not worked
out. Instead, Barnard treats the ex-ante bargain and the ex-post contractual
relation in a unified way—a much more sophisticated conception of con-
tracting.

1.3.3. Informal organization

Barnard argued that formal and informal organization always and everywhere
coexist (p. 20) and that informal organization contributes to the viability of
formal organization in three significant respects: "One of the indispensable
functions of informal organizations in formal organizations . . . [is] that of
communication. . . . Another function is that of maintaining the cohesiveness
in formal organizations through regulating the willingness to serve and the
stability of objective authority. A third function is the maintenance of the
feeling of personal integrity, of self-respect, and independent choice" (p. 122).

These effects occur spontaneously, as a consequence of or in conjunction
with formal organization. Presumably firm and market organization differ in
informal organization respects—which differences should be taken into ac-
count in the decision to use one or the other. The comparison of markets and
hierarchies was not, however, a concern of Barnard's. Also, arguably, informal
organization could be supported or suppressed. Although this latter is closer
to Barnard's concerns, he was silent on that aspect as well.

The communication benefits of informal organization include coding, ru-
mors, and the like. These effects are familiar and widely conceded. More
subtle is the claim that informal organization serves to stabilize authority:

Since the efficiency of organization is affected by the degree to which individu-
als assent to orders, denying the authority of an organization communication
is a threat to the interests of all individuals who derive a net advantage from
their connection with the organization, unless the orders are unacceptable
to them also. Accordingly, at any given time there is among most of the
contributors an active personal interest in the maintenance of the authority
of all orders which to them are within the zone of [acceptance]. The mainte-
nance of this interest is largely a function of informal organization, (p. 169)

Inasmuch as the third function of informal organization—that of pro-
tecting personal integrity and self-respect—affords "opportunities for rein-
forcement of personal attitudes," this function is often "deemed destructive
of formal organization" (p. 122). That, however, construes things too narrowly
if such protections are "a means of maintaining the personality of the individual
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against certain effects of formal organizations which tend to disintegrate the
personality" (p. 122).

Not only can informal organization give succor to individuals that are
devalued or demeaned by formal organization, but informal organization may
be a means by which collective dissent from authority is supported. Thus,
just as contributors have the aforementioned "active personal interest in the
maintenance of the authority of all orders which to them are within the zone
of indifference" (p. 169), so likewise do they have an interest in resisting or
securing clarification on problematic claims of authority. Albeit unmentioned
by Barnard, this too can play a useful role.

A fourth effect of informal organization that may, in fact, undercut the
efficacy of internal organization also goes unmentioned by Barnard. This is
that informal organization can lead to resource misallocation distortions—in-
cluding on-the-job leisure, waste, investment distortions, and other forms of
subgoal pursuit. Barnard's frequent references to moral codes, moral factors,
moral elements, and so forth—in the context of executive responsibility—are,
perhaps, his way of dealing with (finessing) concerns over subgoal pursuit
(chap. 17).

1.3.4. The economy of incentives

Barnard disputed the efficacy of material incentives, which he associated with
the prevailing economic approach to organization (pp. x, 143), and asserted
that "Inducements of a personal, non-materialistic character are of great
importance to secure cooperative effort above the minimum material rewards
essential to subsistence. The opportunities for distinction, prestige, personal
power, and the attainment of dominating position are much more important
than material rewards in the development of ... commercial organizations"
(p. 145).

Although Barnard advanced these and related arguments in a chapter
titled "The Economy of Incentives," and might have developed the argument
that nonmaterial incentives are substitutes for material incentives and that
this has comparative institutional significance, he pulled up short in both
respects. There is at least a hint of such broader significance, however, in his
expansive treatment of incentive issues.

2. Simon and Others

2.1. The Science of Administration
One could conclude that a splendid start had been made toward the develop-
ment of a new science of organization. That Herbert Simon's book, Administra-
tive Behavior, which relies on Barnard and is expressly designed to advance
the science of administration, was published in 1947 must be counted as
an auspicious development. In Simon's judgment, the study of organization
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suffered for lack of "adequate linguistic and conceptual tools for realistically
and significantly describing even a simple administrative organization—de-
scribing it, that is, in a way that will provide the basis for scientific analysis
of the effectiveness of its structure and operation" (1957a, p. xiv). Using
Barnard's earlier work as framework, Simon set out to develop more relevant
concepts and a more precise vocabulary (1957a, p. xiv): "Before we can
establish any immutable 'principles' of administration, we must be able to
describe, in words, exactly how an administrative organization looks and
exactly how it works. . . . I have attempted to construct a vocabulary which
will permit such description."

Of Simon's numerous and important contributions to the science of admin-
istration, I focus on five features: bounded rationality, microanalytics, the
employment relation, hierarchy, and subgoal pursuit.

2.1.1. Bounded rationality

Although the term bounded rationality was not coined until 1957, Simon's
approach to the study of organization has consistently been of a bounded
rationality kind. Albeit sometimes confused with irrationality, nonrationality,
and the like, bounded rationality refers to behavior that is "intendedly rational,
but only limitedly so" (Simon 1957a, p. xxiv).

Bounded rationality is important to the study of economic organization
in several respects. For one thing, it is "only because individual human beings
are limited in knowledge, foresight, skill, and time that organizations are
useful instruments for the achievement of human purpose" (Simon 1957b,
p. 199). But for bounded rationality, all issues of organization collapse in
favor of comprehensive contracting of either Arrow-Debreu or mechanism
design kinds.

A second (related) way in which bounded rationality is relevant is that
mind now becomes a scarce resource (Simon, 1978). The study of organization
as a means by which to economize on mind as the scarce resource is thus
suggested. Simon, however, chose to emphasize a different lesson. He insis-
tently argued that social scientists (especially economists) should give up
maximizing in favor of "satisficing."

Simon defined the principle of bounded rationality as follows: "The capac-
ity of the human mind for formulating and solving complex problems is very
small compared with the size of the problems whose solution is required for
objectively rational behavior in the real world" (Simon 1957b, p. 198; empha-
sis omitted). He averred that the "key to the simplification of the choice pro-
cess . . . is the replacement of the goal of maximizing with the goal of satisfic-
ing, of finding a course of action that is good enough . . . [T]his substitution
is an essential step in the application of the principle of bounded rationality"
(Simon 1957b, pp. 204-5; emphasis in original).

This turned out to be a fateful choice. Rather than encourage economizing
reasoning, to which economists could easily relate and usefully contribute,
bounded rationality became identified with aspiration level mechanics in-
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stead—which has wide appeal but is more closely associated with psychology.
Simon's repeated insistence that satisficing was the way to go (1959, 1962b,
1972) and some specific economic applications (especially Cyert and March,
1963) notwithstanding, a cumulative research tradition within economics did
not develop. It is now generally agreed that the satisficing approach has not
been broadly applicable (Aumann, 1985, p. 35).

As discussed later, economics could have (and, more recently, has) gleaned
another and, as it turns out, less controversial lesson from bounded rationality:
all complex contracts are unavoidably incomplete. That is the transaction cost
economics story.

2.7.2. Microanalytics

Simon's contrast between the physical sciences and economics in microanalytic
respects is instructive. As he observes, "In the physical sciences, when errors
of measurement and other noise are found to be of the same order of magni-
tude as the phenomena under study, the response is not to try to squeeze
more information out of the data by statistical means; it is instead to find
techniques for observing the phenomena at a higher level of resolution. The
corresponding strategy for economics is obvious: to secure new kinds of data
at the micro level" (1984, p. 40).

But this immediately poses the questions: What particulars of organization
are pertinent? What is the basic unit of analysis? As Simon had earlier re-
marked, "It is not possible to build an adequate theory of human behavior
unless we have an appropriate unit of analysis," to which he responded that the
"decision premise is ... the appropriate unit for the study of human behavior"
(1957a, p. xxxii). Although Simon and others have used very microanalytic
methods to study human problem solving to good advantage (Newell and
Simon, 1972), the use of the decision premise as the unit of analysis for
studying organization has never -been shown to have general application.

2.1.3. The employment relation

Simon specifically adopted and refined Barnard's concept of authority and of
the employment relation. Of special importance was his 1951 article, "A
Formal Theory of the Employment Relation." In it he described the zone of
acceptance to which an employee could be induced to agree and compared
sales contracts, in which actions are stipulated in advance, with employment
contracts, in which actions can be decided later, depending on state realiza-
tions. Unsurprisingly, the employment relation is favored as uncertainty in-
creases. Simon also makes the sophisticated point that worker and firm are
faced with a complex incentive problem: "If the worker had confidence that
the employer would take account of his preferences [once the wage had been
agreed to], the former would . . . be willing to work for a smaller wage than
if he thought these satisfactions were going to be ignored in the employer's
exercise of authority and only profitability to the employer taken into account"



38 THE MECHANISMS OF GOVERNANCE

(1957b, p. 192). This has been a recurrent theme in much of the subsequent
labor economics literature.

2.1.4. Hierarchy

Simon regards hierarchy as an instrument and observes that complex biologi-
cal, physical, and social systems are all characterized by hierarchy: "The central
theme that runs through my remarks is that complexity frequently takes the
form of hierarchy, and that hierarchic systems have some common properties
that are independent of their specific content. Hierarchy . . . is one of the
central structural schemes that the architect of complexity uses" (1962a,
p. 468).

Simon notes that a condition of "near-decomposability" is commonly
associated with hierarchy and serves to distinguish interactions between sub-
systems from interactions within subsystems (Simon, 1962a, p. 473). In hierar-
chical systems with near-decomposability, not only are "intracomponent link-
ages . . . generally stronger than intercomponent linkages" but the short-run
or "higher frequency dynamics are associated with the subsystems" and the
longer-run or "lower frequency dynamics with the larger systems" (Simon,
1962a, p. 477). W. Ross Ashby's (1960) analysis of adaptive systems that
employ double feedback—one of a frequent and short-run kind; the other of
a less frequent but longer-run kind—can be interpreted in precisely these
terms. In organizational terms, operating and strategic levels of decision mak-
ing correspond to the higher and lower frequency dynamics, respectively.
These are natural outcomes of an unconvoluted, evolutionary kind (Simon,
1962a)—although, to be sure, design distortions can be and sometimes are
introduced into hierarchies as well. It is nonetheless vital to understand that
hierarchy is a basic organizing principle for all complex social systems—which
is a message that some students of economic organization resist or deny
(Marglin, 1974).

2.7.5. Subgoal pursuit

Subgoal pursuit makes its appearance in March and Simon (1958) but is not
a subject with which Simon (before or since) has been greatly concerned. As
indicated, factoring complex problems into manageable parts is something
that has been of continuous interest to Simon. Such factoring can lead to
subgoal pursuit of both instrumental and strategic kinds.

The general argument is that "members of an organizational unit [tend]
to evaluate action only in terms of subgoals, even when these are in conflict
with the goals of the larger organization" (March and Simon, 1958, p. 152).
Selective perceptions are partly responsible. Within-group reinforcement is
another factor. Selective exposure to problems is a third (March and Simon,
1958, pp. 152-53). Goal distortions, bargaining, and coalition formation result
(March and Simon, 1958, p. 156). Strategic subgoal pursuit gets little attention
and possible remedies go unremarked.
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2.2. Subsequent Developments

As this and other chapters in this book make clear, organization theory is an
enormously rich field. Only a few subsequent developments are treated here.
These are: (1) posterior rationality, (2) resource dependency, and (3) disciplin-
ary borrowing.

2.2.1. Posterior rationality

The behavior of individuals who engage in satisficing will be stabilized if these
same individuals are given to ex-post rationalization. A substantial literature
on "posterior rationality" (Weick, 1969; March, 1973) developed along these
lines. As James March puts it, "Posterior rationality models maintain the idea
that action should be consistent with preferences, but they conceive action as
being antecedent to goals" (1988, pp. 273-74). Though this is instructive, one
of the consequences of work along these lines is that it discouraged the analysis
of what I refer to as "incomplete contracting in its entirety." A disjunction
between organization theory and economics developed as a consequence.

2.2.2. Resource dependency

Jay Barney and William Ouchi remark that throughout "the 1960s and 1970s,
the dominant theoretical frameworks in organization theory were drawn from
sociology and social psychology and relied heavily on the concept of power"
(1986, p. 12). Specifically, the resource dependency approach to organization
works out of a power perspective. The argument is that "The need to acquire
resources creates dependencies between organizations and outside units. How
important and how scarce these resources are determine the nature and extent
of organizational dependency. Dependency is the obverse of power (Emerson,
1962). Economic dependencies give rise to political problems and may suc-
cumb to political solutions" (Scott, 1987, p. 111).

As discussed later, many dependency issues can be addressed in efficiency
terms, whereupon power considerations largely vanish. It suffices for my pur-
pose here merely to remark that power, for a long time, has been the congenial
organization theory perspective—March's early conclusion that "power is a
disappointing concept" (1966, p. 70) notwithstanding.

2.2.3. Borrowing

Research in organization theory has a history of borrowing from other
disciplines:

This borrowing began . . . early . . . [with borrowing] from psychology and
social psychology to establish what became known as the human relations
school. Later, concepts and a way of thinking were borrowed from sociology
and political science to develop the contingency and resource dependence
theories. More recently, concepts from biology have been borrowed in the
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development of the population ecology model, and anthropology has been
a source of concepts and a way of thinking for those studying organizational
cultures. ( Barney and Ouchi, 1986, p. xi)

The latest discipline from which organization theory has begun to borrow
is economics (Barney and Ouchi, 1986, pp. xi-xii). Although this is often
described as a one-way street, whereby economics informs organization theory
(Jensen, 1983), economics and organization theory ought to inform each other.

One of the distinctive things that economics brings to organization the-
ory—and to the study of the "contiguous disciplines" more generally—is a
systems orientation. According to Coase, cited previously, this is what explains
the success of economics in moving into the other social sciences: economists
"study the economic system as a unified interdependent system and, therefore,
are more likely to uncover the basic interrelationships within a social system
than is someone less accustomed to looking at the working of a system as a
whole," one consequence of which is that "economics makes it more difficult
to ignore factors which are clearly important and which play a part in all
social systems" (1978, pp. 290-91). These views are pertinent to my discussion
of transaction cost economics, which follows.

3. Transaction Cost Economics: Concepts

Kenneth Arrow queries "Why . . . has the work of Herbert Simon, which
meant so much to all of us, . . . had so little direct consequence? Why did the
older institutional school fail so miserably, though it contained such able
analysts as Thorstein Veblen, J. R. Commons, and W. C. Mitchell?" (1987,
p. 734). He ventures two answers, one of which is that the issues are intrinsically
difficult. But he further remarks that the New Institutional Economics move-
ment, of which transaction cost economics is a part, has made more headway.
He attributes this headway to the fact that the New Institutional Economics
"does not consist primarily of giving new answers to the traditional questions
of economics—resource allocation and degree of utilization. Rather it consists
of answering new questions, why economic institutions have emerged the way
they did and not otherwise; it merges into economic history, but brings sharper
nanoeconomic . . . ('nano' is an extreme version of 'micro') reasoning to bear
than has been customary" (1987, p. 734). R. C. O. Matthews similarly concludes
that whereas institutional economics had until recently been relegated to the
pages of the history of thought, the economics of institutions has, over the
past decade, "become one of the liveliest areas in our discipline" (Matthews,
1986, p. 903).

My purpose in this section is to examine the transaction cost economics
branch of the New Institutional Economics movement, mainly in relation to
the organization theory literature referred to earlier. The uses that are made
of earlier organization theory work are discussed first, after which some of
the significant differences are treated.
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3.1. Uses

3.1.1. Barnard

Transaction cost economics concurs with Barnard's assessment that formal
organization is important and that the study of induced cooperation deserves
a prominent place on the research agenda. The firm is therefore not described
as a technological unit to which a profit maximization purpose is ascribed but
is described instead as an organizational unit, the efficacy of which is to be
examined in comparative institutional (mainly, transaction cost economiz-
ing) terms.

Barnard's view that the central problem of organization is that of adapta-
tion is likewise embraced. Of special interest in this connection is how parties
engaged in a long-term contract can adapt effectively to disturbances. The
need to craft contractual structures in which they have mutual confidence in
support of cooperative adaptation is plainly posed.

The zone of acceptance within the employment relation was Barnard's
way of introducing an adaptive capacity. His view of contract and, more
generally, of the law as being farsighted and consensual are both noteworthy.
Transaction cost economics relates constructively to both "incomplete con-
tracting in its entirety" and the importance of private ordering (as opposed
to legal centralism).

As discussed in chapter 3 of this book, the implementation of an incom-
plete contract viewed in its entirety requires that price, technology, and con-
tractual safeguards all be addressed simultaneously. Not only will wider zones
of acceptance be priced out, as Barnard indicated, but they will also be em-
bedded in protective governance structures. Much more concerted attention
to the design of governance in this latter respect is needed.

Also, real differences between the employment relation and all other
forms of contracting notwithstanding, our understanding of contract and of
economic organization more generally will benefit from a realization that
very strong similarities recur across markets of all kinds—labor, intermediate
product, and capital included. Transaction cost economics emphasizes and
works out the ramifications of these commonalities, as a consequence of which
it supports a broader approach to economic organization than exclusive focus
on the employment relation yields. Indeed, the canonical transaction, for the
purposes of transaction cost economics, is not the employment relation but
vertical integration.

Focusing on the make-or-buy decision has advantages of two kinds. For
one thing, intermediate product market contracting is easier to address in
instrumental terms than is labor market contracting.7 For another, the study

7. Compared with the study of the employment relation, which implicates complicated
emotive and dignitarian features, decisions to make or buy an intermediate good or service are
much more instrumental.

I once attended a conference several years ago at which the participants were advised that
the analysis of work organization should be informed by "unabashed rooting for the workers."
Those are understandable sentiments, but it is not obvious that better analysis is promoted in
this way.
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of vertical integration invites the query, what is responsible for limitations to
firm size? This is a central query to which the economics of organization
should be expected to speak8 but which does not arise—as easily or at all—in
conjunction with the study of the employment relation.

Like Barnard, transaction cost economics works out of a private ordering
rather than legal centralism approach to contract law. The legal centralism
approach to contract law assumed that efficacious rules of law regarding
contract disputes were in place and were applied by the courts in an informed,
sophisticated, and low-cost way. Purportedly, "disputes require 'access' to a
forum external to the original social setting of the dispute [from which] rem-
edies will be provided as prescribed in some body of authoritative learn-
ing and dispensed by experts who operate under the auspices of the state"
(Galanter, 1981, p. 1). But the facts disclose otherwise: most disputes, including
many that under current rules could be brought to a court, are resolved by
avoidance, self-help, and the like (Galanter, 1981, p. 2).

To be sure, a private ordering approach to contract requires support. For
one thing, good intentions or mere agreements are prone to breakdown. This
invites precisely the type of analysis of credible commitments with which
transaction cost economics is concerned. Also, as discussed later in the subsec-
tion on Incomplete Contracting in Its Entirety, private ordering benefits from
having the law available for purposes of ultimate appeal.

Barnard's notion of "informal organization" is useful to transaction cost
economics in two respects. First, informal organization arguably helps to
safeguard the security and integrity needs of employees. This is a governance
structure feature, the ramifications of which need to be taken into account.
For another, informal organization may be a manifestation of a more general
condition of "atmosphere," the effects of which serve to distinguish market
and hierarchical modes of organization. Such distinctions support comparative
analysis of a discrete structural rather than (as is more customary) of a marginal
analysis kind.

Finally, although the economy of incentives to which Barnard refers is a
narrow use of economizing reasoning, an economizing approach, broadly
conceived, is what transaction cost economics holds to be the main case (to
which alternative main case scenarios should be compared). The issues here
are discussed further in the next section on Differences.

3.1.2. Simon

Simon's concept of bounded rationality is specifically embraced by transaction
cost economics. Moreover, both parts of the definition—intended but limited
rationality—are accorded respect. Intentionally rational agents are attempting
to cope effectively. This is plainly in the "rational spirit" tradition. But their
limitations also need to be admitted. The principal lessons of bounded rational-

8. Indeed, there is a long literature. For a summary and discussion, see Williamson, 1985b,
chap. 6.
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ity for transaction cost purposes are these: (1) all complex contracts are un-
avoidably incomplete, on which account the hitherto neglected study of
ex-post governance is placed at the very center of the research agenda;9 and
(2) economizing on bounded rationality is a leading purpose of economic
organization.

Microanalytics is likewise a matter of special concern to transaction cost
economics.10 This is partly tied up with the choice of a unit of analysis (see
Differences, next). But the study of process considerations is also implicated.
Transaction cost economics maintains that there are no shortcuts and that
economic organization needs to be examined in a "modest, slow, molecular,
definitive" way.11

If the details matter in assessing the efficacy of alternative forms of organi-
zation, then whether franchise bidding is an effective way of dealing with
natural monopoly cannot rest entirely on an imaginative formulation of the
issues (Demsetz, 1968b; Stigler, 1968; Posner, 1972). Instead, both the attri-
butes of transactions (with special attention to the assets) and the details of
the contracting process need to be carefully examined. There is no other way
adequately to deal with the franchise bidding hypothesis except by moving
beyond the general description to assess the underlying attributes and contrac-
tual microanalytics (Williamson, 1985b, chap. 13).

The same is true in assessing the assertion that transactions can be moved
out of markets and into firms without loss of incentive intensity (Grossman
and Hart, 1986). Convenient though this assumption is, a microanalytic exami-
nation of the effort to preserve high-powered incentives within firms discloses
that such an effort elicits adverse cost consequences (Williamson, 1985b,
1988d). Incentive differences, rather than unchanged incentive intensity, thus
characterize firm and market organization.

More generally, the argument is this: although several different trade-off
scenarios may yield similar crude, qualitative predictions, that is not the only
test. A second test is whether the trade-offs postulated are plausible. Assessing
this normally requires that the underlying microanalytics be examined—tire-
some and troublesome as such an effort may be. Nonetheless, "study the
microanalytics" is the unchanging message of transaction cost economics. Or,
as Stephen Jay Gould puts it, "God dwells in the details" (1987, p. 32).

Understanding the employment relation and the differences between sales
and employment contracts are of central interest to transaction cost econom-
ics.12 Also, hierarchy, especially the differences between markets and hierar-
chies, is prominently featured in the transaction cost economics scheme of
things. Like Simon, hierarchy is treated instrumentally—principally with refer-
ence to its transaction cost economizing properties. This is pertinent both in

9. Theories of comprehensive contracting, with and without private information, concentrate
all of the contracting action on the ex-ante incentive alignment.

10. Recall that Arrow ascribed the differential success of the New Institutional Economics
to its nanoeconomic orientation (1987, p. 734).

11. The quote is from Peguy (source unknown).
12. Note, however, that whereas the crucial feature for Simon is uncertainty, I focus mainly

on the condition of asset specificity.
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assessing the decision to take a transaction out of the market (or not) and,
for those transactions that are organized internally, for purposes of choosing
between alternative hierarchical designs. (In fact, of course, these two decisions
are related.)

Finally, transaction cost economics subscribes to subgoal pursuit. Indeed,
it goes beyond the March and Simon formulation and argues that "opportun-
ism" is a behavioral assumption of such pervasive reach and importance that
it deserves coequal status with bounded rationality in any concerted effort to
assess the comparative efficacy of alternative modes of contracting. Thus, just
as the absence of bounded rationality would vitiate the need for internal
organization, since all of the relevant contracting action could be concentrated
in a comprehensive ex-ante agreement, so likewise would the absence of
opportunism vitiate the need for added safeguards, since "contract as prom-
ise" could be used to annihilate ex-post defections from even incomplete
contracts.13

3.2. Differences

That transaction cost economics relies very substantially on the "science of
administration" of Barnard and Simon is apparent from the foregoing. But
transaction cost economics aspires to move beyond administration to deal
symmetrically with all forms of organization. The eventual object is to realize
a science of organization. Work toward that purpose is in progress.

The numerous and important dependencies of transaction cost economics
on organization theory notwithstanding, there are also real differences, which
are the matters of concern here. With reference to Simon, these are (1) the
rejection of the decision premise as the unit of analysis in favor of the transac-
tion and (2) the rejection of satisficing in favor of economizing. Also (3) a
myopic treatment of contracting (the power perspective) is rejected in favor
of incomplete contracting in its entirety. Moreover, an economic theory of
organization poses further needs. Of special importance are the needs to (4)
explicate opportunism, (5) make selective appeal to contract law, (6) work
through crucial process-related particulars of a firm and market kind, and
(7) develop the applications. The core features and recurrent variations are
captured in (8) the simple contractual schema and (9) the generic trade-off.
These last two are treated in chapter 3.

3.2.1. Unit of analysis

Simon proposed that the decision premise be made the basic unit of analysis.
This is a highly microanalytic unit of analysis—arguably more microanalytic
than is needed to examine issues of economic organization that are of interest
even to institutional economists. In any event, that question is moot: the
decision premise as a unit of analysis has never been operationalized in such
a way as to give it broad and general application.

13. The argument is elaborated in Williamson, 1985b, pp. 64-67.
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An alternative unit, proposed earlier by John R. Commons, has proved
more promising. Thus, Commons saw the problem of economic organization
as that of dealing simultaneously with conflict, mutual dependence, and or-
der. The transaction, in his view, was responsive to these principles and he
proposed that it be made the basic unit of analysis (Commons, 1925, p. 4;
1934, pp. 4-8). But neither Commons nor his followers took the obvious next
step: if the transaction is the basic unit of analysis, then what are the principal
dimensions with respect to which transactions differ?

The transaction is a semimicroanalytic unit of analysis—more rnicroana-
lytic than economics has characteristically been concerned with but a larger
unit than the decision premise. It is also a unit that lends itself to dimensionali-
zation. This permits the study of economic organization to be developed in a
more operational way than had been hitherto feasible.

Transaction cost economics maintains that the key dimensions for describ-
ing transactions are (1) asset specificity, (2) uncertainty, and (3) frequency.
Of the three, asset specificity is the most important and most distinctive.
Investments in durable, specialized assets that cannot be redeployed from
existing uses and users except at a significant loss of productive value are
transaction specific. Contracting for goods and services that are produced with
the support of transaction specific assets poses serious problems. Classical
market contracting gives way to bilateral trading (or, more generally, hybrid
modes of organization), which in turn gives way to unified ownership (hierar-
chies) as the condition of asset specificity builds up.14

The usual way in which the organization theory literature deals with
asset specificity is in conjunction with "resource dependency." The general
argument here is that exchanges of important and scarce resources "create
dependencies." A power orientation is adopted, such dependencies being the
obverse of power (Scott, 1987, p. 111).

Albeit very much concerned with bilateral dependency conditions, trans-
action cost economics assumes that parties anticipate such conditions and
organize with respect to them. Resource dependency therefore does not come
as a "surprise" to unwitting victims. To the contrary, parties explore alterna-
tive supply scenarios. Each alternative node in the general contracting schema
described in chapter 3 is characterized by (1) the supply technology, (2) the

14. Interestingly, the organization theory literature deals expressly, albeit in a somewhat
different way, with both asset specificity and uncertainty. Cyert and March contend that the main
way of dealing with uncertainty is by avoidance. One way of doing this is by focusing on the
short run: rather than plan for an uncertain future, managers use short-run reactions to deal with
current disturbances. It may also, however, be possible to mitigate uncertainty "by arranging
a negotiated environment: [managers] impose plans, standard operating procedures, industry
tradition, and uncertainty-absorbing contracts" (Cyert and March, 1963, p. 119).

Mitigating uncertainty, especially "behavioral uncertainty," by supplanting interfirm by
intrafirm organization is emphasized by transaction cost economics (Williamson, 1985b; Helfat
and Teece, 1987). The use of "excuse doctrine" in contract law also serves to limit uncertainty
(Williamson, 1985b). More generally, the comparative efficacy of alternative forms of organization
for dealing with uncertainty through adaptive, sequential decision making is a recurrent concern
in the transaction cost economics literature (Williamson, 1975, 1985b; Wiggins, 1990). The degree
to which transaction specific assets are implicated has an important bearing on such compara-
tive assessments.
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price at which product is traded, and (3) the governance structure (including
safeguards) in which the contract is embedded. These three features—asset
specificity, price, and governance—are determined simultaneously in an inter-
nally consistent way. Therefore, rather than interpret dependency in ex-post
power terms, transaction cost economics examines ex-ante and ex-post con-
tractual features simultaneously within an efficiency framework.

Put differently, whereas much of the resource dependency literature works
out of a myopic incomplete contracting set-up, whereupon dependency is an
unwanted surprise, transaction costs economics examines incomplete contracts
in their entirety—hence the absence of surprise, victims, and the like. This is
not to say that all outcomes are equally good. Often, however, contrived
breach, expropriation, holdups, and so forth can be and are mitigated.

3.2.2. Economizing and discriminating alignment

Upon supplanting hyperrationality with bounded rationality, Simon argued
that the key analytical consequence was that maximizing be supplanted by
satisficing. That placed Simon on a collision course with economics. Although
it is perhaps still in doubt, most economists have concluded that satisficing
never developed a cumulative and compelling research product and lost out
to the economics mainstream in the contest that ensued.

Transaction cost economics embraces bounded rationality but urges that
the principal ramification of bounded rationality for studying economic organi-
zation is that all complex contracts are unavoidably incomplete. If, moreover,
mind is a scarce resource, then an economizing orientation, broadly construed
to include organization, brings economics and organization theory together
(rather than placing them in opposition or locating them on different domains).
Frank Knight's views of economics are pertinent: "Men in general, and within
limits, wish to behave economically, to make their activities and their organiza-
tion 'efficient' rather than wasteful. This fact does deserve the utmost emphasis;
and an adequate definition of the science of economics . . . might well make
it explicit that the main relevance of the discussion is found in its relation to
social policy, assumed to be directed toward the end indicated, of increasing
economic efficiency, of reducing waste" (1941, p. 252, emphasis added).

Transaction cost economics maintains that the economic institutions of
capitalism have the main purpose and effect of economizing on transaction
costs. To be sure, economic organization is very complex and a variety of
economic and noneconomic purposes are normally at work. If, however, all
are not equally important, our understanding of the weight to be ascribed to
each will be promoted by examining economic organization from several well-
focused perspectives. Qualifications, extensions, refinements, and so forth can
then be introduced into each main case which, in such a contest, qualifies as
a finalist. But the incipient science of organization needs to start somewhere.
That is what the choice of a main case is all about.

The main case hypothesis out of which transaction cost economics works
is this: align transactions (which differ in their attributes) with governance
structures (which differ in their costs and competencies) in a discriminating
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(mainly transaction cost economizing) way. This discriminating alignment
hypothesis predicts a large number of organizational regularities. The prelimi-
nary data are broadly corroborative (Williamson, 1985b; Joskow, 1988; Klein
and Shelanski, 1995).

3.2.3. Incomplete contracting in its entirety

Not every transaction poses defection hazards, and it may not be possible
to safeguard all that do. However, where the potential hazards that beset
contracts are evident to the parties from the beginning—possibly because
they have previously had bad experience, possibly by noting the experience
of others, possibly by consciously working the contracting ramifications
through—studies of contract and of contracting institutions should start at
the beginning.

That contracts are incomplete does not, therefore, imply myopia. Instead,
alternative contracting scenarios are described and their ramifications com-
pared. Manifestly bad games, of which the prisoners' dilemma is one, will be
avoided or reorganized in a larger contracting context in which the incentives
to defect are attenuated As developed in Chapter 6, the use of reciprocity to
equilibrate hazards is an example.

3.2.4. Opportunism and credible commitments

Most organization theorists subscribe to bounded rationality and count it a
distinct gain that bounded rationality has made inroads into economics. To
be sure, many might emphasize different aspects from those to which I refer
here. But the argument that both markets and hierarchies need to come to
terms with bounded rationality is uncontroversial.

By contrast, most organization theorists avoid making express reference
to, much less relying on, the assumption of opportunism. Instead, assumptions
of opportunism, moral hazard, agency costs and the like are regarded as
demeaning variations on the familiar assumption of self-interest seeking, on
which economics has long relied.

I submit, however, that organization theorists were familiar with and had
an extensive literature dealing with opportunism long before economists got
around to it. And I further submit that the assumption is less jaundiced than
it first appears.

To be sure, there were (and are) language differences between economics
and organization theory. The terms unofficial rewards, managerial discretion,
and subgoal pursuit are the organization theory counterparts for opportunism,
moral hazard, shirking, agency costs, and the like.15 Whereas economists were

15. The following remarks of Simon are pertinent: "Organization theory is centrally con-
cerned with identifying and studying those limits to the achievement of goals that are, in fact,
limits on the flexibility and adaptability of the goal-striving individuals and groups of individuals
themselves. . . . The fact that these limits . . . are largely determined by social and even organiza-
tional forces creates problems of theory construction of great subtlety" (1957b, p. 199). Although
the goal-striving "limits" to which Simon refers are not specifically identified, I submit that the
absence of opportunism greatly relieves goal-striving strains.
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reluctant to grant these conditions, preferring instead to work out of a profit-
maximization set-up, organization theorists came to terms easily with these
conditions.

Economists are thus late comers to the opportunism scene. When they
arrived, however, they pulled in new paraphernalia and wrung out different
implications. Rather than regard opportunism in myopic terms, they instead
viewed it from the aforementioned standpoint of incomplete contracting in
its entirety.

The contrast between the Machiavellian treatment of promise and that
of transaction cost economics is instructive. Machiavelli advised his prince
that "a prudent ruler ought not to keep faith when by so doing it would be
against his interest, and when the reasons which made him bind himself no
longer exist. . . . [L]egitimate grounds [have never] failed a prince who wished
to show colourable excuse for the promise" (Gauss, 1952, pp. 92-93). But
reciprocal or preemptive opportunism is not the only lesson to be gleaned
from an awareness that human agents are not fully trustworthy. Indeed, that
is a very primitive response.

The more important lesson, for the purposes of studying economic organi-
zation, is this: Transactions that are subject to ex-post opportunism will benefit
if appropriate safeguards can be devised ex ante. Rather than reply to oppor-
tunism in kind, therefore, the wise prince is one who seeks both to give and
to receive "credible commitments." Incentives may be realigned, or superior
governance structures within which to organize transactions may be devised.

So regarded, the transaction cost economics assumption of opportunism
is less offensive than it at first appears. To assume, moreover, that human
agents are opportunistic does not mean that all are continually given to oppor-
tunism. Rather, the assumption is that some individuals are opportunistic some
of the time and that it is costly to ascertain differential trustworthiness ex
ante. H. L. A. Hart's remarks help to put the issues into perspective: "Neither
understanding of long-term interest, nor the strength of goodness of will . . .
are shared by all men alike. All are tempted at times to prefer their own
immediate interests. . . . 'Sanctions' are . . . required not as the normal motive
for obedience, but as a guarantee that those who would voluntarily obey shall
not be sacrificed by those who would not" (1961, p. 193, emphasis in original).
Lest the world be reorganized to the advantage of the more opportunistic
agents, checks against opportunism are needed.

Taken together, the overall import of bounded rationality and opportun-
ism for transaction cost economics is this: organize transactions so as to econo-
mize on bounded rationality while simultaneously safeguarding the trans-
actions in question against the hazards of opportunism. That is a message to
which both economists and organization theorists can relate.

3.2.5. Contract law

Although transaction cost economics emphasizes private ordering over legal
centralism, and thus pushes contract law into the institutional background,
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contract law nonetheless has three important roles to play. One of these is to
serve as ultimate appeal, thereby delimiting threat positions.

Additionally relevant in this connection is the important role played by
"excuse doctrine." Thus, parties that are able to enforce the terms of the
contract in court might do this not only for good but also for poor cause. If,
for example, a party asked that the letter of a contract be enforced for state
realizations of a very low probability kind for which literal enforcement would
impose egregious hardship on the other, then contract would be made to
serve a purpose for which it was not originally intended. The use of contract,
compared with internal organization, would suffer relatively if such punitive
uses of contract were permitted.

Contract excuse doctrine is arguably intended to relieve such contractual
"abuses." More generally, the "less than total commitment to the keeping of
promises" by the legal system to which Ian Macneil refers is pertinent:

Contract remedies are generally among the weakest of those the legal system
can deliver. But a host of doctrines and techniques lies in the way of even those
remedies: impossibility, frustration, mistake, manipulative interpretation, jury
discretion, consideration, illegality, duress, undue influence, unconscionabil-
ity, capacity, forfeiture and penalty rules, doctrines of substantial perfor-
mance, severability, bankruptcy laws, statutes of fraud, to name a few; almost
any contract doctrine can and does serve to make the commitment of the
legal system to promise keeping less than complete. (1974, p. 730)

To be sure, there are trade-offs. One way of examining these is to assume
that the object is to encourage the use of contracting (as opposed to internal
organization). Both "too lax" and "too strict" contract enforcement are then
to be avoided. Assessing the balance is a matter to which transaction cost
reasoning can be and, to a degree, has been applied (Williamson, 1985a).

As developed in Chapter 4, contract law also has a third role to play:
Each generic mode of organization is supported by a distinctive form of
contract law. There is a need, therefore, to study contract laws (plural) rather
than contract law (singular).

3.2.6. Process particulars

Two processes of special relevance to an understanding of economic organiza-
tion are the Fundamental Transformation and the impossibility of selective
intervention. The first of these deals with the transformation of what had
been a large numbers bidding competition at the outset into one of bilateral
exchange during contract execution and at contract renewal intervals. The
second explains why internal organization is not able to beat markets every-
where by combining replication (where markets work well) with selective
intervention (where markets do poorly).

Both the Fundamental Transformation and the impossibility of selective
intervention are tedious process arguments and are developed at length else-
where (Williamson, 1975, 1985b). Suffice it to observe here that process analy-
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sis (1) goes to the very core of economic organization, (2) is needed to evaluate
the plausibility of alternative trade-off scenarios, and (3) invites further appli-
cation—to life cycle and reputation effect features of organization (Fama,
1980; Weizisacker, 1980; Kreps, 1990), among other things.

Examples of issues to which the new economics of organization can be
or has been applied include the following:

The Theory of Economic Organization

1. If the firm is a governance structure, then the boundary of the firm
ought to be set with reference to the capacity of the firm (compared
with the market) to provide useful organizational functions. Accord-
ingly, an organizational theory of the firm needs to take its place
alongside a technological theory of the firm. That has been occurring.

2. If the benefits of supplying contractual safeguards against breakdown
and premature breach vary systematically with the attributes of trans-
actions, then an economic theory of contract will prescribe significant
safeguards for some transactions and fewer safeguards for others. It
does and the data line up (see especially Joskow, 1985, 1987, 1988,
and references therein).

3. If the preceding theory of contract has general application, it should
apply—with variation—to labor, intermediate product, and capital
market transactions alike. It does.
a. Labor. The collective organization of labor (unions) and the gover-

nance structures within internal labor markets should vary system-
atically with the attributes of labor. The preliminary evidence sug-
gests that they do.

b. Intermediate product. Make or buy decisions should vary systemat-
ically with the attributes of transactions. The evidence is abundant.
They do. (Much of this is summarized in Williamson, 1985b,
chap. 5.)

4. Leakage. The need to seal off some technologies or protect some
investments against loss of appropriability will predictably elicit leak-
age attenuation of a discriminating kind. It does (see Teece, 1986;
Heide and John, 1988).

5. The limits of internal organization. Lest internal organization be over-
used, with adverse increases in cost, internal organization needs to
be used in a discriminating way. The powers and limits of both markets
and hierarchies need to be worked out. The basic trade-offs need to
be displayed. The data need to be worked up. Nuances need to be
discovered. More generally, market failure and organizational failure
need to be put on a parity. Work of this kind is in progress but will
take a decade and more to work out.

6. Integrity. The relentless emphasis on efficiency should not obscure the
needs of individuals—especially for personal integrity. The integrity-
respecting (or demeaning) attributes of markets and hierarchies of
different kinds need to be worked out. Albeit enormously difficult
problems, they nevertheless need to be addressed.
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Applications to Functional Areas

7. Finance. Debt and equity can be described as financial instruments.
But it is misleading to think of debt and equity only in financial terms
if the critical economic differences between these two instruments
turn equally on their governance structure differences. A combined
theory of corporate finance and corporate governance is needed. Alli-
ance capitalism issues are implicated. Work on these matters has been
progressing (see Gerlach, 1987; Williamson, 1988c; Berglof, 1989).

8. Marketing. A contractual approach to marketing should lead to a
discriminating theory of forward integration into distribution, the use
of franchising, the use of agents, and so on. Work of this kind and
evidence that pertains thereto are coming along (see Anderson and
Schmittlein, 1984; John and Weitz, 1988).

9. Comparative systems. A variety of approaches to the study of compar-
ative economic systems have been employed, with varying degrees of
success. An assessment of the incentive and bureaucratic features of
capitalism and socialism—the powers, limits, contradictions—of each
is sorely needed. The logic of economic organization to which I refer
is germane and should be developed along these lines.

10. Business strategy. Strategic thinking is always appealing. But a lot of
strategizing is mistaken and can be costly. A discriminating theory of
strategy—when it pays, when it does not, what the instruments are,
how they work—is needed. The contractual approach supplies some
of the needed framework.

11. Business history. Business history ought both to inform and to be
informed by the combined study of economics and organization. Busi-
ness history is a field that appears to be experiencing a new life.

Applications to Contiguous Disciplines

12. Politics. Contractual theories of how to organize regulatory agencies
and how federalism should be structured would add greatly to our
understanding of politics. Work of both kinds is in progress (see
Weingast and Marshall, 1988; North and Weingast, 1989).

13. Reconceptualizing the modern corporation in governance structure/
organizational terms has ramifications for the way in which the multi-
national corporation is interpreted. The selective use of the multi-
national corporation to facilitate technology transfer is one example.
More generally, the multinational corporation is usefully thought of
in transnational terms—which has ramifications for the theory of the
nation state (see Yarborough and Yarborough, 1987; Keoshane, 1984).

14. Sociology. The new economics of organization has brought economics
and sociology into active contact with one another whereas they used
to operate at a distance. A rich dialogue is needed and is in progress
(see Chapter 9).

15. The law. In addition to antitrust and regulation, the new economics
of organization has an important bearing on corporate governance
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and on contract law. Among other things, new interpretations of
"excuse doctrine," the rationale for which has been an ancient contract
law puzzle, have been proposed.

Public Policy

16. Public policy toward business needs to be informed and reformed
accordingly. That too has been going on. Antitrust has already been
reshaped (especially with respect to vertical integration and vertical
contracting practices) and more is in prospect—joint research ventures
being an example (see Jorde and Teece, 1988).

17. If contracts work well in some circumstances but predictably break
down in others, then the merits of deregulation (moving out of regula-
tion into autonomous contracting) ought to be susceptible to analysis.
It is. Deregulation—including mistaken deregulation—has been ex-
amined along these lines (see Joskow and Schmalensee, 1983; William-
son, 1985b, chap. 13).

18. Policy implementation—in general but specifically with reference to
developing countries—needs to be reexamined from an institutional
point of view. The time has come and the apparatus is at hand to
examine policy implementation in a disciplined, microanalytic way.
Older theories—of neoclassical, rent seeking, and property rights
kinds—simply fail to address pertinent institutional issues. . . .

4. Conclusions

Significant interim accomplishments notwithstanding, all would agree that the
"science of organization" to which Barnard referred fifty years ago has not
been realized. The past ten and fifteen years have nonetheless witnessed a
combined law, economics, and organizations assault on the issues—the effect
of which has been to push the incipient science of organization across a
threshold from which there is no returning. Economics and organization theory
form the axis off of which this new work operates—to which contract law
provides added support.

Although much of what is in progress differs from Barnard in many ways,
Barnard's imprint throughout these fifty years remains highly visible. Plainly,
this was a man with great knowledge and a deep understanding of organization.

The incipient new science of organization is not a separate discipline. As
indicated, it works off of and integrates the underlying disciplines of law,
economics, and organization. Note, moreover, that I refer to this new science
not as the "science of administration," which is the organization theory way
of describing things, but as the "science of organization." The latter subsumes
the former as a special case.

The aspect of the new science of organization with which I have been
especially concerned (in this chapter and elsewhere) is that of transaction cost
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economics. This approach is distinguished by the fact that it examines eco-
nomic organization in a way that is simultaneously microanalytic, comparative
institutional, and economizing in its orientation. The first of these has long
been resisted by economics,16 the last by organization theory.17 I argue that
the two go together and that the prospects for a science of organization are
improved as a consequence.

16. Compared with earlier economic approaches (see Prologue and Chapter 3), transaction
cost economics (1) is more microanalytic, (2) is more self-conscious about its behavioral assump-
tions, (3) introduces and develops the economic importance of asset specificity, (4) relies more
on comparative institutional analysis, (5) regards the business firm as a governance structure, (6)
places greater weight on the ex-post institutions of contract, with special emphasis on private
ordering (compared with court ordering), (7) works out of a combined law, economics, and
organization perspective, and (8) asserts that economizing on transaction costs is the main case.

17. Compared with a standard organization theory set-up, transaction cost economics
(1) eschews satisficing in favor of economizing; (2) works out of a systems framework, whereupon
myopia and/or posterior rationality are eschewed in favor of "incomplete contracting in its
entirety"; (3) regards the transaction as the basic unit of analysis, the dimensionalization of which
is thereafter pertinent; (4) repeatedly appeals to the hypothesis that transactions will be aligned
with governance structures in a discriminating (mainly, transaction cost economizing) way; (5)
regards opportunism as a behavioral assumption of coequal importance with bounded rationality;
(6) maintains that any issue that can be posed directly or indirectly as a contracting issue can
be examined to advantage in transaction cost economizing terms; and (7) examines the process
ramifications of alternative modes of contracting in microanalytic detail.
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Transaction Cost Economics

1. Introduction

Recent and continuing headway notwithstanding, transaction cost economics
maintains that our understanding of the economic institutions of capital-
ism—firms, markets, hybrids, bureaus—is very primitive. It subscribes to the
following modest research objective: "to organize our necessarily incomplete
perceptions about the economy, to see connections that the untutored eye
would miss, to tell plausible . . . causal stories with the help of a few central
principles, and to make rough quantitative judgments about the consequences
of economic policy and other exogenous events" (Solow, 1985, p. 329).

Transaction cost economics adopts a contractual approach to the study
of economic organization. Questions such as the following are germane: Why
are there so many forms of organization? What main purpose is served by
alternative modes of economic organization and best informs the study of
these matters? Striking differences among labor markets, capital markets,
intermediate product markets, corporate governance, regulation, and family
organization notwithstanding, is it the case that a common theory of contract
informs all? What core features—in human, technology, and process re-
spects—does such a common theory of contract rely on? These queries go to
the heart of the transaction cost economics research agenda.

The background out of which transaction cost economics works is sketched
in Section 2. The operationalization of transaction cost economics is discussed
in Section 3. Vertical integration, an understanding of what serves as a para-
digm for helping to unpack the puzzles of complex economic organization
more generally, is the subject of Section 4. Other applications of the transaction
cost approach are examined in Section 5. Some empirical tests of the transac-
tion cost hypotheses are briefly summarized in Section 6. Public policy ramifi-
cations are developed in Section 7. Concluding remarks follow.

54
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2. Background

2.1. Main Case

Economic organization services many purposes. Among those that have been
ascribed by economists are monopoly and efficient risk bearing. Power and
associational gains are sometimes held to be the main purposes of economic
organization, especially by noneconomists. And some hold that "social institu-
tions and arrangement . . . [are] the adventitious result of legal, historical, or
political forces" (Granovetter, 1985, p. 488).

The study of complex systems is facilitated by distinguishing core purposes
from auxiliary purposes. Transaction cost economics subscribes to and devel-
ops the view that economizing is the core problem of economic organization.

Main case frameworks do not purport to be exhaustive but are designed
to go to the fundamentals.1 Especially in an area where opinions proliferate,
of which the economics of organization is one, insistence upon refutable
implications is needed to sort the wheat from the chaff. This is the touchstone
function to which Georgescu-Roegan refers (1971, p. 37).

2.2. Behavioral Assumptions

Many economists treat behavioral assumptions as unimportant. This reflects
a widely held opinion that the realism of the assumptions is unimportant and
that the fruitfulness of a theory turns on its implications (Friedman, 1953).
But whereas transaction cost economics is prepared to be judged (compara-
tively) by the refutable implications which this approach uniquely affords, it
also maintains that the behavioral assumptions are important—not least of
all because they serve to delimit the study of contract to the feasible subset.

Knight insisted that the study of economic organization needed to be
informed by an appreciation for "human nature as we know it" (1965, p. 270),
with special reference to the condition of "moral hazard" (1965, p. 260).
And Bridgeman reminded social scientists that "the principal problem in
understanding the actions of men is to understand how they think—how their
minds work" (1955, p. 450). Coase more recently remarked that "modern
institutional economics should start with real institutions. Let us also start
with man as he is" (1984, p. 231). Coase urges in this connection that the view
of man as a "rational utility maximizer" should be abandoned (1984, p. 231),
but the salient attributes of "man as he is" otherwise remain undescribed.

I have previously argued that contracting man is distinguished from the
orthodox conception of maximizing man in two respects. The first of these is
the condition of bounded rationality. Second, contracting man is given to self-

1. Agreement on the main case does not imply that extensions to the main case, to make
allowance, for example, for monopoly purposes (where the appropriate preconditions hold),
cannot be made. But this is very different from making monopoly the main case—to which
economizing is an added wrinkle
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interest seeking of a deeper and more troublesome kind than his economic
man predecessor.

Although it is sometimes believed that Herbert Simon's notion of bounded
rationality is alien to the rationality tradition in economics, Simon actually
enlarges rather than reduces the scope for rationality analysis. Thus, the
economic actors with whom Simon is concerned are "intendedly rational, but
only limitedly so" (Simon, 1961, p. xxiv). Both parts of the definition warrant
respect. An economizing orientation is elicited by the intended rationality
part of the definition, while the study of institutions is encouraged by acknowl-
edging that cognitive competence is limited: "It is only because individual
human beings are limited in knowledge, foresight, skill, and time that organiza-
tions are useful investments for the achievement of human purpose" (Simon,
1957b, p. 199).

Transaction cost economics pairs the assumption of bounded rationality
with a self-interest-seeking assumption that makes allowance for guile. Spe-
cifically, economic agents are permitted to disclose information in a selective
and distorted manner. Calculated efforts to mislead, disguise, obfuscate, and
confuse are thus admitted. This self-interest-seeking attribute is variously
described as opportunism, moral hazard, and agency.2

Bounded rationality and opportunism serve both to refocus attention and
help to distinguish between feasible and infeasible modes of contracting. Both
impossibly complex and hopelessly naive modes of contracting are properly
excluded from the feasible set. Thus:

1. Incomplete contracting. Although it is instructive and a great analytical
convenience to assume that agents have the capacity to engage in comprehen-
sive ex ante contracting (with or without private information), the condition
of bounded rationality precludes this. All contracts within the feasible set are
incomplete. Accordingly, the ex post side of a contract takes on special eco-
nomic importance. The study of structures that facilitate gapfilling, dispute
settlement, adaptation, and the like thus become part of the problem of
economic organization. Whereas such institutions play a central role in the
transaction cost economics scheme of things, they are ignored (indeed, sup-
pressed) by the fiction of comprehensive ex ante contracting.3

2. Critics of transaction cost economics sometimes characterize it as "neo-Hobbesian"
because it assumes that economic agents are given to opportunism (in varying degrees). See, for
example, Bowles and Gintis (1986, p. 201). Note, however, that the bilateral design of credible
commitments (as well as other forms of private ordering) is a very non-Hobbesian response.

3. Note, moreover, that impossibly complex contracting processes cannot be saved by invok-
ing economic natural selection arguments. Natural selection applies only to the set of viable
practices and cannot be used to extend the domain. Alchian's claim that "the economist, using
the present analytical tools developed in the analysis of the firm under certainty, can predict the
more adoptable or viable types of economic interrelationships that will be induced by environ-
mental change even if individuals themselves are unable to ascertain them" (1950, p. 218) is both
prescient and provocative. But the argument needs to be invoked with care (Nelson and Winter,
1982). Thus, whereas it is plausible to invoke natural selection to support an efficient factor
proportions outcome in a competitively organized industry (Becker, 1962), since the choice of
efficient proportions—by accident, insight, or otherwise—by some subset of firms is entirely
feasible, to invoke natural selection to support a vaguely described process of "ex post settling



Transaction Cost Economics 57

2. Contract as promise. Another convenient concept of contract is to
assume that economic agents will reliably fulfill their promises. Such steward-
ship behavior will not obtain, however, if economic agents are given to oppor-
tunism. Ex ante efforts to screen economic agents in terms of reliability and,
even more, ex post safeguards to deter opportunism take on different economic
significance as soon as the hazards of opportunism are granted. Institutional
practices that were hitherto regarded as problematic are thus often seen to
perform valued economizing purposes when their transaction cost features
are assessed.

Inasmuch as alternative theories of contract with different behavioral
assumptions support different definitions of the feasible set, rival theories of
contact can, in principle, be evaluated by ascertaining which of the implied
feasible sets is borne out in the data.

2.3. Legal Centralism Versus Private Ordering

It is often assumed, sometimes tacitly, that property rights are well defined
and that the courts dispense justice costlessly. The mechanism design literature
expressly appeals to the efficacy of court ordering (Baiman, 1982, p. 168).
Much of the legal literature likewise assumes that the appropriate legal rules
are in place and that the courts are the forum to which to present and resolve
contract disputes.

The attractions of legal centralism notwithstanding, this orientation was
disputed by Llewellyn (1931). He took exception to prevailing contract law
doctrine, which emphasized legal rules, and argued that more attention should
be given to the purposes served. Less concern with form and more with
substance was thus indicated—especially since being legalistic could stand in
the way of getting the job done. A rival conception of "contract as framework"
was advanced.

If, as Galanter has subsequently argued, the participants to a contract can
often "devise more satisfactory solutions to their disputes than can profession-
als constrained to apply general rules on the basis of limited knowledge of
the dispute" (1981, p. 4), then court ordering is better regarded as a background
factor rather than the central forum for dispute resolution. Albeit useful for
purposes of ultimate appeal, legal centralism (court ordering) gives way to
private ordering. This is intimately connected to the incomplete contracting/
ex post governance approach to which I refer above.

up," whereby managers are purportedly paid their individual marginal products (Fama, 1980),
is highly problematic. Unless and until feasible process mechanics are described, ex post settling
up, at least in its stronger forms, looks like and performs the functions of a deus ex machina.

This is not, however, to say that natural selection plays no role in the study of contract. To
the contrary, transaction cost economics maintains that those forms of organization that serve
to economize on bounded rationality and safeguard transactions against the hazards of opportun-
ism will be favored and will tend to displace inferior modes in these respects. But transaction
cost economics insistently deals only with feasible modes. Within this subset it focuses analytic
attention on those properties of organization that have economizing and safeguarding features.
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3. Operationalizing Transaction Cost Economics

As elaborated elsewhere (Williamson, 1985b, pp. 2-7), the decade of the
1930s recorded striking insights—in law, economics, and organization—on
which transaction cost economics has subsequently built. A thirty-five year
interval elapsed, however, during which time the transaction cost approach
to economic organization languished and the applied price theory approach to
Industrial Organization ruled the day (Coase, 1972, pp. 63-64). The significant
accomplishments of the firm-as-production-function approach notwithstand-
ing, orthodox analysis ignored both the internal organization of the firm and
the private ordering purposes of contract. As a consequence, "very little [was
known] about the cost of conducting transactions on the market or what they
depend on; we know next to nothing about the effect on costs of different
groupings of activities within firms" (Coase, 1972, p. 64).

Lack of progress with transaction cost economics notwithstanding, the
intuition that the leading institutions of economic organization had transaction
cost origins was widely shared. As Arrow observed, "market failure is not
absolute, it is better to consider a broader category, that of transaction costs,
which in general impede and in particular cases completely block the formation
of markets" (1969, p. 48). It was not, however, obvious how to operationalize
this insight.

3.1. The Technology of Transacting

Adopting Commons' proposal that the transaction be made the basic unit of
analysis, attention is focused on economizing efforts that attend the organiza-
tion of transactions—where a transaction occurs when a good or service is
transferred across a technologically separable interface. One stage of activity
terminates and another begins. With a well-working interface, as with a well-
working machine, these transfers occur smoothly. In mechanical systems we
look for frictions: do the gears mesh, are the parts lubricated, is there needless
slippage or other loss of energy? The economic counterpart of friction is
transaction cost: for that subset of transactions where it is important to elicit
cooperation,4 do the parties to the exchange operate harmoniously, or are there
frequent misunderstandings and conflicts that lead to delays, breakdowns, and
other malfunctions? Transaction cost analysis entails an examination of the
comparative costs of planning, adapting, and monitoring task completion un-
der alternative governance structures.

4. The genius of neoclassical economics is that there are large numbers of transactions
where conscious cooperation between traders is not necessary. The invisible hand works well if
each party can go its own way—the buyer can secure product easily from alternative sources;
the supplier can redeploy his assets without loss of productive value—with little cost to the other.
Transaction cost economics is concerned with the frictions that obtain when contractual hazards
arise by reason of bilateral dependency, leakage, strategizing, or the like.
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Assessing the technology of transacting is facilitated by making the trans-
action the basic unit of analysis. The central question then becomes: What are
the principal dimensions with respect to which transactions differ? Refutable
implications are derived from the hypothesis that transactions, which differ
in their attributes, are assigned to governance structures, which differ in their
costs and competencies, in a discriminating—mainly transaction cost econ-
omizing—way.

The principal dimensions on which transaction cost economics presently
relies for purposes of describing transactions are (1) the frequency with which
they recur, (2) the degree and type of uncertainty to which they are subject,
and (3) the condition of asset specificity. Although all are important, many
of the refutable implications of transaction cost economics turn critically on
this last.

3.1.1. Asset specificity

Asset specificity has reference to the degree to which an asset can be rede-
ployed to alternative uses and by alternative users without sacrifice of produc-
tive value. This has a relation to the notion of sunk cost. But the full ramifica-
tions of asset specificity become evident only in the context of incomplete
contracting and went unrecognized in the pre-transaction cost era (Williamson,
1975, 1979a); Klein, Crawford, and Alchian, 1978).

Interestingly, Marshall recognized that idiosyncratic human capital could
sometimes accrue during the course of employment (1948, p. 626). Becker
(1962), moreover, made express provision for human capital in his examination
of labor market incentive schemes. Marschak expressly took exception with
the readiness with which economists accept and employ assumptions of fungi-
bility. As he put it, "There exist almost unique, irreplaceable research workers,
teachers, administrations; just as there exist unique choice locations for plants
and harbors. The problem of unique or imperfectly standardized goods . . .
has indeed been neglected in the textbooks" (1968, p. 14). Polanyi's (1962)
remarkable discussion of "personal knowledge" further illustrates the impor-
tance of idiosyncratic knowledge and working relations.

Transaction cost economics accepts all of the foregoing and moves the
argument forward in three respects: (1) asset specificity can take many forms,
of which human asset specificity is only one; (2) asset specificity not only
elicits complex ex ante incentive responses but, even more important, it gives
rise to complex ex post governance structure responses; and (3) the study
of economic organization in all of its forms—industrial organization, labor,
international trade, economic development, family organization, comparative
systems, and even finance—becomes grist for the transaction cost econom-
ics mill.

Without purporting to be exhaustive, asset specificity distinctions of six
kinds have been made: (1) site specificity, as where successive stations are
located in a cheek-by-jowl relation to each other so as to economize on in-
ventory and transportation expenses; (2) physical asset specificity, such as
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specialized dies that are required to produce a component; (3) human asset
specificity that arises in a learning-by-doing fashion; (4) dedicated assets, which
are discrete investments in general purpose plant that are made at the behest
of a particular customer; to which (5) brand name capital and (6) temporal
specificity have been added. As discussed in Sections 4 and 5, the organiza-
tional ramifications of each type of specificity differ. Additional predictive
content arises in this way.

3.1.2. Uncertainty

Koopmans described the core problem of the economic organization of society
as that of facing and dealing with uncertainty (1957, p. 147). He distinguished
between primary and secondary uncertainty in this connection, the distinction
being that whereas primary uncertainty is of a state-contingent kind, secondary
uncertainty arises "from lack of communication, that is from one decision
maker having no way of finding out the concurrent decisions and plans made
by others"—which he judges to be "quantitatively at least as important as
the primary uncertainty arising from random acts of nature and unpredictable
changes in consumer's preferences" (pp. 162-63).

Note, however, that the secondary uncertainty to which Koopmans refers
is of a rather innocent or nonstrategic kind. There is a lack of timely communi-
cation, but no reference is made to strategic nondisclosure, disguise, or distor-
tion of information. Such strategic features are unavoidably presented, how-
ever, when parties are joined in a condition of bilateral dependency. A third
class of uncertainty—namely, behavioral (or binary) uncertainty—is thus use-
fully recognized.5

The distinction between statistical risks and idiosyncratic trading hazards
is pertinent in this connection. This is akin to, but nonetheless different from,
Knight's (1965) distinction between risk and uncertainty. Hazards are due to
the behavioral uncertainties that arise when incomplete contracting and asset
specificity are joined. Of special importance to the economics of organization
is that the mitigation of hazards can be the source of mutual gain. The language
of governance, rather than statistical decision theory, applies.

3.1.3. The fundamental transformation

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

5. The recent paper by Helfat and Teece (1987) examines vertical integration with reference
to this condition.
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execution and ex post competition at the contract renewal interval come
under scrutiny.

Contrary to earlier practice, transaction cost economics holds that a condi-
tion of large numbers bidding at the outset does not necessarily imply that
a large numbers bidding condition will obtain thereafter. Whether ex post
competition is fully effacious or not depends on whether the good or service
in question is supported by durable investments in transaction specific human
or physical assets. Where no such specialized investments are incurred, the
initial winning bidder realizes no advantage over nonwinners. Although it
may continue to supply for a long period of time, this is only because, in
effect, it is continuously meeting competitive bids from qualified rivals. Rivals
cannot be presumed to operate on a parity, however, once substantial invest-
ments in transaction specific assets are put in place. Winners in these circum-
stances enjoy advantages over nonwinners, which is to say that parity at the
renewal interval is upset. Accordingly, what was a large numbers bidding
condition at the outset is effectively transformed into one of bilateral supply
thereafter. The reason why significant reliance investments in durable, trans-
action specific assets introduce contractual asymmetry between the winning
bidder on the one hand and nonwinners on the other is because economic
values would be sacrificed if the ongoing supply relation were to be terminated.

Faceless contracting is thereby supplanted by contracting in which the
pairwise identity of the parties matters. Not only is the supplier unable to
realize equivalent value were the specialized assets to be redeployed to other
uses, but the buyer must induce potential suppliers to make similar specialized
investments were he to seek least-cost supply from an outsider. The incentives
of the parties to work things out rather than terminate are thus apparent.
This has pervasive ramifications for the organization of economic activity.

3.2. A Simple Contractual Schema

3.2.7. The general approach

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

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

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

Figure 3.1 displays the three contracting outcomes corresponding to such
a description. Associated with each node is a price. So as to facilitate compari-
sons between nodes, assume that suppliers (1) are risk neutral, (2) are prepared
to supply under either technology, and (3) will accept any safeguard condition
whatsoever so long as an expected breakeven result can be projected. Thus,
node A is the general purpose technology (k = 0) supply relation for which
a breakeven price of p1 is projected. The node B contract is supported by
transaction-specific assets (k > 0) for which no safeguard is offered (s = 0).
The expected breakeven price here is p. The node C contract also employs
the special purpose technology. But since the buyer at this node provides the
supplier with a safeguard, (s > 0), the breakeven price, p, at node C is less
than p.6

The protective safeguards to which I refer normally take on one or more
of three forms. The first is to realign incentives, which commonly involves
some type of severance payment or penalty for premature termination. Albeit
important and the central focus of much of the formal contracting literature,
this is a very limited response. A second is to supplant court ordering by
private ordering. Allowance is expressly made for contractual incompleteness;
and a different forum for dispute resolution (of which arbitration is an exam-
ple) is commonly provided (see Joskow, 1985, 1987; Williamson, 1985b,
pp. 164-66). Third, the transaction may be embedded in a more complex
trading network. The object here is to better assure continuity purposes and
facilitate adaptations. Expanding a trading relation from unilateral to bilateral
exchange—through the concerted use, for example, of reciprocity—thereby
to effect an equilibration of trading hazards is one illustration. Recourse to
collective decision-making under some form of combined ownership is
another.

This simple contracting schema applies to a wide variety of contracting
issues. It facilitates comparative institutional analysis by emphasizing that
technology (k), contractual governance/safeguards (s) and price (p) are fully
interactive and are determined simultaneously. It is furthermore gratifying
that so many applications turn out to be variations on a theme.

By way of summary, the nodes A, B, and C in the contractual schema set
out in Figure 3.1 have the following properties:

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

6. Specialized production technologies commonly afford steady-state cost savings over gen-
eral purpose production technologies. But since the former are less redeployable than the latter,
stochastic disturbances may reverse the cost advantage ( whether p1 is greater than or less than
p requires that stochastic factors be taken into account). See Williamson, 1985b, pp. 169-75.
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Figure 3.1. A simple contracting schema.

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

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

4. Transactions located at node C incorporate safeguards (s > 0) and thus
are protected against expropriation hazards.

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

3.2.2. An illustration

Klein and Leffler (1981) argue that franchisees may be required to make
investments in transaction-specific capital as a way by which to safeguard the
franchise system against quality shading. As Klein puts it, franchisers can better
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assure quality by requiring franchisee investments in specific . . . assets that
upon termination imply a capital loss penalty larger than can be obtained by
the franchisee if he cheats. For example, the franchiser may require fran-
chisees to rent from them short term (rather than own) the land upon which
their outlet is located. This lease arrangement creates a situation where termi-
nation can require the franchisee to move and thereby impose a capital loss
on him up to the amount of his initial nonsalvageable investment. Hence a
form of collateral to deter franchisee cheating is created. (1980, p. 359)

The arrangement is tantamount to the creation of hostages to restore integrity
to an exchange.

That logic notwithstanding, the use of hostages to deter franchisees from
exploiting the demand externalities that inhere in brand name capital is often
regarded as an imposed (top down) solution. Franchisees are "powerless";
they accept hostage terms because no others are available. Such power argu-
ments are often based on ex post reasoning. That the use of hostages to
support exchange can be and often is an efficient systems solution, hence is
independent of who originates the proposal, can be seen from the following
revised sequence.

Suppose that an entrepreneur develops a distinctive, patentable idea that
he sells outright to a variety of independent, geographically dispersed suppli-
ers, each of which is assigned an exclusive territory. Each supplier expects to
sell only to the population within its territory, but all find to their surprise
(and initially to their delight) that sales are also made to a mobile population.
Purchases by the mobile population are based not on the reputation of indi-
vidual franchisees but on customers' perceptions of the reputation of the
system. A demand externality arises in this way.

Thus, were sales made only to the local population, each supplier would
fully appropriate the benefits of its promotional and quality enhancement
efforts. Population mobility upsets this: because the cost savings that result
from local quality debasement accrue to the local operator while the adverse
demand effects are diffused throughout the system, suppliers now have an
incentive to free ride off of the reputation of the system. Having sold the
exclusive territory rights outright, the entrepreneur who originated the pro-
gram is indifferent to these unanticipated demand developments. It thus re-
mains for the collection of independent franchisees to devise a correction
themselves, lest the value of the system deteriorate to their individual and
collective disadvantage.

The franchisees, under the revised scenario, thus create an agent to police
quality or otherwise devise penalties that deter quality deterioration. One
possibility is to return to the entrepreneur and hire him to provide such
services. Serving now as the agent of the franchisees, the entrepreneur may
undertake a program of quality checks (certain purchasing restraints are intro-
duced, whereby franchisees are required to buy only from qualified suppli-
ers; periodic inspections are performed). The incentive to exploit demand
externalities may further be discouraged by requiring each franchisee to post
a hostage and by making franchises terminable.
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This indirect scenario serves to demonstrate that it is the system that
benefits from the control of externalities. But this merely confirms that the
normal scenario in which the franchiser controls the contractual terms is not an
arbitrary exercise of power. Indeed, if franchisees recognize that the demand
externality exists from the outset, if the franchiser refuses to make provision
for the externality in the original contract, and if it is very costly to reform
the franchise system once initial contracts are set, franchisees will bid less for
the right to a territory than they otherwise would. It should not therefore be
concluded that perceptive franchisers, who recognize the demand externality
in advance and make provision for it, are imposing objectionable ex ante
terms on unwilling franchisees. They are merely taking steps to realize the
full value of the franchise. Here, as elsewhere, contracts must be examined
in their entirety.

3.3. The Measurement Branch

Most of the foregoing and most of this chapter deal with the governance issues
that arise in conjunction with asset specificity. There is, however, another
branch that focuses on problems of measurement. The treatment of team
organization by Alchian and Demsetz (1972) in the context of technological
nonseparabilities is one example. Barzel's (1982) concerns with product quality
is another.

All measurement problems are traceable to a condition of information
impactedness—which is to say that either (1) information is asymmetrically
distributed between buyer and seller and can be equalized only at great cost
or (2) it is costly to apprise an arbiter of the true information condition should
a dispute arise between opportunistic parties who have identical knowledge
of the underlying circumstances (Williamson, 1975, pp. 31-37). Interestingly,
measurement problems with different origins give rise to different organiza-
tional responses. Thus, whereas team organization problems give rise to super-
vision, the classical agency problem elicits an incentive alignment response.
Reputation effect mechanisms are responses to quality uncertainty, and com-
mon ownership is often the device by which concerns over asset dissipation are
mitigated. Plainly, an integrated treatment of governance and measurement is
ultimately needed.7

4. The Paradigm Problem: Vertical Integration

The leading studies of firm and market organization—in 1937 and over the
next thirty-five years—typically held that the "natural" or efficient boundaries

7. Alchian joins the two as follows: "One might . . . define the firm in terms of two features:
the detectability of input performance and the expropriabilily of quasi-rents of [transaction
specific] resources" (1984, p. 39). See also Milgrom and Roberts (1992).
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of the firm were defined by technology and could be taken as given. Boundary
extension was thus thought to have monopoly origins.8

Coase (1937) took exception with this view in his classic article on "The
Nature of the Firm." He not only posed the fundamental question: When do
firms choose to procure in the market and when do they produce to their own
requirements?, but he argued that comparative transaction cost differences
explain the result. Wherein, however, do these transaction cost differences
reside?

The proposition that asset specificity had significant implications for verti-
cal integration was first advanced in 1971. A comparative institutional orienta-
tion was employed to assess when and for what reasons market procurement
gives way to internal organization. Given the impossibility of comprehensive
contracting (by reason of bounded rationality) and the need to adapt a supply
relation through time (in response to disturbances), the main comparative
institutional alternatives to be evaluated were between incomplete short-term
contracts and vertical integration. Problems with short-term contracts were
projected "if either (1) efficient supply requires investment in special-purpose,
long-life equipment, or (2) the winner of the original contract acquires a cost
advantage, say by reason of 'first mover' advantages (such as unique location
or learning, including the acquisition of undisclosed or proprietary technical
and managerial procedures and task-specific labor skills)" (Williamson,
1971b, p. 116).

4.1. A Heuristic Model

The main differences between market and internal organization are these:
(1) markets promote high-powered incentives and restrain bureaucratic distor-
tions more effectively than internal organization; (2) markets can sometimes
aggregate demands to advantage, thereby to realize economies of scale and
scope; and (3) internal organization has access to distinctive governance
instruments.

Consider the decision of a firm to make or buy a particular good or service.
Suppose that it is a component that is to be joined to the mainframe and assume
that it is used in fixed proportion. Assume, furthermore, that economies of
scale and scope are negligible. Accordingly, the critical factors that are determi-
native in the decision to make or buy are production cost control and the
ease of effecting intertemporal adaptations.

Although the high-powered incentives of markets favor tighter production
cost control, they impede the ease of adaptation as the bilateral dependency
of the relation between the parties builds up. The latter effect is a consequence
of the fundamental transformation that occurs as a condition of asset specificity

8. The main monopoly emphasis was on the use of boundary extension to exercise economic
muscle (Stigler, 1951, 1955; Bain, 1968). McKenzie (1951) and others have noted, however, that
vertical integration may also be used to correct against monopoly-induced factor distortions.
Arguments of both kinds work out of the firm-as-production-function tradition. For a much more
complete treatment of vertical integration, see Martin Perry, 1989.
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Figure 3.2. Comparative governance cost.

deepens. For a fixed level of output (say X = X), let B(k) be the bureaucratic
costs of internal governance and M(k) the corresponding governance costs of
markets, where k is an index of asset specificity. Assume that B(0) > M(0),
by reason of the above-described incentive and bureaucratic effects. Assume
further, however, that M' > B' evaluated at every k. This second condition
is a consequence of the comparative disability of markets in adaptability
respects. Letting G = B(k) — M(k), the relation shown in Figure 3.2 obtains.

Thus, market procurement is the preferred supply mode where asset
specificity is slight—because G > 0 under these circumstances. But internal
organization is favored where asset specificity is great, because the high-
powered incentives of markets impair the comparative ease with which adap-
tive, sequential adjustments to disturbances are accomplished. As shown, the
switchover value, where the choice between firm and market is a matter of
indifference, occurs at k.

The foregoing assumes that economies of scale and scope are negligible,
so that the choice between firm and market rests entirely on the governance
cost differences. Plainly that oversimplifies. Markets are often able to aggre-
gate diverse demands, thereby to realize economies of scale and scope. Accord-
ingly, production cost differences also need to be taken into account.9

9. The argument assumes that the firm produces exclusively to its own needs. If diseconomies
of scale or scope are large, therefore, technological features will deter all but very large firms
from supplying to their own needs.
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Again it will be convenient to hold output unchanged. Let AC be the
steady-state production cost difference between producing to one's own re-
quirements and the steady-state cost of procuring the same item in the market.
(The steady-state device avoids the need for adaptation.) Expressing AC as
a function of asset specificity, it is plausible to assume that AC will be positive
throughout but will be a decreasing function of k.

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

This AC relation is shown in Figure 3.3. The object, of course, is not to
minimize AC or G taken separately but, given the optimal or specified level
of asset specificity, to minimize the sum of production and governance cost
differences. The vertical sum G + C is also displayed. The crossover value
of k for which the sum ( G + C) becomes negative is shown by k, which
value exceeds k. Economies of scale and scope thus favor market organization
over a wider range of asset specificity values than would be observed if steady
state production cost economies were absent.

More generally, if k* is the optimal degree of asset specificity,10 Figure
3.3 discloses:

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

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

That other firms, especially rivals, would be willing to proceed on this basis, is surely doubtful.
Rather than submit to the strategic hazards, some will decline to participate in such a scheme
(Williamson, 1975, pp. 16-19; 1979a, pp. 979-80). The upshot is that all cost differences between
internal and market procurement ultimately rest on transaction cost considerations. Inasmuch,
however, as the needs of empirical research on economic organization are better served by
making the assumption that firms which procure internally supply exclusively to their own needs,
whence technological economics of scale and scope are accorded independent importance, I
employ this assumption here.

10. Reference to a single "optimal" level of k is an expository convenience: the optimal
level actually varies with organization form. This is further developed in Subsection 4.2.
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Figure 3.3. Comparative production and governance costs.

2. Internal organization enjoys the advantage where optimal asset specific-
ity is substantial (k* k). Not only does the market realize little aggregation
economy benefits, but market governance, because of maladaptation problems
that arise when assets are highly specific, is hazardous.

3. Only small cost differences appear for intermediate degrees of optimal
asset specificity. Mixed governance, in which some firms will be observed to
buy, others to make, and all express "dissatisfaction" with their procurement
solution, are apt to arise for k* in the neighborhood of k. Accidents of history
may be determinative. Nonstandard contracts of the types discussed briefly
above and developed more fully in Subsection 4.2 may arise to serve these.

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

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

5. Larger firms will be more integrated into components than will smaller,
ceteris paribus.

Finally, for reasons that have been developed elsewhere (Williamson,
1970), the bureaucratic disabilities to which internal organization is subject
vary with the internal structure of the firm. Multidivisionalization, assuming
that the M-form is feasible, serves as a check against the bureaucratic distor-
tions that appear in the unitary form (U-form) of enterprise. Expressed in
terms of Figure 3.3, the curve AG falls under multidivisionalization as com-
pared with the unitary form organization. Thus, assuming AC is unchanged:

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

4.2. A Combined Neoclassical-Transaction Cost Treatment

A unified framework is herein employed to formalize the arguments advanced
above.12 It is in the spirit of Arrow's remark that new theories of economic
organization takes on greater "analytic usefulness when these are founded
on more directly neoclassical lines" (1985b, p. 303). The spirit of the analysis
is consonant with that of economics quite generally: use more general modes
of analysis as a check on the limitations that inform more specialized types
of reasoning.

The heuristic model assumes that both firm and market modes of supply
produce the same level of output and that the optimal level of asset specificity
is the same in each. These are arbitrary constraints, however. What happens
when both are relaxed? This is examined below in the context of a combined
production and transaction cost model that is itself highly simplified—in that
it (1) deals only with polar firm or market alternatives, (2) examines only one
transaction at a time, and (3) employs a reduced form type of analysis, in
that it ascribes rather than derives the basic production and governance cost
competencies of firms and markets. (See, however, Chapter 4.)

It will facilitate the argument to assume initially that firm and market
employ the identical production cost technology. This assumption is subse-
quently relaxed.

11. Assume that I(k, X) = I(k)X where I(0) > 0 and I(k) is the internal governance cost
per unit of effecting adaptations. Assume, furthermore, that M(k, X) = M(k)X where M(0) =
0 and M(k) is the corresponding governance cost per unit of effecting market adaptations. Then
AG = [I(k) - M(k)]X, and the value at which AG goes to zero will be independent of X. The
effect of increasing X is to twist AG clockwise about the value of k at which it goes to zero.

12. The argument is based on Riordan and Williamson, 1985. See also Masten, 1982.
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4.2.1. Common production technology

Revenue is given by R = R(X), and production costs of market and internal
procurement are assumed to be given by the relation:

where the parameter a is a shift parameter, a higher value of a yielding greater
cost reducing consequences to asset specificity:

Asset specificity is assumed to be available at the constant per unit cost of .
The neoclassical profit expression corresponding to this statement of revenue
and production costs is given by

Governance costs are conspicuously omitted from this profit relation, there
being no provision for such costs in the neoclassical statement of the problem.

Assume that this function is globally concave. At an interior maximum
the decision variables X* and k* are determined from the zero marginal
profit conditions:

Consider now the governance costs of internal and market organization.
Let the superscripts i denote internal and m denote market organization.
Governance cost expressions congruent with the cost differences described
above are given by

where Wk > Vk, evaluated at common k.
The corresponding profit expressions for internal market procurement in

the face of positive governance costs are
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The zero marginal profit conditions for internal procurement are

Those for market procurement are

In each instance, therefore, optimal output, given asset specificity, is ob-
tained by setting marginal revenue equal to the marginal costs of production,
while optimal asset specificity, given output, is chosen to minimize the sum
of production and governance costs.

Given that p*Xk = - CXk > 0, the neoclassical locus of optimal output given
asset specificity and the corresponding locus of optimal asset specificity given
output will bear the relations shown by p*X = 0 and p*k = 0 in Figure 3.4. The
corresponding loci for internal and market organization are also shown. Inas-
much as the zero marginal profit expressions for output for all three statements
of the maximand are identical, the loci piX = 0 and pmX = 0 track p*X = 0
exactly. The zero marginal profit expressions for asset specificity, however,
differ. Given that Wk > Vk > 0, the locus pmk = 0 is everywhere below pik =

Figure 3.4. Marginal profit loci.
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0, which in turn is below p*k = 0. Accordingly, profit maximizing values of X
and k for these three statements of the optimization problem bear the following
relation to each other: X* > Xi > Xm and k*>ki> km. The output effects are
indirect or induced effects, attributable to shifts in the zero marginal profit
asset specificity loci.

Of course, the X* and k* choices are purely hypothetical since, in reality,
a zero transaction cost condition is not a member of the feasible set. The
relevant choices thus reduce to using input combinations / under internal
procurement or M under market procurement. An immediate implication is
that if the firm were operating in two identical markets and was constrained
to buy in one and to make in the other, it would sell more goods of a more
distinctive kind in the region where it produced to its own needs.

Ordinarily, however, the firm will not be so constrained but will choose
to make or buy according to which mode offers the greatest profit in each
region. Figure 3.5 shows profit as a function of asset specificity, the choice of
output assumed to be optimal for each value of k. Whereas there is a family
of pi curves, one for each value of the bureaucratic cost parameter b, there
in only a single pm curve. Which mode is favored depends on which has the
highest peak. This is the internal mode for b = b0 but the market mode for
b = b1 where b1 > b0. The optimal values of k and X depend only on
the mode selected and not on b, however, since b does not influence the
marginal conditions.

The comparative statics ramifications of the production cost parameter a
are more central. Applications of the envelope theorem reveal that

Figure 3.5. Bureaucratic cost effects.
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Inasmuch as Xi > Xm and ki > km, it follows from our earlier production cost
assumptions that pia > pma. In other words, as asset specificity has greater cost
reducing impact, internal organization is progressively favored.

4.2.2. Production cost differences

Consider now the case, to which earlier reference was made and is arguably
the more realistic, where the firm is unable to aggregate demands and sell
product that exceeds its own demands without penalty. Let H(X,k) denote
the production cost disadvantage per unit of output associated with internal
organization. The production costs of the two modes then are

Assume that Hx < 0 and Hk < 0 but that H(X, k)X is positive and asymptoti-
cally approaches zero as X and k approach infinity. Denote the marginal
production cost disadvantage by M(X, k) = HX(X, k)X + H(X, k).

The analysis depends on the way in which the total production cost disad-
vantage experienced by internal organization changes for outputs within the
relevant range. At low levels of output, decreasing unit cost disadvantages
will normally be attended by an increasing total cost, whence M(X, k) > 0.
Beyond some threshold level of output, however, the total production cost
disadvantage of internal organization will begin to decline. Indeed, as the firm
progressively increases in relation to the size of the market, the production
cost disadvantage presumably approaches zero—since firm and market have
access to identical economies of scale as a monopoly condition evolves. Ac-
cordingly, M(X, k) < 0 once this threshold is crossed.

The main results are strengthened within the (large output) range where
M(X, k) < 0: Xm < Xi,km < ki; and pia < pm

a. Within the (small output) range,
however, where Mx > 0, the marginal production cost disadvantage of internal
organization and the marginal governance cost disadvantage of market pro-
curement operate in opposite directions. An unambiguous ordering of optimal
output and asset specificity is not possible in terms of the above-described
qualitative features of the problem in this instance. An anomaly thus arises
that was not evident in the heuristic presentation above.

5. Other Applications

The underlying transaction cost economizing theme repeats itself, with varia-
tion, almost endlessly. Three applications are sketched here: to nonstandard
commercial contracting, career marriages, and corporate finance.13 The sys-

13. Applications to labor market organization and comparative economic systems are devel-
oped in Williamson, 1985b, chaps. 9 and 10.
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terns' ramifications of organizational innovation are also noteworthy. These
are examined with reference to "Full Functionalism" (Elster, 1983).

5.1. Nonstandard Commercial Contracting

Many nonstandard contracting phenomena are explained with the aid of one
of two models: the hostage model and the oversearching model.

5.1.1. The hostage model

The hostage model developed in Chapter 5 is a member of the family of
models dealing with credible commitments (Klein and Leffler, 1981; Telser,
1981; Williamson, 1983). Although the particulars differ, all of these models
feature intertemporal contracting, uncertainty, and investments in transaction
specific assets. The application to reciprocal trading is sketched here.

Reciprocity is believed to be a troublesome practice. Reciprocity trans-
forms a unilateral supply relation—whereby A sells X to B—into a bilateral
one, whereby A agrees to buy Y from B as a condition for making the sale
of X and both parties understand that the transaction will be continued only
if reciprocity is observed. Although reciprocal selling is widely held to be
anticompetitive (Stocking and Mueller, 1957; Blake, 1973), others regard
it more favorably. Stigler offers the following affirmative rationale for re-
ciprocity.

The case for reciprocity arises when prices cannot be freely varied to meet
supply and demand conditions. Suppose that a firm is dealing with a colluding
industry which is fixing prices. A firm in this collusive industry would be
willing to sell at less that the cartel price if it can escape detection. Its price
can be reduced in effect by buying from the customer-seller at an inflated
price. Here reciprocity restores flexibility of prices.14

Inasmuch, however, as many industries do not satisfy the prerequisites
for oligopolistic price collusion (Posner, 1969b; Williamson, 1975, chap. 12)
and as reciprocity is sometimes observed among these, reciprocity presumably
has other origins as well. Tie breaking is one of these. A second is that
reciprocity can have advantageous governance structure benefits. These two
can be distinguished by the type of product being sold.

The tie-breaker explanation applies where firm B, which is buying special-
ized product from A, asks that A buy standardized product from B on the
condition that B meets market terms. Other things being equal, procurement
agents at A are apt to accede. Scherer notes that "Most of the 163 corporation
executives responding to a 1963 survey state that their firms' purchases were
awarded on the basis of reciprocity only when the price, quality, and delivery
conditions were equal" (1980, p. 344).

14. President's Task Force Report on Productivity and Competition, reprinted in Commerce
Clearing House Trade Regulation Reporter, June 24, 1969. p. 39.



76 THE MECHANISMS OF GOVERNANCE

The more interesting case is where reciprocity involves the sale of special-
ized product to B conditioned on the procurement of specialized product from
B. The argument here is that reciprocity can serve to equalize the exposure
of the parties, thereby reducing the incentive of the buyer to defect from
the exchange—leaving the supplier to redeploy specialized assets at greatly
reduced alternative value. Absent a hostage (or other assurance that the buyer
will not defect), the sale by A of specialized product to B may never materialize.
The buyer's commitment to the exchange is more assuredly signaled by his
willingness to accept reciprocal exposure of specialized assets. Defection haz-
ards are thereby mitigated.

Lest the argument be uncritically considered to be a defense for reciprocal
trading quite generally, note that it applies only where specialized assets are
placed at hazard by both parties. Where only one or neither invests in special-
ized assets, the practice of reciprocity plainly has other origins.

Shepard (1986) has recently developed another interesting application of
transaction cost reasoning that involves not the creation but the release of a
hostage. The puzzle to be explained is the insistence by buyers that semicon-
ductor producers license their design of chips to others. One explanation is
that this averts delivery failures attributable to idiosyncratic disruptive events
at the parent company (earthquakes, labor strife, and the like). If, however,
exposure to geographic hazards and supply interruptions due to company-
wide bargaining were the only concerns, then subcontracting would afford
adequate relief. Since the parent company could retain full control over total
production via subcontracting, and since such control offers the prospect of
added monopoly gains, licensing is evidently a poorly calibrated—indeed, in
relation to the above described economic purposes, it is an excessive—
response.

The possibility that the demand for licensing has other origins is thus
suggested. The transaction cost rationale for insistence upon licensing is that
buyers are reluctant to specialize their product and production to a particular
chip without assurance of "competitive" supply. The concern is that a monop-
oly seller will expropriate the buyer when follow-on orders are placed—which
is after the buyer has made durable investments that cannot be redeployed
without sacrifice of productive value. The insistence on licensing is thus ex-
plained by the fact that access to several independent sources of supply relieves
these expropriation hazards.15

5.7.2. Oversearching

Most of the applications of transaction cost economics have dealt with gover-
nance issues. Transaction cost economics also deals, however, with measure-
ment problems (Barzel, 1982). One manifestation of this is oversearching.

15. This is akin to, though slightly different from, Shepard's (1986) explanation.
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Kenney and Klein (1983) address themselves to several such cases. One
is a reinterpretation of the Loew's case,16 where Kenney and Klein take excep-
tion to Stigler's interpretation of block-booking as an effort to effect price
discrimination. They argue instead that block-booking economizes on mea-
surement costs for motion picture films the box-office receipts of which are
difficult to estimate ex ante.

A more interesting case is their interpretation of the market for gem-
quality uncut diamonds. Despite classification into more than two thousand
categories, significant quality variation in the stones evidently remains. How
can such a market be organized so that oversearching expenses are not in-
curred and each party to the transaction has confidence in the other? The
"solution" that the market evolved and which Kenney and Klein interpret
entailed the assembly of groups of diamonds—or "sights"—and imposing all-
or-none and in-or-out trading rules. Thus, buyers who refuse to accept a sight
are thereafter denied access to this market.

These two trading rules may appear to "disadvantage" buyers. Viewed
in systems terms, however, they put a severe burden on de Beers to respect
the legitimate expectations of buyers. Thus, suppose that only an all-or-none
trading rule were to be imposed. Although buyers would thereby be denied
the opportunity to pick the better diamonds from each category, they would
nonetheless have the incentive to inspect each sight very carefully. Refusal
to accept would signal that a sight was over-priced—but no more.

Suppose now that an in-or-out trading rule is added. The decision to
refuse a sight now has much more serious ramifications. To be sure, a refusal
could indicate that a particular sight is egregiously over-priced. More likely,
however, it reflects a succession of bad experiences. It is a public declaration
that de Beers is not to be trusted. In effect, a disaffected buyer announces
that the expected net profits of dealing with de Beers under these constrained
trading rules is negative.

Such an announcement has a chilling effect on the market. Buyers who
were earlier prepared to make casual sight inspections are now advised that
there are added trading hazards. Everyone is put on notice that a confidence
has been violated and to inspect more carefully.

Put differently, the in-or-out trading rule is a way of encouraging buyers
to regard the procurement of diamonds not as a series of independent trading
events but as a long-term trading relation. If, overall, things can be expected
to "average out," then it is not essential that an exact correspondence between
payment made and value received be realized on each sight. In the face of
systematic underrealizations of value, however, buyers will be induced to quit.
If, as a consequence, the system is moved from a high to a low trust trading
culture, then the costs of marketing diamonds increase. de Beers has strong
incentives to avoid such an adverse outcome—whence, in a regime which
combines all-or-none with in-or-out trading rules, will take care to present

16. United States v. Loew's Inc., 371 U.S. 38 (1962).
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sights such that legitimate expectations will be achieved. The combined rules
thus infuse greater integrity of trade.

5.2. Economics of the Family

Transaction cost economics has been brought to bear on the economics of
family organization in two respects: the one deals with family firms and produc-
tive relations; the other deals with "career marriages."

5.2.1. Family firms

Pollak's (1985) recent examination of families and households actually ad-
dresses a broader subject than family firms. I nevertheless focus these remarks
on the family firm issue.

Pollak introduces his article with the following overview of the literature:

The traditional economic theory of the household focuses exclusively on
observable market behavior (i.e., demand for goods, supply of labor) treating
the household as a "black box" identified only by its preference ordering.
The "new home economics" takes a broader view, including not only market
behavior but also such nonmarket phenomena as fertility, the education of
children, and the allocation of time. The major analytic tool of the new
home economics is Becker's household production model, which depicts the
household as combining the time of household members with market goods
to produce the outputs or "commodities" it ultimately desires.

The new home economics ignores the internal organization and structure
of families and households. Although this may surprise noneconomists who
tend to believe that the internal organization and structure of an institution
are likely to affect its behavior, economists find it natural. For the economist
the most economical way to exploit the fundamental insight that production
takes place within the household is to apply to households techniques devel-
oped for studying firms. Since neoclassical economics identifies firms with
their technologies and assumes that firms operate efficiently and frictionlessly,
it precludes any serious interest in the economizing properties of the internal
structure and organization of firms. The new home economics, by carrying
over this narrow neoclassical view from firms to households, thus fails to
exploit fully the insight of the household production approach. . . . [By con-
trast,] the transaction cost approach which recognizes the significance of
internal structure provides a broader and more useful view of the economic
activity and behavior of the family. (1985, pp. 581-82)

Pollak then goes on to examine the strengths and limitations of the family
in governance structure and technological respects and identifies the circum-
stances where family firms can be expected to enjoy a comparative advantage.
The advantages of the firm are developed under four headings: incentives,
monitoring, altruism, and loyalty. The main disadvantages of the family as a
production unit are conflict spillover from nonproduction into production
activities, a propensity to forgive inefficient or slack behavior, access to a
restricted range of talents, and possible diseconomies of small scale. He con-
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eludes that the strongest case for the family firm is "in low-trust environments
(that is, in societies in which nonfamily members are not expected to perform
honestly or reliably) and in sectors using relatively simple technologies" (1985,
p. 593).

5.2.2. Career marriages

Career marriages of two kinds can be distinguished. One of these involves
the marriage of a manager with a firm. The other involves cohabitation by
two people, usually but not always of the opposite sex. The analysis here deals
with the latter, but much of the argument carries over to marriages of manager
and firm with minor changes.

I examine career marriages in the context of the contracting schema set
out in Figure 3.1. Career being the entire focus, the parties are assumed to
contract for marriage in a wholly calculative way.

Recall that node A corresponds to the condition where k = 0. Neither
party in these circumstances makes career sacrifices in support of, or at the
behest of, the other. This is strictly a marriage of convenience. Each party
looks exclusively to his/her own career in deciding on whether to continue
the marriage or split. If, for example, a promotion is offered in a distant city
to one but not both, the marriage is severed and each goes his/her own way.
Or if one job demands late hours or weekends and this interferes with the
leisure time plans of the other, each seeks a more compatible mate. A wholly
careerist orientation is thus determinative. Nothing being asked or given, there
are no regrets upon termination.

The case where k > 0 is obviously the more interesting. Nodes B and C
here describe the relevant outcomes.

A k > 0 condition is one in which one of the parties to the marriage is
assumed to make career sacrifices in support of the other. Let X and Y be
the parties, and assume that X subordinates his/her career for Y. Thus, X may
help Y pay for his/her education by accepting a menial job that pays well but
represents a distinctly inferior promotion track. Or X may agree to specialize
in nonmarket transactions called "homemaking." Or X may agree to be avail-
able to Y as a companion. Not only are career sacrifices incurred, but X's
homemaking and companionship skills may be imperfectly transferable if Y
has idiosyncratic tastes.

Whatever the particulars, the salient fact is that X's future employment
prospects are worsened by reason of career sacrifices made on behalf of Y.17

The interesting question is: How will the life styles of such career marriages
differ depending on whether Y offers a marriage safeguard to X or refuses one?

A node B outcome obtains if Y refuses (or is unable) to provide a safeguard
to X. Under the assumption that contracts are struck in full awareness of the

17. This ignores the possibility that Y is a "celebrity" and that having been married to Y
carries cachet. X then realizes an immediate status gain upon marriage. Career sacrifices by X
can then be interpreted as "payment" for the status gain. But Y, under these circumstances, is
the vulnerable party.
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hazards, X will demand up-front pay for such circumstances. This is the condi-
tion to which Carol Channing had reference in the line "diamonds are a girl's
best friend."

If, however, Y is willing and able to offer a safeguard, a node C outcome
can be realized. Since X has better assurance under these circumstances that
Y will not terminate the relation except for compelling reasons (because Y
must pay a termination penalty), X's demands for current rewards (diamonds,
dinner, travel, etc.) will be reduced.

This raises the question, however, of what form these safeguards can or
do take. There are several possibilities, some of which are dependent on the
prevailing legal rules.

Children provide a safeguard if the prevailing legal rules award custody
to X and severely limit Y's visitation rights (place these rights under X's
control). The award of other assets that Y is known to value also perform
this function.

Dividing the property accumulated in the marriage and making alimony
conditional on the magnitude of X's career sacrifice is another type of safe-
guard. In effect, such legal rules deny node B outcomes. If X is awarded wealth
and income protection under the law, then Y will be deterred from terminating.

As with most deterrents, however, there are side-effects. Thus, Y can
squander assets in contemplation of termination. And Y may refuse to work
or flee if alimony payments are thought to be punitive.

A third possibility is to develop a reciprocal career dependency. This
may not be easy, but it may be done (at some sacrifice, usually) in certain
complementary career circumstances. A pair of dancers with a highly idiosyn-
cratic style is one illustration. Lawyers with complementary specialties and
idiosyncratic knowledge of a particular class of transactions (say, of a particular
corporation) is another. An artist and his/her agent is a third possibility.

5.3. Corporate Finance

The Modigliani-Miller theorem that the cost of capital in a firm was indepen-
dent of the proportion of debt and equity revolutionized modern corporate
finance. It gave rise to an extensive literature in which a special rationale for
debt in an otherwise equity-financed firm was sought. The first of these,
unsurprisingly, was that debt had tax advantages over equity. But this was
scarcely adequate. Further and more subtle reasons why debt would be used
in preference to equity even in a tax-neutral world were also advanced. The
leading rationales were: (1) debt could be used as a signal of differential
business prospects (Ross, 1977); (2) debt could be used by entrepreneurs with
limited resources who were faced with new investment opportunities and did
not want to dilute their equity position, thereby to avoid sacrifice of incentive
intensity (Jensen and Meckling, 1976); and (3) debt could serve as an incentive
bonding device (Grossman and Hart, 1982).

The Modigliani-Miller theorem and each of the debt rationales referred
to above treats capital as a composite and regards the firm as a production
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Table 3.1.

Financial Instrument

Governance Feature Debt Equity

Contractual constraints Numerous Nil
Security Pre-emptive Residual claimant
Intrusion Nil Extensive

function. By contrast, transaction cost economics maintains that the asset
characteristics of investment projects matter and furthermore distinguishes
between debt and equity in terms of their governance structure attributes.
The basic argument is this: the investment attributes of projects and the
governance structure features of debt and equity need to be aligned in a
discriminating way. The key governance structure differences between debt
and equity are shown in Table 3.1.

The transaction cost approach maintains that some projects are easy to
finance by debt and ought to be financed by debt. These are projects for which
physical asset specificity is low to moderate. As asset specificity becomes great,
however, the pre-emptive claims of the bondholders against the investment
afford limited protection—because the assets in question have limited rede-
ployability. Not only does the cost of debt financing therefore increase, but
the benefits of closer oversight also grow. The upshot is that equity finance,
which affords more intrusive oversight and involvement through the board
of directors (and, in publicly held firms, permits share ownership to be concen-
trated), is the preferred financial instrument for projects where asset specificity
is great. The argument is developed in Chapter 7.

5.4. The Modern Corporation

Transaction cost economics appeals to the business history literature for the
record and description of organizational innovations.18 The work of Alfred
Chandler, Jr. (1962, 1977) has been especially instructive. Among the more
notable developments have been the invention of the line and staff structure
by the railroads in the mid-nineteenth century, the selective appearance of
vertical integration (especially forward integration out of manufacturing into
distribution) at the turn of the century, and the appearance in the 1920s and
subsequent diffusion of the multidivisional structure.

Transaction cost economics maintains that these innovations are central to
an understanding of the modern corporation. The study of such organizational
innovations requires, however, that the details of internal organization be

18. Arrow observes that "truly among man's innovations, the use of organization to accom-
plish his ends is among both his greatest and earliest" (1971, p. 224). And Cole asserts that "if
changes in business procedures and practices were patentable, the contributions of business
change to the economic growth of the nation would be as widely recognized as the influence of
mechanical innovations or the inflow of capital from abroad" (1968, pp. 61-62).
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examined. That technological and monopoly conceptions of the corporation
ruled in an earlier era is precisely because the details of internal organization
were passed off as economically irrelevant.

From a transaction cost point of view, the main purpose of studying
internal organization is to better understand the comparative efficacy of inter-
nal governance processes. What are the ramifications—for economizing on
bounded rationality; for attenuating opportunism; for implementing a program
of adaptive, sequential decisionmaking—of organizing the firm this way rather
than that? The shift from the functionally organized (U-form) structure by
large corporations that began in the 1920s is especially noteworthy.

The M-form innovation began as an effort to cope. Chandler's statement
of the defects of the large U-form enterprise is pertinent:

The inherent weakness in the centralized, functionally departmentalized op-
erating company . . . became critical only when the administrative load on
the senior executives increased to such an extent that they were unable to
handle their entrepreneurial responsibilities efficiently. This situation arose
when the operations of the enterprise became too complex and the problems
of coordination, appraisal, and policy formulation too intricate for a small
number of top officers to handle both long-run, entrepreneurial, and short-
run operational administrative activities. (Chandler, 1962, pp. 382-83)

Bounds on rationality were evidently reached as the U-form structure
labored under a communication overload. Moving to a decentralized structure
relieved some of these strains.

But there was more to it than this. The M-form structure served not only
to economize on bounded rationality, but it further served (in comparison
with the U-form structure which it supplanted) to attenuate subgoal pursuit
(reduce opportunism). This is because, as Chandler puts it, the M-form struc-
ture "clearly removed the executives responsible for the destiny of the entire
enterprise from the more routine operational activities, and so gave them the
time, information, and even psychological commitment for long-term planning
and appraisal" (1966, p. 382).

The upshot is that the M-form innovation (X), which had mainly bounded
rationality origins, also had unanticipated effects on corporate purpose (Y)
by attenuating subgoal pursuit. Benefits of two kinds were thereby realized
in the process.

There were still further unexpected consequences in store, moreover.
Once the M-form organization had been perfected and extended from special-
ized lines of commerce (automobiles; chemicals) to manage diversified activi-
ties, it became clear that this structure could be used to support takeover of
firms in which managerial discretion excesses were occurring (Z). A transfer
of resources to higher valued purposes arguably obtains (Williamson, 1985b,
pp. 319-22).

The spread of multidivisionalization through takeover thus yields the
reproductive link that Elster notes is normally missing in most functional
arguments in social science (1983, p. 58). The requisites of full functionalism
are evidently satisfied.
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X :
Y :
Z :

M-form innovation
Attenuated subgoal pursuit

Takeover

Figure 3.6. Full functionalism.

Indeed, there is an additional process of spreading the M-form that ought
also to be mentioned: mitosis. The large and diversified M-form structure may
discover that the benefits associated with new activities or acquisitions do not
continue indefinitely. Acquired components or diversified parts may therefore
be divested. To the extent that these are spun-off or otherwise divested as
discrete multidivisional units themselves, propagation through cell division
may be said to exist. This quasi-biological process would also presumably
qualify as a reproductive link and thereby contribute to successful functional
explanation. Figure 3.6 summarizes the argument.

6. The Evidence

Transaction cost economics operates at a more microanalytic level of analysis
than does orthodoxy. Whereas prices and quantities were thought to be the
main if not the only relevant data in the orthodox scheme of things (Arrow,
1971, p. 180), transaction cost economics looks at the attributes of transactions
and maintains that the details of organization matter. Additional data thus
come under review.

Although the costs of such data collection can be great, resolution gains
are frequently realized. Recent microanalytic studies in which transaction
costs are featured are surveyed in Joskow, 1988 and Klein and Shelanski, 1995.
To be sure, many empirical studies and tests of transaction cost economics are
crude, yet the main implications are borne out and/or fare well in comparison
with the leading alternatives. The crudeness to which I refer has two sources.
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First, transaction cost theory and models are still very primitive. Only gross
predictions are usually available. Secondly, severe measurement problems are
posed. Both limitations will be mitigated as better models and better data
become available.

Albeit real, current data limitations ought not to be exaggerated. Empirical
researchers in transaction cost economics have had to collect their own data.
They have resolved the trade-off of breadth (census reports; financial statistics)
for depth (the microanalytics of contract and investment) mainly in favor of
the latter. In the degree to which a subject becomes a science when it begins
to develop its own data, this data switch is a commendable response.

7. Public Policy Ramifications

Transaction cost economics can be brought to bear on a wide variety of public
policy issues. Although most of the applications have dealt with matters of
microeconomic policy, the. transaction cost economics perspective can also
help to inform public policy toward stagflation.

7.1. Microeconomics

Microeconomic applications include regulation and antitrust. Consumer pro-
tection is another possibility.

7.1.1. Regulation/deregulation

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

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

Transaction cost economics recognizes merit in the argument but insists
that both ex ante and ex post contracting features be examined. Only if
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competition is efficacious at both stages does the franchise bidding argument
go through. The attributes of the good or service to be franchised are crucial
to the assessment. Specifically, if the good or service is to be supplied under
conditions of uncertainty and if nontrivial investments in specific assets are
involved, the efficacy of franchise bidding is highly problematic. Indeed, the
implementation of a franchise bidding scheme under those circumstances
essentially requires the progressive elaboration of an administrative apparatus
that differs mainly in name rather than in kind from the sort associated with
rate of return regulation.

This is not, however, to suggest that franchise bidding for goods or services
supplied under decreasing cost conditions is never feasible or to imply that
extant regulation or public ownership can never be supplanted by franchise
bidding with net gains. Examples where gains are in prospect include local
service airlines and, possibly, postal delivery. The winning bidder for each
can be displaced without posing serious asset valuation problems, since the
base plant (terminals, post office, warehouses, and so on) can be owned by
the government, and other assets (planes, trucks, and the like) will have an
active second-hand market. It is not, therefore, that franchise bidding is totally
lacking in merit. On the contrary, it is a very imaginative proposal. Transaction
cost economics maintains, however, that all contracting schemes—of which
franchise bidding for natural monopoly is one—need to be examined micro-
analytically and assessed in a comparative institutional manner. The recent
examination of alternative modes for organizing electricity generation by
Joskow and Schmalensee (1983) is illustrative.

7.1.2. Antitrust

The inhospitality tradition maintains the rebuttable presumption that nonstan-
dard forms of contracting have monopoly purpose and effect. The firm-as-
production function theory of economic organization likewise regards vertical
integration skeptically. Integration that lacks technological purpose purport-
edly has monopoly origins [Bain, 1968, p. 381). The argument that "vertical
integration loses its innocence if there is an appreciable degree of market
power at even one stage of the production process" (Stigler, 1955, p. 183)—a
20 percent market share being the threshold above which market power is to
be inferred (Stigler, 1955, p. 183)—is in this same spirit.

Transaction cost economics views integration differently. It maintains
the rebuttable presumption that nonstandard forms of contracting, of which
vertical integration is an extreme form, have the purpose and effect of econo-
mizing on transaction costs. It thus focuses on whether the transactions in
question are supported by investments in specific assets. It furthermore exam-
ines monopoly purpose in the context of strategic behavior.19

19. Strategic behavior has reference to efforts by established firms to take up advance
positions in relation to actual or potential rivals, to introduce contrived cost disparities, and/or
respond punitively to new rivalry. Suffice it to observe here that strategic behavior is interesting
only in an intertemporal context in which uncertainty and specific assets are featured.
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Consider, in this connection, two stages of supply—which will be referred
to generically as stages I and II (but for concreteness can be thought of as
production and distribution). If the leading firms in a highly concentrated
stage I were to integrate into an otherwise competitive stage II activity, the
nonintegrated sector of the market may be so reduced that only a few firms
of efficient size can service the stage II market. Then, entry would be deterred
by the potential entrant's having to engage in small-numbers bargaining with
those few nonintegrated stage II firms. Furthermore, the alternative of inte-
grated entry will be less attractive because prospective stage I entrants that
lack experience in stage II activity would incur higher capital and start-up
costs were they to enter both stages themselves. If, instead, stages I and II
were of low or moderate concentration, a firm entering either stage can expect
to strike competitive bargains with either integrated or nonintegrated firms
in the other stage, because no single integrated firm can enjoy a strategic
advantage in such transactions, and because it is difficult for the integrated
firms to collude. Except, therefore, where strategic considerations intrude—
namely, in highly concentrated industries where entry is impeded—vertical
integration will rarely pose an antitrust issue.

Whereas the original 1968 Guidelines reflected pre-transaction cost think-
ing and imposed severe limits on vertical integration (the vertical acquisition
of a 6 percent firm by a 10 percent firm was above threshold), the revised
Guidelines are much more permissive. The 1982 Guidelines are congruent with
the policy implications of transaction cost economics in three respects. First,
the 1982 Guidelines express concern over the competitive consequences of a
vertical merger only if the acquired firm is operating in an industry in which
the HHI exceeds 1800. The presumption is that nonintegrated stage I firms
can satisfy their stage II requirements by negotiating competitive terms with
stage II firms where the HHI is below 1800. The Guidelines thus focus exclu-
sively on the monopolistic subset, which is congruent with transaction cost
reasoning. Second, the anticompetitive concerns in the Guidelines regarding
costs of capital, (contrived) scale diseconomies, and the use of vertical integra-
tion to evade rate regulation are all consonant with transaction cost reasoning.
Finally, the Guidelines make express reference to the importance of asset
specificity, although the analysis is less fully developed than it might be. Also,
whereas the 1982 Guidelines make no provision for an economies defense, the
1984 Guidelines take this further step—which provision is especially important
where asset specificity is demonstrably great.

7.2. Macroeconomics: Stagflation
Martin Weitzman's notable treatment of stagflation in his influential book The
Share Economy mainly works out of a monopolistic competition framework.
Weitzman augments the standard monopolistic competition apparatus, how-
ever, by distinguishing between redeployable and nonredeployable assets.
Thus, he regards labor as redeployable while intermediate product is not: a
"coalminer and a fruitpicker are infinitely closer substitutes than the products
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they handle. Rolled sheet and I-beams . . . are virtually inconvertible in use"
(Weitzman, 1984, p. 28). Unfortunately, this is a technological rather than a
transactional distinction.

Such a technological view leads to a much different assessment of the
contracting process than does a contractual view. Thus, whereas Weitzman
regards labor market contracting as unique and flawed by rigidities, transaction
cost economics maintains that labor markets and intermediate product markets
are very similar and puts a different construction on rigidities. In particular,
an examination of the governance needs of contract discloses that the full
flexibility of wages and prices advocated by Weitzman would pose a serious
threat to the integrity of contracts that are supported by durable investments
in firm-specific assets. The lesson is that macroeconomics needs to come to
terms with the study of contracting of a more microanalytic kind (Wachter
and Williamson, 1978).

8. Conclusions

Friction, the economic counterpart for which is transaction costs, is pervasive in
both physical and economic systems. Our understanding of complex economic
organization awaits more concerted study of the sources and mitigation of
friction. What is referred to herein as transaction cost economics merely
records the beginnings of a response.

Refinements of several kinds are in prospect. One is that many of the
insights of the transaction cost approach will be absorbed within the corpus
of "extended" neoclassical analysis. The capacity of neoclassical economics
to expand its boundaries is quite remarkable in this respect. Second, transac-
tion cost arguments will be qualified to make allowance for process values
such as fairness that now appear in a rather ad hoc way. (As Michelman [1967]
has demonstrated, however, fairness and efficiency considerations converge
when an extended view of contracting in its entirety is adopted. This insight
is important and needs further development.) Third, numerous phenomena
have yet to be brought under the lens of transaction cost reasoning. Recent
experience suggests that new insights and new models are both in prospect.
Fourth, a more carefully and fully developed theory of bureaucracy is greatly
needed. Among other things, the powers and limits of alternative forms of
internal organization with respect to reputation effects, internal due process,
complex contingent rewards, auditing, and life cycle features need to be as-
sessed. Finally, empirical research on transaction cost issues has been grow-
ing exponentially.



This page intentionally left blank 



II
CONCEPTS AND APPLICATIONS

Chapter 4 is entitled "Comparative Economic Organization: The Analysis of
Discrete Structural Alternatives." This chapter is, for me, an ambitious effort
to operationalize transaction cost economics. Among its purposes are (1) to
dimensionalize governance structures and display their properties as discrete
structural alternatives; (2) to develop the view that adaptation is the central
problem of economic organization, of which two kinds—autonomous adapta-
tions through markets (Hayek, 1945) and cooperative adaptations within hier-
archies (Barnard, 1938)—need to be distinguished; (3) to describe the (im-
plicit) contract law of internal organization as that of forbearance, which has
the effect of supporting fiat within firms and thereby distinguishing markets
from hierarchies; and (4) to treat the institutional environment as a set of
shift parameters, which change the relative costs of alternative modes of
governance. This chapter, invites follow-on research. Empirical research op-
portunities are the most obvious of these, but the stochastic model in the
chapter could be developed further and utilized more generally. The concepts
of disequilibrium contracting and real-time responsiveness also warrant further
development. Applications to other modes of governance, such as nonprofits,
regulation, and public bureaus, can and should be attempted.

Chapter 5, "Credible Commitments: Using Hostages to Support Ex-
change," is the only chapter in this volume that is based on a paper published
before 1987. It is included because an understanding of credibility and the
mechanisms through which it works are so crucial to the institutions of gover-
nance (this chapter) and the institutional environment (Chapter 13). My inter-
est in these issues goes back to a puzzle that I first encountered in the early
1970s and to a discussion that I had with Macneil in the late 1970s.

The puzzle was over why petroleum firms engaged in bilateral exchanges.
The standard response was that exchanges were efficient because they relieved
the need for inefficient cross hauling. Thus if firm A had a surplus of production
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in relation to its distribution needs in region I and a deficit in region II, and
if firm B had a deficit of production in relation to its distribution needs in
region I but a surplus in region II, then it would be efficient for firm A and
firm B to engage in exchange. That argument was fine as far as it went, but
it did not address yet another possibility: Why not report surpluses and deficits
to a central market and operate in a market-clearing fashion rather than
through bilateral exchanges? The petroleum industry people—engineers, law-
yers, economists, managers—with whom I discussed this "obvious" alternative
were discomfited by it and so preferred to ignore it. But the possibility that
exchanges were a nonstandard practice with anticompetitive purpose and
effect had to be seriously entertained.

My discussion with Macneil had to do with the distribution of transactions
across modes. What was the frequency distribution of transactions such as
between markets (spot contracts), hybrids (various forms of long-term con-
tracting), and hierarchies? Macneil argued that the distribution of transactions
was bell shaped, which meant that there were few transactions at the two
polar extremes. Because, however, it seemed to me difficult to stabilize trans-
actions in the middle range and because it was obvious that there were many
spot and many hierarchical transactions, I argued that the distribution of
transactions was bimodal, with spot markets and hierarchies predominating.

I had set these questions aside and was working on other problems when
an eight-volume study, The State of Competition in the Canadian Petroleum
Industry, arrived on my desk. Volume 5, The Refining Sector, included an
extensive discussion of exchanges.

The study included a lot of detail, including memoranda from the files of
petroleum firms that the Canadian antitrust authorities interpreted as evidence
of anticompetitive purpose and effect. One of the memoranda from the Gulf
Oil Company files reported: "We do believe that the oil industry generally,
although grudgingly, will allow a participant who has paid his ante to play
the game; the ante in this game being the capital for refining, distributing,
and selling products." Another memorandum recorded that an exchange
agreement between Imperial and Shell would be renewed only if Shell did
not exceed "normal growth rates" in expanding its markets and did not obtain
additional product from third parties.

Examining these memoranda and interpreting the references to antes,
games, and restraints on growth and trade through a neoclassical lens easily
led to an anticompetitive conclusion. Viewed, however, through the spectacles
of comparative contracting, if suggested an altogether different interpretation.
Exchange agreements could (as well or instead) be a device by which to
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infuse confidence into trade. They were a means by which to give and receive
"credible commitments."

Not only did these memoranda suggest to me a rationale for exchanges
that had hitherto been neglected, but it also indicated that the devices for
stabilizing hybrid contracts were more numerous and subtle than I had pre-
viously imagined. To be sure, there were still many transactions located near
the poles. But it evidently was possible to support transactions in the intermedi-
ate range as well.

This chapter works out of a farsighted contracting setup and demonstrates
the importance of private ordering. Contrary to the Machiavellian advice to
break contracts with impunity (get them before they get us), the message is
that the offer and acceptance of credible commitments will infuse confidence
into contracts that would otherwise be fraught with hazard.1 More durable
and specialized investments will be made and superior trading terms will be
realized if contracts are supported by credible commitments, of which the
offer and acceptance of a hostage is an early example.2

In Chapter 6, "Economic Institutions: Spontaneous and Intentional Gov-
ernance," I take issue with the disproportionate attention paid by economists
to spontaneous (especially market) mechanisms, to the neglect of intentional
(hierarchical) mechanisms. If adaptation is the central problem of economic
organization and if both autonomous and cooperative forms of adaptation
are needed, then it is necessary to make provision for spontaneous, intentional,
and mixed modes of organization. This chapter asks and attempts to answer
the question "What's going on here?" both in general and with reference to
the price mechanism, reputation effect mechanisms, sequential short-term
contracting, and socialist economic organization.

Chapter 7, "Corporate Governance and Corporate Finance," utilizes the
transaction cost economics approach to take exception with the Modigliani-

1. I am therefore surprised by advice that "our textbooks . . . should be saying that decision-
makers will strike an optimal balance between . . . the way of production with mutually advanta-
geous exchange, and the dark-side way of confiscation, exploitation, and conflict" (Hirshleifer,
1994, p. 3, emphasis added). The appropriate balance, in my judgment, is one part Machiavelli
to nine parts Coase.

2. A still earlier example of an effort to craft a credible commitment was recently unearthed
in Mesopotamia. Tablets dated around 1750 B.C. show that curses were used to deter the breach
of treaties. One of these reads as follows:

When you ask us for troops, we will not withhold our best forces, we will not answer
you with evasions, we shall brandish our maces and strike down your enemy. . . .

As wasted seeds do not sprout, may my seed never rise, may someone else marry
my wife under my very eyes, and may someone else rule my country. (China Daily,
March 22, 1988, p. 1)
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Miller theorem and advances the argument that debt and equity are not merely
instruments of finance but are also instruments of governance. Of the two,
debt relies more on rules governance, is akin to a market form, and is better
suited to finance generic assets, whereas equity is a more discretionary form
of governance, is more akin to hierarchy, and is reserved for financing firm-
specific assets. The argument leads to a number of empirical implications, in
relation to which the data appear to be corroborative. Extensions to the basic
model (which works out of project financing) to deal with composite finance
would be useful.

Chapter 8, "The Politics and Economics of Redistribution and Ineffi-
ciency," is probably the most controversial essay in the book. In the spirit of
those who have taken issue with "Nirvana Economics" (Robinson, 1934;
Coase, 1964; Demsetz, 1969; Stigler, 1992), I eschew reference to or reliance on
frictionless ideals—benign government, costless regulation, omniscient courts,
and the like—especially for purposes of public-policy analysis. Inasmuch as
all feasible forms of organization are flawed, I argue that the relevant standard
is that of remediableness, according to which extant forms of organization for
which no superior feasible alternative can be described and implemented with
net gains are declared to be efficient. This argument applies to economics
and politics alike.3 Breakdowns of both organizational and political kinds
are discussed.

3. Indeed, the argument applies more generally. Consider the following exchange between
Countess Olenska and Newland Archer in Edith Wharton's Age of Innocence:

"Is it your idea, then, that I should live with you as your mistress—since I can't
be your wife?" she asked.

The crudeness of the question startled him . . . and he floundered.
"I want—I want somehow to get away with you into a world where words like

that—categories like that—won't exist. Where we shall be simply two human beings
who love each other, who are the whole of life to each other; and nothing else on
earth will matter."

She drew a deep sigh that ended in another laugh. "Oh, my dear—where is that
country? Have you ever been there?" (1986, p. 290)

Madame Olenska, in this exchange, insists that the comparisons be made among feasible alterna-
tive forms of organization, whereas Archer operates out of hypothetical ideals. Transaction cost
economics is relentlessly comparative and, like Madame Olenska, eschews hypotheticals.



4

Comparative Economic Organization:
The Analysis of Discrete
Structural Alternatives

Although microeconomic organization is formidably complex and has long
resisted systematic analysis, that has been changing as new modes of analysis
have become available, as recognition of the importance of institutions to
economic performance has grown, and as the limits of earlier modes of analysis
have become evident. Information economics, game theory, agency theory,
and population ecology have all made significant advances.

This chapter approaches the study of economic organization from a com-
parative institutional point of view in which transaction-cost economizing is
featured. Comparative economic organization never examines organization
forms separately but always in relation to alternatives. Transaction-cost eco-
nomics places the principal burden of analysis on comparisons of transaction
costs—which, broadly, are the "costs of running the economic system" (Arrow,
1969, p. 48).

My purpose in this chapter is to extend and refine the apparatus out of
which transaction-cost economics works, thereby to respond to some of the
leading criticisms. Four objections to prior work in this area are especially
pertinent. One objection is that the two stages of the new institutional econom-
ics research agenda—the institutional environment and the institutions of
governance—have developed in disjunct ways. The first of these paints on a
very large historical canvas and emphasizes the institutional rules of the game:
customs, laws, politics (North, 1986). The latter is much more microanalytic
and focuses on the comparative efficacy with which alternative generic forms of
governance—markets, hybrids, hierarchies-—economize on transaction costs.
Can this disjunction problem be overcome? Second, transaction-cost econom-
ics has been criticized because it deals with polar forms—markets and hierar-
chies—to the neglect of intermediate or hybrid forms. Although that objection
has begun to be addressed by recent treatments of long-term contracting in
which bilateral dependency conditions are supported by a variety of specialized
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governance features (hostages, arbitration, take-or-pay procurement clauses,
tied sales, reciprocity, regulation, etc.), the abstract attributes that characterize
alternative modes of governance have remained obscure. What are the key
attributes and how do they vary among forms? This is responsive to the third
objection, namely, that efforts to operationalize transaction-cost economics
have given disproportionate attention to the abstract description of transac-
tions as compared with the abstract description of governance. The dimension-
alization of both is needed. Finally, there is the embeddedness problem: Trans-
action-cost economics purports to have general application but has been
developed almost entirely with reference to Western capitalist economies
(Hamilton and Biggart, 1988). Is a unified treatment of Western and non-
Western, capitalist and noncapitalist economies really feasible? This paper
attempts to address these objections by posing the problem of organization
as one of discrete structural analysis.

1. Discrete Structural Analysis

The term discrete structural analysis was introduced into the study of compara-
tive economic organization by Simon, who observed that

As economics expands beyond its central core of price theory, and its central
concern with quantities of commodities and money, we observe in it ... [a]
shift from a highly quantitative analysis, in which equilibration at the margin
plays a central role, to a much more qualitative institutional analysis, in which
discrete structural alternatives are compared. . . .

[S]uch analyses can often be carried out without elaborate mathematical
apparatus or marginal calculation. In general, much cruder and simpler argu-
ments will suffice to demonstrate an inequality between two quantities than
are required to show the conditions under which these quantities are equated
at the margin. (1978, pp. 6-7).

But what exactly is discrete structural analysis? Is it employed only because
"there is at present no [satisfactory] way of characterizing organizations in
terms of continuous variation over a spectrum" (Ward, 1967, p. 38)? Or is
there a deeper rationale?

Of the variety of factors that support discrete structural analysis, I focus
here on the following: (1) firms are not merely extensions of markets but
employ different means, (2) discrete contract law differences provide cru-
cial support for and serve to define each generic form of governance, and
(3) marginal analysis is typically concerned with second-order refinements to
the neglect of first-order economizing.

1.1. Different Means

Although the study of economic organization deals principally with markets
and market mechanisms, it is haunted by a troublesome fact: a great deal of
economic activity takes place within firms (Barnard, 1938; Chandler, 1962,
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1977). Conceivably, however, no novel economizing issues are posed within
firms, because technology is largely determinative—the firm is mainly defined
by economies of scale and scope and is merely an instrument for transforming
inputs into outputs according to the laws of technology—and because market
mechanisms carry over into firms. I have taken exception with the technology
view elsewhere (Williamson, 1975). Consider, therefore, the latter.

In parallel with von Clausewitz's (1980) views on war, I maintain that
hierarchy is not merely a contractual act but is also a contractual instrument, a
continuation of market relations by other means. The challenge to comparative
contractual analysis is to discern and explicate the different means. As devel-
oped below, each viable form of governance—market, hybrid, and hier-
archy—is defined by a syndrome of attributes that bear a supporting relation
to one another. Many hypothetical forms of organization never arise, or quickly
die out, because they combine inconsistent features.

1.2. Contract Law

The mapping of contract law onto economic organization has been examined
elsewhere (Williamson, 1979b, 1985a). Although some of that is repeated
here, there are two significant differences. First, I advance the hypothesis that
each generic form of governance—market, hybrid, and hierarchy—needs to
be supported by a different form of contract law. Second, the form of contract
law that supports hierarchy is that of forbearance.

1.2.1. Classical contract law

Classical contract law applies to the ideal transaction in law and economics
in which the identity of the parties is irrelevant. "Thick" markets are ones in
which individual buyers and sellers bear no dependency relation to each other.
Instead, each party can go its own way at negligible cost to another. If contracts
are renewed period by period, that is only because current suppliers are
continuously meeting bids in the spot market. Such transactions are monetized
in extreme degree; contract law is interpreted in a very legalistic way: more
formal terms supersede less formal should disputes arise between formal and
less formal features (e.g., written agreements versus oral amendments), and
hard bargaining, to which the rules of contract law are strictly applied, charac-
terizes these transactions. Classical contract law is congruent with and supports
the autonomous market form of organization (Macneil, 1974, 1978).

7.2.2. Neoclassical contract law and excuse doctrine

Neoclassical contract law and excuse doctrine, which relieves parties from
strict enforcement, apply to contracts in which the parties to the transaction
maintain autonomy but are bilaterally dependent to a nontrivial degree. Iden-
tity plainly matters if premature termination or persistent maladaptation would
place burdens on one or both parties. Perceptive parties reject classical contract
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law and move into a neoclassical contracting regime because this better facili-
tates continuity and promotes efficient adaptation.

As developed below, hybrid modes of contracting are supported by neo-
classical contract law. The parties to such contracts maintain autonomy, but
the contract is mediated by an elastic contracting mechanism. Public utility
regulation, in which the relations between public utility firms and their custom-
ers are mediated by a regulatory agency, is one example (Goldberg, 1976a;
Williamson, 1976). Exchange agreements or reciprocal trading in which the
parties experience (and respond similarly to) similar disturbances is another
illustration (Williamson, 1983). Franchising is another way of preserving semi-
autonomy, but added supports are needed (Klein, 1980; Hadfield, 1990). More
generally, long-term, incomplete contracts require special adaptive mecha-
nisms to effect realignment and restore efficiency when beset by unantici-
pated disturbances.

Disturbances are of three kinds: inconsequential, consequential, and
highly consequential. Inconsequential disturbances are ones for which the
deviation from efficiency is too small to recover the costs of adjustment. The
net gains from realignment are negative for minor disturbances because (as
discussed below) requests for adjustments need to be justified and are subject
to review, the costs of which exceed the prospective gains.

Middle-range or consequential disturbances are ones to which neoclassical
contract law applies. These are transactions for which Karl Llewellyn's concept
of "contract as framework" is pertinent (1931, p. 737). The thirty-two-year coal
supply agreement between the Nevada Power Company and the Northwest
Trading Company illustrates the elastic mechanisms employed by a neoclassi-
cal contract. That contract reads in part as follows:

In the event an inequitable condition occurs which adversely affects one
Party, it shall then be the joint and equal responsibility of both Parties to act
promptly and in good faith to determine the action required to cure or adjust
for the inequity and effectively to implement such action. Upon written claim
of inequity served by one Party upon the other, the Parties shall act jointly
to reach an agreement concerning the claimed inequity within sixty (60) days
of the date of such written claim. An adjusted base coal price that differs
from market price by more than ten percent (10%) shall constitute a hardship.
The Party claiming inequity shall include in its claim such information and
data as may be reasonably necessary to substantiate the claim and shall freely
and without delay furnish such other information and data as the other Party
reasonably may deem relevant and necessary. If the Parties cannot reach
agreement within sixty (60) days the matter shall be submitted to arbitration.

By contrast with a classical contract, this contract (1) contemplates unantici-
pated disturbances for which adaptation is needed, (2) provides a tolerance
zone (of ± 10%) within which misalignments will be absorbed, (3) requires
information disclosure and substantiation if adaptation is proposed, and (4)
provides for arbitration in the event voluntary agreement fails.

The forum to which this neoclassical contract refers disputes is (initially at
least) that of arbitration rather than the courts. Fuller described the procedural
differences between arbitration and litigation:
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[T]here are open to the arbitrator . . . quick methods of education not open
to the courts. An arbitrator will frequently interrupt the examination of
witnesses with a request that the parties educate him to the point where he
can understand the testimony being received. This education can proceed
informally, with frequent interruptions by the arbitrator, and by informed
persons on either side, when a point needs clarification. Sometimes there will
be arguments across the table, occasionally even within each of the separate
camps. The end result will usually be a clarification that will enable everyone
to proceed more intelligently with the case. (1963, pp. 11-12)

Such adaptability notwithstanding, neoclassical contracts are not indefi-
nitely elastic. As disturbances become highly consequential, neoclassical con-
tracts experience real strain, because the autonomous ownership status of the
parties continuously poses an incentive to defect. The general proposition
here is that when the "lawful" gains to be had by insistence upon literal
enforcement exceed the discounted value of continuing the exchange relation-
ship, defection from the spirit of the contract can be anticipated.

When, in effect, arbitration gives way to litigation, accommodation can
no longer be presumed. Instead, the contract reverts to a much more legalistic
regime—although, even here, neoclassical contract law averts truly punitive
consequences by permitting appeal to exceptions that qualify under some
form of excuse doctrine. The legal system's commitment to the keeping of
promises under neoclassical contract law is modest (Macneil, 1974, p. 731).

From an economic point of view, the tradeoff that needs to be faced in
excusing contract performance is between stronger incentives and reduced
opportunism. If the state realization in question was unforeseen and unforesee-
able (different in degree and/or especially in kind from the range of normal
business experience), if strict enforcement would have truly punitive conse-
quences, and especially if the resulting "injustice" is supported by (lawful)
opportunism, then excuse can be seen mainly as a way of mitigating opportun-
ism, ideally without adverse impact on incentives. If, however, excuse is
granted routinely whenever adversity occurs, then incentives to think through
contracts, choose technologies judiciously, share risks efficiently, and
avert adversity will be impaired. Excuse doctrine should therefore be used
sparingly—which it evidently is (Farnsworth, 1968, p. 885; Buxbaum, 1985).

The relief afforded by excuse doctrine notwithstanding, neoclassical con-
tracts deal with consequential disturbances only at great cost: arbitration
is costly to administer and its adaptive range is limited. As consequential
disturbances and, especially, as highly consequential disturbances become
more frequent, the hybrid mode supported by arbitration and excuse doctrine
incurs added costs and comes under added strain. Even more elastic and
adaptive arrangements warrant consideration.

7.2.3. Forbearance

Internal organization, hierarchy, qualifies as a still more elastic and adaptive
mode of organization. What type of contract law applies to internal organiza-
tion? How does this have a bearing on contract performance?
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Describing the firm as a "nexus of contracts" (Alchian and Demsetz,
1972; Jensen and Meckling, 1976; Fama, 1980) suggests that the firm is no
different from the market in contractual respects. Alchian and Demsetz origi-
nally took the position that the relation between a shopper and his grocer and
that between an employer and employee was identical in contractual respects:

The single consumer can assign his grocer to the task of obtaining whatever
the customer can induce the grocer to provide at a price acceptable to both
parties. That is precisely all that an employer can do to an employee. To speak
of managing, directing, or assigning workers to various tasks is a deceptive
way of noting that the employer continually is involved in renegotiation of
contracts on terms that must be acceptable to both parties. . . . Long-term
contracts between employer and employee are not the essence of the organiza-
tion we call a firm. (1972, p. 777)

That it has been instructive to view the firm as a nexus of contracts is
evident from the numerous insights that this literature has generated. But to
regard the corporation only as a nexus of contracts misses much of what is
truly distinctive about this mode of governance. As developed below, bilateral
adaptation effected through fiat is a distinguishing feature of internal organiza-
tion. But wherein do the fiat differences between market and hierarchy arise?
If, moreover, hierarchy enjoys an "advantage" with respect to fiat, why can't
the market replicate this?

One explanation is that fiat has its origins in the employment contract
(Coase, 1937; Barnard, 1938; Simon, 1951; Masten, 1988). Although there
is a good deal to be said for that explanation, I propose a separate and
complementary explanation: The implicit contract law of internal organization
is that of forbearance. Thus, whereas courts routinely grant standing to firms
should there be disputes over prices, the damages to be ascribed to delays,
failures of quality, and the like, courts will refuse to hear disputes between
one internal division and another over identical technical issues. Access to
the courts being denied, the parties must resolve their differences internally.
Accordingly, hierarchy is its own court of ultimate appeal.

What is known as the "business judgment rule" holds that "absent bad
faith or some other corrupt motive, directors are normally not liable to the
corporation for mistakes of judgment, whether those mistakes are classified
as mistakes of fact or mistakes of law" (Gilson, 1986, p. 741). Not only
does that rule serve as "a quasi-jurisdictional barrier to prevent courts from
exercising regulatory powers over the activities of corporate managers"
(Manne, 1967, p. 271), but "The courts' abdication of regulatory authority
through the business judgment rule may well be the most significant common
law contribution to corporate governance" (Gilson, 1986, p. 741). The business
judgment rule, which applies to the relation between shareholders and direc-
tors, can be interpreted as a particular manifestation of forbearance doctrine,
which applies to the management of the firm more generally. To review alleged
mistakes of judgment or to adjudicate internal disputes would sorely test the
competence of courts and would undermine the efficacy of hierarchy.
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Accordingly, the reason why the market is unable to replicate the firm
with respect to fiat is that market transactions are defined by contract law of
an altogether different kind. There is a logic to classical market contracting
and there is a logic for forbearance law, and the choice of one regime precludes
the other. Whether a transaction is organized as make or buy—internal pro-
curement or market procurement, respectively—thus matters greatly in
dispute-resolution respects: the courts will hear disputes of the one kind and
will refuse to be drawn into the resolution of disputes of the other. Internal
disputes between one division and another regarding the appropriate transfer
prices, the damages to be ascribed to delays, failures of quality, and the like,
are thus denied a court hearing.

To be sure, not all disputes within firms are technical. Personnel disputes
are more complicated. Issues of worker safety, dignity, the limits of the "zone
of acceptance," and the like sometimes pose societal spillover costs that are
undervalued in the firm's private net benefit calculus. Underprovision of hu-
man and worker rights could ensue if the courts refused to consider issues of
these kinds. Also, executive compensation agreements can sometimes be writ-
ten in ways that make it difficult to draw a sharp line between personnel and
technical issues. Even with personnel disputes, however, there is a presumption
that such differences will be resolved internally. For example, unions may
refuse to bring individual grievances to arbitration:

[G]iving the union control over all claims arising under the collective
agreement comports so much better with the functional nature of a collective
bargaining agreement. . . . Allowing an individual to carry a claim to arbitra-
tion whenever he is dissatisfied with the adjustment worked out by the com-
pany and the union . . . discourages the kind of day-to-day cooperation be-
tween company and union which is normally the mark of sound industrial
relations—a relationship in which grievances are treated as problems to be
solved and contracts are only guideposts in a dynamic human relationship.
When . . . the individual's claim endangers group interests, the union's func-
tion is to resolve the competition by reaching an accommodation or striking
a balance. (Cox, 1958, p. 24)

As compared with markets, internal incentives in hierarchies are flat or
low-powered, which is to say that changes in effort expended have little or no
immediate effect on compensation. This is mainly because the high-powered
incentives of markets are unavoidably compromised by internal organization
(Williamson, 1985b, chap. 6; 1988d). Also, however, hierarchy uses flat incen-
tives because these elicit greater cooperation and because unwanted side
effects are checked by added internal controls (see Williamson, 1988d; Holm-
strom, 1989). Not only, therefore, will workers and managers be more willing
to accommodate, because their compensation is the same whether they "do
this" or"do that," but an unwillingness to accommodate is interpreted not as
an excess of zeal but as a predilection to behave in a noncooperative way.
Long-term promotion prospects are damaged as a consequence. Defection
from the spirit of the agreement in favor of litigiousness is quite perverse if
neither immediate nor long-term gains are thereby realized. The combination
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of fiat with low-powered incentives is a manifestation of the syndrome condi-
tion of economic organization to which I referred earlier (and develop more
fully below).

The underlying rationale for forbearance law is twofold: (1) parties to an
internal dispute have deep knowledge—both about the circumstances sur-
rounding a dispute as well as the efficiency properties of alternative solu-
tions—that can be communicated to the court only at great cost, and
(2) permitting the internal disputes to be appealed to the court would under-
mine the efficacy and integrity of hierarchy. If fiat were merely advisory, in
that internal disputes over net receipts could be pursued in the courts, the
firm would be little more than an "inside contracting" system (Williamson,
1985b, pp. 218-22). The application of forbearance doctrine to internal organi-
zation means that parties to an internal exchange can work out their differences
themselves or appeal unresolved disputes to the hierarchy for a decision.
But this exhausts their alternatives. When push comes to shove, "legalistic"
arguments fail. Greater reliance on instrumental reasoning and mutual accom-
modation result. This argument contradicts Alchian and Demsetz's claim that
the firm "has no power of fiat, no authority, no disciplinary action any different
in the slightest degree from ordinary market contracting" (1972, p. 777). That
is exactly wrong: firms can and do exercise fiat that markets cannot. Prior
neglect of contract law differences and their ramifications explain the disparity.

1.3. First-Order Economizing

Although the need to get priorities straight is unarguable, first-order economi-
zing—effective adaptation and the elimination of waste—has been neglected.
Adaptation is especially crucial. As developed below, it is the central economic
problem. But as Frank Knight insisted, the elimination of waste is also im-
portant (1941, p. 252).

Relatedly, but independently, Oskar Lange held that "the real danger
of socialism is that of the bureaucratization of economic life, and not the
impossibility of coping with the problem of allocation of resources" (1938,
p. 109). Inasmuch, however, as Lange believed that this argument belonged

"in the field of sociology" he concluded that it "must be dispensed with here"
(1938, p. 109). Subsequent informed observers of socialism followed this lead,
whereupon the problems of bureaucracy were, until recently, given scant
attention. Instead, the study of socialism was preoccupied with technical fea-
tures—marginal cost pricing, activity analysis, and the like—with respect to
which a broadly sanguine consensus took shape (Bergson, 1948; Montias,
1976; Koopmans, 1977).

The natural interpretation of the organizational concerns expressed by
Knight and Lange—or, at least, the interpretation that I propose here—is that
economics was too preoccupied with issues of allocative efficiency, in which
marginal analysis was featured, to the neglect of organizational efficiency, in
which discrete structural alternatives were brought under scrutiny. Partly that
is because the mathematics for dealing with clusters of attributes is only
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now beginning to be developed (Topkis, 1978; Milgrom and Roberts, 1990b;
Holmstrom and Milgrom, 1991). Even more basic, however, is the propensity
to focus exclusively on market mechanisms to the neglect of discrete structural
alternatives. The argument, for example, that all systems of honest trade are
variants on the reputation-effect mechanisms of markets (Milgrom, North,
and Weingast, 1990, p. 16) ignores the possibility that some ways of infus-
ing contractual integrity (e.g., hierarchy) employ altogether different means.
Market-favoring predispositions need to be disputed, lest the study of eco-
nomic organization in all of its forms be needlessly and harmfully truncated.

2. Dimensionalizing Governance

What are the key attributes with respect to which governance structures differ?
The discriminating alignment hypothesis to which transaction-cost economics
owes much of its predictive content holds that transactions, which differ in
their attributes, are aligned with governance structures, which differ in their
costs and competencies, in a discriminating (mainly, transaction-cost-econo-
mizing) way. But whereas the dimensionalization of transactions received
early and explicit attention, the dimensionalization of governance structures
has been relatively slighted. What are the factors that are responsible for the
aforementioned differential costs and competencies?

One of those key differences has been already indicated: market, hybrid,
and hierarchy differ in contract law respects. Indeed, were it the case that the
very same type of contract law were to be uniformly applied to all forms of
governance, important distinctions between these three generic forms would
be vitiated. But there is more to governance than contract law. Crucial differ-
ences in adaptability and in the use of incentive and control instruments are
also germane.

2.1. Adaptation as the Central Economic Problem

Hayek insistently argued that "economic problems arise always and only in
consequence of change" and that this truth was obscured by those who held
that "technological knowledge" is of foremost importance (1945, p. 523). He
disputed the latter and urged that "the economic problem of society is mainly
one of rapid adaptation in the particular circumstances of time and place"
(1945, p. 524). Of special importance to Hayek was the proposition that the
price system, as compared with central planning, is an extraordinarily efficient
mechanism for communicating information and inducing change (1945,
pp. 524-27).

Interestingly, Barnard (1938) also held that the main concern of organiza-
tion was that of adaptation to changing circumstances, but this concern was
with adaptation within internal organization. Confronted with a continuously
fluctuating environment, the "survival of an organization depends upon the
maintenance of an equilibrium of complex character. . . . [This] calls for read-
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justment of processes internal to the organization . . ., [whence] the center of
our interest is the processes by which [adaptation] is accomplished" (Barnard,
1938, p. 6).

That is very curious. Both Hayek and Barnard hold that the central
problem of economic organization is adaptation. But whereas Hayek locates
this adaptive capacity in the market, it was the adaptive capacity of internal
organization on which Barnard focused attention. If the "marvel of the mar-
ket" (Hayek) is matched by the "marvel of internal organization" (Barnard),
then wherein does one outperform the other?

The marvel to which Hayek referred had spontaneous origins: "The price
system is ... one of those formations which man has learned to use . . . after
he stumbled on it without understanding it" (1945, p. 528). The importance
of such spontaneous cooperation notwithstanding, it was Barnard's experience
that intended cooperation was important and undervalued. The latter was
defined as "that kind of cooperation among men that is conscious, deliberate,
purposeful" (Barnard, 1938, p. 4) and was realized through formal organiza-
tion, especially hierarchy.

I submit that adaptability is the central problem of economic organization
and that both Hayek and Barnard are correct, because they are referring to
adaptations of different kinds, both of which are needed in a high-performance
system. The adaptations to which Hayek refers are those for which prices
serve as sufficient statistics. Changes in the demand or supply of a commodity
are reflected in price changes, in response to which "individual partici-
pants . . . [are] able to take the right action" (Hayek, 1945, p. 527). I will refer
to adaptations of this kind as adaptation (A), where (A) denotes autonomy.
This is the neoclassical ideal in which consumers and producers respond
independently to parametric price changes so as to maximize their utility and
profits, respectively.

That would entirely suffice if all disturbances were of this kind. Some
disturbances, however, require coordinated responses, lest the individual parts
operate at cross-purposes or otherwise suboptimize. Failures of coordination
may arise because autonomous parties read and react to signals differently,
even though their purpose is to achieve a timely and compatible combined
response. The "nonconvergent expectations" to which Malmgren (1961) re-
ferred is an illustration. Although, in principle, convergent expectations could
be realized by asking one party to read and interpret the signals for all, the
lead party may behave strategically—by distorting information or disclosing
it in an incomplete and selective fashion.

More generally, parties that bear a long-term bilateral dependency rela-
tion to one another must recognize that incomplete contracts require gapfilling
and sometimes get out of alignment. Although it is always in the collective
interest of autonomous parties to fill gaps, correct errors, and effect efficient
realignments, it is also the case that the distribution of the resulting gains is
indeterminate. Self-interested bargaining predictably obtains. Such bargaining
is itself costly. The main costs, however, are that transactions are maladapted
to the environment during the bargaining interval. Also, the prospect of ex
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post bargaining invites ex ante prepositioning of an inefficient kind (Grossman
and Hart, 1986).

Recourse to a different mechanism is suggested as the needs for coordi-
nated investments and for uncontested (or less contested) coordinated realign-
ments increase in frequency and consequentiality. Adaptations of these coor-
dinated kinds will be referred to as adaptation (C), where (C) denotes coop-
eration. The conscious, deliberate, and purposeful efforts to craft adaptive
internal coordinating mechanisms were those on which Barnard focused. Inde-
pendent adaptations here would at best realize imperfect realignments and
could operate at cross-purposes. Lest the aforementioned costs and delays
associated with strategic bargaining be incurred, the relation is reconfigured by
supplanting autonomy by hierarchy. The authority relation (fiat) has adaptive
advantages over autonomy for transactions of a bilaterally (or multilaterally)
dependent kind.

2.2. Instruments

Vertical and lateral integration are usefully thought of as organization forms
of last resort, to be employed when all else fails. That is because markets are
a "marvel" in adaptation (A) respects. Given a disturbance for which prices
serve as sufficient statistics, individual buyers and suppliers can reposition
autonomously. Appropriating, as they do, individual streams of net receipts,
each party has a strong incentive to reduce costs and adapt efficiently. What
I have referred to as high-powered incentives result when consequences are
tightly linked to actions in this way (Williamson, 1988a). Other autonomous
traders have neither legitimate claims against the gains nor can they be held
accountable for the losses. Accounting systems cannot be manipulated to
share gains or subsidize losses.

Matters get more complicated when bilateral dependency intrudes. As
discussed above, bilateral dependency introduces an opportunity to realize
gains through hierarchy. As compared with the market, the use of formal
organization to orchestrate coordinated adaptation to unanticipated distur-
bances enjoys adaptive advantages as the condition of bilateral dependency
progressively builds up. But these adaptation (C) gains come at a cost. Not
only can related divisions within the firm make plausible claims that they are
causally responsible for the gains (in indeterminate degree), but divisions that
report losses can make plausible claims that others are culpable. There are
many ways, moreover, in which the headquarters can use the accounting
system to effect strategic redistributions (through transfer pricing changes,
overhead assignments, inventory conventions, etc.), whatever the preferences
of the parties. The upshot is that internal organization degrades incentive
intensity, and added bureaucratic costs result (Williamson, 1985b, chap. 6;
1988d).

These three features—adaptability of type A, adaptability of type C,
and differential incentive intensity—do not exhaust the important differences
between market and hierarchy. Also important are the differential reliance
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on administrative controls and, as developed above, the different contract law
regimes to which each is subject. Suffice it to observe here that (1) hierarchy
is buttressed by the differential efficacy of administrative controls within firms,
as compared with between firms, and (2) incentive intensity within firms is
sometimes deliberately suppressed. Incentive intensity is not an objective but
is merely an instrument. If added incentive intensity gets in the way of bilateral
adaptability, then weaker incentive intensity supported by added administra-
tive controls (monitoring and career rewards and penalties) can be optimal.

Markets and hierarchies are polar modes. As indicated at the outset,
however, a major purpose of this chapter is to locate hybrid modes—various
forms of long-term contracting, reciprocal trading, regulation, franchising, and
the like—in relation to these polar modes. Plainly, the neoclassical contract
law of hybrid governance differs from both the classical contract law of markets
and the forbearance contract law of hierarchies, being more elastic than the
former but more legalistic than the latter. The added question is How do
hybrids compare with respect to adaptability (types A and C), incentive inten-
sity, and administrative control?

The hybrid mode displays intermediate values in all four features. It
preserves ownership autonomy, which elicits strong incentives and encourages
adaptation to type A disturbances (those to which one party can respond
efficiently without consulting the other). Because there is bilateral dependency,
however, long-term contracts are supported by added contractual safeguards
and administrative apparatus (information disclosure, dispute-settlement ma-
chinery). These facilitate adaptations of type C but come at the cost of incen-
tive attenuation. Concerns for "equity" intrude. Thus the Nevada Power
Company-Northwest Trading Company coal contract, whose adaptation me-
chanics were set out above, begins with the following: "It is the intent of the
Parties hereto that this agreement, as a whole and in all of its parts, shall be
equitable to both Parties throughout its term." Such efforts unavoidably
dampen incentive-intensity features.

One advantage of hierarchy over the hybrid with respect to bilateral
adaptation is that internal contracts can be more incomplete. More impor-
tantly, adaptations to consequential disturbances are less costly within firms
because (1) proposals to adapt require less documentation, (2) resolving inter-
nal disputes by fiat rather than arbitration saves resources and facilitates timely
adaptation, (3) information that is deeply impacted can more easily be accessed
and more accurately assessed, (4) internal dispute resolution enjoys the sup-
port of informal organization (Barnard, 1938; Scott, 1987), and (5) internal
organization has access to additional incentive instruments—including espe-
cially career reward and joint profit sharing—that promote a team orienta-
tion. Furthermore, highly consequential disturbances that would occasion
breakdown or costly litigation under the hybrid mode can be accommodated
more easily. The advantages of hierarchy over hybrid in adaptation C
respects are not, however, realized without cost. Weaker incentive intensity
(greater bureaucratic costs) attend the move from hybrid to hierarchy, ceteris
paribus.
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Table 4.1. Distinguishing Attributes of Market, Hybrid, and Hierarchy Governance
Structures8

Governance Structure

Attributes Market Hybrid Hierarchy

Instruments
Incentive intensity ++ +
Administrative controls 0 +
Performance attributes
Adaptation (A) ++ +
Adaptation (C) 0 +

Contract law + + +

0

0

0

"++ = strong; + = semi-strong; 0 = weak.

Summarizing, the hybrid mode is characterized by semistrong incentives,
an intermediate degree of administrative apparatus, displays semi-strong adap-
tations of both kinds, and works out of a semi-legalistic contract law regime.
As compared with market and hierarchy, which are polar opposites, the hybrid
mode is located between the two of these in all five attribute respects. Based
on the foregoing, and denoting strong, semi-strong, and weak by + +, +, and
0, respectively, the instruments, adaptive attributes, and contract law features
that distinguish markets, hybrids, and hierarchies are shown in Table 4.1.

3. Discriminating Alignment

Transaction-cost economics subscribes to Commons' view (1924, 1934) that
the transaction is the basic unit of analysis. That important insight takes on
operational significance upon identifying the critical dimensions with respect
to which transactions differ. As heretofore indicated, these include the fre-
quency with which transactions recur, the uncertainty to which transactions
are subject, and the type and degree of asset specificity involved in supplying
the good or service in question (Williamson, 1979b). Although all are im-
portant, transaction-cost economics attaches special significance to this last
(Williamson, 1975,1979b; Klein, Crawford, and Alchian, 1978; Grossman and
Hart, 1986).

Asset specificity has reference to the degree to which an asset can be
redeployed to alternative uses and by alternative users without sacrifice of
productive value. Asset-specificity distinctions of six kinds have been made:
(1) site specificity, as where successive stations are located in a cheek-by-jowl
relation to each other so as to economize on inventory and transportation
expenses; (2) physical asset specificity, such as specialized dies that are required
to produce a component; (3) human-asset specificity that arises in learning
by doing; (4) brand name capital; (5) dedicated assets, which are discrete
investments in general purpose plant that are made at the behest of a particular

++

++
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customer; to which (6) temporal specificity, which is akin to technological
nonseparability and can be thought of as a type of site specificity in which
timely responsiveness by on-site human assets is vital has been added (Masten,
Meehan, and Snyder, 1991). Asset specificity, especially in its first five forms,
creates bilateral dependency and poses added contracting hazards. It has
played a central role in the conceptual and empirical work in transaction-
cost economics.

The analysis here focuses entirely on transaction costs: neither the revenue
consequences nor the production-cost savings that result from asset specializa-
tion are included. Although that simplifies the analysis, note that asset specific-
ity increases the transaction costs of all forms of governance. Such added
specificity is warranted only if these added governance costs are more than
offset by production-cost savings and/or increased revenues. A full analysis
will necessarily make allowance for effects of all three kinds (Riordan and
Williamson, 1985). Only a truncated analysis appears here.

3.1. Reduced-Form Analysis

The governance-cost expressions set out herein are akin to reduced forms, in
that governance costs are expressed as a function of asset specificity and a
set of exogenous variables. The structural equations from which these reduced
forms are derived are not set out. The key features that are responsible for
cost differences among governance structures are nonetheless evident in the
matrix version of the models set out below.1

Although asset specificity can take a variety of forms, the common conse-
quence is this: a condition of bilateral dependency builds up as asset specificity
deepens. The ideal transaction in law and economics—whereby the identities
of buyers and sellers is irrelevant—obtains when asset specificity is zero.
Identity matters as investments in transaction-specific assets increase, since
such specialized assets lose productive value when redeployed to best alterna-
tive uses and by best alternative users.

Assume, for simplicity, that asset specificity differences are entirely due
to physical or site specificity features. I begin with the situation in which
classical market contracting works well: autonomous actors adapt effectively
to exogenous disturbances. Internal organization is at a disadvantage for trans-
actions of this kind, since hierarchy incurs added bureaucratic costs to which
no added benefits can be ascribed. That, however, changes as bilateral depen-
dency sets in. Disturbances for which coordinated responses are required
become more numerous and consequential as investments in asset specificity
deepen. The high-powered incentives of markets here impede adaptability,
since each party to an autonomous exchange that has gotten out of alignment
and for which mutual consent is needed to effect an adjustment will want to

1. Developing the deeper structure that supports the reduced forms—by explicating contrac-
tual incompleteness and its consequences in a more microanalytic way and by developing the
bureaucratic cost consequences of internal organization more explicitly—is an ambitious but
important undertaking.
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appropriate as much as possible (ideally, all but epsilon) of the adaptive gains
to be realized. When bilaterally dependent parties are unable to respond
quickly and easily, because of disagreements and self-interested bargaining,
maladaptation costs are incurred. Although the transfer of such transactions
from market to hierarchy creates added bureaucratic costs, those costs may
be more than offset by the bilateral adaptive gains that result.

Let M = M(k; 0) and H = H(k; 6) be reduced-form expressions that
denotes market and hierarchy governance costs as a function of asset specificity
(k) and a vector of shift parameters ( ). Assuming that each mode is con-
strained to choose the same level of asset specificity, the following compara-
tive-cost relations obtain: M(0) < H(0) and M' > H' > 0.2 The first of these
two inequalities reflect the fact that the bureaucratic costs of internal organiza-
tion exceed those of the market because the latter is superior in adaptation
(A) respects—which is the only kind that matters if asset specificity is negligi-
ble. The intercept for market governance is thus lower than is the intercept
for hierarchy. The second inequality reflects the marginal disability of markets
as compared with hierarchies in adaptation (C) respects as asset specificity,
hence bilateral dependency, becomes more consequential.

As described above, the hybrid mode is located between market and
hierarchy with respect to incentives, adaptability, and bureaucratic costs. As
compared with the market, the hybrid sacrifices incentives in favor of superior
coordination among the parts. As compared with the hierarchy, the hybrid
sacrifices cooperativeness in favor of greater incentive intensity. The distribu-
tion of branded product from retail outlets by market, hierarchy, and hybrid,
where franchising is an example of this last, illustrates the argument.

Forward integration out of manufacturing into distribution would be im-
plied by hierarchy. That would sacrifice incentive intensity but would (better)
assure that the parts do not operate at cross-purposes with one another. The
market solution would be to sell the good or service outright. Incentive inten-
sity is thereby harnessed, but suboptimization (free riding on promotional
efforts, dissipation of the brand name, etc.) may also result. Franchising awards
greater autonomy than hierarchy but places franchisees under added rules
and surveillance as compared with markets. Costs control and local adaptations
are stronger under franchising than hierarchy, and suboptimization is reduced
under franchising as compared with the market. The added autonomy (as
compared with hierarchy) and the added restraints (as compared with the
market) under which franchisees operate nevertheless come at a cost. If, for
example, quality assurance is realized by constraining the franchisee to use
materials supplied by the franchisor, and if exceptions to that practice are not
permitted because of the potential for abuse that would result, then local
opportunities to make "apparently" cost-effective procurements will be pro-
hibited. Similarly, the added local autonomy enjoyed by franchisees may get
in the way of some global adjustments.

2. A more general optimizing treatment in which the level of asset specificity varies with
organization form is set out in Riordan and Williamson, 1985; a shorter version of which appears
in Chapter 3.
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Figure 4.1. Governance costs as a function of asset specificity.

Transactions for which the requisite adaptations to disturbances are nei-
ther predominantly autonomous nor bilateral, but require a mixture of each,
are candidates to be organized under the hybrid mode. Over some intermedi-
ate range of k, the mixed adaptation (A/C) that hybrids afford could well be
superior to the A-favoring or C-favoring adaptations supported by markets
and hierarchies, respectively.

Letting X = X(k; ) denote the governance costs of the hybrid mode as
a function of asset specificity, the argument is that M(0) < X(0) < H(0) and
that M' > X' > H' > O.3 The relations shown in Figure 4.1 then obtain. Efficient
supply implies operating on the envelope, whence, if k* is the optimal value
of k, the rule for efficient supply is as follows: I, use markets for k* < k1; II,
use hybrids for k1 < k* < k2; and III, use hierarchy for k* > k2.

In a very heuristic way, moreover, one can think of moving along one of
these generic curves as moving toward more intrusive controls. Thus, consider
two forms of franchising, one of which involves less control than the other.

3. This assumes that X(0) is less than H(0) to a nontrivial degree, since otherwise the hybrid
mode could be dominated throughout by the least-cost choice of either market or hierarchy,
which may occur for certain classes of transactions, as discussed below.
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Figure 4.2. Governance differences within discrete structural forms.

If X1 (k) and X2(k) refer to franchising with little and much control, respectively,
then X2(k) will be located to the right of Xl(k) in Figure 4.2. Or consider
the M-form (multidivisional) and U-form (unitary or functionally organized)
corporation. Because the former provides more market-like divisionalization
than does the latter, the M-form is given by H1(k) and is located closer to k2

in Figure 4.2.

3.2. A Stochastic Representation

Suppose that disturbances are distinguished in terms of the type of response—
autonomous or bilateral—that is needed to effect an adaptation. Suppose
further that the type of adaptation depends on the degree of asset specificity.
Let asset specificity be denoted by kj and suppose that it can take on any of
three values: k1 = 0 (generic investment), k2 > 0 (semi-specific investment),
or k3 0 (highly specific investment). Assume that adjustments to disturbances
can be any of four kinds: I, strictly autonomous; II, mainly autonomous; III,
mainly coordinated; or IV, strictly coordinated. Let pij be the probability that
an adaptation of type i = I, II, . . ., IV will be required if asset-specificity
condition kj (j = 1, 2, 3) obtains and let the matrix [pij] be given by
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Note that, the k1 column excepted, positive probability is associated with
every element in the matrix. What added asset specificity does is shift the
distribution of required responses in favor of greater cooperativeness.

Assume that each adaptation, if costlessly and successfully implemented,
would yield identical expected cost savings. For the reasons given above,
however, the efficacy with which different modes adapt to disturbances of
different kinds varies. Let eim be the efficacy with which mode m (m = M, X,
H) is able to implement adaptations of type i (i = I, II, . . ., IV) and assume
that the matrix eim is given by

where 1.0 is the ideal degree of adaptiveness and 0.0 is equivalent (in terms
of efficacy) to no adaptation.

The efficacy assumptions embedded in this last matrix warrant remark:
(1) Only the entry eIM has a value of 1.0. This condition—market adaptations
to a disturbance for which strictly autonomous adaptation is appropriate—cor-
responds to the ideal transaction in law and economics (classical market con-
tracting); (2) The efficacy of the market falls off as bilateral dependency
builds up, becoming negative (worse than no adaptation at all) for the strictly
cooperative case (IV), This last reflects the conflictual nature of market ex-
change for transactions of the bilaterally dependent kind; (3) The hybrid mode
is almost as good as the market for strictly autonomous adaptations, is better
than the market in all other adaptation categories, and is as good or better
than hierarchy in all categories save that for which strict coordination is
indicated; (4) Hierarchy is burdened by bureaucracy and never scores high in
efficacy for any category of adaptation.4 What matters, however, is comparative
efficacy. The hierarchy comes into its own (comparatively) where adaptations
of a strictly cooperative kind are needed; and (5) The efficacy of hierarchy is
lowest for disturbances requiring a mainly autonomous adaptation. As com-
pared with strictly autonomous disturbances, where bureaucratic costs are

4. Hierarchy is able to deal with type I (strictly autonomous) disturbances reasonably well
by instructing the operating parts to respond to local disturbances on their own motion and by
using the market as an alternate source of supply and/or standard.
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held in check by an objective market standard, ready recourse to the market
is compromised by the need for some coordination. Because, however, the
gains from coordination are not great, efforts to coordinate are problematic.
If efforts to adapt autonomously are protested (my costs are greater because
you moved without consulting me) while failures to adapt quickly are costly,
the hierarchy is caught between the proverbial rock and a hard place.

Let Cjm be the expected maladaptation costs of using mode m to ef-
fect adaptations if asset specificity is of type kj. Since inefficacy is given by
1 - eim, the expected maladaptation costs are Cjm = ipij (1 - eim). That matrix
is given by

The lowest values in each row are realized by matching market, hybrid, and
hierarchy with asset specificity conditions k1, k2, k3, respectively. These costs
are consonant with the reduced-form relations shown in Figure 4.1. Thus if
b 0 is the irreducible setup costs of economic participation, then the bureau-
cratic cost intercepts associated with zero asset specificity (k1) for market,
hybrid, and hierarchy will be given by b plus .000, .100, and.300, respectively.
Also, the relation between the implied slopes associated with each mode in
the matrix (expressed as a function of asset specificity) is that M' > X' > H',
which corresponds exactly to the relations shown in Figure 4.1.

4. Comparative Statics

Transaction-cost economics maintains that (1) transaction-cost economizing
is the "main case," which is not to be confused with the only case (Williamson,
1985b, pp. 22-23; 1989c, pp. 137-38), and (2) transaction costs vary with
governance structures in the manner described above. Assuming that the
institutional environment is unchanging, transactions should be clustered un-
der governance structures as indicated. Variance will be observed, but the
main case should be as described.

The purpose of this section is to consider how equilibrium distributions
of transactions will change in response to disturbances in the institutional
environment. That is a comparative static exercise. Both parts of the new
institutional economics—the institutional environment and the institutions of
governance—are implicated. The crucial distinctions are these:

The institutional environment is the set of fundamental political, social and
legal ground rules that establishes the basis for production, exchange and
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distribution. Rules governing elections, property rights, and the right of con-
tract are examples. . . .

An institutional arrangement is an arrangement between economic units
that governs the ways in which these units can cooperate and/or compete. It
. . . [can] provide a structure within which its members can cooperate . . . or
[it can] provide a mechanism that can effect a change in laws or property
rights. (Davis and North, 1971, pp. 6-7)

The way that I propose to join these two is to treat the institutional
environment as a set of parameters, changes in which elicit shifts in the
comparative costs of governance. An advantage of a three-way setup—market,
hybrid, and hierarchy (as compared with just market and hierarchy)—is that
much larger parameter changes are required to induce a shift from market
to hierarchy (or the reverse) than are required to induce a shift from market
to hybrid or from hybrid to hierarchy. Indeed, as developed below, much of
the comparative static action turns on differential shifts in the intercept and/
or slope of the hybrid mode. The critical predictive action is that which is
located in the neighborhood of k1 (M to X) and k2 (X to H) in Figure 4.1.
Parameter changes of four kinds are examined: property rights, contract law,
reputation effects, and uncertainty.

Among the limitations of the discrete structural approach is that parameter
changes need to be introduced in a special way. Rather than investigate the
effects of increases (or decreases) in a parameter (a wage rate, a tax, a shift
in demand), as is customary with the usual maximizing setup, the comparative
governance cost setup needs to characterize parameter changes as improve-
ments (or not). It is furthermore limited by the need for those improvements
to be concentrated disproportionately on one generic mode of governance.
Those limitations notwithstanding, it is informative to examine comparative
static effects.

4.1. Property Rights

What has come to be known as the economics of property rights holds that
economic performance is largely determined by the way in which property
rights are defined. Ownership of assets is especially pertinent to the definition
of property rights, where this "consists of three elements: (a) the right to use
the asset [and delimitations that apply thereto]. . ., (b) the right to appropriate
returns from the asset . . ., (c) the right to change the asset's form and/or
substance" (Furubotn and Pejovich, 1974, p. 4).

Most discussions of property rights focus on definitional issues. As is
generally conceded, property rights can be costly to define and enforce and
hence arise only when the expected benefits exceed the expected costs (Dem-
setz, 1967). That is not my concern here. Rather, I focus on the degree to
which property rights, once assigned, have good security features. Security
hazards of two types are pertinent: expropriation by the government and
expropriation by commerce (rivals, suppliers, customers).
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4.1.1. Governing expropriation

Issues of "credible commitments" (see Chapter 5) and "security of expecta-
tions" (Michelman, 1967) are pertinent to expropriation by the government.
If property rights could be efficiently assigned once and for all, so that assign-
ments, once made, would not subsequently be undone—especially strategically
undone—governmental expropriation concerns would not arise. Firms and
individuals would confidently invest in productive assets without concern that
they would thereafter be deprived of their just deserts.

If, however, property rights are subject to occasional reassignment, and if
compensation is not paid on each occasion (possibly because it is prohibitively
costly), then strategic considerations enter the investment calculus. Wealth
will be reallocated (disguised, deflected, consumed) rather than invested in
potentially expropriate assets if expropriation is perceived to be a serious
hazard. More generally, individuals or groups who either experience or observe
expropriation and can reasonably anticipate that they will be similarly dis-
advantaged in the future have incentives to adapt.

Michelman (1967) focused on cost-effective compensation. He argued
that if compensation is costly and if the "demoralization costs" experienced
by disadvantaged individuals and interested observers are slight, then compen-
sation is not needed. If, however, demoralization costs can be expected to
be great and losses can be easily ascertained, compensation is warranted.
Michelman proposed a series of criteria by which to judge how this calculus
works out. Suppose that the government is advised of these concerns and
"promises" to respect the proposed criteria. Will such promises be believed?
This brings us to the problem of credible commitments.

Promises are easy to make, but credible promises are another thing.
Kornai's observation that craftsmen and small shopkeepers fear expropriation
in Hungary despite "repeated official declarations that their activity is regarded
as a permanent feature of Hungarian socialism" (1986, pp. 1705-6) is pertinent.
That "many of them are myopic profit maximizers, not much interested in
building up lasting goodwill . . . or by investing in long-lived fixed assets"
(1986, p. 1706) is partly explained by the fact that "These individuals or their
parents lived through the era of confiscations in the forties" (Kornai, 1986,
p. 1705).

But there is more to it than that. Not only is there a history of expropria-
tion, but, as of 1986, the structure of the government had not changed in such
a way as to assuredly forestall subsequent expropriations. Official declarations
will be more credible only with long experience or if accompanied by a credible
(not easily reversible) reorganization of politics. As one Polish entrepreneur
recently remarked, "I don't want expensive machines. If the situation changes,
"I'll get stuck with them" (Newman, 1989, p. A10). Note, in this connection,
that the objectivity of law is placed in jeopardy if the law and its enforcement
are under the control of a one-party state (Berman, 1983, p. 37). Credibility
will be enhanced if a monarch who has made the law "may not make it
arbitrarily, and until he has remade it—lawfully—he is bound by it" (Berman,



114 THE MECHANISMS OF GOVERNANCE

1983, p. 9). Self-denying ordinances and, even more, inertia that has been
crafted into the political process have commitment benefits (North and Wein-
gast, 1989).

That this has not fully registered on Eastern Europe and the Soviet Union
is suggested by the following remarks of Mikhail Gorbachev (advising U.S.
firms to invest quickly in the Soviet Union rather than wait): "Those [compa-
nies] who are with us now have good prospects of participating in our great
country . . . [whereas those who wait] will remain observers for years to
come—we will see to it" (International Herald Tribune, 1990, p. 5, italics
added). That the leadership of the Soviet Union "will see to it" that early and
late movers will be rewarded and punished, respectively, reflects conventional
carrot-and-stick incentive reasoning. What it misses is that ready access to
administrative discretion is the source of contractual hazard. The paradox is
that fewer degrees of freedom (rules) can have advantages over more (discre-
tion) because added credible commitments can obtain in this way. Effective
economic reform thus requires that reneging options be foreclosed if investor
confidence is to be realized.

Lack of credible commitment on the part of the government poses hazards
for durable, immobile investments of all kinds—specialized and unspecialized
alike—in the private sector. If durability and immobility are uncorrelated
with asset specificity, then the transaction costs of all forms of private-sector
governance increase together as expropriation hazards increase. In that event,
the values of k1 and k2 might then change little or not at all. What can be said
with assurance is that the government sector will have to bear a larger durable
investment burden in a regime in which expropriation risks are perceived to
be great. Also, private-sector durable investments will favor assets that can
be smuggled or are otherwise mobile—such as general-purpose human assets
(skilled machinists, physicians) that can be used productively if emigration is
permitted to other countries.

4.1.2. Leakage

Not only may property rights be devalued by governments, but the value of
specialized knowledge and information may be appropriated and/or dissipated
by suppliers, buyers, and rivals. The issues here have recently been addressed
by Teece (1986) in conjunction with "weak regimes of appropriability" and
are related to earlier discussions by Arrow (1962) regarding property rights
in information. If investments in knowledge cannot lawfully be protected or
if nominal protection (e.g., a patent) is ineffective, then (1) the ex ante incen-
tives to make such investments are impaired and (2) the incentives to embed
such investments in protective ex post governance structures are increased.
As Teece (1986) discussed, vertical or lateral integration into related stages
of production where the hazards of leakage are greatest is sometimes under-
taken for precisely these protective purposes. Trade secret protection is an
example.

Interpreted in terms of the comparative governance cost apparatus em-
ployed here, weaker appropriability (increased risk of leakage) increases the
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cost of hybrid contracting as compared with hierarchy. The market and hybrid
curves in Figure 4.1 are both shifted up by increased leakage, so that k1 remains
approximately unchanged and the main effects are concentrated at k2. The
value of k2 thus shifts to the left as leakage hazards increase, so that the
distribution of transactions favors greater reliance on hierarchy.

4.2. Contract Law

Improvements or not in a contract law regime can be judged by how the
relevant governance-cost curve shifts. An improvement in excuse doctrine,
for example, would shift the cost of hybrid governance down. The idea here
is that excuse doctrine can be either too lax or too strict. If too strict, then
parties will be reluctant to make specialized investments in support of one
another because of the added risk of truly punitive outcomes should unantici-
pated events materialize and the opposite party insist that the letter of the
contract be observed. If too lax, then incentives to think through contracts,
choose technologies judiciously, share risks efficiently, and avert adversity will
be impaired.

Whether a change in excuse doctrine is an improvement or not depends
on the initial conditions and on how these trade-offs play out. Assuming that
an improvement is introduced, the effect will be to lower the cost of hybrid
contracting—especially at higher values of asset specificity, where a defection
from the spirit of the contract is more consequential. The effect of such
improvements would be to increase the use of hybrid contracting, especially
as compared with hierarchy.

Hadfield has recently examined franchise law and has interpreted the
prevailing tendency by the courts to fill in the gaps of an incomplete contract
"by according the franchisor unfettered discretion, much as it would enjoy if
it [the franchisor] were a vertically integrated corporation" as a mistaken
application of forbearance reasoning from hierarchy (where the logic holds)
to neoclassical contracting (where the logic fails) (1990, pp. 981-82). Such a
failure of franchise law would increase the cost of franchising in relation to
forward integration into distribution (Hadfield, 1990, p. 954). This would imply
a shift in the value of k2 in Figure 4.1 to the left.

A change in forbearance doctrine would be reflected in the governance
cost of hierarchy. Thus, mistaken forbearance doctrine—for example, a will-
ingness by the courts to litigate intrafirm technical disputes—would have
the effect of shifting the costs of hierarchical governance up. This would
disadvantage hierarchy in relation to hybrid modes of contracting (k2 would
shift to the right).

4.3. Reputation Effects

One way of interpreting a network is as a nonhierarchical contracting relation
in which reputation effects are quickly and accurately communicated. Parties
to a transaction to which reputation effects apply can consult not only their
own experience but can benefit from the experience of others. To be sure,
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the efficacy of reputation effects is easily overstated (Williamson, 1991b), but
comparative efficacy is all that concerns us here and changes in comparative
efficacy can often be established.

Thus, assume that it is possible to identify a community of traders in
which reputation effects work better (or worse). Improved reputation effects
attenuate incentives to behave opportunistically in interfirm trade—since the
immediate gains from opportunism in a regime where reputation counts must
be traded off against future costs. The hazards of opportunism in interfirm
trading are greatest for hybrid transactions—especially those in the neighbor-
hood of k2. Since an improvement in interfirm reputation effects will reduce
the cost of hybrid contracting, the value of k2 will shift to the right. Hybrid
contracting will therefore increase, in relation to hierarchy, in regimes where
interfirm reputation effects are more highly perfected, ceteris paribus. Reputa-
tion effects are pertinent within firms as well. If internal reputation effects
improve, then managerial opportunism will be reduced and the costs of hierar-
chical governance will fail.

Ethnic communities that display solidarity often enjoy advantages of a
hybrid contracting kind. Reputations spread quickly within such communities
and added sanctions are available to the membership (Light, 1972). Such ethnic
communities will predictably displace nonethnic communities for activities for
which interfirm reputation effects are important. Nonethnic communities, to
be viable, will resort to market or hierarchy (in a lower or higher k niche,
respectively).

4.4. Uncertainty
Greater uncertainty could take either of two forms. One is that the probability
distribution of disturbances remains unchanged but that more numerous dis-
turbances occur. A second is that disturbances become more consequential
(due, for example, to an increase in the variance).

One way of interpreting changes of either kind is through the efficacy
matrix, above. I conjecture that the effects of more frequent disturbances are
especially pertinent for those disturbances for which mainly coordinated or
strictly coordinated responses are required. Although the efficacy of all forms
of governance may deteriorate in the face of more frequent disturbances,
the hybrid mode is arguably the most susceptible. That is because hybrid
adaptations cannot be made unilaterally (as with market governance) or by
fiat (as with hierarchy) but require mutual consent. Consent, however, takes
time. If a hybrid mode is negotiating an adjustment to one disturbance only
to be hit by another, failures of adaptation predictably obtain (Ashby, 1960).
An increase in market and hierarchy and a decrease in hybrid will thus be
associated with an (above threshold) increase in the frequency of disturbances.
As shown in Figure 4.3, the hybrid mode could well become nonviable when
the frequency of disturbances reaches high levels.5

5. The range of asset specificity is from zero (purely generic) to complete (purely firm-
specific). The range of frequency is from "low" (a positive lower bound in a nearly unchanging
environment) to "very high."
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Figure 4.3. Organization form responses to changes in frequency.

If an increase in the variance of the disturbances uniformly increases the
benefits to be associated with each successful adaptation, then the effect of
increasing the consequentiality of disturbances can again be assessed through
the effects on efficacy. Since outliers induce greater defection on the spirit of
the agreement for hybrid modes, the efficacy of the hybrid is adversely affected
by added variance. Unless similar disabilities can be ascribed to market or
hierarchy, the hybrid is disfavored by greater variance, ceteris paribus.

5. Discussion

The foregoing is concerned with the organization of transactions for mature
goods and services and introduces parameter shifts one at a time. Added
complications arise when innovation is introduced and when a series of param-
eter shifts occur together.

5.1. Innovation
Some of the added problems posed by innovation take the form of weak
property rights. These are discussed above in conjunction with leakage. A
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second class of problems that confront innovation is that of timeliness. Non-
standard forms of organization, such as parallel R&D (Nelson, 1961) and joint
ventures, are sometimes employed because these facilitate timely entry.

Timing can be crucial if a party expects to be a "player" when events are
fast-moving or if learning-by-doing is essential. Although transaction-cost
economics can relate to some of the pertinent issues, such as those posed by
tacit knowledge (Polanyi, 1962) and the limits of imitation (Williamson, 1975,
pp. 31-32, 203-7), added apparatus is needed to deal with the full set of
issues that arise when responsiveness in real time, rather than equilibrium
contracting, is the central concern. Awaiting such developments, the apparatus
developed here should not be applied uncritically. For example, joint ventures
are sometimes described as hybrids. If, however, joint ventures are temporary
forms of organization that support quick responsiveness, and if that is their
primary purpose, then both successful and unsuccessful joint ventures will
commonly be terminated when contracts expire. Successful joint ventures will
be terminated because success will often mean that each of the parties, who
chose not to merge but, instead, decided to combine their respective strengths
in a selective and timely way, will have learned enough to go it alone. Unsuc-
cessful joint ventures will be terminated because the opportunity to participate
will have passed them by. Joint ventures that are designed to give a respite
should be distinguished from the types of hybrid modes analyzed here, which
are of an equilibrium kind.

The need to distinguish continuing from temporary supply does not, how-
ever, mean that transaction-cost economizing principles do not apply to each.
To the contrary, although the particulars differ, I would urge that the same
general transaction-cost economizing framework has application (Williamson,
1985b). The quasi-firms described by Eccles (1981), for example, can be inter-
preted as the efficient solution to a particular type of recurrent contracting
problem. But the details do matter.

5.2. Simultaneous Parameter Shifts

The comparative static analysis set out above treats each generic form of
organization as a syndrome of attributes and introduces parameter shifts one
at a time. Suppose, instead, that a series of shifts were to occur together.
Could these be processed as a sequence of independent changes? If such
changes were in fact independent, that is precisely what I would propose. If,
however, a related set of changes is made simultaneously, it will not do to
treat these independently. If strong interaction effects exist, these must be
treated as a cluster.

Relying extensively on the recent work of Aoki (1988, 1990), I interpret
the Japanese corporation as follows: (1) three key factors—employment, sub-
contracting, and banking—are fundamentally responsible for the success of the
Japanese firm; (2) the efficacy of each of these rests on distinctive institutional
supports; and (3) the three factors bear a complementary relation to each
other (see Chapter 12).
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The search for key factors and their institutional supports is wholly consis-
tent with the spirit of this chapter. Because employment, subcontracting, and
banking changes are linked, however, the American corporation cannot expect
to replicate the Japanese corporation by making changes in only one of these
practices and not in the others. That is not to say that American firms cannot
learn by observing subcontracting practices in Japanese firms. Exact replica-
tion of individual practices will be suboptimal, however, if linkages are
important.

Similar considerations apply to economic reforms in China and Eastern
Europe. If, for example, the efficacy of privatization turns crucially on the
manner in which banking is organized and on the security of property rights,
then piecemeal proposals that ignore the support institutions are fraught
with hazard. The study of viable clusters of organization is a combined law,
economics, and organizations undertaking. Although the apparatus in this
paper is pertinent, applications to economic reform need to make express
provision for contextual differences between alternative forms of capitalism
(Hamilton and Biggart, 1988).

6. Conclusion

This chapter advances the transaction-cost economics research agenda in the
following five respects: (1) the economic problem of society is described as
that of adaptation, of which autonomous and coordinated kinds are distin-
guished; (2) each generic form of governance is shown to rest on a distinctive
form of contract law, of which the contract law of forbearance, which applies
to internal organization and supports fiat, is especially noteworthy; (3) the
hybrid form of organization is not a loose amalgam of market and hierarchy
but possesses its own disciplined rationale; (4) more generally, the logic of
each generic form of governance—market, hybrid, and hierarchy—is revealed
by the dimensionalization and explication of governance herein developed;
and (5) the obviously related but hitherto disjunct stages of institutional eco-
nomics—the institutional environment and the institutions of governance—are
joined by interpreting the institutional environment as a locus of shift parame-
ters, changes in which parameters induce shifts in the comparative costs of
governance. A large number of refutable implications are derived from the
equilibrium and comparative static analyses of governance that result. The
growing empirical literature, moreover, is broadly corroborative (for summar-
ies, see Williamson, 1985b, chap. 5; Joskow, 1988; Klein and Shelanski, 1995).

Further developments of conceptual, theoretical, and empirical kinds are
needed. Taken together with related developments in information economics,
agency theory, and population ecology, there is reason to be optimistic that
a "new science of organization" will take shape by the turn of the century
(see Chapter 2). Whether that materializes or not, organization theory is being
renewed in law, economics, and organizational respects. These are exciting
times for interdisciplinary social theory.
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Credible Commitments: Using
Hostages to Support Exchange

Credible commitments and credible threats share the following common attri-
bute: both appear mainly in conjunction with irreversible, specialized invest-
ments. But whereas credible commitments are undertaken in support of alli-
ances and to promote exchange, credible threats appear in the context of
conflict and rivalry.1 The former involve reciprocal acts designed to safeguard
a relationship, while the latter are unilateral efforts to preempt an advantage.
Efforts to support exchange generally operate in the service of efficiency; pre-
emptive investments, by contrast, are commonly antisocial. Both are plainly
important to politics and economics, but the study of credible commitments
is arguably the more fundamental of the two.

Interest in credible threats is much more widespread and the credible
threat literature is more fully developed,2 however, than is the interest and
economic literature dealing with credible commitments. This disparity is con-
sistent with the treatment accorded to each in Thomas Schelling's classic essay
(1956) on bargaining, where the main emphasis is placed on tactics by which
one party can realize an advantage in relation to a rival by credibly "tying one's
hands." But Schelling also, albeit briefly, addresses the matter of promise. He

1. It should be noted that I use the terms threat and commitment differently than do Curtis
Eaton and Richard Lipsey (1981). They distinguish between empty and credible threats and use
the term commitment to refer to the latter. I submit that the language of rivalry is well serviced
by reference to threats; and I suggest that the term commitment be reserved to describe exchange.
Thus both credible and noncredible threats would be distinguished in assessing rivalry. Similarly,
credible and noncredible commitments are distinguished in evaluating exchange. Alliances compli-
cate matters in that these are organized in relation to another party. This could be wholly
beneficial, but it need not be. Thus suppliers could form an alliance in relation to buyers, with
possible antisocial results. Credible commitments which simultaneously support exchange and
promote alliances thus sometimes pose tradeoffs.

2. Recent applications within economics involve investments in specific capital undertaken
for the purpose of impending new entry (Dixit, 1979,1982; Eaton and Lipsey, 1981; Schmalensee,
1981). For a discussion of reputation effects and quasi credibility in the economics literature, see
David Kreps and Robert Wilson, 1982; Paul Milgrom and John Roberts, 1982; and William-
son, 1982a.
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observes in this connection that "Bargaining may have to concern itself with
an 'incentive' system as well as the division of gains" (p. 300) and adds in a
footnote that the exchange of hostages served incentive purposes in an earlier
age (p. 300, n. 17).

That the study of credible commitments has been relatively neglected is
explained by the assumption, common to both law and economics, that the
legal system enforces promises in a knowledgeable, sophisticated, and low-
cost way. Albeit instructive, this convenient assumption is commonly contra-
dicted by the facts—on which account additional or alternative modes of
governance have arisen. Bilateral efforts to create and offer hostages are an
interesting and, as it turns out, economically important illustration. Absent a
recognition and appreciation for the merits of "private ordering," the sugges-
tion that hostages are used to support contemporary exchange is apt to be
dismissed as fanciful. I submit, however, that not only are the economic
equivalents of hostages widely used to effect credible commitments, but failure
to recognize the economic purposes served by hostages has been responsible
for repeated policy error.

The private ordering approach to the study of contract is sketched in
Section 1. A simple model for assessing the efficiency ramifications of alterna-
tive contracts, one of which involves hostages, is developed in Section 2. The
model demonstrates that the investments made by suppliers are influenced
by the incentives experienced by buyers. Incentive complications that reach
beyond the model are discussed in Section 3. Applications of the argument
to unilateral and to bilateral exchange are set out in Sections 4 and 5. Some
evidence bearing on petroleum exchanges and public policy attitudes that
relate thereto are examined in Section 6.

1. Private Ordering

1.1. Contracting Traditions

Most studies of exchange assume that efficacious rules of law regarding con-
tract disputes are in place and that these are applied by the courts in an
informed, sophisticated, and low-cost way. These assumptions are convenient,
in that lawyers and economists are relieved of the need to examine the variety
of ways by which individual parties to exchange "contract out of or away
from" the governance structures of the state by devising private orderings. A
division of effort thus arises whereby economists are preoccupied with the
economic benefits that accrue to specialization and exchange, while legal
specialists focus on the technicalities of contract law.3 My concern with this

3. Lawyers do not have a monopoly on refining contractual rules. For two contributions
by economists, see Peter Diamond and Eric Maskin, 1979 and Steven Shavell, 1980. Such an
economic approach to contract focuses on the technicalities of legal rules. The approach taken
here holds that even refined rules of law are costly to implement, whence private ordering is
widely employed.
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tradition is that the law and economics of private ordering have been pushed
into the background as a consequence.4

Four distinct, albeit related, literatures within economics5 have developed
since the early 1970s, in which private ordering is expressly or implicitly
featured: the incentive compatibility literature (Hurwicz, 1972); the literature
on the economics of internal organization (Coase, 1937; Arrow, 1963b, 1974;
Williamson, 1971b, 1975, 1979b; Klein, Crawford, and Alchian, 1978; Teece,
1982a; Fama and Jensen, 1983); the financial economics literature dealing with
bonding (Stiglitz, 1974; Jensen and Meckling, 1976; Grossman and Hart, 1982);
and the study of self-enforcing agreements (Telser, 1981; Klein and Leffler,
1981). The first two of these have been reviewed elsewhere (Hurwicz, 1973;
Williamson, 1981b, 1982a). The third takes issue with the Modigliani-Miller
theorem that the firm's production plan is independent of its financial struc-
ture.6 The fourth deals with contracting in intermediate product markets and
expressly relies on private ordering.

Telser characterizes a self-enforcing agreement as one which, if "one party
violates the terms the only recourse of the other is to terminate the agreement"
(1981, p. 27). Contrary to legal centralism, the courts and other third parties
are assumed away. Klein and Leffler are explicit on this: "we assume through-
out . . . that contracts are not enforceable by the government or any third
party" (1981, p. 616). Commercial contract law in late nineteenth-century
Taiwan evidently approximated this condition (Brockman, 1980). Stewart
Macaulay's remarks about the informality of contract in business are likewise
in this spirit: "Often businessmen do not feel they have 'a contract'—rather
they have 'an order.' They speak of 'cancelling the order' rather than
'breaching our contract'" (1963, p. 61).

To be sure, pure private ordering is extreme. As Robert Mnookin and
Lewis Kornhauser state, private ordering invariably operates in "the shadow
of the law" ( 1979).7 It suffices for my purposes to argue that the incentives

4. For a discussion, see Chapters 2 and 3 in this book; see also Marc Galanter, 1981.
5. There is also a long legal tradition in which contract as legal rule is disputed. Karl

Llewellyn's views regarding "contract as framework" (1931) are especially important. Recent
significant contributions include Steward Macaulay, 1963 and Ian Macneil, 1974. For a discussion,
see Williamson, 1979b.

6. Grossman and Hart make the interesting distinction between a bonding and a signaling
equilibrium: in the former, agents communicate "their endogenous intentions, while the latter
involves agents communicating their exogenous characteristics" (1982, p. 110). Put differently,
bonding has reference to the incentives of agents at the contract execution stage (an ex post
condition), whereas signaling involves inferring the directly unobservable ex ante attributes of
agents, which are fully prespecified. Thus whereas Stephen Ross (1977) uses the debt-equity
ratio to signal objective (exogenous) differences in the quality of management, Grossman and
Hart use debt to precommit managers to a course of action whereby closer ex post adherence
to profit maximization is induced. Specifically, debt becomes an instrument by which managers
place themselves at hazard, in recognition of which the financial market places a higher value
on the firm (Grossman and Hart, 1982, p. 130). Since managers are assumed to benefit from this
higher market valuation (Grossman and Hart, 1982, p. 109), they self-consciously accept the
hazards of bankruptcy which debt financing poses.

7. Galanter suggests that a better way to characterize the study of contract is "law in the
shadow of indigenous ordering" (1981, p. 23). There is a good deal to be said for this. The main
point is that a place for law is properly provided in any comprehensive study of contract.
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of private parties to devise bilateral contractual safeguards is a function of
the efficacy of court adjudication, and that this varies with the attributes of
transactions. Specifically the courts experience serious disabilities with respect
to the transactions of the kinds herein described.

1.2. Some Attributes of This Chapter

This chapter examines self-enforcing agreements in transaction cost terms.
Contracting agents are thus assumed to be subject to bounded rationality and,
where circumstances permit, are given to opportunism.8

Although hostages can have both ex ante (screening) and ex post (bonding)
effects, the ex post contract execution consequences are of principal interest
here.9 This is also the focus of the self-enforcing agreement literature. Addi-
tionally, like both Telser and Klein-Leffler, the intertemporal contracts of
concern here feature both uncertainty and transaction-specific capital. But in
other respects there are important differences.

Thus, whereas Telser deals with "a sequence of transactions over time
such that the ending date is unknown and uncertain" (1981, p. 30), because
any finite sequence of transactions using his model will unravel (p. 29), the
transactions that I consider can be (indeed, normally are) finite. Furthermore,
the role of transaction specific capital is more explicit and fully developed in
this chapter than in Telser's.

The self-enforcing contracts studied by Klein and Leffler (1981) are like-
wise of indefinite rather than finite duration. The hostage model is further
distinguishable from Klein-Leffler in that (1) they deal with quality uncer-
tainty in final goods markets, whereas I assume that quality is known and focus
on stochastic demand in intermediate product markets;10 (2) their "fundamen-
tal theoretical result" involves the assurance of quality through the sacrifice
of "minimum-cost production techniques" (1981, p. 618, 628-29), while the
hostage model involves no such sacrifice (indeed, the use of hostages to support
exchange encourages investment in specific asset technologies which have
lower expected costs);11 and (3) suppliers in their model are confronted neither

8. Whereas previously I have emphasized firm versus market governance, here I focus
strictly on market-mediated exchange. The governance issue of interest thus involves choice
among alternative interfirm contracts.

9. Ex ante screening attributes are briefly examined in an earlier version of this chapter
(1982b, pp. 6-9). The assessment of a screening equilibrium is complex, however, and is not
central to the main argument. See Michael Rothschild and Stiglitz, 1976; and John Riley, 1979a,
1979b, for a discussion of screening equilibrium issues.

10. My discussion of franchising in Section 4.3 parallels Klein-Leffler and assumes that
quality uncertainty is responsible for a demand externality. The hostage model developed in
Section 2 does not apply directly to this case, but the spirit carries over in three respects:
(1) franchisees, like buyers, are given a choice among alternative contracts; (2) the decision to
expose specific assets is deliberately taken because this has superior incentive effects; and (3)
the sunk cost technology is more efficient, which vitiates the inefficiency tradeoff that is central
to the Klein-Leffler paper.

11. Contrary to the argument advanced by Klein and Leffler, total costs need not increase
in a quality assurance model because investments are shifted from a reversible (fixed cost) to an
irreversible (sunk cost) technology. Thus instead of a general purpose building of nondescript
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with expropriation nor adaptation hazards, while these are both of concern
to me. More generally, the hostage model and imagery have application to a
quite different set of contractual circumstances than the analysis of quality
assurance contemplates.

2. The Hostage Model

The simple hostage model serves to illuminate both unilateral and bilateral
exchange, permits the concept of specific capital to be extended beyond earlier
uses, and clarifies how costs should be described in assessing exchange. While
it is primitive and suggestive, rather than refined and definitive, it serves as
a paradigmatic wedge by which the importance of private ordering is exposed
and is easily made the vehicle for further analysis.

2.1. Technologies and Costs

The assessment of alternative contracts will be facilitated by assuming that
the product in question can be produced by either of two technologies. One
is a general purpose technology; the second is a special purpose technology.
The special purpose technology requires greater investment in transaction
specific durable assets and, as described below, is more efficient for servicing
steady-state demands.

Costs that are highly specific to a transaction have two attributes: they
are incurred in advance of the contemplated exchange; and their value in
alternative uses, or by alternative users, is greatly reduced.12 As Klein and
Leffler put it, the irreversible, nonsalvageable part of an advance commitment
is sunk (1981, p. 619). It is common to think of this as applying to physical
plant or accounting costs that are reported as fixed, but this is not the critical
distinction. Thus investments in labor (transaction specific human capital) can
be highly specific. And many costs that for accounting purposes are reported
to be fixed are in fact nonspecific, hence can be recovered (salvaged) by
redeployment. Durable but mobile assets such as general purpose trucks or
airplanes are illustrations.

The two technologies in question will thus be described in value realization
terms. The value that can be realized by redeploying variable and fixed costs

design, the producer could construct a building with a distinctive "signature." The durable
investments could be the same, but the alternative value that can be realized from the second
building might be much lower. The long-term commitments that are signaled by this second
design relieve customers of quality shading hazards, which is the central issue with which Klein
and Leffler are concerned.

12. Klein et al. use the term "appropriable quasi rent" to describe this condition. Use vs.
user distinctions are relevant in this connection: "The quasi-rent value of the asset is the excess
of its value over its salvage value, that is, its value in its next best use to another renter. The
potentially appropriable specialized portion of the quasi-rent is the portion, if any, in excess of
its value to the second highest-valuing user" (1978, p. 298).
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will be given by v. The nonsalvageable value of advance commitments will
be denoted by k. The two technologies can thus be described as T1: the general
purpose technology, all advance commitments of which are salvageable, the
redeployable unit operating costs of which are v1; and T2: the special purpose
technology, the nonsalvageable value of advance commitments of which are
k and the redeployable unit operating costs of which are v2.

2.2. Contracting

There are two periods. Orders are placed in the first, and production if any
occurs in the second. Buyers can either take delivery or refuse it. Demand is
stochastic. The gross value to buyers is assumed to be uniformly distributed
over the interval [0, 1], and the quantity demanded at every price will be
assumed to be constant, which it will be convenient to set equal to unity. Sunk
costs, if any, are incurred in the first period. Inasmuch as sunk costs are
incurred for certain while the decision to incur redeployable costs is contingent
on the buyer's decision to confirm or cancel an order, a choice between
technologies is interesting only if k + v2< v1. The demand and cost relations
are set out in Figure 5.1.

2.2.1. Net benefits

The criterion by which decisions to take or refuse delivery will be evaluated
is that of joint profit maximization. Feasibility and/or bureaucratic disabilities
aside, vertical integration assuredly accomplishes the joint profit-maximization
result. Thus the reference condition for evaluating contracts will be an inte-
grated firm with two divisions, a producing division and a marketing division.
The producing division has access to the same two technologies described
above, one of which involves specific assets, the other of which does not.
Whichever technology is employed, product is transferred between divisions
at marginal cost.

That k + v2 < v1 does not establish that the special purpose technology
(T2) is the more efficient. Whether it is or not depends on a net benefit
calculation. The expected net benefits of using the general purpose technology
(T1) are given by the product of the probability that the integrated firm will
decide to produce and the average net benefits that are realized when product
is supplied. The integrated firm will decide to produce only if the realized
demand price exceeds marginal costs, whence the probability of produc-

Figure 5.1
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tion under T1 is 1- v1. The mean net benefits during production periods are
(1 - v1)/2, whence the expected net benefits for technology T1 are

The expected net benefits for the specific asset technology (T2) are found
similarly. Again, the integrated firm will produce whenever realized demand
price exceeds marginal costs. Expected net receipts, however, must be reduced
by the amount of the earlier investment in specific assets, k, in computing
expected net benefits. Thus we have

where the first term is the expected excess of revenue over out-of-pocket costs.
The specific asset technology will be selected only if b2 > b1, which re-

quires that

2.2.2. Autonomous contracting

Assume that the inequality in 5.3 holds and consider the case of autonomous
contracting between a buyer, who services final demand, and a producer, who
manufactures the product. Assume that demand and production technologies
are as described above. Efficient contracting relations are those that replicate
the vertical integration result,13 namely, (1) select the specific asset technology,
and (2) produce and sell product whenever realized demand price exceeds v2.
Assume that both parties are risk neutral and that the production side of
the industry is competitively organized. Whatever contracting relation is de-
scribed, producers will be willing to supply if a break-even condition (expressed
in expected value terms) can be projected.14

Recall that orders are placed in the first period. Specific assets, if any, are
committed in the first period in anticipation of second-period supply. Whether
second-period production actually occurs, however, is contingent on demand

13. Here and throughout the remainder of this chapter I assume that exchange is governed
by contract rather than by vertical integration. Vertical integration is thus used merely as a
reference condition. That manufacturers do not integrate forward or distributors integrate back-
ward can be explained on a number of grounds—one of which is that there are economies of
scope at both stages, but that very different product mixes are needed to realize these scope
economies at each stage.

14. There is no problem in principle in allowing suppliers to extract positive profits as a
condition of supply. The salient features of the hostage model are all preserved if, instead of an
expected break-even condition, the supplier was assumed to realize expected profits of > 0 on
each contract. Although final demands will be choked off as a consequence, the main features
of the contractual argument survive.
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realizations. Buyers have the option of confirming or cancelling orders in the
second period. Consider three contracting alternatives:

I. The buyer purchases specific assets and assigns them to whichever seller
submits the lowest bid, p;

II. The producer makes the specific asset investment himself and receives
a payment of p in the second period if the buyer confirms the order but
nothing otherwise; and

III. The producer makes the specific asset investment himself and receives
p from the buyer if the buyer confirms the order, is paid ah, 0 = a 1, if
the order is cancelled while the buyer pays p upon taking delivery and experi-
ences a reduction in wealth of h if second-period delivery is cancelled.

The third scenario can be thought of as one where the buyer posts a hos-
tage that he values in amount h, which hostage is delivered to the producer,
who values it in amount ah if the order is cancelled.

The producer will break even under contracting relation I if he is compen-
sated in amount v2, which is his out of pocket cost, for each unit demanded.
The low bidder will thus offer to supply product for p = v2. Since the buyer's
net benefits are maximized if he invests in the specific assets, and since product
is transferred on marginal cost terms, this contract replicates the vertical
integration relation. Contracts of type I are feasible, however, only if the
specialized assets are mobile and the specificity is attributable to physical
features (for example, specialized dies). Market procurement can then service
the needs of the parties without posing hold-up problems by concentrating
the ownership of the specific assets on the buyer (who then assigns them to
the low bidder). Inasmuch as the buyer can reclaim the dies and, without cost,
solicit new bids should contractual difficulties develop, type I contracts yield
an efficient result.15

Attention hereafter will be focused on contracts II and III, the assumption
being that asset specificity is of the human or dedicated asset kinds (see Section
2.3). The autonomous buyer will confirm an order under contract II whenever
realized demand price exceeds p but not otherwise. The producer will thus
break even if (1 — p)p - [(1 - p )v2 + k] = 0, whence

Product will thus be exchanged at a price that exceeds marginal cost under
this contracting scenario.16 Plainly if p v1, the buyer is better off to scuttle

15. This ignores the possibility that suppliers will abuse the dies if ownership resides with
the buyer.

16. Conceivably p will exceed v1, in which event the buyer who is contemplating contract
II will prefer instead to purchase from sellers who use the general purpose technology. The
comparison in the text implicitly assumes that p < v1. Also note that a standby technology that
can be costlessly switched into and out of the product in question could effectively truncate
demand at v1. This would be true if potential middlemen could place orders to take product at
v\ from general purpose manufacturers, which orders could be costlessly cancelled (and general
purpose assets redeployed) if demands fell below this value. I will arbitrarily assume that this is
not feasible. The problem could, however, be reformulated by describing demand as uniformly
distributed over the interval 0 to v1, with v, having measure 1 - v1.
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contract II and purchase instead from producers who utilize the (inferior)
variable cost technology T\ (and will break even by supplying product on
demand for a price of v1).

The buyer will confirm an order under contract III whenever the realized
demand price exceeds p — h. Let p — h be denoted by m. The seller will then
break even when (1 — m)p + mah — [(1 — m)v2 + k] = 0, whence

The case where h = k and a = 1 is one where the buyer gives up wealth in
amount of the investment in specific assets in cancellation states and this is
delivered to the producer who values it in amount k. Under these circum-
stances, (5.5) becomes

Since the buyer places an order whenever demand exceeds m = p — h, this
yields the result that m = v2, whence orders will be placed whenever demand
exceeds v2, which is the efficient (marginal cost) supply criterion.

The buyer's net benefits under contracting scheme III are

where (1 - m) is the probability of placing an order, m + (1 - m)!2 is the
expected demand price for all orders that are placed, p is the payment in
demand confirmation states to the producer, and h is the wealth sacrifice in
cancellation states (which occur with probability m). Under the assumptions
that h = k and a - 1, this reduces to

which is identical to the net benefit calculation for technology T2 under the
vertical integration reference condition (see Equation 5.2).

Accordingly, contracting scheme III accompanied by the stipulations that
h = k and a = 1 replicates the efficient investment and supply conditions of
vertical integration. Problems arise, however, if h < k or a < 1. The disadvan-
tage, moreover, accrues entirely to the buyer—since the seller, by assumption,
breaks even whatever contracting relation obtains. Thus although after the
contract has been made, the buyer would prefer to offer a lesser-valued hostage
and cares not whether the hostage is valued by the producer, at the time of
the contract he will wish to assure the producer that a hostage of k for which
the producer realizes full value (a = 1) will be transferred in nonexchange
states. Failure to make this commitment will result in an increase in the
contract price. Thus, whereas producers who are concerned only with ex ante
screening can tolerate values of a less than one—see the discussion of ugly
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princesses in Section 3.1—this is not the case at all when ex post opportunism
is the concern. If the producer is not indifferent, as between two princesses,
each of whom is valued identically by the buyer, the producer's preferences
now need to be taken into account.17

To summarize, therefore, it can be observed that contract I mimics verti-
cal integration, but only under special asset specificity conditions; contract II
is inferior; and contract III yields the vertical integration result if h = k and
a = 1. Furthermore, note that an important feature of contract III is that the
buyer takes delivery in all demand states for which realized demand exceeds
m = p - h. Since the supplier is always paid p upon execution, the buyer
sometimes takes delivery when his realized receipts (upon resale of the prod-
uct) are less than p. This does not, however, signal inefficiency, since orders
are never confirmed when realized demand price falls below marginal cost
(v2). Indeed, it is precisely because of the hostage feature that efficiency is
realized and contract III is superior to contract II.

2.3. Dedicated Assets

Dedicated assets18 represent a discrete investment in plant. Although these
assets add to the firm's generalized (as contrasted with special purpose) pro-
duction capability, the investment would not be undertaken but for the pros-
pect of selling a significant amount of product to a specific customer. As with
other types of asset specificity, dedicated assets lose value if employed in
alternative uses (or by or to service alternative users). Dedicated assets thus
are those that are put in place contingent upon particular supply agreements
and, should such contracts be prematurely terminated, would result in signifi-
cant excess capacity.

3. Engaging the Supplier

Suppliers are passive instruments in this model. They are indifferent among
contracts, since their expected profits are the same (zero) whichever choice
the buyer makes. What drives the argument is that buyers can secure better
terms only by relieving producers of demand cancellation penalties. Buyers
cannot have their cake (product supplied by the efficient technology at a price
of p) and eat it too (cancel without cost).

Inasmuch as optimality is realized if h = k and a = 1, the ideal hostage
would appear to be an offer of generalized purchasing power: money. A
security bond in amount h = k would serve this purpose. That the argument
does not terminate here is because such an arrangement does not assuredly

17. Placing an upper bound of unity on a precludes the possibility that the supplier values
the hostages more than does the buyer. Potential gains from trade would exist for all hostages
for which a exceeds unity. A case for negatively valued hostages could be made in the context
of ugly princesses (see Section 3.1).

18. See Chapters 3 and 4 in this book for more expansive discussions of asset specificity
and its various forms.
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engage the interests and cooperation of the supplier. Three reasons can be
adduced for this condition: contrived cancellation, uncertain valuation, and
incomplete contracting. All are a consequence of joining bounded rationality
with opportunism.

3.1. Supplier Opportunism

3.1.1. Contrived cancellation

The issue of contrived cancellation has been addressed by Kenneth Clarkson,
Roger Miller, and Timothy Muris in their discussion of refusal of the courts
to enforce stipulated damage clauses where breach has been deliberately
induced (1978, pp. 366-72). Induced breach could arise where a party inten-
tionally withholds relevant information, yet complies with the letter of the
contract. Or it might involve perfunctory fulfillment of obligations where more
resourceful cooperation is needed (pp. 371-72). In either case, induced breach
is costly to detect and/or prove (p. 371).

This explanation for selective enforcement of liquidated damage clauses
has troubled other legal scholars (Posner, 1979, p. 290), but a more satisfactory
explanation has yet to be advanced. At the very least, the Clarkson et al.
treatment reflects a sensitivity to the subtleties of opportunism—on which
account private ordering is more complicated than the bare bones hostage
model would suggest. Among other things, the expropriation hazard to which
they refer may explain the use of ugly princesses.

Thus suppose that demand uncertainties are negligible, whence order
cancellation hazards can be disregarded. Suppose further, however, that buyers
differ in credit risk respects, and that producers would, if they could, refuse
sales to poor risks. Assuming that the difference between good and poor risks
is sufficiently great that a separating equilibrium is feasible,19 producers could
demand hostages (or, put differently, good risks could offer hostages) as a
way by which to screen. Given, moreover, that the only use to which hostages
are put is as a screen, a value of a - 0 would accomplish this purpose
without exposing the buyer to an expropriation hazard (based, say, on a legal
technicality). Specifically, a king who is known to cherish two daughters equally
and is asked, for screening purposes, to post a hostage is better advised to
offer the ugly one.

3.1.2. Uncertain valuation

The model assumes that the value of the specific investment (k) is well speci-
fied. This need not be the case. Indeed, it may be difficult for buyers to
ascertain whether the investments made in response to first-period orders are
of the amount or of the kind that producers claim. This is not a serious problem
if the production side of the market is competitively organized and fly-by-
night concerns can be disregarded. Where, however, this cannot be presumed,
the possibility that buyers will be expropriated arises. Producers may feign

19. See n. 9.
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delivery competence (claim to have invested in specific assets in amount k
but only committed k' < k) and expropriate bonds for which h = k by
contriving breach or invoking a technicality.

This hazard is especially great if the producer, who retains possession of
the assets for which specificity is claimed, can preserve asset values by inte-
grating forward into the buyer's market upon taking possession of the hostage.
Even though the producer is poorly suited to perform successor stage func-
tions, the possession of specialized stage I assets effectively reduces the costs
that would otherwise attend de novo stage II entry.

To be sure, the buyer who offers a hostage and recognizes a risk of
contrived expropriation will adjust the original terms to reflect this. Specifi-
cally, contracts supported by hostages for which expropriation risks are be-
lieved to be great will command less than those where these same hazards are
believed to be lower. But this is to concede that, absent additional safeguards,
neither the transfer of product on marginal cost terms nor the efficient level
and kind of investment will assuredly attend contracts of type III. Deeper
governance issues than those contemplated by the simple model are evi-
dently posed.

3.1.3. Incomplete contracts/haggling

For the reasons given above and described elsewhere (see my 1975 study,
pp. 20-36, 91-94), complex contracts are invariably incomplete and many are
maladaptive. The reasons are two: many contingencies are unforeseen (and
even unforeseeable); and the adaptations to those contingencies that have
been recognized and for which adjustments have been agreed to are often
mistaken—possibly because the parties acquire deeper knowledge of produc-
tion and demand during contract execution than they possessed at the outset
(Nelson and Winter, 1982, pp. 96-136). Instrumental gap filling, thus, is an
important part of contract execution. Whether this is done easily and effec-
tively, or if instead reaching successive agreements on adaptations and their
implementation is costly, makes a huge difference in evaluating the efficacy
of contracts.

Thus even if contrived breach hazards could be disregarded, producers
who are entirely open and candid about contract execution may nevertheless
be in a position to haggle—thereby to expropriate sellers—because contracts
are incomplete or maladaptive. Specialized governance structures that have
the purpose and effect of promoting harmonious adaptations and preserving
the continuity of exchange relations arise in response to this condition. Knowl-
edgeable third parties and reciprocal exposure of specialized assets are two
possibilities.

3.2. Protective Governance Structures

3.2.1. Arbitration

Institutions that have the capacity to evaluate disputes in a more knowledge-
able way than the courts may arise in this way. The parties, for example, may
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agree to submit disputes over contract execution to arbitrators who have
specialized knowledge of the industry. Lon Fuller's remarks concerning proce-
dural differences between arbitration and litigation bear repeating:

there are open to the arbitrator . . . quick methods of education not open to
the courts. An arbitrator will frequently interrupt the examination of witnesses
with a request that the parties educate him to the point where he can under-
stand the testimony being received. The education can proceed informally,
with frequent interruptions by the arbitrator, and by informed persons on
either side, when a point needs clarification. Sometimes there will be argu-
ments across the table, occasionally even within each of the separate camps.
The end result will usually be a clarification that will enable everyone to
proceed more intelligently with the case. (1963, pp. 11-12)

Many agreements which, were it not for arbitration, would be regarded as
excessively hazardous can, in this way, be reached and implemented.20

3.2.2. Reciprocal exposure

An alternative way by which to protect contracts against expropriation is to
expand the contractual relation. One way of accomplishing this is for buyer
and seller to devise a mutual reliance relation. Thus suppose that the buyer
does not post a hostage as such, but himself invests in specific capital that has
value only in conjunction with servicing final demands for the product
in question. Assume that these are valued in amount k". The buyer then has
the incentive to take delivery as long as realized demand exceeds p - k". If
k" = k, this yields the marginal cost supply result,21 and the producer will be
satisfied with the buyer's incentives. Or suppose that producer and buyer
engage in reciprocal trade. Specifically, suppose that the producer contracts
to procure product from the buyer, the supply of which requires the buyer to
invest in specific assets in amount k'". Each party to this reciprocal trade will
experience appropriate incentives if (1) k"' = k, (2) demand variation in the
two markets is perfectly correlated, and (3) each party has the option to cancel
an order if a cancellation notice is received from his opposite.22 As discussed
in Section 5, bilateral trades (reciprocity; swaps) can sometimes be made to
approximate these conditions.

20. Labor unions can help to assure integrity in contractual relations where workers are
asked to accept assignments that involve considerable investments in human capital. Not only
can the union intercede on behalf of the worker(s) where an expropriation effort is suspected,
but it provides an institutional memory whereby reputation effects can be communicated to
successor generations of workers. For both of these reasons, the firm is deterred from attempting
expropriation. Setting aside the possibility that unions will attempt to negotiate monopoly wages,
perceptive firms will prefer and actively assist in the creation of unions if these serve to attenuate
expropriation risks—since otherwise workers may refuse to make (or will need to be bribed to
make) mutually beneficial investments in human capital.

21. The buyer must, of course recover his ful l costs if he is to place specialized marketing
assets at hazard. This will obtain if final demand is uniformly distributed over the interval k" to
1 + k" and derived demand is as described earlier.

22. This last condition protects each against a prisoner's dilemma result.
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4. Unilateral Trading

The argument that buyers can affect the terms and manner of supply by
offering (or refusing to offer) hostages has ramifications for Robinson-Patman
price discrimination and to an understanding of franchising and two-part
pricing.

4.1. Robinson-Patman

The Robinson-Patman Act has been interpreted as an effort "to deprive a
large buyer of [discounts] except to the extent that a lower price could be
justified by reason of a seller's diminished costs due to quantity manufacture,
delivery, or sale, or by reason of the seller's good faith effort to meet a
competitor's equally low price."23 Plainly, that p is less than p in the hostage
model has neither quantity nor meeting competition origins. Neither is it
contrary to the public interest. Indeed, it would be inefficient and unwarranted
for a producer to charge the same price to two customers who order an
identical amount of product, but only one of which offers a hostage, if (1)
investments in specialized assets are required to support the transactions in
question, or (2) if, because of a refusal to make a credible commitment,
transactions of the second kind are produced with a general purpose (but
high cost) technology.

The missing ingredients, plainly, are the differential commitment to buy
(as reflected by the willingness to offer hostages) and the differential incen-
tives to breach once hostages have been posted. The confusion is explained
by the propensity to employ conventional (steady state) microtheory to the
neglect of transaction cost aspects. Rectifying this involves examination of
the microanalytics of transactions, with special reference to asset specificity and
the hazards thereby posed, and evaluating alternative contracts with respect to
a common reference condition—prospective break even being a useful stan-
dard. Once this is done, a different understanding of many nonstandard or
unfamiliar contracting practices, many of which are held to be presumptively
unlawful, frequently emerges.24

4.2. Franchising

Klein and Leffler (1981) argue that franchisees may be required to make
investments in transaction specific capital as a way by which to safeguard the
franchise system against quality shading. The arrangement is tantamount to
the creation of hostages to restore integrity to an exchange.

23. FTC v. Morton Salt Co., 334 U.S. 37 (1948); emphasis added.
24. Note that the argument applies only to p vs. p comparisons in trades where specific

assets are involved. The efficiency properties of customer price differentials that do have these
origins are not reached by the argument in this paper.
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The application of hostage logic to franchising is set out in Chapter 3,
Section 3.2.2. Suffice it to observe here that the use of hostages to support
franchising would be unneeded if reputation effects worked costlessly.

4.3. Two-Part Pricing

Victor Goldberg and John Erickson describe an interesting two-part pricing
scheme that they observed in the sale of coke. The producer both sold coke
to the calciner, and owned and leased the land upon which the plant of the
calciner was built. Inasmuch as the coke was sold for "about one-quarter the
current market price of equivalent quality coke" (1982, p. 25), Goldberg and
Erickson conjecture that "the rental rate was above the fair market rate and
that the contract was designed to ensure that [the calciner] would continue
to perform" (p. 25). Assuming that marginal costs are much less than aver-
age, such an arrangement can be interpreted as one by which the parties are
attempting to strike efficient pricing terms that approximate those of the
hostage model.

The pricing of utility services, whereby ex ante installation fees are paid
by subscribers, also have interesting two-part pricing attributes.25 The risk
that sellers will expropriate buyers upon receipt of advance payment can be
mitigated by creating a specialized third party, which for convenience may be
referred to as a regulatory commission (Goldberg, 1976a). Utilization of utility
services can then be priced so as to more nearly approximate marginal cost.

More generally, Goldberg and Erickson conjecture that nonlinear pricing
schemes are much more widespread than is commonly believed. They further
point out that such arrangements are often very subtle and will require detailed
knowledge of contracts to investigate (1982, pp. 56-57).

5. Bilateral Applications

As indicated, the offer of hostages poses a hazard of expropriation. One way
to deter this is to expand the contracting relationship from one of unilateral
to bilateral exchange. Credible commitments are signaled without exposing
assets to expropriation hazards. Reciprocal trades, especially those that involve
product exchanges (swaps), sometimes come about in this way.

5.1. Reciprocity, General

Reciprocity transforms a unilateral supply relation—whereby A sells X to
B—into a bilateral one, whereby A agrees to buy Y from B as a condition
for making the sale of X and both parties understand that the transaction will
be continued only if reciprocity is observed. Although reciprocal selling is
widely held to be anticompetitive (Stocking and Mueller, 1957; Blake, 1973),

25. This possibility was suggested to me by Alvin Klevorick.
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reciprocity can serve to equalize the exposure of the parties, thereby reducing
the incentive of the buyer to defect from the exchange—leaving the supplier
to redeploy specialized assets at greatly reduced alternative value. Absent a
hostage (or other assurance that the buyer will not defect), the sale by A of
specialized product to B may never materialize. The buyer's commitment to
the exchange is more assuredly signaled by his willingness to accept reciprocal
exposure of specialized assets. Defection hazards are thereby mitigated.

Lest the argument be uncritically considered to be a defense for reciprocal
trading quite generally, note that it applies only where specialized assets are
placed at hazard by both parties. Where only one or neither invests in special-
ized assets, the practice of reciprocity plainly has other origins.26

5.2. Exchanges

Although reciprocal trading among nonrivals may occasionally be justified,
the exchange of product among nominal rivals is surely more puzzling and
troublesome. Firms that are presumed to be in head-to-head competition
ought to be selling product against one another rather than to one another.
What explains the reverse?

Several distinctions are useful in considering exchanges. First, trade among
rivals—short term or long term, unilateral or bilateral—is feasible only if
product is fungible. This is not true for many differentiated goods and services,
whence the issue of trade among rivals never arises for these. Second, short-
term supply agreements are usefully distinguished from long term. The former
may be explained as an "occasional exception," whereby one rival will sell
product to another on a short-term, gap-filling basis so as to provide temporary
relief against unanticipated product shortfalls (occasioned by either demand
or supply changes). Recognizing that the shoe may be on the other foot next
time, otherwise rivalrous firms may assist one another for stop-gap purposes.
Public policy can presumably recognize merit in such trades and, so long as
they lack a pattern, hence do not give rise to a "web of interdependence,"
will regard these as unobjectionable. Long-term trading among rivals is, how-
ever, much less consistent with the notion of effective head-to-head rivalry.
At the very least, such arrangements warrant scrutiny.

Whether there are efficiency incentives for rivals to supply product to
one another on a long-term basis turns initially on prospective realization of
production cost savings. The realization of production cost savings through
long-term trade between rivals requires that economies of scale be large in
relation to the size of geographic markets and, if they are, that firm-specific
reputation effects extend across geographic market boundaries. The former
is obvious since, absent economies of scale, every firm would presumably
supply everywhere to its own long-term needs. Where, however, scale econo-

26. Possible trading objections are discussed by Scherer (1980, pp. 344-45). Another objec-
tion is that reciprocity becomes a bureaucratic habit that salesmen and purchasing agents find
convenient and that outsiders are thereby disadvantaged in attempting to secure sales. See my
1975 study, pp. 163-64.
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mies are significant, each market will support only a limited number of plants
of minimum efficient size.

But fungibility and scale economies do not establish that gains from trade
will be realized from such sales. This will obtain only if the value of (identical)
product sold by rivals exceeds that sold by the local supplier. The issue here
is whether valued reputation effects will go unrealized if rivals are unable to
secure local product on favorable terms. Firms that possess valued reputations
that extend beyond their local market to include distant markets are thus the
ones for which long-term supply by rivals will be attractive.27

Even supposing that fungibility, scale economy, and reputation effect
conditions are satisfied, this merely establishes that unilateral long-term trade
among rivals can yield economies. A justification for bilateral (exchange)
agreements is not reached by these arguments. Indeed, the usual defense for
exchanges—that inefficient cross-hauling will occur if every firm is required
to supply everywhere to its own needs—conveniently suppresses the obvious
alternative, which is not zero trade, but rather unilateral long-term trade.
Failure to address these matters directly and demonstrate wherein exchanges
enjoy comparative institutional advantages over more standard and familiar
forms of unilateral trade presumably explains the suspect or hostile attitude
with which exchanges are typically regarded. The argument that emerges from
this chapter is that bilateral exchanges offer prospective advantages over
unilateral trade if the resulting exposure of transaction specific assets effects
a credible commitment without simultaneously posing expropriation hazards.

The type of specific asset that is placed at hazard by unilateral long-term
trade, but which a reciprocal long-term exchange agreement serves to protect,
is that of a dedicated asset. Recall that dedicated assets were described as
discrete additions to generalized capacity that would not be put in place but
for the prospect of selling a large amount of product to a particular customer.
Premature termination of the contract by the buyer would leave the supplier
with a large excess of capacity that could be disposed of only at distress prices.
Requiring buyers to post a bond would mitigate this hazard, but only by
posing another: the supplier may contrive to expropriate the bond. More
generally, the interests of the supplier in adapting efficiently to new circum-
stances are not fully engaged. Reciprocal trading supported by separate but
concurrent investments in specific assets provides a mutual safeguard against
this second class of hazards. The hostages that are thereby created have the
interesting property, moreover, that they are never exchanged. Instead, each
party retains possession of its dedicated assets should the contract be pre-
maturely terminated.

The usual argument that exchanges are justified because they avoid costly
cross-hauling does not get to these issues and, by itself, is not an adequate
justification for widespread use of exchanges. Were it only that transportation
cost savings were realized, unilateral trading would suffice. Indeed, petroleum
firms should be expected to create a central exchange in which supplies and

27. Reputation effect valuations may be illusory or real. Those that are real take the form
of customer convenience (billing, contracting) or assured knowledge of product characteristics.
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demands were brought into correspondence by an auctioneer. Firms would
end up selling to each other only by accident in these circumstances. Where
dedicated assets are exposed, however, the identity of the parties clearly matters.
Trades of this kind will not go through an auction market but will be carefully
negotiated between the parties. Reciprocity in these circumstances is thus a
device by which the continuity of a specific trading relation is promoted with
risk attenuation effects.

6. Petroleum Exchanges

The phenomenon of petroleum exchanges has puzzled economists for a long
time. It routinely comes up in antitrust cases and investigations. The 1973
case brought by the United States Federal Trade Commission against the
major petroleum firms maintained the view that exchanges were instrumental
in maintaining a web of interdependencies among these firms, thereby helping
to effect an oligopolistic outcome in an industry that was relatively unconcen-
trated on normal market structure criteria.28 The more recent study on The
State of Competition in the Canadian Petroleum Industry likewise regards
exchanges as objectionable.29 The Canadian Study, moreover, produces docu-
ments—contracts, internal company memoranda, letters, and the like—as well
as deposition testimony to support its views that exchanges are devices for
extending and perfecting monopoly among the leading petroleum firms. Such
evidence on the details and purposes of contracting is usually confidential and
hence unavailable. But detailed knowledge is clearly germane—and sometimes
essential—to a microanalytic assessment of the transaction cost features of
contract.

6.1. The Evidence from the Canadian Study

Volume 5 of the Canadian Study deals with the refining sector. Arguments
are advanced and supporting evidence is developed that interfirm supply
arrangements permit the major refiners to perfect oligopolistic restrictions in
the following four respects.30 (1) valuable knowledge about investment and
marketing plans of rivals are disclosed by such agreements (p. 56); (2) leading
firms are able to control lesser firms by exercising discretionary power through
the terms of exchange (pp. 49-50); (3) competition is impaired by conditioning

28. FTC v. Exxon el al, Docket No. 8934 (1963).
29. Robert J. Bertrand, Q. C., Director of Investigation and Research, Combines Investiga-

tion Act, coordinated the eight-volume study, The State of Competition in the Canadian Petroleum
Industry (Quebec, 1981). All references in this paper are to vol. 5, The Refining Sector. This
study will hereinafter be referred to as the Canadian Study.

30. The Canadian Study contends that "a close examination of the interest of the [major
refiners] and their actions shows that refining arrangements were meant to restrict competition.
The collection of information, the intent to control lesser firms, the imposition of an 'entry fee,'
the use of restrictions on downstream growth are not characteristics that would be expected
normally from a competitive market" (vol. 5, p. 76).
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supply on the payment of an "entry fee" (pp. 53-54); and (4) exchange
agreements impose limits on growth and supplementary supply (pp. 51-52).

The first two of these fail to pass scrutiny of the most rudimentary compar-
ative institutional kind. Thus assuming that trade between rivals is efficient
and that unilateral supply agreements (if not exchange) will be permitted, the
objectionable information disclosures attributed to exchanges would presum-
ably continue—since investment and marketing plans will be unavoidably
disclosed in the process. Accordingly, evaluated in comparative institutional
terms, the information disclosure objection is properly regarded as an objec-
tion to long term trade of any kind. Exchanges are not uniquely culpable.

The suggestion that exchanges are anticompetitive because they permit
firms to realize bargaining advantages is similarly misplaced. The correct view
is that firms should always be expected to realize such bargaining advantages
as their positions lawfully permit. Absent a showing that exchanges are differ-
ent from unilateral trades in bargaining respects, this objection is properly
disregarded also.

The entry fee and marketing restraint objections are more substantial,
however, and warrant elaboration.

6.1.1. Entry fees

The entry fee objection to exchanges is that this has foreclosure consequences.
That such fees are required as a precondition for trade, or at least the sale
of product at favorable prices, is set out in the Canadian Study as follows:

Evidence of an understanding that a fee relating to investment was required
for acceptance into the industry can be found in the following quotation from
Gulf: "We do believe that the oil industry generally, although grudgingly,
will allow a participant who has paid his ante, to play the game; the ante in
this game being the capital for refining, distributing and selling products"
(Document #71248, undated, Gulf). The significance of the quotation lies
equally in the notion that an "entry fee" was required and in the notion that
the industry set the rules of the "game." The meaning of the "entry fee" as
well as the rules of the "game" as understood by the industry can be found
in the actual dealings between companies where the explicit mention of
an "entry fee" arises. These cases demonstrate the rules that were being
applied—the rules to which Gulf was referring. Companies which had not
paid an "entry fee", that is, companies which had not made a sufficient
investment in refining capacity or in marketing distribution facilities would
either not be supplied or would be penalized in the terms of the supply
agreement, (pp. 53-54, emphasis added)

6.7.2. Marketing restraints

The Canadian Study notes that exchanges were made conditional on growth
and territorial restraints and regards both as objectionable. The Imperial-Shell
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exchange agreement, under which Imperial supplied product to Shell in the
Maritimes and received product in Montreal, is cited in both connections.

The agreement between Imperial and Shell, originally signed in 1963, was
renegotiated in 1967. In July 1972, Imperial did this because Shell had been
growing too rapidly in the Maritimes. In 1971/72, Imperial had expressed
its dissatisfaction with the agreement because of Shell's marketing policies.
Shell noted:

"There [sic] [Imperial's] present attitude is that we have built a market
with their facilities, we are aggressive and threatening them all the time, and
they are not going to help and in fact get as tough as possible with us"
(Document #23633, updated, Shell). (Vol. 5, p. 51)

Imperial renewed the agreement with Shell only after imposing a price
penalty if expansion were to exceed "normal growth rates" and furthermore
stipulated that "Shell would not generally be allowed to obtain product from
third party sources" to service the Maritimes (p. 52).

Gulf Oil likewise took the position that rivals receiving product under
exchange agreements should be restrained to normal growth: "Processing
agreements (and exchange agreements) should be entered into only after
considering the overall economics of the Corporation and should be geared
to providing competitors with volumes required for the normal growth only."31

If furthermore sought and secured assurances that product supplied by Gulf
would be used only by the recipient and would not be diverted to other regions
or made available to other parties (p. 59).

6.2. Interpretations

These practices are subject to several interpretations. One is that the entry fees
and marketing restraints are both anticompetitive. A second is that efficiency
purposes are arguably served, especially by the former. A third is that there
are mixed effects.

6.2.1. The inhospitality tradition

The two polar contracting traditions for evaluating nonstandard or unfamiliar
contracting practices are the common law tradition, and the antitrust or in-
hospitality tradition. Donald Turner makes reference to both of them in
expressing his views about vertical market restrictions: "I approach territorial
and customer restrictions not hospitably in the common law tradition, but
inhospitably in the tradition of antitrust law."32 Thus whereas contractual
irregularities are presumed to serve affirmative economic purposes under
the common law tradition, a deep suspicion of anticompetitive purposes is
maintained by the antitrust (or inhospitality) tradition.

31. The Canadian Study (p. 59) identifies the source as Document #73814, January 1972, Gulf.
32. The quotation is attributed to Turner by Stanley Robinson, 1968, N.Y. State Bar Associa-

tion, Antitrust Symposium, p. 29.
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The inhospitality tradition is supported by the widespread view that eco-
nomic organization is technologically determined. Economies of scale and
technological nonseparabilities explain the organization of economic activity
within firms. All other activity is appropriately organized by market exchanges.
Legitimate market transactions will be mediated entirely by price; restrictive
contractual relations signal anticompetitive intent.

The authors of the Canadian Study are evidently persuaded of the merits
of this tradition. Long-term trade among rivals of any kind is suspect. And
exchanges, which represent an irregular if not unnatural contracting form,
are especially objectionable. Not only do exchanges facilitate information
disclosure and permit bargaining strength, but they are used punitively against
nonintegrated independents who, because they have not paid an entry fee,
are denied product on parity terms. Furthermore, the marketing restraints
that are associated with exchanges are patently offensive.

6.2.2. An efficiency assessment

Unlike the inhospitality tradition, the transaction cost approach is in the
common law tradition. A comparative institutional orientation (Coase, 1964)
is maintained. "Defects" are thus objectionable only where superior feasible
alternatives can be described. Inasmuch as the information disclosure and
bargaining concerns raised by the authors of the Canadian Study continue
under unilateral trading, these are set aside and attention is focused on
other matters.

Entry fees. The entry fee issue is a matter of special interest to this chapter.
Long-term exchange agreements permit firms to secure product in geographic
markets where own-production is not feasible because economies of scale are
large in relation to their own needs. The amount of product in question
may nevertheless be substantial. Firms with whom exchange agreements are
reached will thus construct and maintain larger plants than they otherwise
would. Specific investments in dedicated assets are made as a consequence of
such agreements.

Were it that supply agreements were of a unilateral kind and the buyer was
unable or unwilling to offer a hostage, contracts of type II would presumably be
negotiated—whence the trading price would bep, = v2 + kl(l - p). If, instead,
the contract is extended to include bilateral rather than unilateral trade, the
contract is converted to one of type III. Although exchange agreements stipu-
late the physical flows of product, the effective price is p = v2 + k, which is
less than p. Moreover, the parties have the incentive to exchange product so
long as realized demand price in both regions exceeds v2,

33 which is the marginal
cost supply criterion. Assuming that demands in the two regions are highly
correlated, the parties will normally reach common decisions on the desirabil-
ity of trade.34

33. This assumes common costs, which condition will normally be approximated in exchanges
of product between firms within a single country where factor prices are very similar.

34. The possibility that the contract will drift out of alignment nevertheless needs to be
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Marketing restraints. The supply and growth restraints discussed by the
Canadian Study can be looked at in three ways. First, these can be viewed as
a means by which to protect the exchange agreement against unilateral defec-
tion. Second, such restraints may serve strategic market division purposes.
Third, restraints may serve to regularize markets. These are not mutually
exclusive.

Only the first of these purposes is consonant with an efficiency interpreta-
tion. The argument here is that marketing restraints help to preserve symmetri-
cal incentives. Such symmetry could be upset if one of the firms were to
receive product in its deficit region from third parties. Such a firm might then
be in a position to play one supplier off against the other. Or symmetry could
be placed under strain if one party were to receive product from the other
such that it began to grow "in excess of normal"—in which event it might be
prepared to construct its own plant and scuttle the exchange agreement.
Marketing restraints which help to forestall such outcomes encourage parties
to participate in exchanges that might otherwise be unacceptable.

6.2.3. A mixed view

Monopoly explanations are commonly advanced when economists, lawyers,
or other interested observers come across contractual practices that they do not
understand (Coase, 1972, p. 67). A rebuttable presumption that nonstandard
contracting practices are serving affirmative economic purposes, rather than
monopoly purpose, would arguably serve antitrust law and economics better
than the inhospitality presumption which, until recently, has prevailed.35

The presumption that exchanges have efficiency purposes could be chal-
lenged on any or all of three grounds. First, it might be argued that exchanges
are merely a clever device by which to deny product to nonintegrated rivals.
Refusals to sell to nonintegrated firms on p terms would support this con-
tention. (It is plainly unrealistic, however, for buyers that have not made
credible commitments to expect to receive product at p.) Second, the market

recognized. Should one of the firms in an exchange agreement operate much closer to its capacity
limits than the other, the latter party would incur much higher costs of termination than would
the former. Recognition of this may explain why "during the renegotiation of a reciprocal
purchase/sale agreement covering Montreal and the Maritimes," Shell noted that Imperial advised
them that "they were not satisfied with the extent of Shell's investment in the Maritimes"
(p. 54). In addition to the investment in refining in Montreal, which Shell interpreted as an
investment "by exchange" in the Maritimes, Imperial wanted Shall to make direct investment
in a Maritime distribution network (p. 54). Shell observed in this connection that although it had
made no significant investment of its own in the Maritimes, "we have invested in Montreal and
by exchange invested in the Maritimes so we have paid an entrance fee, although we have not
paid for distribution network." The Canadian Study (p. 54) identifies the source as Document
#23633, updated, Shell.

35. To be sure, this is an oversimplification. Antitrust, has been loath to declare contractual
constraints to be per se illegal. It came perilously close to taking this step in U.S. v. Arnold
Schwinn & Co., 388 U.S. 365 (1967), however. The prevailing enforcement view toward contrac-
tual restraints in the 1960's is accurately characterized as inhospitable.
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in question could be shown to have troublesome structural properties. The
issue here is whether the requisite preconditions for market power—mainly
high concentration coupled with high barriers to entry36—are satisfied. A
third would be that the preconditions for efficiency are not satisfied. Factors
favorable to the efficiency interpretation are the following: the exchange
should be of a long-term kind; the amount of product exchanged should
represent a significant fraction of plant capacity; and economies of plant scale
should be large in relation to the amount of product traded. Exchanges for
a small quantity of product where economies of scale are insubstantial are
much more problematic.

To be sure, exchanges might simultaneously service efficiency and anti-
competitive purposes. Here as elsewhere, where tradeoffs are posed, they
need to be evaluated.

7. Concluding Remarks

The study of contract in both law and economics has mainly emphasized
legal rules and technicalities. Such an orientation is supported by the implicit
assumption that the courts "work well." Whether they work well or poorly,
however, requires a comparative institutional assessment. There is growing
awareness that the (comparative) limitations of the courts are more severe
than the legal centralism tradition admits.

The severity of these limitations is not uniform but varies with the circum-
stances. A discriminating approach to the study of contract will necessarily
make provision for this. Specifically, if different transactions have different
governance needs, these will be expressly recognized. Accordingly, the study
of contract is appropriately extended from legal rules to include an assessment
of alternative governance structures, of which the courts are only one. Of
special interest in this connection is the use of bilateral governance structures
(private ordering) to implement nonstandard contracts where the adaptation
and continuity needs of the parties are especially great.

This chapter is an effort to deepen the understanding of private ordering.
The central points are these:

1. Hostages: Contrary to the prevailing view that hostages are a quaint
concept with little or no practical importance to contemporary contracting,
the use of hostages to support exchange is widespread and economically
important. But hostage creation is only part of the story. Expropriation haz-
ards and prospective maladaptation conditions also need to be considered.
Complex governance structures, of which reciprocal trading is one, arise in re-
sponse to such conditions.

36. There is growing agreement that the structural preconditions that must be satisfied before
claims of strategic anticompetitive behavior are seriously entertained are very high concentration
coupled with barriers to entry (Williamson, 1977b, pp. 292-93; Joskow and Klevorick, 1979,
pp. 225-31; Ordover and Willig, 1981, pp. 307-8).
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2. Asset specificity: The organization of economic activity is massively
influenced by the degree to which the transactions under examination are
supported by assets that are specific to the parties. This chapter (1) reaffirms
the basic proposition that governance structures need to be matched to the
underlying attributes of transactions in a discriminating way if the efficiency
purposes of economic organization are to be realized, (2) extends the scope
of asset specificity to include dedicated assets, and (3) establishes that, as
between two buyers, one of whom posts a hostage in support of specific asset
investments by suppliers while the other does not, suppliers will offer better
terms to the former, ceteris paribus.

3. Microanalytics: The relevant unit of analysis for studying exchange
relations of the kinds discussed in this article is the transaction. Assessing
transactions and assigning them to governance structures in a discriminating
(mainly transaction cost economizing) way requires much more microanalytic
knowledge of economic activity and organization than is customary within
economics. Empirical work will necessarily reflect this.37 Price and quantity
of course remain relevant, but the contractual devices by which prices are
made to track costs, the manner in which adaptations are effected, and the
safeguards that are provided are not only germane but are sometimes decisive.

4. Contracting in its entirety: Not every transaction poses defection haz-
ards, and it may not be possible to safeguard all that do. Where the potential
hazards that beset contracts are evident to the parties from the outset, how-
ever, studies of contracts and of contracting institutions arguably start "at the
beginning." This has ramifications for assessing the importance of the prison-
ers' dilemma and for understanding the administration of justice.

a. Prisoners' dilemma: The benefits of cooperation notwithstanding, the
achievement of cooperation is widely thought to be frustrated by the relentless
logic of the prisoners' dilemma. To be sure, it has always been evident that
defection can be deterred if payoffs are appropriately altered. But this strata-
gem is held to be infeasible or is otherwise dismissed—on which account the
dilemma persists or appeal is made to "exogenous norms of cooperative
behavior [that are] adhered to by the actors" (Hirschman, 1982, p. 1470). I
submit that the feasibility of crafting superior ex ante incentive structures
warrants more attention. A leading reason for its neglect is because the study
of the institutions of contract has occupied such a low place on the research
agenda. Subtle incentive features that are incorporated in nonstandard con-
tracting practices have gone undetected as a consequence of this noncha-
lance—on which account the practical significance of the prisoners' dilemma
to the study of exchange has been vastly exaggerated.

b. Justice: The notion that hostages are demanded as a condition for
supplying product on favorable terms has the appearance of an arbitrary
exercise of power: the stronger party "demands" a hostage from the weaker,
who accedes it because it has no other choice. In fact, a comparative institu-

37. Sec Peter Klein and Howard Shelanski, 1995, for a survey of the evidence.
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tional assessment of contractual alternatives discloses that efficiency purposes
are often served by hostages and that it is in the mutual interest of the parties
to achieve this result. Not only can producers be induced to invest in the most
efficient technology, but buyers can be induced to take delivery whenever
demand realizations exceed marginal cost. More generally, contracts need to
be examined in their entirety, with special attention to their governance fea-
tures. Principles of justice or competition that look at the relation between
the parties at the execution stage without examining the ex ante bargaining
relation are at best incomplete and are frequently mistaken.38 Parties to a
contract should not expect to have their cake (low price) and eat it too
(no hostage).

38. Robert Nozick's views on justice are apposite: "whether a distribution is just depends
upon how it came about. In contrast, current-time-slice principles of justice hold that the justice
of a distribution is determined by how things are distributed (who has what)" (1974, p. 153).
What he refers to as the current-time-slice approach to justice neglects ex ante bargaining and
evaluates justice in terms of outcomes alone. Upon realization that justice is administered in this
way, initial bargains will be struck on different terms than they would if the parties were given
assurance that the complete contract would be subject to review in evaluating the merits of a
contracting relation. Two difficult issues nevertheless remain if the comprehensive bargain
orientation to justice is adopted: the initial distribution of resources; and the competence of
the parties to evaluate complex contracts. The relative importance of these varies with the cir-
cumstances.



Economic Institutions: Spontaneous
and intentional Governance

Spontaneous governance has been the prevailing economic approach to eco-
nomic organization since Adam Smith made perceptive reference to, and
briefly described, the "invisible hand," according to which each businessman
"by pursuing his own interest . . . frequently promotes that of society more
effectively than when he really intends to promote it" (Smith, 1922, p. 423).
That formulation is properly regarded as a watershed event and has had a
massive and continuing influence on economics. One of the most praiseworthy
intellectual activities with which an economist can become engaged is to
identify and explicate spontaneous control mechanisms through which hands-
off governance operates.

Not only does it take a powerful mind—or, usually, the combined efforts of
many powerful minds—to discover and model the mechanisms of spontaneous
governance, but the benefits are stupendous. The need to become knowledge-
able about, much less engrossed in the study of, institutional details is relieved
if not vitiated if spontaneous mechanisms are the main arena. That we appear
to be subject to intentional governance structures everywhere we turn is thus
misleading: the real action is largely invisible.1

As discussed below, our understanding of spontaneous governance has
improved steadily over the past 50 years. Unfortunately, however, and argu-
ably as a consequence of the disproportionate attention given to spontaneous
governance, the importance of intentional governance has been undervalued
(Simon, 1991). Not only does a surefooted treatment of economic organization
need to make express provision for both spontaneous and intentional forms

1. The "confusion" of the mythical Martian described by Herbert Simon (1991) is illustrative.
The Martian is approaching the Earth equipped with a telescope that reveals social structures.
Boundaries of firms show up as green contours and market transactions show up as red lines.
Simon then avers that "A message sent back home, describing the scene [of economic organiza-
tion], would speak of 'large areas bounded in green connected by a web of red lines.' It would
not likely speak of 'a network of red lines connecting green spots'" (1991, p. 27). Alas, if
spontaneous market mechanisms, rather than intentional administration, are where crucial eco-
nomic activity resides, the Martian would be mistaken.
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of governance, but it needs to explain which forms of governance apply where
and why. At present, the study of economic organization suffers from a limp.

1. A Preview

Writing in 1945 in the context of the "socialist controversy," Friedrich Hayek
lamented the undervaluation of spontaneous governance and averred that the
core task of the science of economic organization

is precisely how to extend the span of our utilization of resources beyond
the span of control of any one mind; and, therefore, how to dispense with the
need of conscious control and how to provide inducements which will make
the individuals do the desirable things without anyone having to tell them
what to do. . . .

[This describes] the really central theoretical problem of all social science.
As Alfred Whitehead has said in another connection, "It is a profoundly
erroneous truism, repeated by all copy-books and by eminent people when
they are making speeches, that we should cultivate the habit of thinking what
we are doing. The precise opposite is the case. Civilization advances by
extending the number of important operations which we can perform without
thinking about them. . . ."

The price system is just one of those formulations which man has learned
to use . . . after he stumbled on it without understanding it. (1945, pp. 527-28,
emphasis added)

But if intentionality was overvalued and spontaneous governance under-
valued in 1945, that is no longer the case today. As John Ferejohn remarks,
"Theorists regard thin rational accounts, when available, as more fundamental
than thick rational accounts" (1990, p. 6, n. 10). Given its privileged status
and the fact that the availability of thin rational accounts has been growing
steadily, spontaneous governance carries the day.

How robust, however, is Ferejohn's statement to the replacement of
"available" by "plausible"? Put differently, are most of the available thin
rational accounts also plausible? I submit that (1) availability is a very weak
test, in that many thin accounts exist and the number is limited only by
imagination; (2) many thin accounts are infeasible, in that they place impos-
sible demands on bounded rationality; and (3) even feasibility is a weak test,
in that many feasible mechanisms make negligible contact with the phenomena
of interest. Whether thin feasible accounts that make limited contact are
superior to thicker feasible accounts that make significant contact is surely
problematic. Plausible accounts, those that are both feasible and make signifi-
cant contact with the phenomena, are what the positive theory of economic
organization is all about.

Whereas thin rational accounts work out of the imperative "This is the
law here," plausibility purposes are better served by posing the question
"What's going on here?" (see D'Andrade, 1986; McCloskey, 1986). Unbiased
consideration of both spontaneous and intentional forms of governance is
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better assured under the latter formulation. If, as I believe, the New Science
of Organization is neither one nor the other but implicates both spontaneous
and intentional mechanisms (in discriminating ways), then a symmetrical treat-
ment of both is needed.

A standard spontaneous governance ploy is to neuter both law and organi-
zation. A key, usually implicit, assumption is that disputes are resolved quickly
and costlessly by the courts. Upon presenting the relevant information, the
appropriate legal rules are applied and verdicts are announced and enforced.
Inasmuch as the rules are known by, and outcomes can be inferred by, the
parties, the parties never actually appear in court. Instead, they simply project
the consequences and resolve the issues privately. Unsurprisingly, the legal
enforcement of contracts receives little or no mention in the usual microeco-
nomics text. The possibility that there are many pertinent laws of contract
(Macneil, 1974, 1978) goes unremarked.

The usual ploy for neutering organization theory has been to describe firms
as production functions. If technology is determinative, then what purpose is
served by examining the anatomy? The powers and limits of hierarchy (and
of hybrid forms of economic organization) are simply not engaged by this
formulation. More recently, as a common contractual approach to firm and
market organization has taken shape, the neutering assumption is that of
contractual hyperrationality. To be sure, this is rarely invoked in an explicit
way. Implicitly, however, hyperrationality can often be detected behind the
scenes.

Even if bounds on rationality are admitted, neutering can be effected
through the assumed absence of opportunism. One-sided opportunism, ac-
cording to which only one of the two parties to a transaction needs to be
candid and honest, is one such device. Leonid Hurwicz employs this device
to examine private contracting. The economics of market socialism routinely
assumes that the central government behaves in a benign way (Nuti, 1989).

Finally, intentionality can be minified by denial. One of the troublesome
conditions with which spontaneous governance needs eventually to come to
terms is the fact that a great deal of economic activity takes place within
firms (Barnard, 1938; Chandler, 1962, 1977).2 Conceivably, however, internal
organization can be explained in technological terms: economies of scale or
scope or technological nonseparabilities are responsible for that condition.
Express attention to intentionality is unneeded because the crucial mechanisms
through which internal organization operates are merely extensions of sponta-
neous governance mechanisms from the market into the firm.

I submit that hierarchy is much more than a continuation of market
mechanisms. In very much the same way as "War is not merely a political

2. It is sometimes argued that intentional forms of organization have been progressively
displacing spontaneous forms. Hierarchies purportedly supplanted markets in the late nineteenth
century (Chandler, 1977, pp. 1, 286, 455) and this has accelerated more recently (Coleman,
p. xv). I do not have a position on this. My sense is that the volume of transactions of both
market and hierarchical kinds has increased, and it is unclear to me which way the ratio goes.
It suffices for my purposes that both forms co-exist and are quantitatively important.
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act, but also a political instrument, a continuation of political relations . . . by
other means" (von Clausewitz, 1980, p. 13, emphasis added), so likewise is
hierarchy not merely a contractual act, but also a contractual instrument, a
continuation of market relations by other means. The comparative contractual
challenge is to discern and explicate the different means.

Awaiting a theoretical proof of the impossibility of all-purpose hands-off
governance, I proceed by examining the principal spontaneous governance
mechanisms for which expansive claims have been made. I deal with each by
first describing the way in which the mechanism in question purportedly works,
next assess the efficacy, and then ask the question "What's going on here?"

The limits of franchise bidding (Williamson, 1976), pecuniary bonding
(Williamson, 1985, pp. 176-79), and property rights (Williamson, 1990b) ap-
proaches having been addressed elsewhere, I focus here on four other mecha-
nisms. The first of these is the price mechanism. The use of reputation effects
to support autonomous contracting is examined in Section 3. The use of
sequential short-term contracting as an answer to problems of contractual
incompleteness, and the implied shift out of a transaction cost framework into
a bargaining cost framework, is treated in Section 4. The best, however, is
saved for last: the argument that hands-off socialism is and always has been
feasible is disputed in Section 5. Concluding remarks follow.

2. The Price Mechanism

2.1. Spontaneous Adaptation

Writing in the context of the "socialist controversy" (see Section 5.1.1 below),
Hayek took exception with the prevailing view that efficient resource alloca-
tion, to be realized by applying the principles of welfare economics (mainly,
marginal cost pricing), was the key need. Hayek insisted instead that "the
economic problem of society is mainly one of rapid adaptation to changes in
the particular circumstances of time and place" (1945, p. 524, emphasis added).
Observing, interpreting, and reacting to changes in information are crucial
for these purposes. Because much of the relevant information was idiosyn-
cratic, and hence could not be communicated quickly and cheaply to a center,
those with local knowledge needed to be empowered to decide upon and
make the adaptations. Hayek's solution to the economic problem of society
was to use the price system to signal opportunities, whereupon decentralized
decision-makers, who possessed the requisite local knowledge, would adapt.
Mechanistic arguments about the efficacy of socialism failed because they
neither recognized the real needs of economic organization (for rapid adapta-
tion) nor appreciated that the marvel of the market serviced these needs in
subtle, spontaneous ways.

2.2. An Assessment

I am persuaded that Hayek was substantially correct in his critique of socialism.
As Michael Jensen and William Meckling point out, however, Hayek's solution
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to the economic problem of society posed a puzzle: "Pushed to its logical
extreme, Hayek's focus on knowledge of particular circumstances implies
more or less complete atomization of the economy. There is no room for the
firm" (Jensen and Meckling, 1990, p. 9).

To be sure, Hayek did discuss the firm as an instrument of cost control
and expressly took exception with the prevailing firm-as-production function
tradition. Thus, in response to the query "Is it true that, once a plant has
been built, the rest is all more or less mechanical?" he answered as follows:

The fairly widespread belief in the affirmative is not, so far as I can ascertain,
borne out by the experience of the businessman. . . . How easy it is for an
inefficient manager to dissipate the differentials on which profitability rests,
and that it is possible, with the same technical facilities, to produce with a
great variety of costs, are among the commonplaces of business experience
which do not seem to be equally familiar in the study of the economist. (1945,
p. 523)

But whereas Hayek plainly respected the importance of management in cost-
control respects, he did not regard the firm as an instrument of adaptation.
That crucial role was reserved for the market.

2.3. What's Going on Here?

Interestingly, Chester Barnard also subscribed to the view that adaptation
was the central problem of economic organization. But whereas Hayek la-
mented the neglect of markets, Barnard lamented the neglect of "formal
organization as the most important characteristic of social life" (1938,
p. ix). And whereas Hayek imputed an adaptive advantage to markets, the
adaptations that interested Barnard were those of internal organization.

As developed in Chapter 4, both Hayek and Barnard are correct. That
both are correct is because they are referring to adaptations of different kinds,
both of which are needed in a high-performance system. The adaptations
to which Hayek referred could be implemented autonomously: each party
examined prices in relation to his own opportunities and responded autono-
mously. Accordingly, such adaptations will be referred to as adaptations A,
where A denotes autonomous. By contrast, the adaptations with which Bar-
nard was concerned involved "that kind of cooperation among men that is
conscious, deliberate, purposeful" (Barnard, 1938, p. 4) and were realized
through formal organization—especially hierarchy. Adaptations of a con-
sciously coordinated kind will be referred to as adaptations C, where C denotes
cooperative. Recourse to fiat provides better assurance that adaptations of
the latter kind will be performed in a coordinated way. Contrary opinions
notwithstanding, markets and hierarchies are not indistinguishable in fiat
respects. Hierarchy is superior to the market in bilateral adaptability re-
spects—precisely because of its differential access to fiat.

This, however, poses deeper questions: Wherein does fiat arise? And why
does the firm not judiciously combine autonomy and fiat, thereby to dominate
either of these polar alternatives? And if it cannot, what are the trade-offs?
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I have addressed these questions elsewhere (Williamson, 1985a, 1988d,
1991a) and focus here on two features: contract law differences that distinguish
markets and hierarchies and the impossibility of selective intervention. Perti-
nent to the former is the hypothesis that each generic form of governance is
supported by a distinctive form of contract law.

2.3.1. The contract law of internal organization

As developed in Chapter 4, the contract law of internal organization is that
of forbearance. Access to the courts being denied, the parties must resolve
their differences internally. Accordingly, hierarchy is its own court of ulti-
mate appeal.

The underlying rationale for forbearance is twofold: (1) parties to an
internal dispute have deep knowledge—both about the circumstances sur-
rounding a dispute as well as the efficiency properties of alternative so-
lutions—that can be communicated to the court only at great cost; and
(2) permitting internal disputes to be appealed to the court would undermine
the efficacy and integrity of hierarchy. Relevant to the latter is the proposition
that market and hierarchy differ in nontrivial respects, of which fiat is one
and informal organization is another. Were it that managers could always
pursue claims against net receipts in the courts, the firm would be reduced
to an "inside contracting system" (Buttrick, 1952; Williamson, 1975, pp. 96-98;
1985b, pp. 218-31). The efficacy of fiat would be seriously compromised as a
consequence, whereupon the main advantages of internal organization as a
governance structure through which to orchestrate bilateral adaptations would
be lost.

2.3.2. Selective intervention

The puzzle of selective intervention is a variant on the theme, "Why aren't
more degrees of freedom always better than less?" In the context of firm and
market organization, the puzzle is, "Why can't a large firm do everything that
a collection of small firms can do and more?" By merely replicating the
market, the firm can do no worse than the market. And if the firm can intervene
selectively (namely, intervene always but only when expected net gains can
be projected), then the firm will sometimes do better. Taken together, the
firm will do at least as well as, and will sometimes do better than, the market.
A troublesome implication of this result is that firms will grow without limit
(Coase, 1937).

As developed in Chapters 1 and 4, selective intervention is impossible. Not
only do asset dissipation losses obtain if transactions are taken out of markets
and organized internally (if, simultaneously, market-like incentives are kept
in place), but the high-powered incentives of markets are unavoidably de-
graded by any effort to exercise selective intervention. The latter obtains
because the option to intervene can be exercised both for good cause (to
support expected net gains) and for bad (to support the subgoals of the
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intervenor) (see Grossman and Hart, 1986, for a formal model). Unable to
disallow strategic intervention, claims over net receipts in firms are weaker
than in markets, ceteris paribus.

Since, moreover, the contract law of markets—which offers legal recourse
for purposes of ultimate appeal—precludes parity access to fiat in market-
mediated transactions, markets are unable to replicate firms. The upshot is
that the spontaneous mechanisms of markets and the intentional mechanisms
of hierarchy are both nonreplicable, whence economizing requires that each
generic form of governance (including hybrids) be used in a discriminating
way. Specifically, if the mix of adaptive needs of transactions (of type A and
type C kinds) varies with the attributes of the transactions, then the objective
is to align transactions with the differential competencies of governance struc-
tures to effect an economizing result.

2.3.3. The trade-offs

The main market and hierarchy trade-offs involve comparative assessments
of adaptability, incentive intensity, and bureaucracy. Markets are superior in
autonomous adaptability respects, employ high-powered incentives, and
are less subject to bureaucratic distortions. Hierarchies enjoy the advan-
tage in bilateral and multilateral adaptability respects, work out of lower-
powered incentives, and are beset by intertemporal bureaucratic distor-
tions. Hybrids are located in between. As set out in Chapter 4, the least
cost made of governance varies systematically with the attributes of trans-
actions.

3. Reputation Effect Mechanisms

Complete contingent claims contracting is widely conceded to be cognitively
impossible (Radner, 1968), whence "markets for most future commodities do
not exist" (Arrow, 1983, p. 123). Might, however, the limitations of fully
comprehensive contracting be relieved by devising contract supports that
permit nearly comprehensive contracting, thereby to preclude the need for
hierarchical governance?

I deal in this section with successive refinements to the reputation effect
mechanism. I begin with a sketch of how the mechanism operates, next exam-
ine some of the limits to which reputation effects are subject, and then inquire
into "What's going on here?"

3.1. Successive Refinements

David Kreps's article on "Corporate Culture and Economic Theory" deals
so much with reputation effects that I originally thought that the article should
have been titled "Reputation Effects and Economic Theory—With After-
thoughts on Corporate Culture." I will come back to this in Section 3.3, but
begin with a brief sketch of the reputation effect argument.
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The thrust of the reputation effect literature is that spontaneous or nearly
spontaneous governance will do the job. Kreps develops the argument in three
stages: repeated contracting between an unchanging buyer and seller; repeated
contracting between a series of buyers and an unchanging seller; and repeated
contracting between a series of buyers and a succession of sellers.

The basic setup is a one-sided version of the Prisoners' Dilemma game,
in which there is a sequence of two moves on every play of the game. First,
Party A decides whether to put himself at hazard ("trust B") or not ("do not
trust B"). If Party A accepts the hazard, then Party B decides whether to take
advantage of A ("abuse A's trust") or not ("honor A's trust"). The payoffs
are such that the joint gain is maximized by the trust/honor outcome. But
since B's immediate gains are maximized if he abuses A's trust, the no trust/
no trust result will obtain if played as a one-shot game.

Kreps, however, postulates a repeated game in which there is a high
probability that each round will be followed by another. This changes the
analysis "dramatically" (Kreps, 1990a, p. 102). If, for example, A says to B,
"I will begin by trusting you, hoping that you will honor that trust. Indeed, I
will continue to trust you as long as you do not abuse that trust. But if ever
you abuse that trust, I will never again trust you," if B hears and believes
that statement, and if the game is played repeatedly (with high probability),
then the honor-trust arrangement is self-enforcing (Kreps, 1990a, p. 103).

The argument can be extended, moreover, to a sequence of A's who must
decide whether or not to trust a single trading partner B. Assuming that the
experience of the most recent trade is known to all potential A's on the next
round and that all A's follow the rule that none will trade if trust is ever
abused, the argument generalizes to include this possibility. Indeed, a further
extension is possible by creating a succession of B's in which each successor
B buys the reputation of his predecessors. If all have honored trust, then the
capitalized value of the firm will reflect this high trust reputation. This gives
each successive owner the incentive to continue to honor trust, since to do
otherwise would be to destroy the reputation and the capitalized value of the
firm would reflect this loss at the next sale.

Milgrom, North, and Weingast (1990) push beyond the Kreps formulation
to consider many A's and many B's in many periods. They accomplish this
by creating a court that serves as a central repository for reputation and metes
out penalties in the event that a party defects from the cooperative outcome.
Milgrom et al. interpret the institution of the medieval law merchant as having
these purposes.

As Milgrom et al. describe it, "the role of the judges in the system, far
from being substitutes for the reputation mechanism, is to make the reputation
system more effective as a means of promoting honest trade" (1990, p. 3).
They argue that, because it is too costly to keep everyone informed in a large
community of traders, "the system of private judges is designed to promote
private resolution of disputes and otherwise to transmit just enough informa-
tion to the right people in the right circumstances to enable the reputation
mechanism to function effectively for enforcement" (Milgrom et al., 1990,
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p. 3; emphasis in original). They furthermore aver that "the kind of costs
incurred by the [Law Merchant] system are inevitable if Honest trade is to
be sustained in the face of self-interested behavior and that the system seems
well designed to keep those costs as low as possible" (1990, p. 16; emphasis
in original).

3.2. An Assessment

Kreps recognizes that his is a very simple setup and offers a number of
qualifications. For one thing, he concedes that there are many possible equilib-
ria. More importantly, the argument assumes that A knows what action B has
taken, If instead A only observes his own payoff, and if this payoff is not
deterministic but is probabilistic, then A has to decide whether a bad outcome
is due to .B's defection or is explained by an unlucky draw. Faced with "noisy,
indirect observations, the problem of finding self-enforcing arrangements is
vastly more complicated" (Kreps, 1990a, p. 105). Moreover, unforeseeability
further compounds the difficulties: "by definition, it cannot be clear ex ante
precisely what is called for in a contingency that ex ante has not been foreseen"
(Kreps, 1990a, p. 124).

Bernard Williams also expresses reservations over game theoretic treat-
ments of trust. The most important of these take the form of cognitive limita-
tions. Not only are people (1) "imperfectly informed, both about other people's
preferences and about their assessment of probabilities," but (2) this limitation
may itself be imperfectly understood, (3) "the acquisition of such knowledge
may be variously impossible [or] expensive . . . [and could] raise more ques-
tions, and generally confuse the issue," and (4) there is a "very significant
limit, for social as well as cognitive reasons, on the recursive complexity of
possible calculation" (Williams, 1988, p. 4).

Yet additional reasons to be skeptical of the purported efficacy of reputa-
tion effect mechanisms—even in simple situations of the repeated game kind,
a fortiori in more complicated circumstances—include the following.

1. Communication. That A may know he was cheated is one thing. But
if A cannot communicate this condition accurately and without cost
to other members of the population of which he is a part, then the
reputation effect mechanism is degraded. The limits of languages
are real.

2. Hubris. Hubris can further complicate the problem. If An imagines
himself to be more clever than An _ 1 and if An _ 1 reports that he
has been cheated, then An may discount that experience and explain
it as "contributory negligence." If, upon projecting that he is more
clever, An contracts with B, that compromises the mechanism whereby
B is assuredly penalized.

3. Forgiveness. Successor B's, moreover, may plead for mercy: They
should not be held responsible for the sins of their fathers, especially
if they are prepared to denounce their forebears and "promise" not
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to repeat the deceit. The reputation effect mechanism is weakened if
forgiveness results.

4. Complexity
a. How is a reputation to be assigned when many individual and

composite decisions are being made by many different managers in
each of the trading entities in question? How does self-enforcement
carry over to these?

b. Also, which relates to but goes beyond Kreps's concern with prob-
abilistic outcomes, what is to be done if performance is multidimen-
sional and, period by period, goods and services are changing rather
than identical?

5. Scaling up. Unlike the owner-operator succession of B's that Kreps
describes, most firms are not owner-operated. What is the basis for
scaling up the powerful incentive effects of the reputation effect mech-
anism in the owner-operator context to apply to the large, diffusely
owned, hierarchical enterprise?

6. Strategic concerns
a. Additional complications intrude if the A's are rivals and an A

chooses to reveal his experience with B in an incomplete or dis-
torted manner, thereby to disadvantage his rivals (Williamson,
1975, p. 36).

b. What is to be done if reputation is strategically built up in contem-
plation of "milking" the reputation over a long trading interval
(Shapiro, 1982)?

7. Penalties
a. The reputation effect argument would be made more credible if

it were supported by penalties. Thus, although it is rational for A
to assert that once he has been cheated by B that he will never
again deal with B, might an individual A waver in his resolve?
Such weakness of will by A would be deterred if immediate and
automatic penalties were applied to A should he ever respond to
being cheated by subsequently offering trust.

b. Inasmuch as successor A's are subject to hubris and may be even
more susceptible to forgiveness or weakness of will, the use of
penalties to deter successor A's from dealing with a cheating B is
even more important.

c. Penalizing A's for offenses by B is convoluted. Surely it is easier
and comports more with "justice" to prohibit a cheating B from
ever doing business again than to police the entire population of
A's. (All mechanisms that eschew the obvious are suspect.)

Additional concerns are posed by the Milgrom et al. setup. Most
importantly, there is no demonstrated correspondence between the
Theoretical Law Merchant (TLM) system that they describe and any
Actual Law Merchant (ALM) system in the historical record. But
even their TLM system is deeply problematic.
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8. Milgrom et al. describe the Law Merchant and the Law Merchant
system interchangeably. The Law Merchant system is evidently the
collection of geographically dispersed Law Merchants. How the system
is apprised of the contents of each of the parts is never mentioned,
much less developed. Scaling up from the individual Law Merchant,
who is in possession of the totality of the historical record and has
full recall of all of the nuances, to a geographically dispersed set of
Law Merchants, who are in imperfect correspondence with one an-
other, is an ambitious move.

9. The subset of products and organizations that satisfy the parameter
values for which the Law Merchant System strategy is a sequential
equilibrium strategy is never described. In the absence of indications
to the contrary, the TLM is presumably meant to apply quite generally.
But then issues 1 through 6 above need to be addressed.

10. One of the attributes of the TLM is that the Law Merchant is never
called upon to settle a dispute in equilibrium (Milgrom et al., 1990,
p. 15). Like the Maytag repairman, the TLM merely reports period-
by-period that there have been no breakdowns. The record, however,
shows that Actual Law Merchants were presented with disputes and
did give decisions. What were the characteristics of these transactions
and what explains the breakdowns?3

To be sure, none of this poses difficulties for what Milgrom et al. character-
ize as their "core contention"—namely, that "institutions sometimes arise to
make reputation effect mechanisms more effective by communicating informa-
tion" (1990, p. 19). If, however, the nearly spontaneous institutional response
described by Milgrom et al. is very limited in its efficacy, what other mecha-
nisms are available and how do they work?

3.3. What's Going on Here?

Reputation effect mechanisms are no exception to the general proposition
that all theories of economic organization must eventually be confronted by
the realities.4 Among the more intrusive realities of the organizational land-

3. If an examination of the record does not support the conclusion that "both players play
cheat" (Milgrom et al., 1990, p. 11) after a query discloses that one of the players has an outstand-
ing judgment, then what is to be concluded about the design and operation of ALM? Why do
the ALM and TLM differ?

4. Herbert Simon used to ask his students in mathematical social science to disengage from
the model periodically and engage in "reality testing." In a similar spirit, Tjalling Koopmans has
urged that "we have to exploit all of the evidence that we can secure, direct and indirect . . .
[including] opportunities for direct introspection by, and direct observation of, individual decision
makers" (1957, p. 140).

Anecdotal evidence regarding reputation effects is pertinent to, although hardly dispositive
of, the purported efficacy of reputation effects. Consider Carl Shapiro's experience in Franklin
Fisher's econometrics class at MIT
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scape is that a very large fraction of economic activity is organized in large,
diffusely owned, hierarchical forms of organization. What explains this?

One possibility is that firms are reputation effect mechanisms—no more
and no less. The Kreps argument that successor B's buy the capitalized value
of the reputation of their predecessors interprets the firm in this way. But
that works only for small firms and concentrated ownership. What's going on
in the large, diffusely owned corporation?

Kreps is sensitive to this last query and introduces "focal points" and
"corporate culture" to explain how reputation effects infuse confidence in
trades within and between large, hierarchical, diffusely owned organizations
in the face of unforeseeable contingencies. The creation and inculcation of a
corporate culture is viewed as a defining attribute of a corporation, which

When I was a graduate student at M.I.T., the required econometrics course had a
reputation of truly testing—and surely frightening—all aspiring economists at M.I.T.
Along with the associated econometrics project, it was rightly viewed as a centerpiece
of the graduate program. At the helm in this econometrics class was the more-than-
slightly intimidating Professor Franklin Fisher.

If you know fear, you can imagine the mood of the class as we shifted in our
seats while Professor Fisher prepared to return our graded midterm exams to us. This
mood was hardly lightened as Professor Fisher proceeded to explain the intricacies
hidden in the exam questions, which the bulk of us had failed to fathom. Apparently,
our collective performance was the weakest he had seen in his many years teaching
econometrics at M.I.T.

The effort exerted by the class in the wake of this midterm disaster was truly
impressive. And by the time the final arrived, we really had learned a lot about
econometrics. Only later did we learn that every class was treated to the same perfor-
mance after the midterm. (Shapiro, 1989, p. 131)

If, however, MIT graduate students, who are in direct personal contact with one another
and have keen interests in sharing relevant educational experiences, are unable to communicate
such traumatic events from one year to the next, what reputation effects did they share? Is there
a lesson for reputation effects more generally?

Or consider the embezzler who was able to move from one embezzled job to another,
sometimes because the new employer did not do a background check, but sometimes because
previous employers would help the embezzler to secure new employment, thereby to improve
his prospects of paying off the outstanding judgments that they had against him.

To my astonishment, one faculty member (not Franklin Fisher) reacted to the MIT anecdote
by asserting that the conditions described were "optimal." For that to be true, the participants
in the education game (Franklin Fisher, other MIT faculty, first-year MIT graduate students,
advanced MIT graduate students) must understand that (1) Fisher's course warrants a dispropor-
tionate share of graduate student effort, (2) this can be most efficiently realized by recourse to
midterm terror, (3) it is in the interests of all to support this result by maintaining a wall of
silence, and (4) anyone who breaks the wall of silence will be sanctioned.

One implication of this scenario is that the Spring 1989 issue of the Rand Journal has been
banned to first-year students at MIT (and incoming students who know of the anecdote somehow
wash it from their minds). If, however, public knowledge has irretrievably resulted, then presum-
ably the terror to which Franklin Fisher had access is no longer effective and Carl Shapiro has
been severely sanctioned (as a warning to others).

The above is so tortured that I offered to sell the Brooklyn Bridge to the faculty member
who advanced it. My purpose in relating this, however, is different: since economists can always
invent ways to resuscitate spontaneous rationality, it is important to add one proviso: only plausible
accounts gel a hearing.
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attribute influences both the terms and the types of intrafirm and of interfirm
trade. Among the properties that Kreps ascribes to corporate culture are
(1) "consistency and simplicity being virtues, the culture/principle will reign
even when it is not first best"; (2) culture should be aligned "with the sorts
of contingencies that are likely to arise"; and (3) culture evolves through
"evolutionary adaptation" (Kreps, 1990a, pp. 127-29).

Kreps's reference to simple rules is a concession to the limits of ascribing
nuanced reputation effects to individual managers in large corporations.5 The
discriminating alignment to which Kreps refers is also a major concession and
moves the argument in the direction of transaction cost economics—which
urges that transactions be aligned with governance structures (of which reputa-
tion effects are one) in a discriminating way.6 Also, Kreps's remarks about
the creation and preservation of corporate culture opens up a role for the
careful screening and social conditioning of the membership (or at least the
reputation-relevant subset thereof). This moves further in the direction of
hands-on governance. The main thrust of the Kreps argument, however, is
that the large, diffusely owned corporation works through reputation effect
mechanisms.

I do not disagree that reputation effects are operative in large corporations.
It would be a mistake, however, to conclude that reputation effect mechanisms
explain most of economic organization. By this I do not mean to disparage
the considerable intellectual feat whereby reputation effect mechanisms are
successfully extended from simple repeated games between unchanging A and
B, to many A's with unchanging B, to many A's and a sequence of B's, to
many A's and B's in many periods, to hierarchy defined by corporate culture.
But the plausibility test that I proposed at the outset asks that we inquire into
(1) the feasibility and (2) the applicability of thin rational constructions.

As discussed in Section 3.2, many reputation effect mechanisms are want-
ing in feasibility respects. Furthermore, reputation effect mechanisms make
little or no contract with the contract law and trade-off issues discussed in
Section 2.3. (Game theoretic treatments do not, at present at least, invite
attention to these matters.)

Thus, Milgrom et al. claim that their model is applicable to any system
of organization that attempts to promote "Honest trade . . . in the face of self-
interested behavior" (1990, p. 16). But that is mistaken. Their claim implicitly
assumes that exchanges take place between autonomous traders. But why
should the examination of economic organization be so constrained? Why
the preoccupation with markets to the exclusion of hierarchy? And when
hierarchy is introduced, as it is in the later stages of Kreps's article, why treat
hierarchy as merely another form of reputation effect mechanism?

5. By contrast, Eugene Fama's treatment of "ex post settling up" within the large corporation
projects highly nuanced internal reputation effect mechanisms (Fama, 1980).

6. As I interpret the work of Masahiko Aoki (1988,1990) in Chapter 12, the relation among
Japanese banks that own, finance, and control Japanese business enterprises appears to be one
in which reputation effects are very strong. Failure of a "main bank" to assume its burdens in
the context of this banking relation would elicit strong reputation effect penalties.
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Because spontaneous governance analysis rarely asks the question
"What's going on here?"—or, if it is raised, answers it in attenuated ways—
hierarchy is neglected and/or delimited. Intentionality gets short shrift when
the mechanisms drive the phenomena rather than the reverse.7

4. Sequential Short-Term Contracting

The sequential short-term contracting argument begins by "solving" the prob-
lem of economic organization by postulating the efficacy of sequential short-
term contracts, next concedes that this is costly, and finally reverts to hands-
on governance as a remedy. This is an interesting exercise both on its own
merits and because it purports to correct a "defect" in earlier transaction cost
economics arguments.

4.1. The Hands-Off Theory

The argument that a succession of short-term contracts can implement the
first best for a complete long-term contract turns on six assumptions: (1)
public outcomes are costlessly known to principal, agent, and arbiter; (2) the
contracting horizon is finite; (3) agents can borrow and save at a secure bank;
(4) there is common knowledge of technology; (5) there is common knowledge
of preferences over action-payment streams; and (6) the utility frontier is
decreasing (Fudenberg, Holmstrom, and Milgrom, 1990). Subject to those
conditions, Fudenberg et al. show that "If there is an optimal long-term contract,
then there is a sequentially optimal contract, which can be implemented via a
sequence of short-term contracts" (1990, p. 21, emphasis in original).8

7. As set out above, I concur with Hayek's view that the central problem of economic
organization is that of efficient adaptation. Although reputation effects are supporting mechanisms
for effective adaptation for both markets and hierarchies under such a conception, they play
minor roles in comparison with autonomy and fiat (supported by classical and forbearance contract
laws, respectively). That at least is my contention. The proof is in the refutable implications to
which alternative "main case" theories of economic organization lead and in their correspondence
with the data.

8. The argument works off of the Optimality Principle of Dynamic Programming. Kreps
provides a succinct summary as follows:

In the final stage of any transaction, the assumptions guarantee that an efficient arrange-
ment will be reached. Move back to the penultimate stage. Because the two parties
are farsighted, they know what arrangements will arise in the final period, and they know
those arrangements will be efficient. Because they are risk neutral, any redistribution of
wealth that will take place in the final round of arrangements can be "undone" at the
current stage. Applying the no-bargaining-costs assumption again, they achieve an
efficient arrangement concerning the penultimate round of actions, and so on. They
can work back to the start of the transaction, and their short-term agreements will
guarantee efficient actions all the way along.

All of Milgrom and Roberts' assumptions play a role in this argument, but two
deserve special highlighting. The assumption that the two parties are rational (in
particular, farsighted) is crucial, and it reinforces the importance Williamson attaches
to human factors. The assumption that enforceable short-term contracts can be reached
is crucial. (1990b, p. 760)
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The infeasibility of complete long-term contracting is widely conceded.
The Fudenberg et al. conditions being very stringent, one might conclude that
a complete sequence of short-term contracts is infeasible also. That is not,
however, the Milgrom and Roberts position. They contend that complete
sequential short-term contracting is feasible and illustrate the way in which
sequential short-term contracting would work by describing the supply relation
between Fisher Body and General Motors as follows:

In the first period, the parties reach an agreement about plant size and design
(investments in specialized assets . . .). . . .In the second period, the parties
negotiate prices, possibly a fixed transfer payment, quality standards, and a
delivery schedule . . . in full knowledge of the circumstances then prevailing
(e.g., current model year body designs, demands for various models, the costs
and availabilities of steel and substitute materials, and so on . . .). (1990a,
p. 68, emphasis added)

Feasibility having been asserted, if not established (see below), Milgrom
and Roberts contend that transaction cost economics errs in its claim that
transactions are removed from markets and organized internally because of
the hazards associated with incomplete contracts of a bilaterally dependent
(asset-specific) kind. The real reason for internal organization is that a feasibly
complete sequence of short-term contracts is prohibitively costly.

4.2. An Assessment

Although the Fudenberg et al. article is an intellectual tour de force, the main
lesson, I submit, is that sequential short-term contracting is a very ambitious
process and that the incompleteness with which long-term contracts are beset
is rarely saved by reverting to a series of complete short-term contracts. As
indicated, however, Milgrom and Roberts contend otherwise.

Milgrom and Roberts develop the ramifications of Fudenberg et al. by
contrasting sequential short-term contracting with transaction cost economics.
The basic transaction cost economics argument, as they see it, is that "oppor-
tunistic behavior, imperfect long-term contracting, specialized assets, and un-
certainty about the future . . . are sufficient to prevent a market arrangement
based on a series of short-term contracts from yielding an efficient outcome"
(Milgrom and Roberts, 1990a, p. 66).

That is a truncated characterization of transaction cost economics. Con-
spicuously omitted from the list of features on which transaction cost econom-
ics relies is any mention of bounded rationality. Since bounded rationality and
opportunism are the two key behavioral assumptions to which transaction
cost economics repeatedly refers, that could be—and is—a serious omission.

Note in this connection that bounded rationality does not imply myopia.
To the contrary, transaction cost economics assumes that parties to a contract
are farsighted. The lesson of bounded rationality, for the purposes of con-
tracting, is that "all forms of comprehensive contracting (with and without
private information) . . . [are relegated] to the infeasible set" (Williamson,
1988d, p. 68, emphasis added). As my discussion of franchise bidding for
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natural monopoly indicates, that applies to recurrent short-term contracts as
well as to incomplete long-term contracts (Williamson, 1976, pp. 79-91). In-
deed, it is precisely because all complex contracts are unavoidably incom-
plete that "The study of structures that facilitate gapfilling, dispute settlement,
adaptation, and the like . . . become part of the problem of economic organiza-
tion" (Williamson, 1989c, pp. 139-40).9

The obvious answer to the query as to whether the Fudenberg et al.
assumptions are reasonable is to admit that common knowledge is a very
expansive assumption. Absent that, costless enforcement cannot be presumed.
But suppose that third-party enforcement issues are set aside. Is common
knowledge reasonable even between the immediate parties? And how short
is short in their scheme of things?

Common knowledge of the full set of circumstances relevant to complex
trade is, I submit, a rarity (if not the null set). Even with respect to technology,
which has the appearance of being well-defined and intrinsically knowable,
Michael Polanyi reports that

The attempt to analyze scientifically the established industrial arts has every-
where led to similar results. Indeed even in the modern industries the indefin-
able knowledge is still an essential part of technology. I have myself watched
in Hungary a new, imported machine for blowing electric lamp bulbs, the
exact counterpart of which was operating successfully in Germany, failing
for a whole year to produce a single flawless bulb. (1962, p. 52)

The Milgrom and Roberts discussion of technology in the GM-Fisher
Body context admits to no such deficiencies. Firm-specific investments can be
precisely described and will be implemented exactly as stipulated. Not only
is there faithful execution (suppliers do not say one thing and do another),
but there is no learning-by-doing—or, if there is, the contracting interval is
collapsed appropriately. More generally, the details that would implement
full knowledge of even the listed characteristics in the Milgrom and Roberts
contract are truly stupendous. Milgrom and Roberts' short list of full knowl-
edge attributes conveniently ends with the encapsulating phrase "and so on."
Such elastic language will not, however, serve the full knowledge needs of
General Motors and Fisher Body—which firms would need to be concerned
with detail after endless detail. Furthermore, the interval over which the
GM-Fisher Body short-term contract would operate is obscure not merely
because specialized investments typically have indefinable qualities (see
above), but also in adaptation respects. Possibly the reference to "the first
period" and to "current model year body designs" implies that the interval
is for a year. To suggest, however, that actions and transfers can be stipulated
for such an interval—whereupon no gaps, omissions, errors, and the like would
arise, hence no unprogrammed bilateral adaptations would be required—is
implausible.

9. Albeit without making express reference to contracting, Simon makes the following
related point: "ft is only because individual human beings are limited in knowledge, foresight,
skill, and time that organizations are useful investments for the achievement of human purpose"
(Simon, 1957b, p. 199).
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4.3. What's Going on Here?

As Joan Robinson once remarked, it is unsurprising when a rabbit is pulled
out of a hat into which it has just been placed. If the feasibility claim on which
Milgrom and Roberts rely is a rabbit, in that the real lesson of Fudenberg et
al. is that the strong assumptions of their model are tantamount to infeas-
ibility,10 then complete, sequential short-term contracting is not a feasible
contender.

Suppose, however, that the feasibility of complete, sequential short-term
contracting is granted. What then? Milgrom and Roberts advise that the
key to understanding economic organization is not to be discovered in the
behavioral assumptions, the attributes of transactions, the focus on adaptations
(of types A and C), the contract law supports on which governance structures
rely, and related transaction cost economizing arguments. Instead, "bargaining
costs" are the key to understanding economic organization, where bargaining
costs are defined very expansively "to include the opportunity costs of bargain-
ers' time [B1], the costs of monitoring [B2] and enforcing [B3] the agreement,
and any costly delays [B4] and failures [Bs] to reach agreement when efficiency
requires that parties cooperate" (Milgrom and Roberts, 1990a, p. 72).

To be sure, they argue—as transaction cost economics has recognized
from its inception (Coase, 1937)—that the limits of internal organization as
well as the limits of markets need to be established. Milgrom and Roberts
argue in this connection that hierarchies differ from markets in that they rely
on authority and they trace the limits of authority to the impossibility of
selective intervention and related "influence costs." They further remark that
"received transaction-cost theory leaves unclear why market transactions are
ever to be preferred to nonmarket ones" (1990a, p. 70, emphasis in original).
Finally, they explain that bilateral dependencies "cause bargaining costs."
That purportedly explains why transaction cost economics, which emphasizes
that bilateral dependency is a result of asset specificity, has had good predictive
success (1990a, p. 74, emphasis in original).

My own sense is that bargaining costs are a subset of transaction costs.
Arrow's characterization of transaction costs as the "costs of running the
economic system" (1969, p. 48) is, I think, a more useful and natural way to
proceed. Bargaining costs, measurement costs, and maladaptation costs are
all subsumed in this definition.11

Unless, moreover, "received transaction-cost theory" refers to pre-1985
work, for which there is no indication, the Milgrom and Roberts claim that
transaction cost economics has never explained why market transactions are
ever preferred to nonmarket ones is mistaken. As I have explained elsewhere
(Williamson, 1985b, chap. 6) and in Section 2.3 above, the impossibility of
selective intervention is responsible for limits on firm size and precludes firms

10. See the list of six assumptions in the text accompanying n. 7 as well as Kreps's assessment
in n. 8. See also Hadfield, 1991.

11. Recall that Arrow described market failure as a more general category than externality
and that transaction cost is a still broader concept (Arrow, 1969, p. 48).
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from replicating the high-powered incentives of markets. Also, the fact that
bilateral dependencies are responsible for transaction costs (including bar-
gaining costs) is not adventitious. This condition and its origins in asset speci-
ficity have been featured in the transaction cost literature for many years
(Williamson, 1971, 1975, 1979b, 1985b, 1988d; Klein, Crawford, and Alchian,
1978; Grossman and Hart, 1986).

Note, moreover, that Milgrom and Roberts fail to mention the important
role of contract law differences as these relate to the efficacy of alternative
generic forms of governance. As discussed in Chapter 4, contract law differ-
ences play a vital role in supporting the discrete structural differences between
market and hierarchy. Also, Milgrom and Roberts never identify the unit of
analysis. That the transaction is the appropriate unit of analysis, that the unit
of analysis needs to be dimensionalized, and that a discriminating alignment
between transactions and governance structures plays a central role in the
economics of organization are all omitted from their construction.

Lest I be misunderstood, I hereby concede—indeed, insist—that it can
be useful to suspend bounds on rationality for theoretical purposes (witness
the Arrow-Debreu model). Express provision for bounded rationality never-
theless needs to be made when theory gives way to a comparative institutional
assessment of alternative feasible forms of governance.12 Organization forms
that make impossible demands on limited cognitive competence are properly
excluded from the latter exercise because they do not satisfy the feasibility
stipulation. Upon recognizing that all complex contracts are unavoidably in-
complete (because of bounded rationality), that contract as promise is fraught
with hazard (because of opportunism), and if the central problem of economic
organization is that of adaptation, then the object of economic organization
reduces to the following: adapt to disturbances (of both autonomous and
bilateral kinds) in ways that economize on bounded rationality while simulta-
neously safeguarding the transactions in question against the hazards of op-
portunism. Greater degrees of intentional governance appear as the need for
bilateral adaptability increases, ceteris paribus.

5. Socialist Economic Organization

5.1. The Hands-Off Tradition and Critique

Most efforts by economists to understand socialist economic organization
have been normative and have operated out of a hands-off governance orienta-
tion. Two such efforts are considered here: the early socialist controversy and
more recent proposals for financial reform

5.1.1. The socialist controversy

The socialist controversy of the 1930s pitted the critics of socialism (Ludwig
von Mises and Friedrich Hayek) against its proponents (Oskar Lange and

12. See n. 8.
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Abba Lerner). Abram Bergson reviewed that controversy and concluded that
von Mises, who disputed the logic of socialism, was mistaken: the necessary
logic was already present in the theoretical work of Pareto and Barone (Berg-
son, 1948, p. 446). Hayek's more limited challenge to the practicability of
socialism was likewise disputed:

there can hardly be any room for debate: of course, socialism can work.
On this, Lange certainly is convincing. . . . [Moreover], the Soviet planned
economy has been operating for thirty years. Whatever else may be said of
it, it has not broken down. (Bergson, 1948, p. 447)

Indeed, Joseph Schumpeter had advanced similar views previously. His re-
sponse to the question "Can socialism work?" was emphatic: "Of course it
can" (Schumpeter, 1942, p. 167). Not only did the success of the Soviet planned
economy speak to this—"I have been over into the future and it works"
(Steffens)—but "There is nothing wrong with the pure theory of socialism"
(Schumpeter, 1942, p. 172).

Working out of welfare economics premises, the optimum conditions
for socialist economic organization to realize efficiency were summarized as
follows: "The total cost incurred in the production of the optimum output
would be at a minimum and, in the optimum, price must equal marginal cost"
(Bergson, 1948, p. 424). Moreover, there was widespread confidence that this
formulation could be implemented (Schumpeter, 1942, chap. 16-17). Abba
Lerner is reported to have gone to Mexico to see Trotsky "to persuade him
that all would be well in a communist state if only it reproduced the result
of a competitive system and prices were set equal to marginal cost" (Coase,
1988a, p. 8).

To be sure, there were nagging problems—such as incentives, controls,
and bureaucracy. Although these repeatedly surfaced, they were never system-
atically addressed. Mainly, they were assumed away. Thus, Bergson observed
with respect to incentives that "Provided the question of controls could be
disposed of satisfactorily, our impression is that the question of managerial
incentives would not present any serious difficulties" (Bergson, 1948, p. 435).
But inasmuch as "control plays no role in the socialist controversy" (Ward,
1967, p. 37), the control proviso was never assessed. That is an egregious
lapse—since managerial incentives in large enterprises are assuredly ineffec-
tive unless supported by effective controls.

Even more telling is Lange's treatment of bureaucracy:

There is also the argument which might be raised against socialism with regard
to the efficiency of public officials as compared with private entrepreneurs
as managers of production. Strictly speaking, these public officials must be
compared with corporation officials under capitalism, and not with private
small-scale entrepreneurs. The argument thus loses much of its force. The
discussion of this argument belongs to the field of sociology rather than of
economic theory and must therefore be dispensed with here. By doing so we
do not mean, however, to deny its great importance. It seems to us, indeed,
that the real danger of socialism is that of a bureaucratization of economic
life, and not the impossibility of coping with the problem of allocation of
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resources. Unfortunately, we do not see how the same, or even greater, danger
can be averted under monopolistic capitalism. Officials subject to democratic
control seem preferable to private corporation executives who practically are
responsible to nobody. (1938, pp. 109-10)

Thus, although Lange avers that the key problem of socialism is not that
of efficient resource allocation but of bureaucracy, bureaucracy is dismissed
because (1) it is beyond the competence of economists to deal with bureau-
cracy, and (2) a comparison of capitalism and socialism in bureaucratization
respects reveals that bureaucratization is of equal or greater danger under
capitalism. How the latter conclusion was reached is not disclosed. Subsequent
work on socialist economic organization followed Lange's lead—whence prob-
lems of bureaucracy were thereafter ignored.13 With the benefit of hindsight,
that was a fateful fork in the road.

5.1.2. Feasible financial reform

An extensive hands-off literature on socialist economic organization has devel-
oped since Bergson summarized the status of the debate in 1948. Indeed,
hands-off socialism has remained the main tradition. I focus here on one of
the most recent contributions: D. M. Nuti's proposal for financial reform.

One of the remarkable and little remarked differences between capitalism
and socialism is that capitalist economic organization is subject to discipline
from competition in the capital market. To be sure, the efficacy of these
competitive forces has long been questioned (Berle and Means, Greenwald
and Stiglitz). Capitalism is nonetheless judged to have the advantage over
socialism in capital market respects—in that spontaneous controls from this
sector do operate while socialism relies preponderantly on hands-on planning.
Nuti observes in this connection that "the role of financial markets and their
possible features under a socialist system have been conspicuously neglected
from the time of Enrico Barone (1908) through such modern treatises as Alex
Nove (1984)" (Nuti, 1989, p. 87). His article on "Feasible Financial Innovation
under Market Socialism" (1989) proposes to relieve this disparity.

Nuti advances a three-part program of financial innovation. Stage I is
designed to revalue assets to reflect true economic values. Stage II introduces
"a kind of 'slow motion' stock market" in which state agencies, but not
individuals, can buy and trade shares (Nuti, 1989, p. 98). An options market

13. Moreover, while bureaucratization may have been the "real danger," Lange contends
that the "real issue in the discussion of socialism . . . is whether the further maintenance of the
capitalist system is compatible with economic progress" (Lange, 1938, p. 110, emphasis in original).
The remarkable innovative performance of the past two centuries notwithstanding (Lange, 1938,
p. 1ll), capitalist energies were purportedly spent. Having reached the monopoly stage of capital-
ism, the absence of competition allows the capitalist to forsake innovation in favor of a more
conservative purpose: avoid innovation because it reduces the value of existing investment (Lange,
1938, pp. 112-15). Small-scale industry and farming aside (where "real competition still prevails"),
socialism is declared to be the "only solution available" (Lange, 1938, pp. 120-21). Interestingly,
this last conclusion is a comparative one and presumably rests, in part at least, on the sanguine
assessment of bureaucracy that Lange had reached earlier. For a related critique, see Richter, 1990.
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is created in Stage III, the object being to permit individuals "to benefit from
their ability to identify above- or below-average performing enterprises in
spite of being excluded from ownership and control" (Nuti, 1989, p. 102).

Interestingly, the efficacy of these financial innovations rests on what Nuti
refers to as a "successfully reformed" socialist economy, the entire discussion
of which is covered in two sentences of text

[Enterprises are engaged in production and trade through contractual rela-
tions with other state agencies, while planning is confined to macroeconomic
policies and truly parametric (that is, non-enterprise specific) instruments for
the central manipulation of market signals. Sectoral policies can be undertaken
by the government, but sector-specific subsidy on tax differentials must be
applied by the government consistently and predictably. (Nuti, 1989, pp. 94-95,
emphasis added)

My discussion of the Nuti program focuses on Stage I and on the above-
described conditions for successful reform. Consider the latter.

Two things are noteworthy about the successfully reformed socialist econ-
omy described by Nuti: (1) the description is very brief, and (2) Nuti is
evidently very sanguine as to its efficacy. Lacking institutional supports, the
prescription appears to assume the abolition of opportunism by agencies
of the state. That simplifies the organizational design problem enormously
(Hurwicz, 1973).

The key features on which Nuti relies are parametric instruments that
are manipulated by a central authority in a consistent and predictable way.
That is tantamount to credible selective intervention. Unless, however, the
absence of opportunism can be credibly ascribed to central authorities, that
is implausible: the same impossibility of selective intervention that applies
within firms applies likewise to governments.14 Accordingly, the Nuti setup
is Utopian.

But assume otherwise, since to introduce feasible financial innovations
into an infeasible system is without purpose. Suppose, arguendo, that the
central authority behaves as Nuti prescribes, whence opportunism is concen-
trated entirely in the enterprise sector. Will Nuti's asset revaluation scheme
work even in these idealized circumstances?

The capital revaluation scheme proposed by Nuti has the purpose of
bidding assets up to their full valuations. It invites the managers of a state
enterprise or interested outsiders (mainly other state enterprises) to announce
a valuation of the assets of the enterprise different from book value. The

14. It could be argued that central authorities have less incentive to a manipulate strategi-
cally because they cannot participate as directly as can managers of firms in the disposition of net
receipts. As the history of central controls records, however, indirect ways for central authorities to
participate are numerous, convoluted, and important.

Suppose, for example, that the strategic manipulation of price signals by planners could
somehow be annihilated. There are many other ways to favor and disfavor clients. For example,
unless the government sector is very small in relation to the economy, planners can influence
outcomes through their procurement decisions. Also, the administration of justice—in disputes
between firms or disputes between firms and the government—can be tilted. And the administra-
tion of controls—priorities, quotas, exemptions, audits, etc.—is subject to manipulation.
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announcement of a higher value by an outside enterprise must either be met
by a revaluation by the incumbent management or the assets must be sold to
the high bidder. In either event, the added value is treated as a profit and is
taxed at a rate that exceeds that on operating profit. "Alternatively, or at the
same time, any profit-linked bonus for managers and staff is calculated at a
lower rate for that part of the enterprise profit which is due to the revaluation
of existing assets" (Nuti, 1989, p. 95). Nuti contends that Stage I provides
both "a continuous, nonbureaueratic, decentralized, and automatic evaluation
of enterprise capital" and "an incentive for enterprises to use their capital
equipment in the way that maximizes their valuation" (Nuti, 1989, p. 96).

But is it really so? Thus, suppose that assets have been revalued in the
manner described and that managers discover that the revaluation is excessive.
What will happen? One possibility is that managers will be held to these
values by the state and current profits will suffer. But that is not the only
possibility. For one thing, current profits could be restored if some expenses—
maintenance, research, product promotion—could be deferred without detec-
tion.15 The problems of excess valuation could thereby be pushed onto a later
generation of managers. Or accounting relief could be effected (e.g., through
a change in inventory accounting). Also, middle managers and workers whose
bonuses are adversely affected could complain, with cause, that they ought
not to be penalized for the valuation excesses of their superiors. Turn the
leaders out and start anew with a more objective valuation of the assets. And
if that appeal does not succeed, then declare bankruptcy and let the state
liquidate the assets for whatever they will bring. The problem is that if mistakes
can be externalized, by pushing them off onto others, or socialized, by pushing
them onto the state, then Nuti's valuation mechanism is seriously lacking in
credibility respects—even with a benign state.

A related (nonbenign state) problem with the mechanism is that tax
payments are made at the outset while the benefits (in the form of added
future net receipts) are delayed. How does the state convince asset valuators
that it will not tax now and tax later?

If, moreover, enterprises are subject to "mutual recrimination"—I re-
spond to your bid for my assets by bidding for your assets—and if that is
obvious to the parties, then why would tacit collusion not set in? But then if
bids are fanciful or hazardous (for the reasons given above) and/or if threats
are responded to in kind, why bother?

5.2. What's Going on Here?

An emphasis on actual, as opposed to ideal, systems of socialist economic
organization has become more prevalent as problems of actual economic

15. It might be objected that managers have incentives to defer expenses in the pre-revalua-
tion regime. That is true. If, however, deferred expenses that yield greater current profits invite
the ratcheting up of profit targets in the pre-revaluation regime, then incentives to defer will be
weaker. (To be sure, ratcheting would violate Nuti's strictures against nonparametric adjustments.
But even if the strictures are assumed to hold, the equity and bankruptcy arguments in the text
still apply.)
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reform in Eastern Europe and the Soviet Union have presented themselves.
Both Jan Winiecki and John Litwack address problems of reform not in
terms of abstract resource allocation mechanisms but as problems of de facto
property rights and ineffective (or noncredible) commitments.

5.2.7. De facto ownership

Possible social cost distortions aside, the ideal capitalist firm is relentlessly
engaged in profit maximization. That is a useful construction, especially as it
provides the micro foundations for industry analysis. But the profit maximiza-
tion hypothesis assumes away problems of managerial discretion. That is
because ideal (de jure) and effective (de facto) ownership converge under the
profit maximization construction: both in principle and in fact, control and
all rights to residual claims are concentrated on the suppliers of equity finance.

The managerial discretion hypothesis holds differently. It ascribes de facto
control to those who are knowledgeable, strategically situated, and disposed
to be active (Williamson, 1964, p. 25). Upon examination of the groups that
potentially qualify under this triple, the management in the large, diffusely
owned corporation enjoys a nontrivial degree of discretion. A similar assess-
ment of effective property rights is needed under socialism.

Ideally, property rights under socialism belong to the people. Even, how-
ever, if the leadership is originally committed to that prescription, the Iron
Law of Oligarchy shortly thereafter applies: "It is organization which gives
birth to the dominion of the elected over the electors, of the mandatories
over the mandators, of the delegates over the delegators. Who says organiza-
tion, says oligarchy" (Michels, 1962, p. 365). The questions for socialism are
(1) which groups are knowledgeable, strategically situated, and disposed to
be active, (2) with what degree of latitude, and (3) what are their predilections?

Winiecki ascribes effective control over property rights in Soviet-type
economies to the communist party apparatchiks and economic bureaucrats
(Winiecki, 1990, pp. 198-200). Under the principle of nomenklatura, according
to which appointments to managerial positions of all kinds are made upon
the recommendation and approval of the communist party, party officials
primarily appoint their friends. The principal appointment criterion is that
"of loyalty rather than managerial competence" (Winiecki, 1990, p. 198). Rent
extraction, through a system of side payments or kickbacks, proliferates.

Understandably, the party apparatchiks and economic bureaucrats have
strong incentives to resist reform in favor of the status quo (Winiecki, 1990,
p. 200). Moreover, strategically positioned as they are, party and bureaucracy
are able frequently to defeat reforms (Winiecki, 1990, p. 207). This can be
done through delay, obfuscation, selective application of rules, and the like.
But the guise of "further perfectioning" is also employed to undermine reform
(Winiecki, 1990, p. 209). "Ironically, counterreformers use the perverse results
arising from their interference as evidence of the failure of the reforms"
(Winiecki, 1990, p. 213).

Note that the language for assessing socialism and its reform has changed.
Considerations of managerial discretion predominate. Rather than the anti-
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septic language of efficient resource allocation, which is in the hands-off tradi-
tion, the relevant issues are those of subgoal pursuit, strategic behavior, waste,
bureaucracy, and the like. Managerial discretion invites students of socialism
to deal first and insistently with hands-on considerations. If the positive theory
of socialism implicates anything, it implicates hands-on administration.

5.2.2. Noncredible commitments

Litwack observes that the most common critique of Soviet reform is "the
reluctance of the leadership to decree large-scale nongovernment property
rights" (1991, p. 255). He urges, however, that the inability of the Soviet
leadership to infuse reform proposals with credible commitments is the more
serious lapse: "Soviet leaders in the USSR today would be well advised to
reallocate their energies somewhat away from the question of what to commit
to and toward the question of how to lay the institutional groundwork for
enforcing commitments" (1991, p. 274). Lacking confidence that rule changes
will persist, parties will respond to rule changes in a tentative or myopic
way: get all that you can immediately, because long-run investments will be
expropriated. The reluctance of peasants to accept long-term lease arrange-
ments in agriculture, for example, is explained by the fact that "there is a
widespread belief that one fine day the attitude [of the leadership] toward
leasing will move 180 degrees, and then it is goodbye to everything that was
earned through blood and guts" (Litwack, 1991, p 260).

Litwack examines reneging on incentive reforms both at the level of the
individual firm (1991, p. 262) and at a systemwide level (1991, p. 263). The
recent 1988 Law on Cooperation is an example. As Litwack describes it, "This
law begins with a declaration of cooperative property rights, giving cooperative
property the same legal status as state property. Furthermore, according to
this law, the taxation of cooperatives must be based on stable rates that cannot
be changed for at least a five-year period" (1991, p. 267). The new law elicited
a strong response: the number of cooperatives in the USSR increased by 5.6
times in 1988 alone (Litwack, 1991, p. 267). Problems—some in the form of
"unanticipated consequences"—quickly thereafter set in.

One unanticipated consequence was that several cooperatives recognized
that repressed inflation in the market for consumers' goods presented large
arbitrage opportunities (Litwack, 1991, p. 267).16 Arbitrage gains became the
source of popular and political resentment, however; cooperatives were ac-
cused of " 'speculating' at the expense of society" (Litwack, 1991, p. 267).
Restraints on speculation were therefore introduced. Also, tax increases, which
expressly violated the new law, were approved—although these were subse-
quently repealed in the face of protest. But there is more than one way to
skin/tax/expropriate a cooperative. Strategic price setting is one possibility:
"the prices at which cooperatives . . . purchase inputs in the government sector

16. Interestingly, arbitrage is one of the functions ascribed to firms by early Austrian theories
of the firm. Arguably, this is a very basic role for the firm to play in a primitive market economy.
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have been officially raised significantly above those for government enter-
prises" (Litwack, 1991, p. 268).

So unused is the Soviet leadership to the importance of credibility that
it "invites" investment by issuing threats.17 The paradox is that fewer degrees
of freedom can have advantages over more because added credible commit-
ments can obtain by substituting rules for discretion. A key lesson of hands-on
governance is to give and receive credible commitments. Effective economic
reform requires that reneging options be foreclosed if investor confidence is
to be realized.

5.2.3. A combined assessment

Winiecki is surely correct in giving prominent attention to property rights in
his examination of socialism. Not only does a focus on de facto property rights
help to explain economic practices and the distribution of favors in a centrally
planned economy, but such a focus also helps to identify crucial impediments
to reform. Lest reform be frustrated, apparatchiks and bureaucrats need to
be accommodated if they are to be removed. Generous retirement bonuses,
even in the amount of the discounted value of their projected future rents,
warrant sympathetic consideration.

Furthermore, the privatization efforts to which Winiecki refers need to
be accompanied by contractual assurances of credible commitment, thereby
to preclude subsequent expropriation. Otherwise, parties will be reluctant to
pay full value for extant assets, to maintain and improve those assets, and to
put durable, nonredeployable assets in place.18 The pressing need to buttress
privatization with credible commitments appears not to be well understood,
however. That is perhaps partly because the contractual approach to economic
organization has only recently taken hold.

6. Conclusions

Economists have done well by thin constructions. That economics is the queen
of the social sciences is largely because subtle, spontaneous, thin governance
mechanisms have been recognized and explicated by successive generations
of economists. That extraordinary intellectual achievement is by no means
played out, moreover. Considering the intellectual power and economic impor-
tance of spontaneous governance, economists can be expected to continue to
invest heavily in the study of "nearly" hands-off mechanisms.

There is a real tension nonetheless between thin rational accounts and
the world of organization: there are not nearly enough markets (Arrow, 1983,
p. 123); there is too much administrative organization. Sooner or later the
question must be asked, "What's going on here?"

17. Recall the Gorbachev quotation in Chapter 4.
18. For a Yugoslav example, see Horvat, 1982, p. 256. For a Hungarian example, see Kornai,

1986, pp. 1705-6.
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To be sure, the world of organization gets complicated when intentional
mechanisms of a "conscious, deliberate, purposeful" kind intrude. A compari-
son of any leading organization theory text (e.g., Scott, 1987) with any leading
microeconomics text (e.g., Kreps, 1990b) quickly confirms that. If, moreover,
the chief advantage that economics enjoys over the other social sciences is
that it works out of a systems orientation (Coase, 1978), might that advantage
be sacrificed by moving to a combined treatment of spontaneous and inten-
tional governance?

There are, however, offsetting considerations. For one thing, an under-
standing of each generic form of governance is useful not merely in its own
right but also because it helps to understand other generic forms. Thus, thin
rational accounts are useful not merely because they uncover subtleties of
organization but because, by being explicit, they help to make clear exactly
which assumptions fail (Tirole, 1986; Kreps, 1990a; Fudenberg et al., 1990).
If intentional governance arises where spontaneous governance fails, then it
is important to know both where and why. Also, as the foregoing makes
evident, subtle market mechanisms (e.g., reputation effects) do cross corporate
boundaries and manifest themselves within firms. And there is also a reverse
flow, in that relations found useful within firms can also be partly replicated
by markets (e.g., cost-plus contracting supported by audits).

Added complications of internal organization notwithstanding, it is not
the case that every microanalytic feature of intentional organization is conse-
quential. The main factors that distinguish markets and hierarchies (in trans-
action cost economizing respects) involve only a few key features. Of spe-
cial importance are (1) adaptability differences, (2) contract law differences,
(3) incentive intensity differences, and (4) bureaucratic cost consequences.
Inasmuch, moreover, as these differences are systematic—being in the nature
of a syndrome (Williamson, 1988d, 1991a)—the logic of economic organization
becomes more evident when markets, hybrids, and hierarchies are studied
together.

Based on the foregoing, the key features of economic organization are
discovered by appealing to law, economics, and organization. To be sure,
that does not preclude more specialized orientations. The New Science of
Organization is at a pre-unified state of development and will benefit from
many lenses. I merely urge that a combined law, economics, and organizations
approach to the issues has merit. Although organization theory and the law
(especially contract law) are not accorded co-equal status with economics
under this combined conception, both play very significant roles nonetheless.



Corporate Finance and
Corporate Governance

This chapter examines corporate finance through the lens of transaction-cost
economics. A fundamental tenet of this approach is that the supply of a good
or service and its governance need be examined simultaneously. Corporate
finance is no exception—whence the combined reference to corporate finance
and corporate governance in the title.

Agency theory provides an alternative lens to which transaction-cost eco-
nomics is sometimes compared. The leading similarities and differences be-
tween these two approaches are examined in Section 1. The core of the
chapter, Section 2, deals with "project financing." Extensions, qualifications
and applications are treated in Section 3. Concluding remarks follow.

1. Agency Theory and Transaction-Cost
Economics Comparisons

Terminology aside, in what ways do agency theory and transaction-cost eco-
nomics differ? Although this question has been posed repeatedly in oral
discussions and sometimes in writing,1 only piecemeal responses have hitherto
been attempted. A more systematic reply is sketched here. If my answer
appears to favor one of these approaches over the other, it will not go unno-
ticed that I am not a disinterested participant. Be that as it may, my "objec-
tive" view is that these two perspectives are mainly complementary. Both
have helped and will continue to inform our understanding of economic
organization.

1. Thus Gilson and Mnookin observe that "it is somewhat difficult to understand the
relationship between the positive theory of agency, identified with Jensen and Meckling, and
transaction cost economics, identified with Oliver Williamson" (1985, p. 333, n. 32). Ross more
recently remarks that "many of our theories [of the firm] are now indistinguishable from the
transactional approach . . . Agency theory . . . is now the central approach to the theory of
managerial behavior" (1987, p. 33).
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Any effort to answer the above question is complicated by the fact that
both agency theory and transaction-cost economics come in two forms. Thus
Jensen distinguishes between formal and less formal branches of agency the-
ory. Much of the more formal agency literature is concerned with issues of
efficient risk bearing and works out of a "mechanism design" setup. The less
formal literature is referred to by Jensen as the "positive theory of agency."
This is concerned with "the technology of monitoring and bonding on the
form of ... contracts and organizations" (Jensen, 1983, p. 334).

One branch of transaction-cost economics is mainly concerned with issues
of measurement while the other emphasizes the governance of contractual
relations (Williamson, 1985b, pp. 26-29). Although measurement and gover-
nance are not unrelated (Alchian, 1984), I am principally concerned here
with the latter. The positive theory of agency and the governance branch of
transaction-cost economics are what I compare.

The different origins of transaction-cost economics (hereafter, often ab-
breviated as TCE) and positive agency theory (hereafter, often abbreviated
as AT) explain some of the differences between them. The classic transaction-
cost problem was posed by Ronald Coase in 1937: When do firms produce
to their own needs (integrate backward, forward, or laterally) and when do
they procure in the market? He argued that transaction-cost differences be-
tween markets and hierarchies were principally responsible for the decision
to use markets for some transactions and hierarchical forms of organization
for others.

The classical agency-theory problem was posed by Adolf Berle and Gardi-
ner Means in 1932. They observed that ownership and control in the large
corporation were often separated and inquired whether this had organizational
and public-policy ramifications.

Although both the Coase problem (vertical integration) and the Berle
and Means problem (the separation of ownership and control) were subject
to repeated public-policy scrutiny during the ensuing 35 years, there was very
little conceptual headway. More microanalytic and operational approaches to
each awaited developments in the 1970s.

A transaction-cost approach to the economic organization of technologi-
cally separable stages of production was successively worked by Williamson
(1964, 1971b, 1975) and by Klein, Crawford, and Alchian (1978). The appear-
ance of the "classic capitalist firm" and its financing was explicated by Alchian
and Demsetz (1972) and Jensen and Meckling (1976). The Jensen and Meek-
ling paper was expressly concerned with the separation of ownership from
control and is widely regarded as the entering wedge out of which the positive
theory of agency has since developed. Applications of TCE and AT to related
contractual issues have been made since and both now deal with many common
issues. That TCE traces its origins to vertical integration while AT was origi-
nally concerned with corporate control has nevertheless had continuing influ-
ence over each and helps to explain some of the differences between them.

I sketch what I consider to be the main commonalities and leading differ-
ences between these two. Real differences notwithstanding, these have been
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shrinking as each approach has come to work on issues previously dealt with
by the other.

It will facilitate the comparison of TCE and AT to identify the core
references. For the purposes of this chapter, I will take agency theory to be
defined by Jensen and Meckling (1976,1979), Fama (1980), Fama and Jensen
(1983, 1985), and Jensen (1983, 1986). Transaction-cost economics is defined
by Williamson (1975, 1979b, 1985b, 1988c), Klein, Crawford, and Alchian
(1978), Klein (1980, 1988), Klein and Leffler (1981), Teece (1980), Alchian
(1984), and Joskow (1985, 1988).

1.1. Commonalities

TCE and AT are very similar in that both work out of a managerial-discretion
setup. They also adopt an efficient-contracting orientation to economic organi-
zation. And both argue that the board of directors in the corporation arises
endogenously. Consider these seriatim.

1.I.1. Managerial discretion

Both TCE and AT take exception with the neoclassical theory of the firm
whereby the firm is regarded as a production function to which a profit-
maximization objective has been ascribed. Rather, TCE regards the firm as
a governance structure and AT considers it a nexus of contracts. A more
microanalytic study of contracts has resulted.2 The behavioral assumptions
out of which the theory of the firm (more generally, the theory of contract)
works have been restated in the process.

TCE expressly assumes that human agents are subject to bounded rational-
ity and are given to opportunism. Incomplete contracting is a consequence of
the first of these. Added contractual hazards result from the second.

Although many economists, including those who work out of AT, are
reluctant to use the term bounded rationality (which, in the past, has been
thought to imply irrationality or satisficing), bounded rationality has gradually
become the operative rationality assumption.3 Also, AT refers to "moral
hazard" and "agency costs" rather than opportunism. But the concerns are
the same, whence these are merely terminological differences.

AT and TCE both normally assume risk neutrality rather than impute
differential risk aversion to the contracting parties (the latter being associated
with the formal agency literature). The upshot is that both TCE and AT work

2. This is not to suggest that the firm-as-production-function, agency, and governance ap-
proaches are opposed. It is more useful to think of them as complements. Thus the "value of
the firm" construction in Jensen and Meckling (1976) works out of a production-function setup.
Also, transaction costs and production costs have been brought together in a combined "neoclassi-
cal" framework by Riordan and Williamson (1985).

3. Fama's argument that managerial discretion is effectively held in check by "ex post
settling up" (1980) is closer in spirit to the unbounded-rationality tradition. Weaker forms of ex
post settling up (Fama and Jensen, 1983) are consonant with bounded rationality.
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out of substantially identical behavioral assumptions. The opportunity sets to
which each refers are substantially identical also.4

1.1.2. Efficient contracting

TCE examines alternative forms of economic organization with reference
to their capacity to economize on bounded rationality while simultaneously
safeguarding the transactions in question against the hazards of opportunism.
Although AT is more concerned with the latter, an "incomplete contracting
in its entirety" orientation is employed by both.

Incomplete contracting in its entirety may appear to be a contradiction
in terms. It is not. The first part (incomplete contracting) merely vitiates a
mechanism design setup (Grossman and Hart, 1982; Hart, 1988). The second
part (contracting in its entirety) means that parties to a contract will be
cognizant of prospective distortions and of the needs to (1) realign incentives
and (2) craft governance structures that fill gaps, correct errors, and adapt
more effectively to unanticipated disturbances. Prospective incentive and gov-
ernance needs will thus be anticipated and thereafter "folded in."5

Although both AT and TCE are cognizant of both of these contractual
design needs, AT examines contract predominantly from an ex ante incentive-
alignment point of view while TCE is more concerned with crafting ex post
governance structures within which the integrity of contract is decided. Differ-
ences between AT and TCE with respect to their choice of the basic unit of
analysis and with reference to organization form are largely responsible for
these incentive/governance differences (see Section 1.2).6

1.1.3. Endogenous board of directors

Both AT and TCE maintain that the board of directors arises endogenously
as a control instrument. As originally described by Fama, the board is princi-

4. This was not always so. Thus whereas TCE has always maintained that discretionary
distortions will be a function of competition in product, capital, and factor markets, Jensen and
Meckling originally maintained that product- and factor-market competition were unrelated to
managerial discretion, since "owners of a firm with monopoly power have the same incentives
to limit divergences of the manager from value maximization . . . as do the owners of competitive
firms" (1976, p. 329). Jensen now holds that the opportunity set to which managers have access
is a function of product- and factor-market competition (1986, p. 123).

5. Among other things, folding in implies that projected future effects will be priced out.
This is the central focus of the original Jensen and Meckling (1976) argument. What I have
referred to as the "simple contractual schema" in Chapter 3, is a TCE illustration of the argument.
Note that different governance structures that have different assurance properties and adaptive
capacities for dealing with potentially disruptive events (the general nature, but not the partic-
ulars, of which are anticipated) will be priced out differently. This is a key feature of incomplete
contracting in its entirety.

6. The aforementioned difference in their origins is also a contributing factor. AT works out
of a financial economics tradition that has continuously invoked incentive-alignment arguments to
great advantage. TCE, by contrast, is more concerned with firm and market-structure issues of
an industrial organization kind. Governance issues are more congenial to this latter perspective.
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pally an instrument by which managers control other managers: "If there is
competition among the top managers themselves . . ., then perhaps they are
the best ones to control the board of directors" (1980, p. 393). Although a
board with such a composition and purpose approximates an executive com-
mittee, Fama and Jensen (1983) subsequently distinguish between decision
management and decision control and argue that the latter function is appro-
priately assigned to the board of directors. Such a board is really different
from an executive committee. It is an instrument of the residual claimants.

As discussed elsewhere (Williamson, 1985b, chap. 12) and developed in
Section 2, TCE also regards the board of directors in a manufacturing corpora-
tion principally as an instrument for safeguarding equity finance. But it goes
further and links equity finance to the characteristics of the assets.7

1.2. Leading Differences

That there are differences between AT and TCE is already apparent from
the above. The most important differences is in the choice of the basic unit
of analysis. But there are also differences with respect to the cost concern
and the main organizational concern of each.

1.2.1. Unit of analysis/dimensionalizing

TCE follows Commons (1934) and regards the transaction as the basic unit of
analysis. By contrast, "the individual agent is the elementary unit of analysis"
(Jensen, 1983, p. 327) for AT. Both of these are microanalytic units and both
implicate the study of contracting. But whereas identifying the transaction as
the basic unit of analysis leads naturally to an examination of the principal
dimensions with respect to which transactions differ, use of the individual
agent as the elementary unit has given rise to no similar follow-on effort in AT.

Many of the refutable implications of TCE are derived from the following
organizational imperative: align transactions (which differ in their attributes)
with governance structures (the costs and competencies of which differ) in
a discriminating (mainly, transaction-cost economizing) way. Of the several
dimensions with respect to which transactions differ, the most important is
the condition of asset specificity. This has a relation to the notion of sunk cost,
but the organizational ramifications become evident only in an intertemporal,
incomplete-context. As discussed in Section 1.3 below, a condition of bilat-
eral dependency arises when incomplete contracting and asset specificity are
joined.

The joining of incomplete contracting with asset specificity is distinctively
associated with TCE. This joinder has contractual ramifications both in gen-
eral8 and specifically with reference to corporate financing.

7. Another (but minor) difference is that Fama and Jensen argue that "outside directors
have incentives to develop reputations as experts in decision control" (1983, p. 315). I do not
disagree, but would argue that outside directors often have stronger incentives to "go along."

8. With variation, the very same attributes recur across intermediate product markets, labor
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1.2.2. Agency costs/transactions costs

Jensen and Meckling define agency costs as the sum of "(1) the monitoring
expenditures of the principal, (2) the bonding expenditures by the agent, and
(3) the residual loss" (1976, p. 308). This last is the key feature, since the
other two are incurred only in the degree to which they yield cost-effective
reductions in the residual loss.

Residual loss is the reduction in the value of the firm that obtains when the
entrepreneur dilutes his ownership. The shift out of profits and into managerial
discretion induced by the dilution of ownership is responsible for this loss.
Monitoring expenditures and bonding expenditures can help to restore perfor-
mance toward pre-dilution levels. The irreducible agency cost is the minimum
of the sum of these three factors.

Since all of these features are evident to prospective buyers, those who
purchase equity will pay only for the projected performance of the firm after
agency costs of these three kinds have been taken into account. Accordingly,
"the [entrepreneur] will bear the entire wealth effects of these expected costs
so long as the equity market anticipates these effects" (Jensen and Meckling,
1976, p. 314). The full set of repositioning effects is thus reflected in the ex
ante incentive alignments.

By contrast, TCE emphasizes ex post costs. These include (1) the maladap-
tation costs incurred when transactions drift out of alignment in relation to
what Masahiko Aoki refers to as the 'shifting contract curve,' (2) the haggling
costs incurred if bilateral efforts are made to correct ex post misalignments,
(3) the setup and running costs associated with the governance structures
(often not the courts) to which disputes are referred, and (4) the bonding
costs of effecting secure commitments (Williamson, 1985b, p. 21). Of these,
the maladaptation costs are the key feature. Such costs occur only in an inter-
temporal, incomplete-contracting context. Reducing these costs through judi-
cious choice of governance structure (market, hierarchy, or hybrid), rather
than merely realigning incentives and pricing them out, is the distinctive
TCE orientation.

7.2.3. Organizational concern

The aforementioned ex ante and ex post differences show up in the relative
importance that AT and TCE ascribe to private ordering and in the way that
each deals with organization form.

Whereas AT is little concerned with dispute resolution (which lack of
concern is characteristic of all ex ante approaches to contract) (see Baiman,
1982, p. 168), dispute avoidance and the machinery for processing disputes
are central to TCE. Rather than assume that disputes are routinely submitted
to and efficaciously settled by the courts, TCE maintains that court ordering

markets, regulation, career marriages, and, as discussed later, in financial markets. The "solutions,"
moreover, displaying striking regularities. This is consonant with Hayek (1967, p. 50) and Fried-
man (1953).
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is a very crude instrument9 and that most disputes, including many that under
current rules could be brought to a court, and resolved by avoidance, self
help, and the like (Galanter, 1981, p. 2). Private ordering rather than court
ordering is thus the principal arena. How are gaps to be filled, contractual
errors to be corrected, and disputes to be settled when the contract drifts out
of alignment? Assessing the comparative efficacy of alternative governance
structures for harmonizing ex post contractual relations (Commons, 1934;
Williamson, 1985b), is the distinctive focus and contribution of TCE. (The
availability of the courts to serve as a forum of ultimate appeal nonetheless
serves to delimit the range of indeterminancy within which private ordering
bargains must be reached. Put differently, access to the courts delimits threat
positions.)

Fama and Jensen maintain that "organization forms are distinguished by
the characteristics of their residual claims" (Fama and Jensen, 1983, p. 101).
This leads them to separate decision management (which is located in the
firm) and decision control (the board of directors). But the details of internal
organization otherwise go unremarked. TCE, by contrast, treats hierarchical
decomposition and control as part of the organization-form issue. Unitary
versus multidivisional structures are thus distinguished and their comparative
properties in bounded-rationality and managerial-discretion (goal pursuit)
respects are assessed.

1.3. Other Differences

Two other differences, both of which are related to the above discussion, are
the way that each deals with process and with the neutral nexus of contract.

1.3.1. Process distinctions

Both AT and TCE invoke economic natural selection. Although AT assumes
that natural selection processes are reliably efficacious (Fama, 1980), referring
even to "survival of the fittest" (Jensen, 1983, p. 331), TCE is somewhat
more cautious—subscribing, as it does, to weak-form rather than strong-form
selection, the distinction being that "in a relative sense, the fitter survive, but
there is no reason to suppose that they are fittest in any absolute sense"
(Simon, 1983, p. 69; emphasis in original). Rarely, however, does AT or TCE
give an account of how the selection process works in particular cases.10 Both
are frequently criticized for this reason, but critics almost never offer alterna-
tive hypotheses and rely on vague "existence" arguments in claiming selection-
process breakdowns.11

9. As Lawrence Friedman observes, relationships are effectively fractured if a dispute
reaches litigation (1965, p. 205). Since continuity is thereafter rarely intended, the parties are
merely seeking damages.

10. For an exception, see the TCE account of takeover.
11. The issues are elaborated in exchanges between Granovetlcr (1985) and myself (1988c)

and between Dow (1987) and myself (1987b).
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A related process argument on which AT once relied is that "ex post
settling up" (Fama, 1980) will reliably discipline managers. Assessing this
requires an examination of when reputation effects work well and when poorly.
Awaiting on explication of the detailed mechanisms out of which this process
works, ex post settling up plays a less prominent role in AT presently.

TCE invokes two quite different process arguments. The first of these is
the Fundamental Transformation; the second deals with the impossibility of
"selective intervention." Both require that ex post contractual features be
examined in detail.

The Fundamental Transformation has reference to a situation where, by
reason of asset specificity, an ex ante large-numbers bidding competition is
transformed into what, in effect, is a bilateral trading relation thereafter. The
details are set out elsewhere (Williamson, 1975,1985b and Chapter 3). Suffice
it to observe here that the governance of ex post contractual relations is greatly
complicated for all transactions that undergo a transformation of this kind.
AT makes no express reference to any corresponding process transformation.

The impossibility of selective intervention arises in conjunction with ef-
forts to replicate incentives found to be effective in one contractual/ownership
mode upon transferring transactions to another. Such problems would not
arise but for contractual incompleteness, since, if contracts were complete,
then, asymmetric information notwithstanding, "each party's obligation [will
be] fully specified in all eventualities; and hence it will be possible [to replicate]
any rights" associated with one contracting mode in another (Hart, 1988,
p. 121).

TCE maintains that the high-powered incentives found to be effective in
market organization give rise to dysfunctional consequences if introduced into
the firm. It also argues that control instruments found to be effective within
firms are often less effective in the market (between firms). The upshot is
that whereas market organization is associated with higher powered incentives
and lesser controls, internal organization joins lower powered incentives with
greater controls (Williamson, 1985b, 1988c). The assignment of transactions
to one mode or another necessarily must make allowance for these respective
incentive-and-control syndromes. Again, AT makes no provision for these
effects.

1.3.2. Neutral nexus

Although the nexus of contract conception of the firm was originally intro-
duced by Alchian and Demsetz (1972), the approach has been more fully
developed by Jensen and Meckling. As they put it, "Viewing the firm as
a nexus of a set of contracting relationships . . . serves to make clear that
the . . . firm is not an individual . . . [but] is a legal fiction which serves as a
focus for a complete process in which the conflicting objectives of individuals
(some of which may 'represent' other organizations) are brought into equilib-
rium within a framework of contractual relations" (Jensen and Meckling,
1976, pp. 311-12, emphasis added). That this has been a productive way to
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think about contractual behavior in the firm is plain from the record. The
firm, according to this conception, is a neutral nexus within which equilibrium
relations are worked out.

The neutral-nexus conception is also employed by TCE. As discussed else-
where, each constituency is processed through the very same "simple contrac-
tual schema" in working out its equilibrium contracting relationship—which
entails the simultaneous determination of asset specificity, price, and contrac-
tual safeguards—with the firm (Williamson, 1985b, chap. 12). Albeit instruc-
tive, this approach to contracts can be disputed in two respects.

First, the contract made with one constituency may affect others. Contrac-
tual interdependencies therefore need to be dealt with. So long, however, as
the firm is a neutral nexus, this is merely a refinement. The second and more
important objection disputes the neutrality of the nexus.

Thus, suppose that some constituencies bear a strategic relation to the
firm and can disclose information pertinent to other constituencies selectively.
The management of the firm is the obvious constituency to which to ascribe
such a strategic informational advantage. Given its centrality in the contracting
process (the neutral nexus needs someone to contract on its behalf), the
management will sometimes be in a position to realize advantages by striking
mutually "inconsistent" contracts with other constituencies. Undisclosed con-
tractual hazards can arise in this way (Williamson, 1985b, pp. 318-19).

To be sure, this last is merely an existence argument. Reputation effects,
if they work well, plainly deter such abuses. TCE nevertheless makes express
allowance for the possibility that the neutral nexus breaks down. Added
contractual safeguards may be warranted as a consequence.12

1.4. Recapitulation

Significant commonalities notwithstanding, AT and TCE also differ. The lead-
ing differences are these:

AT TCE

unit of analysis
focal dimension
focal cost concern
contractual focus

individual
9

residual loss
ex ante
alignment

transaction
asset specificity
maladaptation
ex post
governance

2. Project Financing13

The TCE approach to economic organization examines the contractual rela-
tion between the firm and each of its constituencies (labor, intermediate

12. For example, placing suppliers or workers on the hoard of directors so as better to
assure information disclosure (but not necessarily voting participation) may be warranted.

13. The material in this section was originally prepared for and presented at the 50th
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product, customers, etc.) mainly with reference to transaction-cost economiz-
ing. Assessing contractual needs requires that the attributes of differing trans-
actions be examined. Discriminating matches result.

This same approach is herein applied to corporate finance. Whereas most
prior studies of corporate finance have worked out of a composite-capital
setup, I argue that investment attributes of different projects need to be dis-
tinguished. I furthermore argue that rather than regard debt and equity as
"financial instruments," they are better regarded as different governance struc-
tures.14 This is consonant with a unified approach to the study of contract
referred to above. The discriminating use of debt and equity thus turns out
to be yet another illustration of the proposition that many apparently disparate
phenomena are variations on the very same underlying transaction-cost econo-
mizing theme.

As developed below, the parallels between corporate finance and vertical
integration are especially striking. Thus the (corporate finance) decision to
use debt or equity to support individual investment projects is closely akin to
the (vertical integration) decision to make or buy individual components or
subassemblies. Not only is the "market mode" (debt; outside procurement)
favored if asset specificity is slight, but the costs of the market mode go up
relatively as the contractual hazards increase. Also, the disabilities of internal
organization (equity; internal supply) turn critically in both instances on the
impossibility of "selective intervention."

I begin with a brief sketch of earlier explanations for the combined use
of debt and equity before setting out the rudimentary TCE model of project
financing. The proposed model is a reduced form and solves one problem
only to pose another: why not invent a new governance structure—called
dequity—that combines the best properties of debt and equity, thereby to
dominate both? Only upon posing and working through the puzzle of deq-
uity—which entails comparative institutional analysis of an incomplete con-
tracting kind—does the rationale for the discriminating use of debt and equity
fully emerge.

2.1. Earlier Treatments

Whereas corporate finance had once been the domain of those with practical
knowledge of investment banking, the Modigliani and Miller paper in 1958
changed all of that. Upon applying the standard tools of economic analysis

Anniversary Celebration of the Norwegian School of Economics and Business Administration.
The celebration was held in September 1986 in Bergen, Norway.

14. Some contend that they have been so regarded all along. So what else is new? I submit,
however, that the governance-structure attributes of debt and equity have been underdeveloped
and undervalued. As discussed below, prior attention has focused on the tax, signalling, incentive,
and bonding differences between debt and equity. Only this last comes close to a governance-
structure treatment, and even here the governance-structure differences are obscured by (1)
working out of a composite-capital setup and (2) failure to treat the differential bureaucratic
costs of these two forms of finance.
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to study corporate finance, they demonstrated that the conventional wisdom
on the uses of debt and equity in the corporate capital structure was fallacious.
The main ingredients of the new learning were these: the firm was character-
ized as a production function; investments were distinguished with respect
to risk class but were otherwise treated as undifferentiated (composite) capi-
tal; and equilibrium arguments were brought effectively to bear. The main
Modiagliani-Miller theorem, which revolutionized corporate finance, was this:
"the average cost of capital to any firm is completely independent of its capital
structure and is equal to the capitalization rate of a pure equity stream of its
class" (Modigliani and Miller, 1958, pp. 268-69, emphasis in original).15

Financial economists have since developed a series of qualifications to
this basic result, the leading ones being (1) taxes and bankruptcy, (2) signaling,
(3) resource constraints, and (4) bonding. The tax argument is the most ob-
vious and will hereafter be suppressed by assuming that debt and equity are
taxed identically. The early bankruptcy argument was also a rather narrow,
technical construction.16 Information asymmetries between managers and in-
vestors play a major role in the signaling, resource constraints, and bonding
arguments.

2.1.1. Signaling

Ross (1977) used a signaling model to explain the use of debt. Thus assume
that two firms have objectively different prospects and that these are known
by the management but are not discerned by investors. Debt, in these circum-
stances, can be used to signal differential prospects. Specifically, the firm with
better prospects can issue more debt than the firm with lesser prospects. This
signaling equilibrium comes about because the issue of debt by the firm whose
prospects are poor will result in a high probability of bankruptcy, which is
assumed to be a costly outcome to the management.

2.1.2. Resource constraints

Stiglitz (1974) and Jensen and Meckling (1976) begin with a firm that is wholly
owned by an entrepreneur. An investment opportunity then arises which, if
it is to be realized, requires an investment of funds that exceeds the entrepre-
neur's resources. How should it be financed?

15. Upon examining the opportunities for investors to adjust portfolios by borrowing on
personal account, Modigliani and Miller showed that the market value of levered and unlevered
firms that had identical expected returns could not differ. "It is this possibility of undoing leverage
which prevents the value of levered firms from being consistently less than those of unlevered
firms, or more generally prevents the average cost of capital. . . from being systematically higher
for levered than for nonlevered companies in the same class" (Modigliani and Miller, 1958, p. 270).

It is now widely believed that "there is no difference between debt and equity claims from
an economic perspective" (Easterbrook and Fischel, 1986, p. 274, n, 8).

16. Grossman and Hart summarize the original bankruptcy rationale for debt as follows:
"if the probability of bankruptcy is positive, then, as long as investors cannot borrow on the
same terms as the firm, i.e., go bankrupt in the same states of the world, then, by issuing debt,
the firm is issuing a new security, and this will increase its market value" (1982, p. 130).
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One possibility is to sell equity. This, however, will dilute the entrepre-
neur's incentives. Inasmuch as monitoring is costly, the entrepreneur whose
incentives have been diluted can and will partake of greater on-the-job con-
sumption. An obvious way to avoid this sacrifice of incentive intensity is to
use debt rather than equity to finance the expansion.

But then why not finance the firm with debt up to the hilt—say one
hundred percent less epsilon? Jensen and Meckling contend that the answer
to this question turns on "(1) the incentive effects associated with highly
levered firms, (2) the monitoring costs these incentive effects engender, and
(3) bankruptcy costs" (1976, p. 334). Thus large debt could induce equity to
take very large ex post risks—knowing that the penalties would accrue to
debtholders in the event of failure and would be captured by equity should
the project succeed. Since perceptive lenders will see through this risk and
demand a premium (Jensen and Meckling, 1976, pp. 336-37), debt will become
available on progressively worse terms. The optimal mix of debt and equity
(in entrepreneurial firms where the resources of the entrepreneur are limited)
will obtain when the effects of incentive dilution (from issuing new equity)
and risk distortions (from issuing debt) are equalized at the margin.17

Inasmuch as the entrepreneurial firms to which the argument applies are
rather special, additional analysis is evidently needed to deal with the modern
corporation in which there is no single owner-manager and where the equity
ownership of management in the aggregate is small. The bonding approach
is responsive.18

2.1.3. Bonding

Grossman and Hart (1982) and Jensen (1986) treat debt as a means by which
to bond the management. The main Grossman and Hart model assumes that

17. Debt will "be utilized if the ability to exploit potentially profitable investment opportuni-
ties is limited by the resources of the owner . . . [and] the marginal wealth increments from the
new investment projects are greater than the marginal agency costs of debt, and these agency
costs are in turn less than those caused by the sale of additional equity" (Jensen and Meckling,
1976, p. 343).

18. Jensen and Smith summarize the current agency view on the use of equity in terms of
bonding and risk aversion:

Activities of large, open, nonfinancial corporations are typically complicated. They
involve contractually specified payoffs to many agents in the production process. Con-
tracting costs with these agents increase if there is significant variation through time
in the probability of contract default. . . . Concentrating much of this risk on a specific
group of claimants can create efficiencies. . . . However, specialized risk bearing by
common stockholders is effective only if they bond their contractual risk-bearing obliga-
tion. This is accomplished by having the stockholders put up wealth used to purchase
assets to bond payments promised to other agents. . . .

In addition, the common stock of open corporations allows more efficient risk
sharing. . . . Since employees and managers develop firm-specific human capital, risk
aversion generally causes them to charge more for the risk they bear compared to that
charged by common shareholders. (1985, pp. 99-100)

A curiosity with this formulation is that while risk sharing and bonding roles are ascribed
to equity, there is no apparent reason to use debt in the modern corporation where equity
ownership is very diffuse.
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management has negligible ownership of equity, whence "a switch from debt
finance to equity finance does not change management's marginal benefit
from an increase in profit directly" (1982, p. 131). Instead, the incentive effect
in their main model comes from the desire to avoid bankruptcy (Grossman
and Hart, 1982, pp. 116, 127, 131).19

Whereas the managers in Ross's model are given to profit maximization
and differ with respect to their objective opportunities, the Grossman and
Hart model assumes that managers are given to managerial discretion. Debt
serves both as a signal and as a check against managerial discretion. Thus if
issuing debt (which is easy to observe) will permit the market to make infer-
ences about the quality of the firm's investments (which is difficult to observe),
which inferences are thereafter reflected in market-valuation differences, then
debt may be used so as to persuade the market that the management "will
pursue profits rather than perquisites" (Grossman and Hart, 1982, p. 109).
By issuing debt the "management (the agent) deliberately changes its incen-
tives in such a way as to bring them into line with those of the shareholders
(the principal)—because of the resulting effect on market value. In other
words, . . . the management bonds itself to act in the shareholders' interests"
(1982, p. 109).

Note with respect to each of these arguments that debt is used only
for special purposes. It signals better opportunities (Ross); it avoids dilution
(Stiglitz, Jensen and Meckling); it compels managers to behave in a fashion
more consonant with the stockholders' interests (Grossman and Hart, Jensen).
Capital being of an undifferentiated (composite) kind, there is no suggestion
that debt is better suited for some projects and equity for others.

2.2. The TCE Rationale

The TCE approach to corporate finance examines individual investment proj-
ects and distinguishes among them in terms of their asset-specificity character-
istics. It also regards debt and equity principally as governance structures
rather than as financial instruments. Earlier approaches, by contrast, work
out of a more aggregative, composite-capital setup in which the differential
governance features of debt and equity are underdeveloped (or treated not
at all).20

19. They subsequently argue that debt can also be used for bonding purposes to deter
takeover (Grossman and Hart, 1982, pp. 128-29).

20. Myers' interesting treatment of corporate uses of debt financing begins with the observa-
tion that the theory should not merely explain why the tax advantages of debt "do not lead firms
to borrow as much as possible . . . [but it] should explain why some firms borrow more than
others, why some borrow with short-, and others with long-maturity instruments, and so on"
(1977, p. 147). He further observes that "the most fundamental distinction is ... between (1)
assets that can be regarded as call options, in the sense that their ultimate values depend, at
least in part, on further discretionary investment by the firm and (2) assets whose ultimate
value does not depend on further discretionary investment" (1977, p. 155)—where discretionary
investment takes the form of maintenance, marketing, and, more generally "all variable costs"
(1977, p. 155). But rather than focus on the ways by which "lenders often protect themselves by
obtaining security in the form of specific assets for which secondary markets exist," he regards
that as "an attempt to avoid the problems analyzed in this paper. . . . The heart of the matter is
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It will simplify the argument to assume that there are only two forms of
finance and that projects must be financed entirely by debt or by equity but
not both. To motivate the argument, assume initially that there is only one
form of finance, debt, and that projects are arrayed, from least to most, in
terms of their asset specificity. Thus suppose that a firm is seeking to finance
the following: general-purpose, mobile equipment; a general-purpose office
building located in a population center; a general-purpose plant located in a
manufacturing center; distribution facilities located somewhat more remotely;
special-purpose equipment; market and product development expenses; and
the like.

Suppose further that debt is a governance structure that works almost
entirely out of rules. Specifically, assume that debt financing requires the
debtor to observe the following: (1) stipulated interest payments will be made
at regular intervals, (2) the business will continuously meet certain liquidity
tests, (3) sinking funds will be set up and principal repaid at the loan-expiration
date, and (4), in the event of default, the debt-holders will exercise pre-emptive
claims against the assets in question. If everything goes well, interest and prin-
cipal will be paid on schedule. But debt is unforgiving if things go poorly.
Failure to make scheduled payments thus results in liquidation.21 The various
debt-holders will then realize differential recovery in the degree to which the
assets in question are redeployable.

Since the value of a pre-emptive claim declines as the degree of asset
specificity deepens, the terms of debt financing will be adjusted adversely.
Confronted with the prospect that specialized investments will be financed
on adverse terms, the firm might respond by sacrificing some of the specialized
investment features in favor of greater redeployability. But this entails trade-
offs: production costs may increase or quality decrease as a result. Might it
be possible to avoid these by inventing a new governance structure to which
suppliers of finance would attach added confidence? In the degree to which
this is feasible, value-enhancing investments in specific assets could thereby
be preserved.

Suppose arguendo, that a financial instrument called equity is invented
and assume that equity has the following governance properties: (1) it bears
a residual-claimant status to the firm in both earnings and asset-liquidation
respects; (2) it contracts for the duration of the life of the firm; and (3) a
board of directors is created and awarded to equity that (a) is elected by the
pro-rata votes of those who hold tradeable shares, (b) has the power to replace
the management, (c) decides on management compensation, (d) has access
to internal performance measures on a timely basis, (e) can authorize audits
in depth for special follow-up purposes, (f) is apprised of important investment
and operating proposals before they are implemented, and (g) in other respects

that the existence of debt" sets up ex post strain between stockholders and debtholders. This ex
post strain between debt and equity occupies much of the finance literature of the past decade.
It is not my interest here.

21. More generally, such failures place limits on discretion in favor of rule-bound behavior.
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bears a decision-review and monitoring relation to the firm's management
(Fama and Jensen, 1983).

The board of directors thus "evolves" as a way by which to reduce the
cost of capital for projects that involve limited redeployability. Not only do
the added controls to which equity has access have better assurance properties,
but equity is more forgiving than debt. Efforts are therefore made to work
things out and preserve the values of a going concern when maladaptation
occurs. Thus whereas the governance structure associated with debt is of a
very market-like kind, that associated with equity is much more intrusive and
is akin to administration. The correspondence to which I referred earlier
between outside procurement/debt and vertical integration/equity therefore
obtains.

Let k be an index of asset specificity and let the cost of debt and equity
capital, expressed as a function of asset specificity, be D(k) and E(k), respec-
tively. A switchover will obtain as asset specificity increases if D(0) < E(0)
but D' > E' > 0.

That D(0) < E(0) is because debt is a comparatively simple governance
structure. Being a rule-governed relation, the setup costs of debt are relatively
low. By contrast, equity finance, which is a much more complex governance
relation that contemplates intrusive involvement in the oversight of a project,
has higher setup costs. Allowing, as it does, greater discretion, it compromises
incentive intensity and invites politicking.22

Although the costs of both debt and equity finance increase as asset
specificity deepens, debt financing rises more rapidly. This is because a rule-
governed regime will sometimes force liquidation or otherwise cause the firm
to compromise value-enhancing decisions that a more adaptable regime (into
which added controls have been introduced), of which equity governance is
one, could implement. Accordingly, D' > E' > 0.

The upshot is that whereas highly deployable assets will be financed with
debt, equity is favored as assets become highly nonredeployable. Let k be the
value of k for which E(k) 5 D(k). The optimal choice of all-or-none finance
thus is to use debt finance for all projects for which k < k and equity finance
for all k > k. Equity finance is thus reserved for projects where the needs for
nuanced governance are great.

By contrasting with the earlier literature, which began with an equity-
financed firm and sought a special rationale for debt, the TCE approach
postulates that debt (the market form) is the natural financial instrument.
Equity (the administrative form) appears as the financial instrument of last
resort.

2.3. Dequity

The discriminating use of debt and equity is thus predicted by the foregoing.
Debt is a governance structure that works out of rules and is well-suited to

22. For a related discussion in the context of vertical integration, see Williamson, 1985b,
(chap. 5; 1988d). Also see Section 2.3.
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projects where the assets are highly redeployable. Equity is a governance
structure that allows discretion and is used for projects where assets are
less redeployable.

A chronic puzzle is nevertheless posed in all systems for which rules versus
discretion are being compared: Why doesn't discretion strictly dominate rules?
Thus suppose that the discretionary system is advised to replicate rules across
all activities for which rules work well and intervene only on those occasions
where expected net gains can be projected. The discretionary system will then
everywhere do as well as and will sometimes do better than rules. I have
discussed this issue elsewhere as the puzzle of "selective intervention" (Wil-
liamson, 1985b, chap. 6; 1988d).

Expressed in terms of debt and equity, the puzzle can be examined by
creating a new financial instrument/governance structure called dequity. Let
this instrument include all of the constraining features of debt to which benefits
(on average) are ascribed. When, however, these constraints get in the way
of value-maximizing activities, the board of directors (or some similar high-
level oversight unit) can temporarily suspend the constraints, thereby to permit
the corporation to implement a value-maximizing plan. The constraints are
thus the norm from which selective relief is permitted.

Let the cost of dequity capital be given by  (k), If dequity operates as
described then it will have the property that (0) = D(0) and ' = E'. The
first of these reflects the fact that dequity is not burdened by the bureaucratic
costs of equity, and since selective relief from the rules is permitted, dequity
mimics equity in facilitating adjustment to unanticipated disturbances. Com-
bining, as it does, the best properties of each, dequity supplants both debt
and equity.23

Whether or not dequity will operate as described turns on the feasibility
of selective intervention. If selective intervention is a fiction—in that it predict-
ably breaks down—then this condition must be acknowledged and the added
cost consequences factored in.

The central problem with all promises to "behave responsibly" during
contract execution and at project-renewal intervals is that such promises,
without more, lack credibility. Here as elsewhere, those who enjoy discretion
can be expected to exercise it in their favor.

Thus although sometimes management's decision to waive the rules,
thereby to implement an adaptive response to unanticipated disturbances, will
serve value-enhancing purposes, at other times (especially in conjunction with
project extension and renewals) managerial subgoal pursuit24 will intrude.
Such subgoal pursuit arises because the circumstances under which the rules
can be waived are manipulable (if the criteria were clearly defined and if state

23. Although it oversimplifies, dequity, if it works as described, mimics debt at project-
approval and project-renewal intervals, when partisan political input for equity-financed projects
is especially severe, and it reverts to equity during the project-execution interval whenever the
exacting observance of debt convenants prospectively leads to suboptimization.

24. Subgoals include growth, easy-life preferences, perquisites, and the like. Logrolling and
internal politicking among members are commonly involved.
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realizations were common knowledge, then the appropriate waivers could
and presumably would be incorporated in the debt agreement). Accordingly,
selective intervention will be subject to errors of both commission (discretion
will sometimes be exercised when it suits the purpose of the management)
and of omission (the rules will sometimes be observed when they should not).25

The hypothesized gain without cost that results from introducing judgment into
a rules regime will not therefore obtain. Dequity should therefore be regarded
as an intermediate form of financing (akin to preferred stock) rather than as
a superior form that dominates both debt and equity over the full range of
parameter values.

Put differently, the admonition to "follow the rules with discretion" is
too facile. Since to combine rules with discretion will never realize the hypo-
thetical ideal but will always entail compromise, dequity can be expected to
have the following properties: D(0) < (0) < E(0); and D' > ' > E' > 0.

3. Extensions, Qualifications, Applications

3.1. The Modern Corporation

Project financing simplifies and thereby helps to disclose key features of the
finance decision. But does it inform the study of finance in the modern corpora-
tion—which, after all, is the real object of the exercise?

There are two main research strategies for studying the modern corpora-
tion. One is to posit that the firm is large, complex, and diffusely owned and
inquire into the consequences.26 The second is to work out of microfoundations.
Although the latter has obvious appeal, and is employed here, does the argu-
ment scale up? Put differently, is it the case that the corporation is merely
the sum of its individual projects?

Transaction-cost economics is not uniquely culpable in its use of a simple
model to investigate what is plainly a very complex phenomenon. To the
contrary, this is a time-honored research tradition. Consider the following:
(1) the neoclassical theory of the firm works out of a firm-as-production-
function setup. Although the hierarchical features of the firm and a comparison
of transaction costs (between firms and markets) are both suppressed by this
construction, public policy toward business was nevertheless long informed
by this "applied price theory" approach (Coase, 1972, p. 61). (2) The Alchian
and Demsetz (1972) treatment of the classical capitalist firm turns critically
on the existence of technological nonseparabilities. Although such nonsepara-
bilities explain recourse to unified ownership and hierarchical controls in
relatively small units, both Alchian and Demsetz and others nevertheless

25. One of the reasons why rules will sometimes be observed when they should not is that
holders of dequity will suspect managers of waiving the rules opportunistically. If, therefore, an
occasion for legitimate rule relief arises that, if exercised, has the appearance of opportunism,
managers may forego discretion.

26. The earlier managerial-discretion literature (Baumol, 1959; Marris, 1964; Williamson,
1964, and recent variants thereof (Fama, 1980; Grossman and Hart, 1982; Jensen, 1986) take it
as a given that the modern corporation is a large and diffusely owned entity.
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treated the modern corporation "as if" the nonseparabilities observed among
small groups of workers (such as those engaged in manual freight loading)
apply equally to enterprise sizes of 10,000 and even 100,000 workers (to
include even firms that are diversified and divisionalized).27 (3) The Jensen
and Meckling (1976) treatment examines the consequences of diluting a one
hundred percent equity position in an entrepreneurial firm. Their real interest
is in the diffusely owned modern corporation, but the basis for moving from
the one to the other is not described.28 (4) The Grossman and Hart treatment
(1986) of vertical integration assumes that the manager of each stage is also
the owner. This is a simplification, one consequence of which is that incentive
intensity is assumed to be unaffected by vertical integration. The application
of the argument to the case where the manager of each stage has a negligible
ownership position is not developed. More generally, the logic that connects
tractable micro models and the composite uses to which they are put is often
asserted but is rarely fully worked out.

Although it is possible, perhaps even plausible, to think of the modern
corporation as a series of separately financed investment projects, such a
conception can be disputed in at least five respects. First, the approach set
out here misses interaction effects among projects. Second, the all-or-none
finance assumption—either debt or equity, but not both—ought to be relaxed.
Third, the corporation as a going concern sometimes possesses important
team features, on which account the whole is more than the sum of the
parts. Fourth, only a few large and discrete projects are apt to be financed
individually. And finally, additional financing instruments—leasing, preferred
stocks, etc.—need to be introduced.29

Leasing is briefly discussed in Section 3.2.1, below, and preliminary head-
way has been made with combining debt and equity for single projects.30 But
project aggregation issues have not been addressed. Also, the influence of
uncertainty ought to be made more explicit.

An important question, with respect to this last, is how does the value of
k vary as uncertainty changes. If, as seems plausible, D(k) and E(k) are both
twisted up by a parametric increase in uncertainty, D(k) more than E(k),
then the value of k will be reduced. The reasons for the differential shift are

27. Note that Alchian and Demsetz specifically eschewed appeal to contractual considera-
tions in their initial explanation for the firm (1972, pp. 777-78). Both have since qualified this
position (Alchian, 1984; Demsetz, 1988).

The possibility that very large administrative entities arise in support of contractual relations
between technologically separable, but bilaterally dependent, trading entities is the TCE way of
motivating the large corporation.

28. They expressly acknowledge this condition: "One of the most serious limitations of this
analysis is that as it stands we have not worked out in this paper its application to the very large
modern corporation whose managers own little or no equity. We believe our approach can be
applied to this case but . . . [these issues] remain to be worked out in detail and will be included
in a future paper" (Jensen and Meckling, 1976, p. 356).

29. The discussion of dequity in Section 2.3 can be thought of as a move in the direction
of preferred-stock financing.

30. Thomas Hartmann-Wendels and I have made preliminary headway with this.
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that (1) added uncertainty pushes the firm into a maladapted state more often
and/or more consequentially, and (2) rule-governed systems, as compared
with discretionary systems, are placed under greater stress by such circum-
stances. Accordingly, the differential shift described above obtains and greater
use of equity financing is favored, ceteris paribus. (Explicating the decision
process that lies behind each of the reduced-form expressions is needed,
however, to prove this conjecture. An even more microanalytic level of analysis
is therefore implicated.)

3.2. Applications

The foregoing limitations notwithstanding, applications of three kinds are
sketched here: leasing; the pecking-order theory of finance; and leveraged
buyouts.

3.2.1. Leasing

Assume that standby access to an asset is required and that market procure-
ment of the services supplied by this asset is believed to be defective. Does
it follow that the firm should own the asset in question?

Consider, in particular, durable, general-purpose assets on wheels and
assume that such assets are resistant to user abuse (and/or that the costs of
inspection and attributing abuse are low). The possibility of procuring the
services of these assets by leasing deserves consideration.

General-purpose assets on wheels satisfy the k = 0 condition in superlative
degree. Given, moreover, that measurement problems are assumed to be
negligible, there is no need to combine owner and user for user-cost reasons.
Since an outside owner that is specialized to this type of equipment (e.g.,
truck leasing; airplane leasing) can repossess and productively redeploy these
assets more effectively than could a more specialized debt-holder, leasing is
arguably the least-cost form of finance for such assets. Recourse to leasing to
finance assets on wheels is thus merely a special case of the general TCE
asset-based approach to project finance set out earlier.

3.2.2. Pecking-order finance

Myers attributes the "pecking-order" theory of finance to Donaldson (1981)
and summarizes it as follows: "(1) firms prefer internal finance. (2) They adapt
their target dividend payment ratios to their investment requirements. . . .
(3) If external finance is required, firms issue the safest security first. That is,
they start with debt, then possibly hybrid securities such as convertible bonds,
then equity" (Myers, 1985, pp. 348-49). Myers goes on to observe that while
he used to ignore pecking-order theory, "recent work based on asymmetric
information, problems of adverse selection, moral hazard, and signaling"
gives him more confidence (1985, p. 349).
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The approach to project financing set out here is similar in some respects
but different in others. For one thing, the pecking-order theory makes no
reference to the characteristics of the assets. Also, the use of retained earnings
in preference to debt lacks a TCE justification. If such projects are appropri-
ately financed by debt in the comparison of debt with equity, then the use of
retained earnings to support such projects (because it is a "safer security")
reflects behavioral rather than transaction-cost economizing purposes. It is
nonetheless interesting that both the behavioral approach (Donaldson) and
the comparative governance approach employed here conclude that equity is
the financial instrument of last resort, albeit for different reasons.

3.2.3. Leveraged buyouts

Leveraged buyouts are a relatively recent development. Jensen (1986) ad-
vances what he calls a "free cash flow" explanation for this condition. Free
cash flow is essentially a managerial-discretion argument: unless somehow
constrained, managers will dissipate free cash flows to support growth and
related activities that favor managerial objectives.31 Jensen concludes that the
data are broadly corroborative.

I am also concerned with the possibility that leveraged buyouts are used
as a way by which to curb managerial discretion. But I examine the problem
from the standpoint of assets rather than cash flows. In fact, these two explana-
tions are not mutually exclusive.

Suppose, as an evolutionary matter, that a firm is originally financed along
lines that are consistent with the debt and equity financing principles set out
above. Suppose further that the firm is successful and grows through retained
earnings. The initial debt-equity ratio thus progressively falls. And suppose
finally that many of the assets in this now-expanded enterprise are of a kind
that could have been financed by debt.

Added value, in such a firm, can be realized by substituting debt for
equity. This argument applies, however, selectively. It only applies to firms
where the efficient mix of debt and equity has gotten seriously out of alignment.
These will be firms that combine (1) a very high ratio of equity to debt with
(2) a very high ratio of redeployable to nonredeployable assets.

Interestingly, many of the large leveraged buyouts in the 1980s displayed
precisely these qualities.32 Thus Colman's examination of leveraged buyouts

31. Free cash flow is defined as "cash flow in excess of that required to fund all projects
that have positive net present values when discounted at the relevant cost of capital" (Jensen,
1986, p. 323).

32. One that does not is the Mushroom King leveraged buyout for which Citicorp was the
principal source of funds. That Mushroom King was a poor candidate is suggested by the following:
"In a leveraged buyout, investors buy a company almost entirely with borrowed money, using
the company's cash flow and sales of the company's assets, to reduce the debt. The best candidates,
therefore, arc companies that have a predictable stream of earnings and hard assets that can be
sold for good prices. Investors also look for companies in low-tech fields, so that a venture is
not overly dependent on any one or two managers. . . . Mushroom King broke all the rules, and
its collapse illustrates what can happen when a good idea is yanked so far that it snaps" (Cowan,
1987, p. 1)



Corporate Finance and Corporate Governance 191

disclosed that "only an existing firm with a small amount of debt is able to
support" a leveraged buyout and that a "frequent characteristic of the lever-
aged buyout company is that the firm has a high proportion of its total assets
in tangible property" (1981, p. 531). Although the tangible-intangible distinc-
tion is not identical to the redeployability test that I employ, there is plainly
a correlation. Lowenstein's observation that many of these firms are in "prosaic
businesses—retailing, textiles and soft drink bottling" (1985, p. 749) and re-
lated observations about "mundane product lines" by Wallner and Greve
(1982, pp. 78-79) are also consonant with the view that many of the assets
in question have a stable, long-term value and hence would afford redeploy-
able security.

Colman furthermore observes that leveraged buyouts are put together
with a view toward providing managers with added incentives. This may or
may not involve equity investment by the management, but it always involves
a significant contingent-compensation, arrangement (Colman, 1981, pp. 532,
537, 539). The management, moreover, is usually on a tight leash. It ordinarily
owns a minority (often less than fifteen percent) of the equity, the remainder
being concentrated in the hands of the banks, insurance companies, and
the investment bankers who package the deal (Mason, 1984). According to
Wallner, "The management never gets more than 50 percent of the equity
unless the second lenders are the only other participants in the deal" (1980,
p. 20), in which event those outsiders who supply finance are little concerned
over inept management because their pre-emptive claims against redeployable
assets provide them with adequate protection.

As earlier remarked, the most interesting feature of leveraged buyouts is
the substitution of debt for equity. The following points are pertinent:

1. The major lenders are finance companies and banks and insurance
companies. The finance companies specialize in shorter term inventory and
receivable financing, where they have an advantage over the banks in policing
the collateral, and will lend up to eighty-five percent of the liquidation value.
Banks and insurance companies specialize in intermediate and longer term
financing, usually at a lower lending percentage of liquidation value (Colman,
1981, p. 539).

2. The cash flow and asset-based financing approaches are distinguished
by the fact that under "the conventional approach, the lender wanted protec-
tion primarily via cash flow" whereas under "the asset-based approach . . .
the lender ties all or at least part of his loan to the liquid value of the bor-
rower's assets . . ., [and realizes protection by] taking a security interest in
the assets . . ., [establishing] a lending formula on the basis of the liquid
value, and . . . [obtaining] periodic information on the nature and size of
those assets." (Colman, 1981, p. 542)

Plainly, the shift from cash flow to asset-based financing lines up rather closely
with the transaction-cost economics rationale for secure transactions.

Note, moreover, that there is no necessary inconsistency in initially taking
a corporation private (in the above-described way) and subsequently going
public. Two factors support such a two-stage program.
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For one thing, those who take the corporation private can be presumed
to have deep knowledge of the merits of the transaction. Outsiders, by contrast,
may need to have a performance record to be convinced of the merits. Public
ownership, on terms that reflect full valuation, thus awaits an examination of
the data.

Secondly, the prospect that added rewards will be realized at the going
public stage if the company performs well in the period between going private
and its return to (albeit reconfigured) public status is a source of added
incentive to the management. Harnessing incentive intensity is a leading pur-
pose of the transaction.33

The transaction-cost approach to economic organization also has ramifi-
cations for whether the incumbent management will participate extensively
in a buyout refinancing (thereafter to hold a substantial equity position in
the restructured organization) or should be displaced instead. The argument
is this: since employment continuity is the source of added value wherever
firm-specific human capital is great, a management buyout is favored by high
human-asset specificity, ceteris paribus. Thus whereas a substitution of debt
for equity is warranted in any firm where redeployable physical assets are
equity financed, an informed choice between continuing and removing incum-
bent managers requires that the human assets of the managers be assessed. The
buyout transaction is therefore influenced by the condition of both physical and
human-asset specificity.34

3.3. Institutional Finance

Financial economics, like general equilibrium theory more generally, is
essentially noninstitutional (or, as Tjalling Koopmans once put it, "prein-
stitutional"). The scientific aspiration was to work out of an "institution-
free core."35 The substantial accomplishments of this research tradition not-
withstanding, there is growing agreement that institutions matter in ways not
hitherto acknowledged or even imagined. A "New Institutional Economics"
has been appearing in response.

Financial economics has not been immune to these developments. The
possibility of supplanting composite capital by a richer theory of investment is
an obvious candidate. The recent Long and Malitz, (1985) distinction between
tangible and intangible investments (advertising and R & D) is an illustration.

33. The foregoing is not meant to suggest that all leveraged buyouts are unproblematic.
Rather, the argument is that neither unremitting hostility to nor unqualified support for leveraged
buyouts is warranted. Sorting the wheat from the chaff requires that the underlying logic be
worked out.

34. It should not go unnoticed that the argument is not working entirely out of a project-
financing framework. If the object is to find assets that have good redeployability in the aggregate,
then firms that are operating in mature (but not declining), competitively organized industries
would appear to be good candidates. Something akin to composite-asset considerations thus
appears.

35. The phrase originates with Vernon Smith.
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My treatment of project financing in terms of asset specificity also breaks
with the composite-capital tradition. Albeit similar to Long and Malitz, their
tangible/intangible breakdown is a very incomplete measure of asset specific-
ity. Thus although intangible investments in R & D and advertising have poor
redeployability properties, this is also true of many tangible assets. If differen-
tial redeployability goes to core issues, then a general theory that features
this (rather than an ad hoc approach that employs proxy measures that can
be gleaned from accounting statements) is really needed.

Also note that whereas earlier treatments of the corporation begin with
stock financing and inquire whether a justification for debt can be discovered,
TCE reverses this order. It therefore posits that debt (rule-based governance)
is the original form of finance and introduces equity (discretionary governance)
only when the cost of debt financing becomes prohibitive. Regarding debt
and equity as alternative governance structures, rather than merely financial
instruments with different tax implications, is central to the TCE exercise.

Finally, the TCE approach to corporate finance and corporate governance
has numerous empirical ramifications. These include the study of leasing, rank-
order finance, and the use of leveraged buyouts—all from an asset-specificity
point of view.

Corporate finance being an enormously complicated subject, TCE brings
another (different but nonetheless complementary) lens to bear.

4. Concluding Remarks

The transaction-cost approach to economic organization focuses on the gover-
nance needs of exchange relations. Governance structures that mitigate haz-
ards and facilitate adaptation plainly have much to commend them. A com-
pelling economic rationale for a large number of otherwise anomalous
institutional structures is "revealed" only when these hitherto neglected con-
tractual purposes become the object of analysis.

The transaction is made the basic unit of analysis, the most important
dimension of which is asset specificity. Aligning transactions—be they for in-
termediate product, labor, finance, final product, etc.—with governance struc-
tures in a discriminating way is the central TCE exercise. Transactions differ
in their attributes; governance structures differ in their costs and competencies.
The object is to effect an economizing match.

In general, simple governance structures (often rule based, such as debt)
are able to cope effectively with the needs of simple transactions. Simple
governance structures experience stress, however, as the contractual hazards
ramify. A switch to more complex and costly governance structures that sup-
plant rules in favor of discretion can be and often is the source of added value
in such circumstances.

The TCE approach maintains that some projects are easy to finance by
debt and ought to be financed by debt. These are projects for which physical
asset specificity is low to moderate. As asset specificity becomes great, how-



1 94 THE MECHANISMS OF GOVERNANCE

ever, the preemptive claims of the bondholders against the investment afford
limited protection—because the assets in question have limited redeployabil-
ity. Not only does the cost of debt financing therefore increase, but the benefits
of closer oversight also grow. The upshot is that equity finance, which affords
more intrusive oversight and involvement through the board of directors (and,
in publicly held firms, permits share ownership to be concentrated), is the
preferred financial instrument for projects where asset specificity is great.

By contrast with the formal modeling apparatus associated with much of
the financial economics literature, the transaction-cost economics approach
to corporate governance and corporate finance is of a relatively preformal
kind. Inasmuch as subsequent formalization would appear to be feasible, that
condition is not necessarily objectionable. Indeed, since the relevant reduced
forms are unlikely to be discerned without first explicating the underlying
microanalytics, omitting this step is to proceed parlously. Some problems, of
which corporate finance is arguably one, are so complex that they first need
to be dealt with "on their own terms." Focus is nevertheless required. Trans-
action-cost economics offers one focused perspective.



8

The Politics and Economics of
Redistribution and Inefficiency

It is customary to evaluate efficiency by comparing an actual form of organiza-
tion with a hypothetical ideal. Albeit instructive, that can be a misleading or
defective test in three respects. For one thing, because all feasible forms
of organization are flawed, the relevant operational comparison is between
alternative feasible forms. Also, if one of the alternatives under comparison
is an extant form, then allowance needs to be made for incumbency advantages.
Thus, even if mode A is judged to be inefficient in relation to mode B on a
simple side-by-side comparison, if mode A is in place and mode B incurs
setup costs, then mode A may prevail. Finally, and related to this, it may not
be possible to implement mode B for lack of political support.

Accordingly, the appropriate test of "failures" of all kinds—markets,
bureaucracies, redistribution—is that of remediableness: An outcome for
which no feasible superior alternative can be described and implemented with
net gains is presumed to be efficient. That is a comparative institutional test
and, the market failure area excepted, is widely resisted.

I begin, therefore, with a brief examination of the market failure literature.
Although similar lessons carry over to an assessment of redistribution, redistri-
bution continues to be assessed predominantly with respect to a hypothetical
ideal. A contributing factor is that redistribution is saturated with politics.

The orthodox (apolitical) approach to redistribution is contrasted with
the more permissive "test of time" criterion proposed by George Stigler (1992)
in Section 2. The paradox of "inefficiency by design," in which the inefficiencies
in question have the purpose and effect of buttressing weak property rights,
is examined in Section 3. Grounds for rebutting the presumption that redistri-
bution is efficient, both in general and with respect to the U.S. sugar program,
are developed in Section 4. Concluding remarks follow.

195
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1. Market Failure

It was once customary to establish market failure by comparing an actual
market with a hypothetical ideal. Since actual markets could never do better
(and would usually do worse) in the comparison with an ideal, market failure
was held to be a widespread condition. Ronald Coase took exception and
proposed that a comparative institutional approach to market failure be
adopted instead:

Contemplation of an optimal system may provide techniques of analysis that
would otherwise have been missed and, in certain special cases, it may go
far to providing a solution. But in general its influence has been pernicious.
It has directed economists' attention away from the main question, which is
how alternative arrangements will actually work in practice. It has led econo-
mists to derive conclusions for economic policy from a study of an abstract
of a market situation. It is no accident that in the literature . . . we find a
category "market failure" but no category "government failure." Until we
realize that we are choosing between social arrangements which are all more
or less failures, we are not likely to make much headway. (1964, p. 195;
emphasis added)

Although this symmetrical approach to the matter of market failure now
enjoys widespread assent (Stiglitz, 1989, pp. 38-39), it took a long time to
register. The propensity to regard the "government as a benevolent guardian,
hampered only by ignorance of proper economic policy as it seeks disinter-
estedly to maximize a Benthamite social welfare function" (Krueger, 1990,
p. 172), was a deterrent factor.

One justification for ascribing benevolent properties to the government
is that it is analytically convenient. Another is that some people really believe
that "the most intractable problems [will] give way before the resolute assault
of intelligent, committed people" (Morris, 1980, p. 23). Analytical convenience
is a poor excuse for bad public policy, however, and so is hubris. It is elementary
that intelligent people need to come to terms with their cognitive limitations
and that committed people are rarely disinterested, which is to say that most
have an agenda. If all feasible forms of organization are flawed, then references
to benign government, costless regulation, omniscient courts, and the like are
operationally irrelevant. Comparative institutional economics is always and
everywhere beset with trade-offs.

Lapses into ideal but operationally irrelevant reasoning can be avoided
by (1) recognizing that it is impossible to do better than one's best, (2) insisting
that all the finalists in an organization form competition meet the test of
feasibility, (3) symmetrically exposing the weaknesses as well as the strengths
of all proposed feasible forms, and (4) describing and costing out the mecha-
nisms of any proposed reorganization. To this list, there is yet another consider-
ation: (5) making a place for and being respectful of politics. This last item
has been the most difficult for public-policy analysts to concede.
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2. Redistribution: Rival Conceptions

Although some redistribution programs are the product of a broad political
consensus, many are more focused and are regarded as problematic. That is
because redistribution is frequently a means by which winning politicians
discharge obligations and award favors (Moe, 1990b; Moe and Caldwell, 1994).
Redistribution is especially troublesome when it takes convoluted forms that
appear to be inefficient. It is particularly frustrating when demonstrably ineffi-
cient programs are beyond reach. Joseph Stiglitz spoke to all three of these
concerns:

[R]edistributions . . . are the consequences of special interest groups using
the powers of the state to reap private gains at the expense of the general
public. These redistributions are not only inequitable, but also inefficient.
They are not only inefficient because of the rent-seeking expenditures that
the special interest groups make in the quest for the special treatment; they
are also inefficient because the equity constraint results in government pro-
grams that are ill-suited to any "rational" objective.

There is, alas, no way in a democratic society to proscribe such activities.
There is no obvious way to distinguish these activities from more "legitimate"
activities, e.g., providing information, remedying market failures. (1989, p. 61)

An oft-cited example is the U.S. sugar program, which was described by
George Stigler as follows:

The United States wastes (in ordinary language) perhaps $3 billion per year
producing sugar and sugar substitutes at a price two to three times the cost
of importing the sugar. Yet that is the tested way in which the domestic sugar-
beet, cane, and high-fructose-corn producers can increase their incomes by
perhaps a quarter of the $3 billion—the other three quarters being deadweight
loss. The deadweight loss is the margin by which the domestic costs of sugar
production exceed import prices. (1992, p. 459)

The usual interpretation is that such deadweight losses represent inefficiency:
"The Posnerian theory would say that the sugar program is grotesquely ineffi-
cient because it fails to maximize national income" (p. 459). A contributing
factor, according to efficiency of the law scholarship, is that the sugar program
is based on statutes rather than common law.

Stigler took exception with the efficiency of the law approach in general
and with the conclusion that the sugar program is inefficient in particular.
The problem with the former is that it works from a truncated logic (pp.
460-61). A problem with the latter is that it fails to respect the political
process: "Maximum national income . . . is not the only goal of our nation as
judged by policies adopted by our government—and government's goals as
revealed by actual practice are more authoritative than those pronounced by
professors of law or economics" (p. 459).

In opposition to Posnerian theory, Stigler declared that the "sugar pro-
gram is efficient. This program is more than fifty years old—it has met the



198 THE MECHANISMS OF GOVERNANCE

test of time" (p. 459). By contrast with those who regard redistribution as
problematic and even illegitimate, Stigler clearly interpreted redistribution as
a manifestation of the legitimate purposes of government.

A somewhat backhanded way of ascribing legitimacy to redistribution is
to view this as an unavoidable cost of democratic government. We may not
like what we get, but it is part of the package. Thus although less redistribution
would be preferable to what we observe, we need to become reconciled to
the political realities. This, as I understand it, is Stiglitz's position.

A more favorable construction is that redistribution is a central and fore-
seeable architectural feature of democratic politics. To be sure, that could be
disputed: Voters, after all, are poorly informed, and many fail to participate.
That, however, is scarcely dispositive if the key players are politicians and
interest groups (Moe, 1990b, p. 121). Because both groups are well informed
and deeply strategic, we should expect to find that redistribution is the prod-
uct of a strategic political calculus, which is consistent with many of the
data.

But what, then, is to be made of redistribution that is accomplished in
tortured ways, as compared with less costly and feasible alternatives? Surely
that is inefficient and ought to be reformed?

Maybe, but then again, maybe not. Two issues are raised. First, it is much
easier to postulate more efficient alternatives—lump-sum transfers being an
example—than it is to describe the enabling mechanisms. The latter is a much
more demanding microanalytic exercise. Second, apparent inefficiencies some-
times serve intended purposes, which is to say that they should be described
as inefficiencies by design.

3. Inefficiency by Design

Consider two private-sector regimes, one in which property rights are well
defined and easy to protect under the law and the other in which property
rights are poorly defined and costly to protect. Parties that organize economic
activities in the first regime examine the adaptive properties and associated
costs of each feasible mode and choose the least-cost form (Williamson, 1991a).
Components that can be produced more cheaply by outside suppliers thus
are bought rather than made.

Matters become more complicated when private-sector property rights
are poorly defined and costly to enforce. Firms in these circumstances may
decide to make rather than buy because outside procurement runs the risk
that valued know-how will leak out (Teece, 1986). Also, manufacturers' agents
sometimes incur added expenses, over and above those needed to develop
the market, because these added expenses strengthen customer bonds in a
cost-effective way, thereby deterring manufacturers from entering into the
distribution stage and expropriating market development investments (Heide
and John, 1988). Similarly, franchisors sometimes impose costly bonding on
franchisees as a means by which to deter franchisees from violating quality
norms (Klein and Leffler, 1981).



Redistribution and Inefficiency 199

The common thread that runs through all these examples is that insecure
but legitimate property rights are supported by added expenses to the degree
that these are perceived to be the most cost-effective way to protect against the
loss of value. Whether such added costs are inefficient cannot be established by
reference to a hypothetical ideal.

To be sure, if it were always and everywhere the case that we could rely
on "a [costless] legal system to define property rights and arbitrate disputes,"
then anyone "wishing to use a resource has to pay the owner to obtain it"
(Coase, 1959, p. 14). If, however, it is costly to define and enforce property
rights through the courts, then court ordering needs to be evaluated in relation
to alternative, feasible private-ordering forms of organization. If the most cost-
effective way to protect property rights is to incur private-ordering expenses of
the kinds just described, then—awaiting a superior measurement technology
or other device by which property rights can be better protected—the resulting
"inefficiency by design" is not inefficient in any remediable sense whatsoever.1

Terry Moe (1990b) contended that political property rights are especially
insecure in democratic regimes in which programs that are put in place by one
generation of politicians are subsequently subject to reversal when incumbent
politicians are voted out of office. If efficiently designed bureaus and programs
are more responsive but easier to reverse than are those that are encumbered,
then politicians face an intertemporal trade-off: Inefficiency (nonrespon-
siveness, inertia) that has been crafted into the design of bureaus is the price
of ensuring that original purposes are not quickly reversed. To be sure, the
originators would prefer to have programs that are both efficient and respon-
sive now and are resistant to redirection by successors who would use them
for other purposes. Not having that choice, however, inefficiency (both now
and later) is intentionally introduced as the means by which to achieve pro-
gram persistence.

Politics, moreover, is responsible for yet another design complication: Be-
cause politics is the art of compromise, losers are sometimes included in the
design process. The design of the Occupational Safety and Health Administra-
tion (OSHA) is an example of inefficiency due to compromise:

If business firms were allowed to help design OSHA, they would structure
it in a way that it could not do its job. They would try to cripple it.

This is not a hypothetical case. Interest groups representing business
actually did participate in the design of OSHA,. . . [and] OSHA is an adminis-
trative nightmare, in large measure because some of its influential designers
fully intended to endow it with structures that would not work. (Moe, 1990b,
p. 126).

What we find, therefore, is that inefficiencies are intentionally created in
the public sector as a means by which to protect weak political property rights
and/or to obtain approval for programs that would otherwise be defeated
(half a loaf is judged to be better than none at all). This is akin to the inef-
ficiencies by design that we found earlier in the private sector, only more so.
Although such inefficiencies show up as deadweight losses and are regularly

1. This assumes away second-best considerations.
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condemned, that reflects a political disconnect or analytical myopia. Without
egregious defects of the kinds discussed in Section 4, inefficiencies that arise
by design may not be inefficiencies at all.

In order to examine this issue more closely and carefully, assume that the
democratic process in question is widely conceded to possess merit. (Among
other things, everyone in the system who "ought to" be awarded the franchise
to vote is able to vote.) Assume further that redistribution is recognized from
the outset as one of the legitimate purposes to which government may be put.
And assume, too, that both interest groups and politicians are farsighted
players in that they look ahead and perceive how different configurations of
activity affect their interests.

The government will thus proceed not merely to supply various services—
such as law and order, common defense, and foreign relations—but it will
also redistribute income. And although some of these redistributions may be
the product of a broad consensus and take the form of simple income transfers,
others will be much more convoluted. What should we make of the latter?

Specifically, suppose that a particular interest group enjoys the support
of the current winning coalition and asks politicians to redistribute income in
their favor. Suppose that there are three programs, A, B, and C, through
which this can be done. Program A is a direct payment and is the least-cost
way to redistribute, but it is also the most easily reversed. Neither the interest
group nor the politicians will favor this. Programs B and C deliver identical
expected net benefits to the interest group, but politicians perceive that Pro-
gram C, which incurs larger deadweight losses, provides a stronger tie between
the interest group and the incumbent politicians, thereby better ensuring
their reelection. Understandably, Program C will often be the variant that
is approved.

Evaluated in conventional deadweight loss terms, Program A is preferred
to Program B is preferred to Program C. The apolitical pronouncement is
that Program C should give way to the more efficient Program B and that
Program A is superior still. It is widely recommended, for example, that the
redistributional purposes of the sugar program (which are now accomplished
through import quotas and incur large deadweight losses) could be realized
much more efficiently through deficiency payments. Consider the mechanisms.

One possibility is to make monthly or annual payments equal to the
current and projected benefits received by current and future beneficiaries.
This requires that the current benefits for each be determined, which, since
these are not unambiguous, is costly and immediately invites controversy.
More troublesome is the payment of future benefits. What is the formula by
which these vary? Will the mechanism be respected? What to do about
disputes? Are the benefits transferable across generations? Do they attach
to the property, independent of the usage? What should be done if the attri-
butes of successor claimants differ from those under the current program?
Because, moreover, periodic deficiency payments may be easily reduced or
terminated if incumbents are voted out of office, both the interest group
and the present dominant coalition will ascribe hazards to this means of
effecting redistribution.
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Consider, therefore, another form of monetary payment that prospectively
overcomes the political hazards and is easier to administer: making a onetime
payment to current beneficiaries. The stream of future net benefits is thus dis-
counted back to the present and paid out. Does that overcome the difficulties?

Not really. For one thing, the beneficiaries may accept their lump-sum
payment only to repeat their political request for help. If they had the political
clout once, then why not again? The issue reduces to one of credible commit-
ment. Recalling the definition of an honest politician, the question is whether
beneficiaries that are once bought will stay bought. (Any answer in the affir-
mative needs to be accompanied by a statement of the mechanism through
which such credibility will be realized.) Moreover, politicians will oppose once-
and-for-all payment schemes that effectively disconnect them from the interest
groups with which they have struck deals and on which they have come to
rely for support and votes. This is not to say that beneficiaries are ingrates
and that the delivery of past benefits will have no lingering effects. Programs,
however, that deliver current and (contingent) future benefits will be regarded
as a more reliable basis on which to project continuing political support.2

Interestingly, there are numerous parallels between this discussion and
one that took place thirty years earlier in the antitrust arena. Just as the
use of a hypothetical ideal form of contracting led antitrust authorities (see
Williamson, 1985b, pp. 183-89) to declare that nonstandard and unfamiliar
contracting practices were inefficient and unlawful,3 so does the use of a hypo-
thetical ideal form of redistribution permit professors of law and economics
to declare that nonstandard and convoluted forms of redistribution are ineffi-
cient and grotesque. But that is where the parallels end: Although antitrust
has since been reformed, the critics of redistribution persist.

Whereas antitrust now concedes that nonstandard and unfamiliar con-
tracting practices can and sometimes do serve to protect weak but legitimate
property rights4 (as well as or instead of monopoly purposes), orthodox critics
of redistribution make no such concessions. And whereas remediableness has,
in effect, become the operative test criterion for market failure, political
failures are still examined in relation to a hypothetical ideal.

Possibly these differences are explained by unfamiliarity with the political
terrain. Or perhaps economists, as the guardians of rationality (Arrow, 1974,
p. 16), have the responsibility and right to prescribe what is efficient to others.
If the implicit weights of politics and economics differ, economics will trump
politics rather than the reverse.

Stigler objected to this last and declared that redistribution programs
that have passed the test of time are efficient. Albeit a useful concession to
realpolitik, the test of time is also very nearly tautological. My proposal for
unpacking the puzzles of redistribution is to recognize that the action resides
in the details. The mechanisms of redistribution thus need to be examined in

2. This assumes that incumbents enjoy advantages over challengers in delivering contingent
future benefits.

3. The Supreme Court agreed. United States v. Arnold, Schwinn & Co., 388 U.S. 365 (1967).
4. The Supreme Court reversed itself in Continental T.V. Inc. et al. v. GTE Sylvania Inc.

433 U.S. 36 (1977).
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order to ascertain (1) whether or not a proposed alternative mode for accomp-
lishing redistribution is even feasible, (2) whether apparent inefficiencies have
the deeper purpose and effect of buttressing weak (yet possibly legitimate)
political property rights, and (3) whether organizational or political failures
are properly described as egregious and hence, remediable or not, are denied
efficiency status. All three entail an examination of the microanalytics.

4. Possible Exceptions

Suppose that it were agreed that (1) the relevant comparisons are between
alternative feasible forms (in which event hypothetical ideals are introduced
only as they facilitate the comparison of alternative feasible forms), (2) extant
forms are privileged in the degree to which rival forms incur setup costs,
and (3) weak property rights are sometimes buttressed by (value-preserving)
inefficiencies by design. All three propositions apply to both private- and
public-sector activity, but politics differs in the degree to which it is a purpose-
ful effort to award favors. Although the benign tradition holds that politicians
balance the interests and deliver value to "all of the people, all of the time,"
realpolitik advises that the winners get to use public authority at the expense
of others (Moe and Caldwell, 1994, p. 173).

As discussed earlier, inefficiency is introduced into the design of public
bureaus and public programs because political property rights are insecure
and/or because of the need for compromise. Although such inefficiencies
would be reduced (in the limit, would vanish) as these insecurities and the
need for compromise are lessened, political insecurity and compromise are
themselves the product of a larger architectural exercise, namely, the design
of what is intended to be a well-functioning democratic system.

I will assume, for the purposes of this discussion, that the democracy in
question satisfies threshold standards for merit, which is to say that there is
no case for general reform5 and that politicians and interest groups make
structural choices in an informed and farsighted way. Given these assumptions,
which give rise to a presumption of efficiency, the issue that concerns me in
this section is this: If we treat efficiency as a rebuttable presumption, what
are the grounds for rebuttal? I examine this issue first in general and then
with reference to the sugar program.

5. This is a very important assumption. If a polity is declared to exceed threshold standards
for merit, then there are no general grounds for objecting to a particular outcome (or even to
a class of outcomes, e.g., all pork-barrel programs). Instead, all challenges to the presumed
efficiency of successively renewed political programs must be made in program-specific terms. I
will turn to this shortly.

Note that to declare that a polity exceeds threshold standards for merit does not imply that
every polity is regarded on a parity. One might argue that the French polity has superior properties
to the English (or the reverse), or that some combination of both systems is superior to either.
Were it that we were organizing a polity dc novo, these superior structural features would be
displayed and (hopefully) adopted. However, because we arc not stalling de novo, and since
both systems are judged to exceed threshold (hence a case for general reform that has any chance
of implementation cannot be made), we must work with what we have.
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4.1. General

Possible bases for rebutting the efficiency of a redistributional program include
a showing that (1) the deadweight losses are vastly greater than had previously
been recognized; (2) the program has taken on a life of its own, of which
capture is an especially troublesome example; (3) rival programs are unfairly
disadvantaged in other organizational respects; and (4) the political process
was (or is) locally defective. Let us consider each.

4.1.1. Deadweight loss burdens

Programs (such as the sugar program) that are known to carry a large dead-
weight loss burden are naturally suspect. At the very least, a periodic display
of these burdens requires that supporters come to their defense. Such periodic
reexamination is especially important to programs that are front-end loaded,
which because of the political uncertainties, many evidently are (Moe, 1990b,
p. 136). Lest the political net benefits turn negative yet go undetected because
of inertia in the political process, a periodic review and the display of large
deadweight losses by economists or other social scientists may have salu-
tary effects.

An assessment of deadweight loss may also be warranted because the
costs of some programs are uncritically assumed to be negligible, possibly be-
cause the case to the contrary has never been made. The presumption of
efficiency is carried too far if all time-tested programs are, in effect, exempt
from review. The state of antitrust enforcement with respect to mergers in
the 1960s is an example.6

The then prevailing state of affairs is reflected by the Federal Trade Com-
mission's opinion in Foremost Dairies, in which the commission ventured the
view that necessary proof of violation of Section 7 "consists of types of evidence
showing that the acquiring firm possesses significant power in some markets
or that its over-all organization gives it a decisive advantage in efficiency over
its smaller rivals."7 Although Donald Turner, among others, was quick to
label that as bad law and bad economics (1965, p. 1324), in that it protects
competitors rather than promotes the welfare benefits of competition, the
commission carried forward its reasoning in Procter & Gamble and linked it
with barriers to entry in the following way:

In stressing as we have the importance of advantages of scale as a factor
heightening the barriers to new entry into the liquid bleach industry, we
reject, as specious in law and unfounded in fact, the argument that the Com-
mission ought not, for the sake of protecting the "inefficient" small firms in
the industry, proscribe a merger so productive of "efficiencies." The short
answer to this argument is that, in a proceeding under Section 7, economic
efficiency or any other social benefit resulting from a merger is pertinent only

6. The remainder of this subsection is based on Williamson, 1985b, pp. 366-67, 369.
7. In re Foremost Dairies, Inc., 60 F.T.C., 944, 1084 (1962), emphasis added.
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insofar as it may tend to promote or retard the vigor of competition. (Bork,
1978, p. 254)

The emphasis on entry barriers and the low regard accorded to economies
also appear in the Supreme Court's opinion. Thus the Court observed that
Procter & Gamble's acquisition of Clorox may

have the tendency of raising the barriers to new entry. The major competitive
weapon in the successful marketing of bleach is advertising. Clorox was limited
in this area by its relatively small budget and its inability to obtain substantial
discounts. By contrast, Procter's budget was much larger, and although it
would not devote its entire budget to advertising Clorox, it could divert a
large portion to meet the short-term threat of a new entrant. Procter would
be able to use its volume discounts to advantage in advertising Clorox. Thus,
a new entrant would be much more reluctant to face the giant Procter than
it would have been to face the smaller Clorox.

Possible economies cannot be used as a defense to illegality.8

The low opinion and perverse regard for economies went so far that belea-
guered respondents disclaimed efficiency gains. Thus Procter & Gamble in-
sisted that its acquisition of Clorox was not objectionable because the govern-
ment was unable definitively to establish that any efficiencies would result:

[The government is unable to prove] any advantages in the procurement or
price of raw materials or in the acquisition or use of needed manufacturing
facilities or in the purchase of bottles or in freight costs. . . . [T]here is no
proof of any savings in any aspect of manufacturing. There is no proof that
any additional manufacturing facilities would be usable for the production
of Clorox. There is no proof that any combination of manufacturing facilities
would be usable for the production of Clorox. There is no proof that any
combination of manufacturing facilities would effect any savings, even if such
combination were feasible.9

The fact that efficiency benefits were held in such low regard in the 1960s
is partly explained by the widespread opinion that between two structural
alternatives—one of which simultaneously presents greater market power and
greater efficiency than the other—the more competitive structure is invariably
preferred. That view was supported by the implicit assumption that even small
anticompetitive effects would surely swamp efficiency benefits in arriving at
a net valuation. The FTC's opinion that "economic efficiency or any other
social benefit [is] pertinent only insofar as it may tend to promote or retard
the vigor of competition" (in which competition is defined in structural terms)
is a clear indication of such thinking.

An application of the basic partial equilibrium welfare economics model to
an assessment of market power versus economies disclosed that the unrelieved
hostility to economies came at a high cost (Williamson, 1968b). Faced with

8. Federal Trade Commission v. Procter & Gamble Co., 386 U.S. 568, 574 (1967).
9. The disclaimer of efficiencies appeared in Procter & Gamble's brief as respondent in the

Clorox litigation. Sec Alan Fisher and Robert Lande, 1983, p. 1582, n. 5.
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the mounting criticism10 and with growing international competition (from
foreign firms that were not burdened by the protectionist propensities of U.S.
antitrust), the antitrust policy toward economies was eventually reformed.
The display of deadweight losses in this instance arguably had a salutary effect.

4.1.2. Intertemporal transformations/capture

Organizations, like the law, have a life of their own. Sometimes the transforma-
tions are understood and foreseeable and should have been (arguably were)
folded into the design calculus at the outset. But some transformations are
wholly unanticipated: The complexity of the systems are simply beyond our
limited understanding.

Limits on understanding are not, however, immutable. Robert Michaels's
Iron Law of Oligarchy is an example of a transformation that, although once
unanticipated, has since been explicated: "It is organization which gives birth
to the dominion of the elected over the electors, of the mandatories over the
mandators, of the delegates over the delegators. Who says organization, says
oligarchy" (1962, p. 365). Good intentions to the contrary notwithstanding,
the behavioral propensities of human actors eventually take hold, with the
result that the initial leadership (or its successors) develop attachments to the
office. Being strategically situated, the leadership entrenches itself by control-
ling information, manipulating rewards and punishments, and mobilizing re-
sources to defeat rivals. Even worse, the entrenched leadership uses the organi-
zation to promote its own agenda at the expense of the membership.

One response would be to eschew all proposals to organize in favor of
anarchy, but that is extreme. The better and deeper lesson is to take into
account at the outset all predictable regularities, at which time it may be
possible to mitigate foreseeable oligarchical excesses at the initial design stage.
Thus although the oligarchical propensities of organization may have been
poorly understood by everybody until Michels clarified the issue, oligarchical
outcomes should not surprise serious practitioners and students of organization
once the Iron Law of Oligarchy becomes common knowledge. Today's organi-
zational designers presumably take this into account in the design calculus.

Inasmuch, however, as our knowledge of the intertemporal transforma-
tions to which organizations are given is still primitive, some outcomes will
still come as a surprise. What efficiency properties are to be ascribed to these?

One response is to accept all with resignation as the best that can be
done. That has a lot to recommend it, but another is to object when an
egregiously inefficient result materializes. That is my recommendation, subject

10. Although the merits of that framework have been disputed (Posner, 1975b, p. 821), the
general approach, if not the framework itself, has since been employed by others. Joe Bain was
among the first to acknowledge the merits of an economies defense in assessing mergers (1968,
p. 658). Wesley Liebeler (1978), Robert Bork (1978), and Timothy Muris (1979) all made extensive
use of the partial equilibrium trade-off model in their insistence that antitrust enforcement that
proceeds heedless of trade-offs is uninformed and contrary to the social interest. The Merger
Guidelines now treat economies in a favorable way.
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to the following qualification: Because some degree of ex post inefficiency is
unavoidable and because claims of inefficiency are made strategically, the
threshold for egregious inefficiency should be set very high. Capture is a
specific case in point.

Marver Bernstein (1955) described the transformation of the independent
regulatory commissions that had been created during the New Deal. Good
intentions were ascribed to these commissions at the outset, and many have
served and do serve useful purposes.11

Realizations, however, often differ from declared intentions.12 A system-
atic factor contributing to this disparity is that the continuing relations between
the industries to be regulated and the regulatory agencies are so close, the
exchange of personnel so common, and the comparative disadvantage of
unorganized consumers to influence outcomes so great that the inevitable
happened: In varying degrees, the commissions have become captive to the
industries.

Although capture may not have been foreseeable in the 1930s,13 such
errors should not be repeated twenty and forty years later. What once was
unforeseeable has become fully anticipated. Indeed, Stigler (1971) took the
argument a step further: Industries that expect to capture the process and
become net beneficiaries will actively seek to be regulated—under the guise,
to be sure, of the public interest. Assuming, moreover, that all the interests
eventually come to understand the nature of the game that is being played,
we will end up with an unimprovable (hence efficient) result (Becker, 1983).14

11. This is an empirical question and should be decided by examining the data. Consider
Stigler's interesting assessment of the impact of the Securities and Exchange Commission. He
describes the basic test as "simplicity itself. . . . We take all the new issues of industrial stocks
with a value exceeding $2.5 million in 1923-28, and exceeding $5 million in 1949-55, and measure
the values of these issues. . . in five subsequent years. . . relative to the market average" (1964a,
p. 120). The pre-SEC versus post-SEC performance of new issues in relation to the market at
one-year intervals is as follows (in which the first figure is the pre-SEC mean and the second is
post-SEC after one year): 81.9 versus 81.6; after two years 65.1 versus 73.3; after three years,
56.2 versus 72.6; after four years 52.8 versus 71.9; and after five years, 58.5 versus 69.6.

Stigler declares that since these differences are statistically significant only in the third and
fourth years, the SEC had no effect. Inasmuch, however, as tests of statistical significance are
unneeded when, as in Stigler's case, the attributes of entire populations, rather than samples
thereof, are measured, the data can be interpreted very differently: Except for the first year, the
SEC had a beneficial effect in all years.

12. A recent example of what was thought initially to be a good idea that turned out
otherwise is the "Pioneer Policy" adopted by the FCC with the endorsement of its general
counsel, Henry Geller. The Pioneer Policy has had the effect of awarding free licenses valued
at $250 million to high-technology start-ups. Unsurprisingly, this has led to "indefatigable lob-
bying," and Geller now says he "made a mistake." See Peter Passell, "F.C.C. 'Pioneer' Policy
Under Attack," New York Times, January 31, 1994, p. Cl.

13. That may be a naive assessment. Regulated industries always have a hand in the design
of agencies and should be presumed to be farsighted players. (Clinton's reform of health care
raised precisely these issues.)

14. Assuming that a producer interest group has the incentive and ability to organize
collectively, the question is not whether it will organize, but how. One way to organize would
be to create an association or cartel. A second way would be through a regulatory commission.
Capture notwithstanding, the interests of consumers (as well as the producer interest group)
could well converge on the regulatory solution.
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Accordingly, those who protest capture are merely poor losers: Having lost
the ex ante political competition, they are seeking ex post relief by claiming
that a fully foreseeable result (capture) could not reasonably have been antici-
pated—the rhetoric of "good intentions" from the Congressional Record being
offered as evidence.

Although the rationality logic out of which Stigler and Becker operate is
very strong, the proposition that politics is played knowledgeably by strategic
actors has a great deal to recommend it. Even, however, if we grant that
foreseeable capture is the main case, some realizations may be so offen-
sive—beyond even the worst imagined scenario—as to be declared unaccept-
able. For example, an underground industry may emerge that operates side
by side with the regulated industry but is run by criminals. And there may
be other outcomes that are deemed to be the unacceptable consequences of
an evolved and entrenched structure, corruption in law enforcement being an
example. Bureaucracy being what it is, however, some entrenchment and
some corruption (later, if not sooner) should be expected. Corruption that
cannot be rectified with net gains is, by definition, irremediable.15

4.1.3. Setup costs

Although it could be argued that redistribution will cease as soon as its political
support wanes, this assumes that potential rivals and established programs
are on a parity. Clearly, however, established programs enjoy the benefits of
an infrastructure that is in place and working, and bureaucrats whose job it
is to administer programs rarely have a neutral view about abolishing their
jobs. Would-be rival programs incur setup costs: Rivals need to organize,
which entails finding out who their supporters and potential leaders are; they
need to assemble resources and work out routines, which requires learning;
and they need to persuade political "investors" that there is not only merit
in the project but also net gains.

The problem is instantly recognized as the public-sector counterpart of
the "first-mover advantages" that arise in private-sector competition. As it is
in the private sector, so it is in the public sector: Some of these advantages
accrue naturally and are not objectionable, but others are due to strategic

In any event, the choice is between feasible alternatives, of which benign alternatives are
not included. All perceived cost-effective deals will be made.

15. Note in this connection that feasible superior alternatives that are blocked by the political
process—hence cannot be implemented—are irremediable. In that event, only a political reform
can accomplish structural change. Experience teaches that genuine reform is a rare event.

Awaiting political reform, demands to "clean up corruption" can frequently be defused and
defeated by creating "investigative commissions" that look into wrongdoing in a deliberative
way. Wily politicians and their benefactors ascribe worthy purposes to these efforts, and the fact
that this strategy works repeatedly suggests that intergenerational learning across voters and
journalists is very limited. A few years and a few conspicuous prosecutions later, the structure
survives and business as usual (corruption) continues. See James Lardner's examination of recur-
rent corruption in the New York City Police Department in "The Whistle-Blower-Part II," The
New Yorker, July 12, 1993, pp. 39-58.
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behavior. Efforts to raise political barriers to entry well above those that
would obtain in the normal course of events are especially reprehensible.

The question then is whether meaningful criteria can be devised by which
to recognize when current beneficiaries of redistribution have become en-
trenched by egregiously manipulating the political process to the disadvantage
of later generations. That is a difficult and, as yet, unanswered question. Except
for the political defects mentioned later, I am not hopeful.

4.1.4. Initial conditions

Intertemporal disadvantages that can be attributed not to historical accident
(e.g., who happened to be there first and therefore got a head start) but to
unacceptable initial conditions are the concern here. Specifically, what is to
be done if those who are made to pay were excluded from parity participation
at the time that a redistribution program was first approved? Given the afore-
mentioned first-mover advantages of established programs, such programs are
resistant to subsequent undoing when renewal is considered, even though
those who were previously excluded (or otherwise disadvantaged) may not
possess a political voice.

The prior restriction of voting rights (de jure or de facto) to women and
minorities are obvious cases for which redress might be warranted. Again,
however, the right to redress needs to be restricted. The right would be much
more compelling if those who were previously denied participation in politics
were observed to bear a disproportionate share of the burdens.

An especially troublesome case is that of future generations (Brennan
and Buchanan, 1985). Minors are always denied the franchise yet, under pay-
as-you-go systems (as opposed to insurance systems), are expected to pay the
retirement benefits created by their elders. When does an intergenerational
"deal" exceed the bounds of reason and become abuse?

4.2. The Sugar Program

Recall that Stigler used the time-tested sugar program to critique the orthodox
conclusion that the deadweight losses of redistribution imply inefficiency.
Conceivably, however, his cryptic description of the sugar program missed
serious defects. Anne Krueger's more detailed review (1990) of the political
economy of sugar controls is therefore pertinent.

A recurrent theme in Krueger's examination of the sugar program is that
complex programs designed to benefit economic interests through price and
quantity controls take on a "life of their own" (1990, p. 212). They evolve in
unimaginable ways in which parties err, learn, and strategize and outcomes
are partly the adventitious product of political happenstance. Among her
salient observations are these:

1. "[O]nce created, a policy instrument will: (a) be seized upon by groups
who perceive themselves to benefit (regardless of whether they had anything
to do with initiating the programme or not); (b) induce economic market



Redistribution and Inefficiency 209

reactions which will minimize the costs of the programme; (c) lead to political
responses to (b) by the groups formed under (a) to attempt to offset these
economic market reactions, which in turn will lead to (d) increasingly complex
policy instruments designed both to deal with the competing interest groups
that form around the policy instrument and simultaneously to subvert the
sorts of market responses perceived to be detrimental" (pp. 209-10).

2. The complexities of the sugar program were great and conferred bene-
fits on those who "learned the intricacies" and whose "human capital would
have depreciated sharply had the programme been greatly simplified or elimi-
nated" (p. 208).

3. Outsiders were disadvantaged by both their lack of nuanced under-
standing of the program and the "technocratic element" by which "people
moved back and forth between administering the programme and lobbying
for it" (p. 190).

4. The sugar program was institutionally "unusual" in several respects.
For one thing, "there is the anomaly (for the American Congress) that sugar
legislation was handled by the Senate Finance Committee (because it is an
import) and the House Agriculture Committee (by historical accident). More-
over, because it was an import and thus had revenue implications, only the
House had the power to initiate legislation. This gave the House Agriculture
Committee considerably more power over sugar than it would have had the
counterpart body been the Senate Agriculture Committee, and the House
Agriculture Committee had considerably more ability to focus its attention
on sugar than would the House Ways and Means Committee" (p. 208). The
fact, moreover, that sugar was used as an instrument of foreign policy (espe-
cially in relation to Cuba) was a further complication (p. 209).

5. Although deficiency payments would have accomplished the redistribu-
tion at far less cost, the sugar growers were opposed, possibly because they
were concerned "that a ceiling would be placed on the size of the payment
that might be made to any individual farm" (Krueger, 1990, p. 204).

Given this history, should one conclude that the sugar program was so
egregiously flawed that the Stigler's efficiency verdict is incorrect? I would be
reluctant to reach that result, but others might not. After all, the deadweight
losses as a fraction of the total are especially large; the program evolved in
an unusually convoluted way; and the congressional oversights are unique
and arguably defective.

This last is an especially troublesome point, but it is not, in my judgment,
dispositive. Lacking more, I would describe the sugar program as a close call.
Although that may be too timid and/or permissive, to register a close call is
not without purpose. For one thing, programs that are judged to be close calls
will presumably be operated more circumspectly thereafter. Also, if many
programs are of a close-call kind, then the case for general reform will become
more compelling.

Setting the latter aside, the lesson for particular reform is that the action
resides in the details. Deadweight losses notwithstanding, if a program of
redistribution is regularly renewed, then opponents should support their claims
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of inefficiency by displays of organizational or political failures. In a reasonably
well working system—one that may warrant particular but not general re-
form—that is an exercise in microanalytics.

5. Conclusions

The concept of remediableness has a long history. Both E. A. G. Robinson
(1934) and Harold Demsetz (1969) made perceptive reference to the analytical
poverty of "nirvana economics," which entailed comparisons of actual forms
of organization with ideals. As observed earlier, hypothetical ideals are op-
erationally irrelevant. Within the feasible subset, the relevant test is whether
(1) an alternative can be described that (2) can be implemented with (3)
expected net gains. This is the remediableness criterion.

Robinson used the concept of remediableness to critique the concept of
the ideal firm advanced by Nicholas Kaldor (1934). Coase and Demsetz used
remediableness to critique noncomparative assessments of market failure.
More recent examples in which inefficiency claims are made without reference
to a remediableness test are the purported advantages of worker-managed
firms16 and the purported inefficiencies that accrue to path dependency.17 This
chapter examines yet another source of inefficiency, namely, inefficiencies
ascribed to politics, as revealed by the deadweight losses of redistribution.

16. John Bonin and Louis Putterman ascribe benefits to the worker-managed form of
organization by assuming that the worker-managed firm can replicate the private enterprise in
all relevant respects and experiences no cost of capital disadvantage (1987, p. 2). For a critique,
see Williamson, 1993e, pp. 144-46. D. M. Nuti (1989) also described financial reforms under
market socialism by appealing to benign governance. See Williamson, 1991b, for a critique.

17. Brian Arthur (1989) illustrated path dependency with a numerical example in which
the payoffs to individual firms on adopting either of two technologies (A or B) depend on the
number of prior adoptions of each. Technology A has a higher payoff than B does if there are
few prior adoptions, but the advantage switches to technology B if there have been many prior
adoptions. The "problem" is that if each potential adopter consults only its own immediate net
gain, then each will select A, and there will be a "lock-in" to an inferior technology. A tyranny
of micromotives thereby obtains (Schelling, 1978).

As S. J. Liebowitz and Stephen Margolis observed in regard to this argument, however,
whether or not the choice of technology A is inefficient depends on what assumptions are made
about the state of knowledge (1992, p. 15). Also, even if one could assume that individual parties
know that technology B would become the more efficient choice after thirty or fifty adoptions,
the added costs of collective action to deter individuals from choosing technology A would need
to be taken into account. If it is unrealistic to assume that individuals possess the relevant
knowledge that a switchover (from A to B) will occur after thirty or fifty adoptions or if, given
that knowledge, the costs of orchestrating collective action are prohibitive, then the inefficiency
in question is effectively irremediable through private ordering.

Similar considerations apply to politics. Thus even in the fullness of time, if it becomes
"obvious" that redistributional program B would have been superior to redistributional program
A, that may have been anything but obvious ex ante. Rather, politicians should be assumed to
choose as best they can. Claims of inefficiency that can be recognized only after the fact and/or
that cannot be implemented with net gains have no operational importance.
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Although the relentless application of marginal analysis and, more gener-
ally, of calculativeness is sometimes excessive (Simon, 1978; Williamson,
1993a), applications of the economic approach—a "rational spirit" in combina-
tion with "systems analysis"—do usefully inform a wide variety of noneco-
nomic phenomena. Contrary to widespread opinion, moreover, the result is
not always one of economic imperialism.

Stigler's application of economic reasoning to politics is an illustration.
According to Stigler, politically approved projects that carry large deadweight
losses should be regarded as unobjectionable if they have passed the "test of
time." This crude criterion could be contested both in general and as it applies
to particular cases.

The general objection to this criterion is that economics trumps politics:
Economics is scientific and objective, whereas politics is haphazard and myo-
pic. If, however, the game of politics is commonly played by well-informed
and deeply strategic actors (special interests, politicians and their staffs) who
perceive and intend most realized effects, then politics is intentional. If, more-
over, economics is the servant of politics, then politics trumps economics when
these two are in apparent conflict.

Without a general case for reforming the political system (because it
lacks egregious defects),18 the focus shifts to defects associated with particular
outcomes. Objections of either organizational or political kinds can be pre-
sented. As it turns out, convincing displays of organizational or political defects
of a program-specific kind are hard to make. If, however, neither egregious
organizational nor political breakdowns can be ascribed to a political program,
then programs that have passed the test of time should be presumed to be
the product of a system that is doing what it was designed to do. The result
is that while awaiting a more successful demonstration that the defects
are more numerous and more serious than I have been able to show, the test
of time turns out to be a robust criterion, more robust than I had initially
projected.

The widely denounced Proposition 13, which is held to be responsible for
much of what ails state and local government in California, is an example.
Because vastly different taxes are imposed on side-by-side properties that are
substantially identical, a lawsuit was brought that challenged the constitution-
ality of Proposition 13. Not only did blatant inequities result, but older home
owners had incentives to make massive but inefficient home improvements
rather than purchase new properties. The U.S. Supreme Court ruled against
the suit, and Justice Harry Blackmun observed that the proposition was serving
the purposes for which it was intended.19 That is an unhappy decision for

18. Things change when we turn from developed to less-developed economies. The World
Bank, AID, and other development agencies may be able to strike deals in which political reform
is made the price of receiving assistance. Assuming that the reform is well conceived, that is
altogether felicitous. This chapter applies entirely to developed economies, for which such bargains
are normally out of reach.

19. Nordlinger v. Hahn, 112 S. Ct. 2326 (1992) 2333-36.
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those who have recently purchased homes in California. But it is a principled
decision and is respectful of politics.

The core arguments of this chapter are the following:
1. To show that redistribution experiences deadweight losses in relation

to a hypothetical ideal is, without more, operationally irrelevant.
2. Even, moreover, to show that an extant redistribution program experi-

ences economic losses in relation to a feasible alternative is not dispositive.
The possibility that extant programs service valued political purposes that are
not picked up by the economic calculus is the missing element and needs to
be factored in.

3. More generally, economics needs to make express provision for both
organization and politics. The market failure and antitrust literatures have
come to terms with the proposition that organization matters. Redistribution
needs to come to terms with politics. The study of redistribution, like the
study of economic organization more generally, is an exercise in comparative
institutional analysis in which the action resides in the microanalytics.20

A Postscript

As developed in the text, there are many parallels between the transaction
cost economics treatment of private sector contracting and public sector con-
tracting. For one thing, practices of both kinds are evaluated not with reference
to a hypothetical ideal but in terms of feasible alternatives. Also, because of
intertemporal contracting hazards, apparent "inefficiencies by design" can
arise in each. And the display of large deadweight losses poses a challenge
to public policy as it applies to both (private sector) antitrust enforcement
and (public sector) redistribution. A reader of this chapter has nevertheless
correctly observed that my analysis of political programs differs from that of
private programs in that the feasible alternatives for implementing redistribu-
tion programs are less fully developed.

One way of redressing this is to think about the three redistribution
mechanisms schemes that I briefly describe in Section 3—mode A (direct
redistribution), mode B (indirect redistribution with weak ties), and mode C
(indirect redistribution with strong ties)—as roughly corresponding to market,
hybrid, and hierarchical mechanisms of private sector governance, respec-
tively. Moreover, just as movements from simpler private sector governance
to more complex are attended by added costs and must be justified by added
(economic) benefits, correspondingly the movement from simpler redistribu-
tional programs to more complex programs is attended by added costs for
which added (political) benefits should obtain. Accordingly, mode C redistri-
bution becomes the redistributional mode of last resort—which recalls the
parallel private sector argument in Chapter 4: Try markets, try hybrids, and
employ hierarchy only as a matter of last resort.

20. For a related transaction cost economics treatment of politics that concludes similarly,
see Arinash Dixit (1995).
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To be sure, these correspondences are imperfect. They nevertheless sug-
gest a follow-on research program, the object of which is to identify and
explicate the attributes that distinguish alternative modes of redistribution.
Such an effort would be akin to the dimensionalization of private sector
governance set out in Chapter 4.

Note, moreover, that indirect redistributional mechanisms with strong ties
(mode C) signal highly politicized forms of redistribution. That may be politics
as usual, but those who are monitoring and reporting on the political process
should be alert to the possibility that these are problematic programs of
redistribution.



This page intentionally left blank 



Ill

ORGANIZATIONS

The two chapters in Part III concern issues in which economics and organiza-
tion are joined. Chapter 9 relates transaction cost economics to organization
theory; and Chapter 10 deals with the elusive notion of trust.

Having benefited from organization theory since my years as a Ph.D.
candidate at Carnegie, I knew that transaction cost economics owes a huge
debt to organization theory. But the relation between transaction cost econom-
ics and organization theory has also generated controversy.1 My initial inclina-
tion, when I started working on Chapter 9, was to emphasize the contested
terrain. The first draft was thus entitled "Transaction Cost Economics Meets
Organization Theory."

The revised title is less adversarial: "Transaction Cost Economics and
Organization Theory." As the chapter shows, transaction cost economics has
been the beneficiary of and offers value to organization theory. But there
are still occasional (and arguably productive) collisions on this two-way
street.

Because opportunism is such a controversial behavior assumption and is
responsible for many of the tensions between transaction cost economics
and organization theory, I take the opportunity here to add a few clarify-
ing remarks. As I see it, the choice between alternative statements of self-
interest seeking—in particular, the choice between the "frailties of motive,"
to which Herbert Simon referred (1985, p. 303), and opportunism, defined as
self-interest seeking with guile—need not be addressed in mutually exclusive
terms. Rather, the issue is which description best applies to which cir-
cumstances.

1. See the exchange among Charles Perrow and myself and William Ouchi in Andrew Van
de Ven and William Joyce, 1981. Also see the volume edited by Arthur Francis, Jeremy Turk
and Paul Willman (1983). Mark Granovetter's 1985 prize-winning essay is especially notable.
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If the question is which of these two best describes day-to-day activity
most of the time, I believe that frailty of motive is descriptively more accurate.
Most people do what they say (and some do more) without self-consciously
asking whether the effort is justified by expected discounted net gains. If they
slip, it is a normal friction and often a matter of bemusement.

Suppose, however, that we ask another question: Which assumption better
takes us into the deep structure of economic organization? Specifically, if our
concern is not with day-to-day affairs but with long-term contractual relations,
how should we proceed?

The object now is to look ahead, perceive hazards, and fold these back into
the organizational design, in all significant contractual contexts whatsoever
(intermediate product market, labor market, capital market, etc.). Robert
Michels's concluding remarks about oligarchy are pertinent: "Nothing but a
serene and frank examination of the oligarchical dangers of democracy will
enable us to minimize these dangers" (1962, p. 370). If a serene and frank
reference to opportunism alerts us to avoidable dangers that the more benign
reference to frailties of motive would not do, then there are real hazards in
the more benevolent construction.

This same general concern carries over to the use by social scientists of
other user-friendly terms, of which trust is one. The growing tendency to use
trust to describe probabilistic events from which the expected net gains from
cooperation are perceived to be positive seems to me to be inadvisable. Not
only does the use of familiar terms (like trust) invite us to draw mistaken
parallels between personal and commercial experience, but user-friendly terms
do not encourage us to examine the deep structure of organization. Rather,
we need to understand when credible commitments add value and how to
create them, when reputation effects work well, when poorly, and why. Trust
glosses over, rather than helps unpack, the relevant microanalytic features
and mechanisms. As developed in Chapter 10, "Calculativeness, Trust, and
Economic Organization," a calculative approach to economic organization
helps unpack these and other issues.

To be sure, this could be contested. One response is that social scientists
(especially economists) are too cynical and should use softer concepts, thereby
enlarging their understanding of complex organization. Less, rather than more,
Calculativeness is needed. Put differently, calculativeness is the problem rather
than the solution.

For example, some economists have been heard to say—partly in jest but
not entirely—that "the only reliable human motive is avarice." I would agree
that this takes calculativeness to excess. I further agree that we need to provide
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for all significant regularities, formal and informal, direct and indirect, hard and
soft. The calculative approach need not, however, be myopic or dysfunctional.
Adopting a farsighted, calculative approach to commercial contracting is what
we need if we are to build up the scientific vocabulary for organizations to
which Simon made early reference (1957a, p. xiv).
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9

Transaction Cost Economics and
Organization Theory

1. Introduction

Economic and sociological approaches to economic organization have reached
a state of healthy tension. That is to be contrasted with an earlier state of
affairs in which the two approaches were largely disjunct, hence ignored one
another, or described each other's research agendas and research accomplish-
ments with disdain (Swedberg, 1990, p. 4). Healthy tension involves genuine
give-and-take. Neither the obsolescence of organization theory, to which
Charles Perrow has recently alluded (1992, p. 162), nor the capitulation of
economics, to which James March (tongue-in-cheek) remarks,1 is implied.

A more respectful relation, perhaps even a sense that economies and
organization are engaged in a joint venture, is evident in W. Richard Scott's
remark that "while important areas of disagreement remain, more consensus
exists than is at first apparent" (1992, p. 3), in game theorist David Kreps's
contention that "almost any theory of organization which is addressed by
game theory will do more for game theory than game theory will do for it"
(1992, p. 1), and in my argument that a science of organization is in progress
in which law, economics, and organization are joined.2

Joint ventures sometimes evolve into mergers and sometimes unravel. I
do not expect that either will happen here. That merger is not in prospect is
because economics, organization theory, and law have separate as well as
combined agendas. A full-blown merger, moreover, would impoverish the
evolving science of organization—which has benefitted from the variety of
insights that are revealed by the use of different lenses. I expect that the joint
venture will hold until one of the parties has learned enough from the others

1. James March advised the Fourth International Conference of the Society for the Advance-
ment of Socio-Economics that economics had been so fully reformed that the audience should
'declare victory and go home' (Coughlin, 1992, p. 23).

2. Richard Posner comes out differently. He argues that "organization-theory . . . [adds]
nothing to economics that the literature on information economics had not added years earlier"
(1993a, p. 84).
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to go it alone. Progress attended by controversy is what I project for the
remainder of the decade.

This chapter focuses on connections between transaction cost economics
and organization theory and argues that a three-part relation is taking shape.
The first and most important of these is that transaction cost economics has
been (and will continue to be) massively influenced by concepts and empirical
regularities that have their origins in organization theory. Secondly, I sketch
the key concepts out of which transaction cost economics works to which
organization theorists can (and many do) productively relate. But thirdly,
healthy tension survives—as revealed by an examination of phenomena for
which rival interpretations have been advanced, remain unsolved, and pro-
voke controversy.

I begin this paper with some background on institutional economics, both
old and new. A three-level schema for studying economic organization is
proposed in Section 3. Some of the more important ways in which transaction
cost economics has benefitted from organization theory are examined in Sec-
tion 4. The key concepts in transaction cost economics are sketched in Section
5. Empirical regularities, as discerned through the lens of transaction cost
economics, that are pertinent to organization theory are discussed in Section
6. Contested terrain is surveyed in Section 7. Concluding remarks follow.

2. Institutional Economics

2.1. Older Traditions

Leading figures in the older institutional economics movement in the United
States were Wesley Mitchell, Thorstein Veblen, and John R. Commons. Al-
though many sociologists appear to be sympathetic with the older tradition,
there is growing agreement that the approach was "largely descriptive and
historically specific" (DiMaggio and Powell, 1991, p. 2) and was not cumulative
(Granovetter, 1988, p. 8). Criticisms of the old institutional economics by
economists have been scathing (Stigler, 1983, p. 170; Coase, 1984, p. 230;
Matthews, 1986, p. 903).

My general agreement with these assessments notwithstanding, I would
make an exception for John R. Commons. Not only is the institutional econom-
ics tradition at Wisconsin still very much alive (Bromley, 1989), but also the
enormous public policy influence of Commons and his students and colleagues
deserves to be credited. Andrew Van de Yen's summary of Commons's intel-
lectual contributions is pertinent to the first of these:

Especially worthy of emphasis [about Commons] are his (a) dynamic views
of institutions as a response to scarcity and conflicts of interest, (b) original
formulation of the transaction as the basic unit of analysis, (c) part-whole
analysis of how collective action constrains, liberates, and expands individual
action in countless numbers of routine and complementary transactions on
the one hand, and how individual wills and power to gain control over limiting
or contested factors provide the generative mechanisms for institutional
change on the other, and (d) historical appreciation of how customs, legal
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precedents, and laws of a society evolve to construct a collective standard of
prudent reasonable behavior for resolving disputes between conflicting parties
in pragmatic and ethical ways. (1993, p. 148).

Albeit in varying degree, transaction cost economics is responsive to Commons
in all four of these respects.2

Commons and his colleagues and students were very influential in politics
during and after the Great Depression—in shaping social security, labor legis-
lation, public utility regulation, and, more generally, public policy toward
business. Possibly because of its public policy successes, the Wisconsin School
was remiss in developing its intellectual foundations. The successive operation-
alization—from informal into preformal, semiformal, and fully formal modes
of analysis—that I associate with transaction cost economics (Williamson,
1993e) never materialized. Instead, the institutional economics of Commons
progressed very little beyond the informal stage.

There is also an older institutional economics tradition in Europe. Of
special importance was the German Historical School. (Interested readers are
advised to consult Terrence Hutchison, 1984, and Richard Swedberg, 1991,
for assessments.) And, of course, there were the great works of Karl Marx.

A later German School, the Ordoliberal or Freiburg School, also warrants
remark. As discussed by Heinz Grossekettler (1989), this School was inspired
by the work of Walter Eucken, whose student Ludwig Erhard was the German
Minister of Economics from 1949 to 1963, Chancellor from 1963 to 1966, and
is widely credited with being the political father of the "economic miracle"
in West Germany. Grossekettler describes numerous parallels between the
Ordoliberal program and those of Property Rights Theory, Transaction Cost
Economics, and especially Constitutional Economics (1989, pp. 39, 64-67).

The Ordoliberal program proceeded at a very high level of generality
(Grossekettler, 1989, p. 47) and featured the application of lawful principles
to the entire economy (Grossekettler, 1989, pp. 46-57). Its great impact on
postwar German economic policy notwithstanding, the influence of the School
declined after the mid-1960s. Although Grossekettler attributes the decline
to the "wide scale of acceptance of the Keynesian theory . . . [among] young
German intellectuals" (1989, pp. 69-70), an additional problem is that the
principles of Ordoliberal economics were never given operational content.
Specific models were never developed; key trade-offs were never identified;
the mechanisms remained very abstract. The parallels with the Wisconsin
School—great public policy impact, underdeveloped conceptual framework,
loss of intellectual influence—are striking.

3. Briefly, the transaction cost economics responses are: (i) institutions respond to scarcity
as economizing devices, (ii) the transaction is expressly adopted as the basic unit of analysis, (iii)
conflicts are recognized and relieved by the creation of credible commitments/ex post governance
apparatus, and (iv) the institutional environment is treated as a set of shift parameters that change
the comparative costs of governance. Although these may be incomplete responses, the spirit of
the transaction cost economics enterprise nevertheless makes serious contact with Commons's
prescription.
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2.2. The New Institutional Economics
The new institutional economics comes in a variety of flavors and has been
variously defined. The economics of property rights—as developed especially
by Coase (1959,1960), Armen Alchian (1961), and Harold Demsetz (1967)—
was an early and influential dissent from orthodoxy. An evolutionary as op-
posed to a technological approach to economic organization was advanced,
according to which new property rights were created and enforced as the
economic needs arose, if and as these were cost effective.

The definition of ownership rights advanced by Eirik Furubotn and Sveto-
zar Pejovich is broadly pertinent: "By general agreement, the right of owner-
ship of an asset consists of three elements: (a) the right to use the asset . . .,
(b) the right to appropriate the returns from the asset. . ., and (c) the right
to change the asset's form and/or substance" (1974, p. 4). Strong claims on
behalf of the property rights approach to economic organization were set out
by Coase as follows:

A private enterprise system cannot function unless property rights are created
in resources, and when this is done, someone wishing to use a resource has
to pay the owner to obtain it. Chaos disappears; and so does the government
except that a legal system to define property rights and to arbitrate disputes
is, of course, necessary. (1959, p. 14)

As it turns out, these claims overstate the case for the property rights approach.
Not only is the definition of property rights sometimes costly—consider the
difficult problems of defining intellectual property rights—but also court order-
ing can be a costly way to proceed. A comparative contractual approach
rather than a pure property rights approach, therefore has a great deal to
recommend it.

Although the earlier property rights approach and the more recent com-
parative contractual approach appear to be rival theories of organization,
much of that tension is relieved by recognizing that the new institutional
economics has actually developed in two complementary parts. One of these
parts deal predominantly with background conditions (expanded beyond prop-
erty rights to include contract laws, norms, customs, conventions, and the like)
while the second branch deals with the mechanisms of governance.

What the economics of organization is predominantly concerned with is
this: holding these background conditions constant, why organize economic
activity one way (e.g., procure from the market) rather than another (e.g.,
produce to your own needs: hierarchy)?

3. A Three-Level Schema

Transaction cost economics is mainly concerned with the governance of con-
tractual relations. Governance does not, however, operate in isolation. The



Transaction Cost Economics and Organization Theory 223

comparative efficacy of alternative modes of governance varies with the institu-
tional environment on the one hand and the attributes of economic actors on
the other. A three-level schema is therefore proposed, according to which the
object of analysis, governance, is bracketed by more macro features (the insti-
tutional environment) and more micro features (the individual). Feedbacks
aside (which are underdeveloped in the transaction cost economics set-up), the
institutional environment is treated as the locus of shift parameters, changes in
which shift the comparative costs of governance, and the individual is where
the behavioral assumptions originate.

Roger Friedland and Robert Alford also propose a three-level schema in
which environment, governance, and individual are distinguished, but their
emphasis is very different. They focus on the individual and argue that the
three levels of analysis are "nested, where organization and institution specify
progressively higher levels of constraint and opportunity for individual action"
(1991, p. 242).

The causal model proposed here is akin to and was suggested by, but is
different from, the causal model recently proposed by W. Richard Scott (1992,
p. 45), who is also predominantly concerned with governance. There are three
main effects in my schema (see Figure 9.1). These are shown by the solid ar-
rows. Secondary effects are drawn as dashed arrows. As indicated, the institu-
tional environment defines the rules of the game. If changes in property rights,
contract laws, norms, customs, and the like induce changes in the comparative
costs of governance, then a reconfiguration of economic organization is usu-
ally implied.

The solid arrow from the individual to governance carries the behavioral
assumptions within which transaction cost economics operates, and the circular
arrow within the governance sector reflects the proposition that organization,
like the law, has a life of its own. The latter is the subject of Section 3.

Figure 9.1. A layer schema.
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Although behavioral assumptions are frequently scanted in economics,
transaction cost economics subscribes to the proposition that economic actors
should be described in workably realistic terms (Simon, 1978; Coase, 1984).
Interestingly, "outsiders," especially physicists, have long been insistent that
a better understanding of the actions of human agents requires more self-
conscious attention to the study of how men's minds work (Bridgeman, 1955,
p. 450; Waldrop, 1992, p. 142). Herbert Simon concurs:

Nothing is more fundamental in setting our research agenda and informing
our research methods than our view of the nature of the human beings whose
behavior we are studying. It makes a difference, a very large difference, to
our research strategy whether we are studying the nearly omniscient Homo
economicus of rational choice theory or the boundedly rational Homo psy-
chologicus of cognitive psychology. It makes a difference to research, but it
also makes a difference for the proper design of political institutions. James
Madison was well aware of that, and in the pages of the Federalist Papers he
opted for this view of the human condition (Federalist, No. 55):

As there is a degree of depravity in mankind which requires a certain
degree of circumspection and distrust, so there are other qualities in
human nature which justify a certain portion of esteem and confidence.

—a balanced and realistic view, we may concede, of bounded human rational-
ity and its accompanying frailties of motive and reason. (1985, p. 303)

Transaction cost economics expressly adopts the proposition that human cog-
nition is subject to bounded rationality—where this is defined as behavior
that is "intendedly rational, but only limitedly so" (Simon, 1957a, p. xxiv)—but
differs from Simon in its interpretation of the "degree of depravity" to which
Madison refers.

Whereas Simon regards the depravity in question as "frailties of motive
and reason," transaction cost economics describes it instead as opportun-
ism—to include self-interest seeking with guile. The former is a much more
benign interpretation, and many social scientists understandably prefer it.
Consider, however, Robert Michels's concluding remarks about oligarchy:
"nothing but a serene and frank examination of the oligarchical dangers of
democracy will enable us to minimize these dangers" (1962, p. 370). If a serene
and frank reference to opportunism alerts us to avoidable dangers which the
more benign reference to frailties of motive and reason would not, then there
are real hazards in adopting the more benevolent construction. As discussed
in Section 5, below, the mitigation of opportunism plays a central role in
transaction cost economics.

Opportunism can take blatant, subtle, and natural forms. The blatant
form is associated with Niccolo Machiavelli. Because he perceived that the
economic agents with whom the Prince was dealing were opportunistic, the
Prince was advised to engage in reciprocal and even pre-emptive opportun-
ism—to breach contracts with impugnity whenever "the reasons which made
him bind himself no longer exist" (1952, p. 92). The subtle form is strategic
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and has been described elsewhere as "self-interest seeking with guile" (Wil-
liamson, 1975b, pp. 26-37; 1985b, pp. 46-52,64-67). The natural form involves
tilting the system at the margin. The so-called "dollar-a-year" men in the
Office of Production Management, of which there were 250 at the beginning
of World War II, were of concern to the Senate Special Committee to Investi-
gate the National Defense Program because

Such corporate executives in high official roles were too inclined to make
decisions for the benefit of their corporations. "They have their own business
at heart," [Senator] Truman remarked. The report called them lobbyists "in a
very real sense," because their presence inevitably meant favoritism, "human
nature being what it is" (McCullough, 1992, p. 265)

Michel Crozier's treatment of bureaucracy makes prominent provision for all
forms of opportunism, which he describes as "the active tendency of the
human agent to take advantage, in any circumstances, of all available means
to further his own privileges" (1964, p. 194).

Feedback effects from governance to the institutional environment can
be either instrumental or strategic. An example of the former would be an
improvement in contract law, brought about at the request of parties who
find that extant law is poorly suited to support the integrity of contract.
Strategic changes could take the form of protectionist trade barriers against
domestic and/or foreign competition. Feedback from governance to the level
of the individual can be interpreted as "endogenous preference" formation
(Bowles and Gintis, 1993), due to advertising or other forms of "education."
The individual is also influenced by the environment, in that endogenous
preferences are the product of social conditioning. Although transaction cost
economics can often relate to these secondary effects, other modes of analysis
are often more pertinent.

More generally, the Friedland and Alford scheme, the Scott scheme, and
the variant that I offer are not mutually exclusive. Which to use when depends
on the questions being asked. To repeat, the main case approach to economic
organization that I have proposed works out of the heavy line causal relations
shown in Figure 9.1, to which the dashed lines represent refinements.

4. The Value Added of Organization Theory

Richard Swedberg (1987, 1990), Robert Frank (1992), and others have de-
scribed numerous respects in which economics has been influenced by sociol-
ogy and organization theory. The value added to which I refer here deals only
with those aspects where transaction cost economics has been a direct and
significant beneficiary.

The behavioral assumptions to which I refer in Section 3 above—bounded
rationality and opportunism—are perhaps the most obvious examples of how
transaction cost economics has been shaped by organization theory. But the
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proposition that organization has a life of its own (the circular arrow in the
governance box in Figure 9.1) is also important. And there are yet additional
influences as well.

4.1. Intertemporal Process Transformations
Describing the firm as a production function invites an engineering approach
to organization. The resulting "machine model" of organization emphasizes
intended effects to the neglect of unintended effects (March and Simon, 1958,
chap. 3). But if organizations have a life of their own, and if the usual economic
approach is unable to relate to the intertemporal realities of organization,
then—for some purposes at least—an extra-economic approach may be needed.

Note that I do not propose that the economic approach be abandoned.
Rather, the "usual" or orthodox economic approach gives way to an aug-
mented or extended economic approach. That is very different from adopting
an altogether different approach—as, for example, that of neural networks.

As it turns out, the economic approach is both very elastic and very
powerful. Because it is elastic and because increasing numbers of economists
have become persuaded of the need to deal with economic organization"
as it is," warts and all, all significant regularities whatsoever—intended and
unintended alike—come within the ambit. Because it is very powerful, eco-
nomics brings added value. Specifically, the "farsighted propensity" or "ratio-
nal spirit" that economics ascribes to economic actors permits the analysis
of previously neglected regularities to be taken a step further. Once the
unanticipated consequences are understood, those effects will thereafter be
anticipated and the ramifications can be folded back into the organizational
design. Unwanted costs will then be mitigated and unanticipated benefits will
be enhanced. Better economic performance will ordinarily result.

Unintended effects are frequently delayed and are often subtle. Deep
knowledge of the details and intertemporal process transformations that attend
organization is therefore needed. Because organization theorists have wider
and deeper knowledge of these conditions, economists have much to learn
and ought to be deferential. Four specific illustrations are sketched here.

4.1.1. Demands for control

A natural response to perceived failures of performance is to introduce added
controls. Such efforts can have both intended and unintended consequences
(Merton, 1936; Gouldner, 1954).

One illustration is the employment relation, where an increased emphasis
on the reliability of behavior gives rise to added rules (March and Simon,
1958, pp. 38-40). Rules, however, serve not merely as controls but also define
minimally acceptable behavior (Cyert and March, 1963). Managers who apply
rules to subordinates in a legalistic and mechanical way invite "working to
rules," which frustrates effective performance.
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These unintended consequences are picked up by the wider peripheral
vision of organization theorists. In the spirit of farsighted contracting, however,
the argument can be taken yet a step further. Once apprised of the added con-
sequences, the farsighted economist will make allowance for them by factor-
ing these into the original organizational design. (Some organization theorists
might respond that this last is fanciful and unrealistic. That can be decided
by examining the data.)

4.1.2. Oligarchy

The Iron Law of Oligarchy holds that "It is organization which gives birth to
the dominion of the elected over the electors, of the mandatories over the
mandators, of the delegates over the delegators. Who says organization, says
oligarchy" (Michels, 1962, p. 365). Accordingly, good intentions notwithstand-
ing, the initial leadership (or its successors) will inevitably develop attach-
ments for the office.

One response would be to eschew organization in favor of anarchy, but
that is extreme. The better and deeper lesson is to take all predictable regulari-
ties into account at the outset, whereupon it may be possible to mitigate fore-
seeable oligarchical excesses at the initial design stage.4

4.1.3. Identity/capability

The proposition that identity matters has been featured in transaction cost
economics from the outset. As developed in Section 6, below, identity is
usually explained by some form of "asset specificity." The "capabilities" view
of the firm (Penrose, 1959; Selznick, 1957; Wernerfelt, 1984; Teece et al., 1992)
raises related but additional issues.

One way to unpack the "capabilities" view of the firm is to ask what—in
addition to an inventory of its physical assets, an accounting for its financial
assets, and a census of its workforce—is needed to describe the capabilities
of a firm. Features of organization that are arguably important include the
following: (i) the communication codes that the firm has developed (Arrow,
1974); (ii) the routines that it employs (Cyert and March, 1963; Nelson and

4. Oligarchy is usually applied to composite organization, but it applies to subdivisions as
well. Whether a firm should make or buy is thus a matter for which oligarchy has a bearing. If
the decision to take a transaction out of the market and organize it internally is attended by
subsequent information distortions and subgoal pursuit, then that should be taken into account
at the outset (Williamson, 1975, chap. 7; 1985b, chap. 6). Not only do operating costs rise but
also a constituency develops that favors the renewal of internal facilities. An obvious response
is to demand high hurdle rates for new projects, thereby to protect against the unremarked but
predictable distortions (added costs; advocacy efforts) to which internal (as compared with market)
procurement is differentially subject.

The argument applies to public sector projects as well. Because of the deferred and undis-
closed but nevertheless predictable distortions to which "organization" is subject, new projects
and regulatory proposals should be required to display large (apparent) net gains.
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Winter, 1982); (iii) the corporate culture that has taken shape (Kreps, 1990b).
What do we make of these?

One response is to regard these as spontaneous features of economic
organization. As interpreted by institutional theory in sociology, "organiza-
tional structures, procedures, and decisions are largely ritualistic and symbolic,
especially so when it is difficult or impossible to assess the efficacy of organiza-
tional decisions on the basis of their tangible outcomes" (Baron and Hannan,
1992, p. 57, emphasis added).

If, of course, efficiency consequences are impossible to ascertain, then
intentionality has nothing to add. Increasingly, however, some of the subtle
efficiency consequences of organization are coming to be better understood,
whereupon they are (at least partly) subject to strategic determination. If the
benefits of capabilities vary with the attributes of transactions, which arguably
they do, then the cost effective thing to do is to shape culture, develop commu-
nication codes, and manage routines in a deliberative (transaction specific)
way. Implementing the intentionality view will require that the microanalytic
attributes that define culture, communication codes, and routines be uncov-
ered, which is an ambitious exercise.

4.1.4. Bureaucratization

As compared with the study of market failure, the study of bureaucratic fail-
ure is underdeveloped. It is elementary that a well-considered theory of organi-
zation will make provision for failures of all kinds.

Albeit underdeveloped, the bureaucratic failure literature is vast, partly
because purported failures are described in absolute rather than comparative
terms. Unless, however, a superior and feasible form of organization to which
to assign a transaction (or related set of transactions) can be identified, the
failure in question is effectively irremediable. One of the tasks of transaction
cost economics is to assess purported bureaucratic failures in comparative
institutional terms.

The basic argument is this: it is easy to show that a particular hierarchical
structure is beset with costs, but that is neither here nor there if all feasible
forms of organization are beset with the same or equivalent costs. Efforts to
ascertain bureaucratic costs that survive comparative institutional scrutiny are
reported elsewhere (Williamson, 1975, chap. 7; 1985b, chap. 6), but these are
very provisional and preliminary. Although intertemporal transformations
and complexity are recurrent themes in the study of bureaucratic failure, much
more concerted attention to these matters is needed.

4.2. Adaptation
As described in earlier chapters, the economist Friedrich Hayek maintained
that the main problem of economic organization was that of adaptation and
argued that this was realized spontaneously through the price system. The
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organization theorist Chester Barnard also held that adaptation was the central
problem of organization. But whereas Hayek emphasized autonomous adapta-
tion of a spontaneous kind, Barnard was concerned with cooperative adapta-
tion of an intentional kind.

Transaction cost economics (i) concurs that adaptation is the central prob-
lem of economic organization; (ii) regards adaptations of both autonomous
and cooperative kinds as important; (iii) maintains that whether adaptations
to disturbances ought to be predominantly autonomous, cooperative, or a
mixture thereof varies with the attributes of the transactions (especially on
the degree to which the investments associated with successive stages of activity
are bilaterally or multilaterally dependent); and (iv) argues that each generic
form of governance—market, hybrid, and hierarchy—differs systematically in
its capacity to adapt in autonomous and cooperative ways. A series of predicted
(transaction cost economizing) alignments between transactions and gover-
nance structures thereby obtain (Williamson, 1991a), which predictions invite
and have been subjected to empirical testing (Joskow, 1988; Klein and Shelan-
ski, 1995; Masten, 1992).

4.3. Politics

Terry Moe (1990b) makes a compelling case for the proposition that public
bureaucracies are different. Partly that is because the transactions that are
assigned to the public sector are different, but Moe argues additionally that
public sector bureaucracies are shaped by politics. Democratic politics requires
compromises that are different in kind from those posed in the private sector
and poses novel expropriation hazards. Added "inefficiencies" arise in the
design of public agencies on both accounts.5

The inefficiencies that result from compromise and from political preposi-
tioning are as described in Chapter 8.

4.4. Embeddedness and Networks

Gary Hamilton and Nicole Biggart take exception with the transaction cost
economics interpretation of economic organization because it implicitly as-
sumes that the institutional environment is everywhere the same; namely, that
of Western democracies, and most especially that of the United States. They
observe that large firms in East Asia differ from United States corporations

5. Politics really is different. But it is not as though there is no private sector counterpart.
The more general argument is this: weak property rights regimes—both public and private—invite
farsighted parties to provide added protection. The issues are discussed further in conjunction
with remediableness (see Section 5.5 below).

Note, as a comparative institutional matter, that secure totalitarian regimes can, according
to this logic, be expected to design more efficient public agencies. That is neither here nor there
if democratic values are held to be paramount—in which event the apparent inefficiencies of
agencies under a democracy are simply a cost of this form of governance.
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in significant respects and explain that "organizational practices . . . are fash-
ioned out of preexisting interactional patterns, which in many cases date to
preindustrial times. Hence, industrial enterprise is a complex modern adapta-
tion of pre-existing patterns of domination to economic situations in which
profit, efficiency, and control usually form the very conditions of existence"
(1988, p. S54).

The evidence that East Asian corporations differ is compelling. The argu-
ment, however, that transaction cost economics does not have application to
East Asian economies goes too far.

The correct argument is that the institutional environment matters and
that transaction cost economics, in its preoccupation with governance, has been
neglectful of that. Treating the institutional environment as a set of shift
parameters—changes in which induce shifts in the comparative costs of gover-
nance—is, to a first approximation at least, the obvious response (Williamson,
1991a). That is the interpretation advanced above and shown in Figure 9.1.

The objection could nevertheless be made that this is fine as far as it goes,
but that comparative statics—which is a once-for-all exercise—does not go
far enough. As Mark Granovetter observes, "More sophisticated . . . analyses
of cultural influences. . . make it clear that culture is not a once-for-all influence
but an ongoing process, continuously constructed and reconstructed during
interaction. It not only shapes its members but is also shaped by them, in part
for their own strategic reasons" (1985, p. 486).

I do not disagree, but I would observe that "more sophisticated analyses"
must be judged by their value added. What are the deeper insights? What
are the added implications? Are the effects in question really beyond the
reach of economizing reasoning?

Consider, with reference to this last; the embeddedness argument that
"concrete relations and structures" generate trust and discourage malfeasance
of non-economic or extra-economic kinds:

Better than a statement that someone is known to be reliable is information
from a trusted informant that he has dealt with that individual and found
him so. Even better is information from one's own past dealings with that
person. This is better information for four reasons: (1) it is cheap; (2) one
trust one's own information best—it is richer, more detailed, and known to
be accurate; (3) individuals with whom one has a continuing relation have
an economic motivation to be trustworthy, so as not to discourage future
transactions; and (4) departing from pure economic motives, continuing eco-
nomic relations often become overlaid with social content that carries strong
expectations of trust and abstention from opportunism. (Granovetter, 1985,
p. 490)

This last point aside, the entire argument is consistent with, and much of it has
been anticipated by, transaction cost reasoning. Transaction cost economics
and embeddedness reasoning are evidently complementary in many respects.

A related argument is that transaction cost economics is preoccupied with
dyadic relations, whereupon network relations are given short shrift. The for-
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mer is correct,6 but the suggestion that network analysis is beyond the reach
of transaction cost economics is too strong. For one thing, many of the net-
work effects described by Ray Miles and Charles Snow (1992) correspond
very closely to the transaction cost economics treatment of the hybrid form
of economic organization (Williamson, 1983,1991a). For another, as the discus-
sion of Japanese economic organization (see Section 6.4, below) reveals, trans-
action cost economics can be and has been extended to deal with a richer set
of network effects.

4.5. Discrete Structural Analysis

One possible objection to the use of maximization/marginal analysis is that
"Parsimony recommends that we prefer the postulate that men are reasonable
to the postulate that they are supremely rational when either of the two
assumptions will do our work of inference as well as the other" (Simon, 1978,
p. 8). But while one might agree with Simon that satisficing is more reasonable
than maximizing, the analytical toolbox out of which satisficing works is, as
compared with maximizing apparatus, incomplete and very cumbersome. Thus
if one reaches the same outcome through the satisfying postulate as through
maximizing, and if the latter is much easier to implement, then economists
can be thought of as analytical satisficers: they use a short-cut form of analysis
that is simple to implement. Albeit at the expense of realism in assumptions,
maximization gets the job done.

A different criticism of marginal analysis is that this glosses over first-
order effects of a discrete structural kind. Capitalism and socialism, for ex-
ample, can be compared in both discrete structural (bureaucratization) and
marginal analysis (efficient resource allocation) respects. Recall Oskar
Lange's conjectured that, as between the two, bureaucratization posed a much
more severe danger to socialism than did inefficient resource allocation (1938,
p. 109).

That he was sanguine with respect to the latter was because he had derived
the rules for efficient resource allocation (mainly of a marginal cost pricing
kind) and was confident that socialist planners and managers could implement
them. Joseph Schumpeter (1942) and Abram Bergson (1948) concurred. The
study of comparative economic systems over the next fifty years was predomi-
nantly an allocative efficiency exercise.

Bureaucracy, by contrast, was mainly ignored. Partly that is because the
study of bureaucracy was believed to be beyond the purview of economics
and belonged to sociology (Lange, 1938, p. 109). Also, Lange held that "mo-
nopolistic capitalism" was beset by even more serious bureaucracy problems
(p. 110). If, however, the recent collapse of the former Soviet Union is attribut-

6. Interdependences among dyadic contracting relations and the possible manipulation
thereof have, however, been examined (Williamson, 1985b, pp. 318-19). Also see the discussion
of appropriability in Section 5.
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able more to conditions of waste (operating inside the frontier) than to ineffi-
cient resource allocation (operating at the wrong place on the frontier), then
it was cumulative burdens of bureaucracy—goal distortions, slack, maladapta-
tion, technological stagnation—that spelt its demise.

The lesson here is this: always study first-order (discrete structural) effects
before examining second-order (marginalist) refinements. Arguably, more-
over, that should be obvious: waste is easily a more serious source of welfare
losses than are price induced distortions (cf. Harberger, 1954, with William-
son, 1968b).

Simon advises similarly. Thus he contends that the main questions are

Not "how much flood insurance will a man buy?" but "what are the structural
conditions that make buying insurance rational or attractive?"

Not "at what levels will wages be fixed" but "when will work be per-
formed under an employment contract rather than a sales contract?" (1978,
p. 6)

Friedland and Alford's recent treatment of institutions is also of a discrete
structural kind. They contend that "Each of the most important institutional
orders of contemporary Western societies has a central logic—a set of material
practices and symbolic constructions—which constitutes its organizing princi-
ples and which is available to organizations and individuals to elaborate"
(1991, p. 248). Transaction cost economics concurs. But whereas Friedland
and Alford are concerned with discrete structural logics between institutional
orders—capitalism, the state, democracy, the family, etc.—transaction cost
economics maintains that distinctive logics within institutional orders also
need to be distinguished. Within the institutional order of capitalism, for
example, each generic mode of governance—market, hybrid, and hierar-
chy—possesses its own logic and distinctive cluster of attributes. Of special
importance is the proposition that each generic mode of governance is sup-
ported by a distinctive form of contract law (see Chapter 4).

5. Transaction Cost Economics, the Strategy

The transaction cost economics program for studying economic organization
has been described elsewhere (Williamson, 1975, 1981a, 1985b, 1988d, 1991a;
Klein, Crawford, and Alchian, 1978; Alchian and Woodward, 1987; Davis and
Powell, 1992). My purpose here is to sketch the general strategy that is em-
ployed by transaction cost economics, with the suggestion that organization
theorists could adopt (some already have adopted) parts of it.

The five-part strategy that I describe entails (i) a main case orientation
(transaction cost economizing), (ii) choice and explication of the unit of analy-
sis, (iii) a systems view of contracting, (iv) rudimentary trade-off apparatus,
and (v) a remediableness test for assessing "failures."
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5.1. The Main Case

Economic organization being very complex and our understanding being prim-
itive, there is a need to sort the wheat from the chaff. I propose for this
purpose that each rival theory of organization should declare the main case
out of which it works and develop the refutable implications that accrue thereto.

Transaction cost economics holds that economizing on transaction costs
is mainly responsible for the choice of one form of capitalist organization over
another. It thereupon applies this hypothesis to a wide range of phenome-
na—vertical integration, vertical market restrictions, labor organization, cor-
porate governance, finance, regulation (and deregulation), conglomerate orga-
nization, technology transfer, and, more generally, to any issue that can be
posed directly or indirectly as a contracting problem. As it turns out, large
numbers of problems which on first examination do not appear to be of a
contracting kind turn out to have an underlying contracting structure—the
oligopoly problem (Williamson, 1975, chap. 12) and the organization of the
company town (Williamson, 1985b, pp. 35-38) being examples. Comparisons
with other—rival or complementary—main case alternatives are invited.

Three of the older main case alternatives are that economic organization
is mainly explained by (i) technology, (ii) monopolization, and (iii) efficient
risk bearing. More recent main case candidates are (iv) contested exchange
between labor and capital, (v) other types of power arguments (e.g., resource
dependency), and (vi) path dependency. My brief responses to the first three
are that (i) technological non-separabilities and indivisibilities explain only
small groups and, at most, large plants, but explain neither multiplant organiza-
tion nor the organization of technologically separable groups/activities (which
should remain autonomous and which should be joined), (ii) monopoly expla-
nations require that monopoly preconditions be satisfied, but most markets
are competitively organized, and (iii) although differential risk aversion may
apply to many employment relationships, it has much less applicability to trade
between firms (where portfolio diversification is more easily accomplished and
where smaller firms ([for incentive intensity and economizing, but not risk
bearing, reasons] are often observed to bear inordinate risk). Responses to
the last three are developed more fully below. My brief responses are these:
(iv) the failures to which contested exchange refers are often irremediable,
(v) resource dependency is a truncated theory of contract, and (vi) although
path dependency is an important phenomenon, remediable inefficiency is rarely
established.

To be sure, transaction cost economizing does not always operate smoothly
or quickly. Thus we should "expect [transaction cost economizing] to be most
clearly exhibited in industries where entry is [easy] and where the struggle
for survival is [keen]" (Koopmans, 1957, p. 141).7 Transaction cost economics

7. The statement is a weakened variant on Tjalling Koopmans. Where he refers to "profit
maximization," "easiest," and "keenest." I have substituted transaction cost economizing, easy,
and keen.
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nevertheless maintains that later, if not sooner, inefficiency in the commercial
sector invites its own demise—all the more so as international competition
has become more vigorous. Politically imposed impediments (tariffs, quotas,
subsidies, rules) can and have, however, delayed the reckoning8 and disadvan-
taged parties (railroad workers, longshoremen, managers) may also be able
to delay changes unless compensated by buyouts.

The economizing to which I refer operates through weak-form selection
(Simon, 1983, p. 69)9 and works through a private net benefit calculus. That
suits the needs of positive economics—What's going on out there?—rather
well, but public policy needs to be more circumspect. As discussed below,
the relevant test of whether public policy intervention is warranted is that
of remediableness.

These important qualifications notwithstanding, transaction cost econom-
ics maintains that economizing is mainly determinative of private sector eco-
nomic organization and, as indicated, invites comparison with rival main case
hypotheses.

5.2. Unit of Analysis

A variety of units of analysis have been proposed to study economic organiza-
tion. Simon has proposed that the decision premise is the appropriate unit of
analysis (1957a, pp. xxx-xxxii). "Ownership" is the unit of analysis for the
economics of property rights. The industry is the unit of analysis in the struc-
ture-conduct-performance approach to industrial organization (Bain, 1956;
Scherer, 1970). The individual has been nominated as the unit of analysis by
positive agency theory (Jensen, 1983). Transaction cost economics follows
John R. Commons (1924, 1934) and takes the transaction to be the basic unit
of analysis.

Whatever unit of analysis is selected, the critical dimensions with respect
to which that unit of analysis differs need to be identified. Otherwise the unit

8. Joel Mokyr observes that resistance to innovation "occurred in many periods and places
but seems to have been neglected by most historians" (1990, p. 178). He nevertheless gives a
number of examples in which established interests, often with the use of the political process,
set out to defeat new technologies. In the end, however, the effect was not to defeat but to delay
machines that pressed pinheads, an improved slide rest lathe, the ribbon loom, the flying shuttle,
the use of arabic numerals, and the use of the printing press (Mokyr, 1990, pp. 178-79). That,
of course, is not dispositive. There may be many cases in which superior technologies were in
fact defeated—of which the typewriter keyboard (see Section 7, below) is purportedly an example.
Assuming, however, that the appropriate criterion for judging superiority is that of remediableness
(see below), I register grave doubts that significance technological or organizational efficiencies
can be delayed indefinitely.

9. The Schumpeterian process of "handing on"—which entails "a fall in the price of the
product to the new level of costs" (Schumpeter, 1947, p. 155) and purportedly works whenever
rivals are alert to new opportunities and are not prevented by purposive restrictions from adopting
them—is pertinent. The efficacy of handing on varies with the circumstances. When are rivals
more alert? What are the underlying information assumptions? Are there other capital market
and/or organizational concerns?
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will remain non-operational. Also, a paradigm problem to which the unit of
analysis applies needs to be described. Table 9.1 sets out the relevant com-
parisons.

As shown, the representative problem with which transaction cost eco-
nomics deals is that of vertical integration—when should a firm make rather
than buy a good or service? The focal dimension on which much of the
predictive content of transaction cost economics relies, moreover, is asset
specificity, which (as discussed in Section 6, below) is a measure of bilateral
dependency. More generally, transaction cost economics is concerned with
the governance of contractual relations (which bears a resemblance to the
"going concerns" to which Commons referred). As it turns out, economic
organization—in intermediate products markets, labor markets, capital mar-
kets, regulation, and even the family—involves variations on a few key transac-
tion cost economizing themes. The predictive action turns on the hypothesis
of discriminating alignment.

The arguments are familiar and are developed above. Suffice it to observe
here that empirical research in organization theory has long suffered from
the lack of an appropriate unit of analysis and the operationalization, which
is to say, dimensionalization, thereof.

5.3. Farsighted Contracting

The preoccupation of economists with direct and intended effects to the
neglect of indirect and (often delayed) unintended effects is widely interpreted
as a condition of myopia. In fact, however, most economists are actually far-
sighted. The problem is one of limited peripheral vision.

Tunnel vision is both a strength and a weakness. The strength is that a
focused lens, provided that it focuses on core issues, can be very powerful.
The limitation is that irregularities which are none the less important will be
missed and/or, even worse, dismissed.

Transaction cost economics relates to these limitations by drawing on
organization theory. Because organization has a life of its own, transaction
cost economics (i) asks to be apprised of the more important indirect effects,

Table 9.1. Comparison of Units of Analysis

Unit of Analysis

Decision premise
Ownership
Industry
Individual
Transaction

Critical Dimensions

Role; information; idiosyncratica

'Eleven characteristics'c

Concentration; barriers to entry
Undeclared
Frequency; uncertainty; asset specificity

Focal Problem

Human problem solvingb

Externality
Price-cost margins
Incentive alignment
Vertical integration

aSimon 1957a, pp. xxx-xxxi.
bNewell and Simon, 1972.
cBromley, 1989, pp. 187-190.
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whereupon (ii) it asks what, given these prospective effects, are the ramifica-
tions for efficient governance. A joinder of unanticipated effects (from organi-
zation theory) with farsighted contracting (from economics) thereby obtains.

Lest claims of farsightedness be taken to hyper-rationality extremes, trans-
action cost economics concedes that all complex contracts are unavoidably
incomplete. That has both practical and theoretical significance. The practical
lesson is this: all of the relevant contracting action cannot be concentrated in
the ex ante incentive alignment but some spills over into ex post governance.
The theoretical lesson is that differences among organization forms lose eco-
nomic significance under a comprehensive contracting set-up because any
form of organization can then replicate any other (Hart, 1990).

Transaction cost economics combines incompleteness with the farsighted
contracting by describing the contracting process as one of "incomplete con-
tracting in its entirety." But for incompleteness, the above-described signifi-
cance of ex post governance would vanish. But for farsightedness, transaction
cost economics would be denied access to one of the most important "tricks"
in the economist's bag, namely the assumption that economic actors have the
ability to look ahead, discern problems and prospects, and factor these back
into the organizational/contractual design. "Plausible farsightedness," as against
hyper-rationality, will often suffice.

Consider, for example, the issue of threats. Threats are easy to make, but
which threats are to be believed? If A says that it will do X if B does Y, but
if after B does Y, A's best response is to do Z, then the threat will not be
perceived to be credible to a farsighted B. Credible threats are thus those for
which a farsighted B perceives that A's ex post incentives comport with its
claims, because, for example, A has made the requisite kind and amount of
investment to support its threats (Dixit, 1980).

Or consider the matter of opportunism. As described above, Machiavelli
worked out of a myopic logic, whereupon he advised his Prince to reply to
opportunism in kind (get them before they get you). By contrast, the farsighted
Prince is advised to look ahead and, if he discerns potential hazards, to take
the hazards into account by redesigning the contractual relation—often by
devising ex ante safeguards that will deter ex post opportunism. Accordingly,
the wise Prince is advised to give and receive "credible commitments."

To be sure, it is more complicated to think about contract as a triple—p,
k, s—where p refers to the price at which the trade takes place, k refers to
the hazards that are associated with the exchange, s denotes the safeguards
within which the exchange is embedded, and price, hazards, and safeguards
are determined simultaneously—than as a scalar, where price alone is determi-
native. The simple schema shown in Chapter 3 nevertheless captures much
of the relevant action (also see the discussion of trust in Chapter 10).

5.4. Trade-Offs

The ideal organization adapts quickly and efficaciously to disturbances of all
kinds, but actual organizations experience trade-offs. Thus whereas more



Transaction Cost Economics and Organization Theory 237

decentralized forms of organization (e.g., markets) support high-powered incen-
tives and display outstanding adaptive properties to disturbances of an autono-
mous kind, they are poorly suited in cooperative adaptation respects. Hierarchy,
by contrast, has weaker incentives and is comparatively worse at autonomous
adaptation but is comparatively better in cooperative adaptation respects.

Simple transactions (for which k = 0)—in intermediate product markets,
labor, finance, regulation, and the like—are easy to organize. The requisite
adaptations here are preponderantly of an autonomous kind and the market-
like option is efficacious (so firms buy rather than make, use spot contracts
for labor, use debt rather than equity, eschew regulation, etc.). Problems
with markets arise as bilateral dependencies, and the need for cooperative
adaptations, build up. Markets give way to hybrids which in turn give way to
hierarchies (which is the organization form of last resort) as the needs for
cooperative adaptations (k > 0) build up.

More generally, the point is this: informed choice among alternative forms
of organization entails trade-offs. Identifying and explicating trade-offs is the
key to the study of comparative economic organization. Social scientists—eco-
nomists and organization theorists alike—as well as legal specialists, need to
come to terms with that proposition.

5.5. Remediableness

As developed in Chapter 8, the concept of remediableness has special relevan-
ces to politics. But it applies quite generally.

Note in this connection that "inefficiency" is unavoidably associated with
contractual hazards. The basic market and hierarchy trade-off that is incurred
upon taking transactions out of markets and organizing them internally substitutes
one form of inefficiency (bureaucracy) for another (maladaptation). Other exam-
ples where one form of inefficiency is used to patch up another are (i) decisions
by firms to integrate into adjacent stages of production (or distribution) in a
weak intellectual property rights regime, thereby to mitigatethe leakage of valued
know-how (Teece, 1986), (ii) decisions by manufacturers' agents to incur added
expenses, over and above those needed to develop the market, if these added
expenses strengthen customer bonds in a cost-effective way, thereby to deter
manufacturers from entering and expropriating market development investments
(Heide and John, 1988), and (iii) the use of costly bonding to deter franchisees
from violating quality norms (Klein and Leffler, 1981). Organization also has a
bearing on the distribution of rents as well as asset protection. Concern over
rent dissipation influenced the decision by the United States automobile industry
firms to integrate into parts (Helper and Levine, 1992) and also helps to explain
the resistance by oligopolies to industrial unions.

To be sure, any sacrifice of organizational efficiency, for oligopolistic rent
protection reasons or otherwise, poses troublesome public policy issues.10 A

10. This has public policy ramifications. As between two oligopolies, one of which engages
in rent-protective measures while the other does not, and assuming that they are identical in
other respects, the dissolution of the rent-protective oligopoly will yield larger welfare gains.
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remediability test is none the less required to ascertain whether public policy
should attempt to upset the oligopoly power in question. The issues are dis-
cussed further in relation to path dependency in Section 7.

6. Added Regularities

It is evident from the foregoing that the comparative contractual approach
out of which transaction cost economics works can be and needs to be informed
by organization theory. Transaction cost economics, however, is more than a
mere user. It pushes the logic of self-interest seeking to deeper levels, of
which the concept of credible commitment is one example. More generally,
it responds to prospective dysfunctional consequences by proposing improved
ex ante designs and/or alternative forms of governance. Also, and what con-
cerns me here, transaction cost has helped to discover added regularities that
are pertinent to the study of organization. These include (i) the Fundamental
Transformation (see Chapter 3), (ii) the impossibility of selective intervention
(see Chapter 6), (iii) the economics of atmosphere (see Chapter 10), and (iv)
an interpretation of Japanese economic organization (see Chapter 12).

These will not be repeated here (see, however, Williamson, 1993a, pp. 133-37,
for a summary). All are important to an understanding of economic organization.

7. Unresolved Tensions

The healthy tension to which I referred at the outset has contributed to
better and deeper understandings of a variety of phenomena. The matters
that concern me here—power, path dependence, the labor managed enter-
prise, trust, and tosh—are ones for which differences between transaction cost
economics and organization theory are great.

7 . 3 . Power/Resource Dependence

That efficiency plays such a large role in the economic analysis of organization
is because parties are assumed to consent to a contract and do this in a
relatively farsighted way. Such voluntarism is widely disputed by sociologists,
who "tend to regard systems of exchange as embedded within systems of
power and domination (usually regarded as grounded in a class structure in
the Marxian tradition) or systems of norms and values" (Baron and Hannan,
1992, p. 14).

The concept of power is very diffuse. Unable to define power, some
specialists report that they know it when they see it. That has led others to
conclude that power is a "disappointing concept. It tends to become a tautolog-
ical label for the unexplained variance" (March, 1988, p. 6).

Among the ways in which the term power is used are the following: the
power of capital over labor (Bowles and Gintis, 1993); strategic power exer-
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cised by established firms in relation to extant and prospective rivals (Shapiro,
1989); special interest power over the political process (Moe, 1990a); and
resource dependency. Although all are relevant to economic organization,
the last is distinctive to organization theory.11 I examine it.

Two versions of resource dependency can be distinguished. The weak
version is that parties who are subject to dependency will try to mitigate it.
That is unexceptionable and is akin to the safeguard argument advanced in
Section 5, above. There are two significant differences, however: (i) resource
dependency nowhere recognizes that price, hazards, and safeguards are deter-
mined simultaneously; (ii) resource dependency nowhere remarks that asset
specificity (which is the source of contractual hazard) is intentionally chosen
because it is the source of productive benefits.

The strong version of resource dependency assumes myopia. The argu-
ment here is that myopic parties to contracts are victims of unanticipated and
unwanted dependency. Because myopic parties do not perceive the hazards,
safeguards will not be provided and the hazards will not be priced out.

Evidence pertinent to the myopic versus farsighted view of contract in-
cludes the following. (i) Are suppliers indifferent between two technologies
that involve identical investments and have identical (steady state) operating
costs, but one of which technologies is much less redeployable than the other?
(ii) Is the degree of non-redeployability evident ex ante or is it revealed only
after an adverse state realization (which includes defection from the spirit of
the agreement) has materialized? (iii) Do added ex ante safeguards appear
as added specificity builds up? (iv) Does contract law doctrine and enforcement
reflect one or the other of these concepts of contract? Transaction cost econom-
ics answers these queries as follows: (i) the more generic (redeployable) tech-
nology will always be used whenever the cetera are paria; (ii) non-redeployabil-
ity can be discerned ex ante and is recognized as such (Masten, 1984; Palay,
1984,1985; Shelanski, 1993); (iii) added ex ante safeguards do appear as asset
specificity builds up (Joskow, 1985,1988); (iv) because truly unusual events are
unforeseeable and can have punitive consequences if contracts are enforced
literally, various forms of "excuse" are recognized by the law, but excuse is
granted sparingly.12

11. Friedland and Alford identify resource dependency as one of the two dominant theories
of organization (the other being population ecology) (1991, p. 235).

12. Because contracts are incomplete and contain gaps, errors, omissions, and the like, and
because the immediate parties may not be able to reconcile their differences when an unanticipated
disturbance arises, parties to a contract will sometimes ask courts to be excused from performance.
Because, moreover, literal enforcement can pose unacceptably severe contractual hazards—the
effects of which are to discourage contracting (in favor of vertical integration) and/or to discourage
potentially cost-effective investments in specialized assets—some relief from strict enforcement
recommends itself. How much relief is then the question. Were excuse to be granted routinely
whenever adversity occurred, then incentives to think through contracts, choose technologies
judiciously, share risks efficiently, and avert adversity would be impaired. Accordingly, transaction
cost economics recommends that (i) provision be made for excuse but (ii) excuse should be
awarded sparingly—which it evidently is (Farnsworth, 1968, p. 885; Buxbaum, 1985).
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7.2. Path Dependency

Transaction cost economics not only subscribes to the proposition that history
matters but relies on that proposition to explain the differential strengths and
weaknesses of alternative forms of governance. The Fundamental Transforma-
tion, for example, is a specific manifestation of the proposition that history
matters. (Transactions that are not subject to the Fundamental Transformation
are much easier to manage contractually.) The bureaucracy problems that
afflict internal organization (entrenchment; coalitions) are also the product
of experience and illustrate the proposition that history matters. Were it not
that systems drifted away from their initial conditions, efforts to replicate
markets within hierarchies (or the reverse) and selectively intervene would be
much easier—in which event differences between organization forms would
diminish.

The benefits that accrue to experience are also testimony to the proposi-
tion that history matters. Tacit knowledge and its consequences (Polanyi, 1962;
Marschak, 1968; Arrow, 1974) attest to that. More generally, firm-specific
human assets of both spontaneous (e.g. coding economies) and intentional
(e.g. learning) kinds are the product of idiosyncratic experience. The entire
institutional environment (laws, rules, conventions, norms, etc.) within which
the institutions of governance are embedded is the product of history. And
although the social conditioning that operates within governance structures
(e.g. corporate culture; Kreps, 1990a) is reflexive and often intentional, this
too has accidental and temporal features.

That history matters does not, however, imply that only history matters.
Intentionality and economizing explain a lot of what is going on out there.
Also, most of the path dependency literature emphasizes technology (e.g. the
QWERTY typewriter keyboard) rather than the organizational consequences
referred to above, Paul David's recent paper (1992) being an exception. I am
not persuaded that technological, as against organizational, path dependency
is as important as much of that literature suggests. Many of the "inefficiencies"
to which the technological path dependency literature refers are of an irremedi-
able kind.

7.2.7. Remediable inefficiencies

As described in Chapter 8, transaction cost economics emphasizes remediable
inefficiencies; that is, those conditions for which a feasible alternative can be
described which, if introduced, would yield net gains. That is to be distin-
guished from hypothetical net gains, where the inefficiency in question is
judged by comparing an actual alternative with a hypothetical ideal.

To be sure, big disparities between actual and hypothetical sometimes
signal opportunities for net gains. The need, however, is to realize real gains.
Both public and private ordering are pertinent.
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Whether public ordering can do better depends on whether (i) the public
sector is better informed about externalities, (ii) the requisite collective action
is easier to orchestrate through the public sector (possibly by flat), and/or (iii)
the social net benefit calculus differs from the private in sufficient degree to
warrant a different result. Absent plausible assumptions that would support
a prospective net gain (in either private or social respects), the purported
inefficiency is effectively irremediable.

That is regrettable, in that society would have done better if it had better
knowledge or if a reorganization could have been accomplished more easily.
Hypothetical regrets are neither here nor there. Real costs in relation to real
choices is what comparative institutional economics is all about.

7.2.2. Quantitative significance

Path dependency, remediable or not, poses a greater challenge if the effects
in question are large and lasting rather than small and temporary. It is not
easy to document the quantitative significance of path dependency. Arthur
provides a series of examples and emphasizes especially the video cassette
recorder (where VHS prevailed over the Beta technology [1990, p. 92]) and
nuclear power (where light water reactors prevailed over high-temperature,
gas-cooled reactors [1990, p. 99]). But while both are interesting examples of
path dependency, it is not obvious that the "winning" technology is signifi-
cantly inferior to the loser, or even, for that matter, whether the winner is
inferior at all.

Much the most widely cited case study is that of the typewriter keyboard.
The QWERTY keyboard story has been set out by Paul David (1985, 1986).
It illustrates "why the study of economic history is a necessity in the making
of good economists" (David, 1986, p. 30).

QWERTY refers to the first six letters on the top row of the standard
typewriter keyboard. Today's keyboard layout is the same as that which was
devised when the typewriter was first invented in 1870. The early mechanical
technology was beset by typebar clashes, which clashes were mitigated by the
QWERTY keyboard design.

Subsequent developments in typewriter technology relieved problems
with typebar clashes, but the QWERTY keyboard persisted in the face of
large (reported) discrepancies in typing speed between it and later keyboard
designs. Thus the Dvorak Simplified Keyboard (DSK), which was patented
in 1932, was so much faster than the standard keyboard that, according to
United States Navy experiments, the "increased efficiency obtained with DSK
would amortize the cost of retraining a group of typists within the first ten
days of their subsequent full-time employment" (David, 1986, p. 33). More
recently, the Apple IIC computer comes with a built-in switch which instantly
converts its keyboard from QWERTY to DSK: "If as Apple advertising copy
says, DSK 'lets you type 20-40% faster,' why did this superior design meet
essentially the same resistance . . . ?" (David, 1986, p. 34).
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There are several possibilities. These include non-rational behavior, con-
spiracy among typewriter firms, and path dependency (David, 1986, pp. 34-46).
David makes a strong case for the last, but there is a fourth possibility,
subsequently raised and examined by Liebowitz and Margolis (1990): neither
the Navy study nor Apple advertising copy can support the astonishing claims
made on their behalf. Upon going back to the archives and examining the data,
Liebowitz and Margolis conclude that "the standard history of QWERTY
versus Dvorak is flawed and incomplete. . . . [The] claims of superiority of the
Dvorak keyboard are suspect. The most dramatic claims are traceable to
Dvorak himself, and the best documented experiments, as well as recent
ergonomic studies, suggest little or no advantage for the Dvorak keyboard"
(1990, p. 21). If that assessment stands up, then path dependence has had
only modest efficiency effects in the QWERTY keyboard case. Such effects
could easily fall below the threshold of remediable inefficiency.

Recent studies of the evolution of particular industries by sociologists
also display path dependency. Population ecologists have used the ecological
model of density-dependent legitimation and competition to examine the
evolutionary process—both in particular industries (e.g. the telephone industry
[Barnett and Carroll, 1993]) and in computer simulations. Glenn Carroll and
Richard Harrison conclude from the latter that "chance can play a major role
in organizational evolution" (1992, p. 26).

Although their simulations do suggest that path dependency has large
and lasting effects, Carroll and Harrison do not address the matter of remedi-
ableness. Until a feasible reorganization of the decision process for choosing
technologies can be described, the effect of which is to yield expected net
private or social gains, it seems premature to describe their experiments as a
test of the "relative roles of chance and rationality" (Carroll and Harrison,
1992, p. 12). Large but irremediable inefficiencies nevertheless do raise serious
issues for modelling economic organization.13

7.2.3. Perspectives

David contends and I am persuaded that "there are many more QWERTY
worlds lying out there" (1986, p. 47). An unchanged keyboard layout does
not, however, strike me as the most important economic attribute of typewriter
development from 1870 to the present. What about improvements in the mech-
anical technology? What about the electric typewriter? What about personal
computers and laser printers? Why did these prevail in the face of path
dependency? Were other "structurally superior" technologies (as defined by
Carroll and Harrison) bypassed? If, with lags and hitches, the more efficient

13. I have argued that dominant firm industries in which chance plays a role do warrant
public policy intervention (Williamson, 1975, chap. 11), but whether net gains would really be
realized by implementing that proposal (especially as international competition becomes more
intensive) is problematic.
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technologies have regularly supplanted less efficient technologies, should not
that be featured? Possibly the response is that "everyone knows" that econo-
mizing is the main case: "It goes without saying that economizing is the
main case to which path dependency, monopolizing, efficient risk bearing, etc.
are qualifications."

The persistent neglect of economizing reasoning suggests otherwise. Thus
the "inhospitability tradition" in antitrust proceeded with sublime confidence
that non-standard and unfamiliar business practices had little or no efficiency
rationale but mainly had monopoly purpose and effect. Similarly, the vast
inefficiencies that brought down the economies of the Soviet Union and East-
ern Europe may now be obvious, but that could never have been gleaned
from the postwar literature on comparative economic systems or from CIA
intelligence estimates. The preoccupation in the area of business strategy with
clever "plans, ploys, and positioning" to the neglect of economizing is like-
wise testimony to the widespread tendency to disregard efficiency (William-
son, 1991b). And the view that the "effective organization is (1) garrulous,
(2) clumsy, (3) superstitious, (4) hypocritical, (5) monstrous, (6) octopoid,
(7) wandering, and (8) grouchy" (Weick, 19777, pp. 193-94, emphasis
in original) is reconciled with economizing only with effort. More recent
"social construction of industry" arguments reduce economizing to insignifi-
cance.14

If economizing really does get at the fundamentals, then that condition
ought to be continuously featured. Some progress has been made (Zald, 1987),
but there is little reason to be complacent.

14. The "new sociology of organization" holds that "even in identical economic and technical
conditions, outcomes may differ dramatically if social structures are different" (Granovetter,
1992, p. 9). The "social construction of industry" argument is developed in a major book by
Patrick McGuire, Mark Granovetter, and Michael Schwartz on the origins of the American
electric power industry. That book has been described as follows:

Building on detailed historical research, . . . this book treats the origins of the electrical
utility industry from a sociological perspective. The idea that industries, like other
economic institutions, are 'socially constructed,' derives from Granovetter's work on
'embeddedness' (1985) and presents an alternative to the new institutional economics,
which contends that economic institutions should be understood as the efficient solu-
tions to economic problems. . . .

We believe that the way the utility industry developed from its inception in the
1880s was not the only technologically practical one, nor the most efficient. It arose
because a set of powerful actors accessed certain techniques and applied them in a
highly visible and profitable way. Those techniques resulted from the shared personal
understandings, social connections, organizational conditions, and historical opportuni-
ties available to these actors. This success, in turn, triggered pressures for uniformity
across regions, even when this excluded viable and possibly more efficient alternative
technologies and organizational forms.

Our argument resembles that made by economists Paul David and Brian Arthur
on the 'lock-in' of inefficient technologies (such as the QWERTY keyboard . . .), but
draws on the sociology of knowledge and of social structure. (McGuire, Granovetter,
and Schwartz, 1992, pp. 1-2)
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7.3. Worker-Managed Enterprises

John Bonin and Louis Putterman define a worker-managed firm as

a productive enterprise the ultimate decision-making rights over which are
held by member-workers, on the basis of equality of those rights regardless
of job, skill grade, or capital contribution. A full definition would state that
no non-workers have a direct say in enterprising decisions, and that no workers
are denied an equal say in those decisions. This definition does not imply
that any particular set of decisions must be made by the full working group,
nor does it imply a particular choice rule, such as majority voting. It says
nothing about financing structures other than that financiers are not accorded
direct decision-making powers in the enterprise by virtue of their non-labor
contributions, and it does not say anything about how income is distributed
among workers. On all of these matters, all that is implied is that ultimate
decision-making rights are vested in the workers, and only in the workers.
Thus, the basic definition centers on an allocation of governance rights, and
is simultaneously economic and political. (1987, p. 2)

This definition does not preclude hierarchical structure, specialized decision-
making, a leadership elite, or marginal product payment schemes. It merely
stipulates that finance can have no decision rights in the labor-managed enter-
prise. The question is whether these financial restrictions come at a cost.
Putterman evidently believes that they do not, since he elsewhere endorses
Roger McCain's proposal that the labor-managed enterprise be financed in
part by "risk participation bonds," where these purportedly differ from "ordi-
nary equity" only in that "its owner can have no voting control over enterprise
decisions, or over the election of enterprise management" (Putterman, 1984,
p. 1989). Since "the labor-managed firm whose objective is to maximize profit-
per-worker, having both ordinary and 'risk participation' bonds at its disposal,
would 'attain the same allocation of resources as would a capitalist corpora-
tion, under comparable circumstances and informationally efficient markets' "
(1984, p. 189), Putterman concludes that the labor-managed firm is on a parity.

The argument illustrates the hazards of addressing issues of economic
organization within a framework that ignores, hence effectively suppresses,
the role of governance. Operating, as he does, out of a firm-as-production-
function framework, McCain (1977) is only concerned with examining the
marginal conditions that obtain under two different set-ups, under both of
which the firm is described as a production function.

Governance issues never arise and hence are not amenable to analysis
within this orthodox framework. If, however, a critical—indeed, I would say,
the critical—attribute of equity is the ability to exercise contingent control
by concentrating votes and taking over the board of directors, then McCain's
demonstration that allocative efficiency is identical under standard equity and
risk participation bonds is simply inapposite.

Indeed, if risk participation finance is available on more adverse terms
than standard equity because holders arc provided with less security against
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mismanagement and expropriation, then the constraints that Bonin and Put-
terman have built into the worker-managed firm come at a cost. To be sure,
the worker-managed firm may be able to offset financial disabilities by offer-
ing compensating advantages. If those advantages are not uniform but vary
among firms and industries, then the net gains of the worker-managed firm
will vary accordingly.

I submit that firms that can be mainly financed with debt are the obvious
candidates for worker-management. Thus, if there is little equity-like capital
at stake, then there is little reason for equity to ask or expect that preemptive
control over the board of directors will be awarded to equity as a contractual
safeguard. The question then is what types of firms best qualify for a prepon-
derance of debt financing?

As discussed elsewhere, peer group forms of organization can and do
operate we in small enterprises where the membership has been carefully
screened and is committed to democratic ideals (Williamson, 1975, chap. 3).
Also, the partnership form of organization works well in professional orga-
nizations, such as law and accounting firms, where the need for firm-specific
physical capital is small (Hansmann, 1988). There being little need for equity
capital to support investment in such firms, the control of these firms naturally
accrues to those who supply specialized human assets (Williamson, 1989b, pp.
24-26). These exceptions aside, "third forms" experience serious incentive
disabilities.15

7.4. Trust

There is a growing tendency, among economists and sociologists alike, to
describe trust in calculative terms: both rational choice sociologists (Coleman,
1990) and game theorists (Dasgupta, 1988) treat trust as a subclass of risk. I
concur with Granovetter that to craft credible commitments (through the use
of bonds, hostages, information disclosure rules, specialized dispute settlement
mechanisms, and the like) is to create functional substitutes for trust (Grano-
vetter, 1985, p. 487). Albeit vitally important to economic organization, such
substitutes should not be confused with (real) trust.16

15. The limits of third forms for organizing large enterprises with variegated membership
are severe in both theory and fact. To be sure, some students of economic organization remain
sanguine (Horvat, 1991). The evidence from Eastern Europe has not, however, been supportive.
Maciej Iwanek (1991, p. 12) remarks of the Polish experience that "except [among] advocates
of workers' management, nobody believes that the . . . governance scheme of state-owned enter-
prises [by workers' management] creates strong incentives"; Manuel Hinds (1990, p. 28) concludes
that "absenteeism, shirking, and lack of initiative are pervasive in the self-managed firm"; Janos
Kornai (1990, p. 144) counsels that "it would be intellectually dishonest to hide the evidence
concerning the weakness of third forms."

16. Note that the trust that Granovetter ascribes to ongoing relations can go either way—
frequent suggestions to the contrary notwithstanding. That is because experience can be cither
good (more confidence) or bad (less confidence), which, if contracts of both kinds are renewed,
will show up in differential contracting (Crocker and Reynolds, 1993).
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That calculativeness plays a larger role in economics than in the other
social sciences is evident from my discussion of farsighted contracting. But
calculativeness can also be taken to excesses. The issues as they bear on both
the economics of atmosphere and personal trust relations are developed in
Chapter 10.

7.5. Tosh

The legal philosopher, Lon Fuller, distinguished between "essentials" and
"tosh," where the former involves an examination of the "rational core"
(1978, pp. 359-62) and tosh is preoccupied with "superfluous rituals, rules
of procedure without clear purpose, [and] needless precautions preserved
through habit" (1978, p. 356). According to Fuller, to focus on the latter would
"abandon any hope of fruitful analysis" (1978, p. 360).

I think that this last goes too far: a place should be made for tosh, but
tosh should be kept in its place.17 Consider in this connection the Friedland and
Alford interpretation of Clifford Geertz's description of Balinese cockfights:

Enormous sums of money can change hands at each match, sums that are
irrational from an individualistic, utilitarian perspective. The higher the sums,
the more evenly matched the cocks are arranged to be, and the more likely
the odds on which the bet is made are even. The greater the sum of money
at stake, the more the decision to bet is not individualistic and utilitarian,
but collective—one bets with one's kin or village—and status-oriented. (1991,
pp. 247-48, emphasis added)

That there are social pressures to support one's kin or village is a sociologi-
cal argument. Absent these pressures, the concentration of bets on evenly
matched cocks would be difficult to explain. It does not, however, follow that
it is "irrational" to bet enormous sums on evenly matched cocks. Given the
social context, it has become non-viable, as a betting matter, to fight unevenly
matched cocks.

Thus suppose that the objective odds for a proposed match are 4:1. Consid-
erations of local pride may reduce the effective odds to 3:2. Such a match will
not attract much betting because those from the village with the lesser cock
who view it from an individualistic, acquisitive perspective will make only
perfunctory bets. Accordingly, the only interesting matches are those where
social pressures are relieved by the even odds.18 The "symbolic construction of

17. The evolution of cooperation between opposed armies or gangs that are purportedly
engaged in 'deadly combat' is illustrated by Robert Axelrod's examination of "The Live-and-
Let-Live System in Trench Warfare in World War I" (1984, pp. 73-87). Interestingly and important
as the live-and-let-live rituals were, these non-violent practices should not be mistaken for the
main case. Rather, these rituals were the exception to the main case, which was that British and
German troops were at war.

18. Richard M. Coughlin contends that the "essence" of the socio-economic approach
proposed by Amitai Etzioni is that
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reality" to which Friedland and Alford refer thus has real consequences. It
delimits the feasible set within which rationality operates; but rationality is
fully operative thereafter.

One interpretation of this is that tosh has discrete structural effects and
that rationality, operating through the marginal calculus, applies thereafter.
Indeed, that seems to fit the Balinese cockfight rather well. Whether the social
construction of reality has such important consequences more generally is
then the question. My sense is that it varies with the circumstances.

Tosh is arguably more important in non-commercial circumstances—state,
family, religion—than in the commercial sector, although the Hamilton and
Biggart (1988) examination of differences in corporate forms in Far East Asia
might be offered as a contradiction. Hamilton and Biggart, however, go well
beyond tosh (as described by Fuller) to implicate the institutional environ-
ment—to include property rights, contract law, politics, and the like.

Thus although both tosh (superfluous rituals) and the institutional environ-
ment refer to background conditions, the one should not be confused with
the other. Tosh is a source of interesting variety and adds spice to life. Core
features of the institutional environment, as defined by North (1986, 1991) and
others (Sundaram and Black, 1992), are arguably more important, however, to
the study of comparative economic organization.19

8. Conclusions

The science of organization to which Barnard made reference (1938, p. 290)
over fifty years ago has made major strides in the past ten and twenty years.
All of the social sciences have a stake in this, but none more than economics
and organization theory.

If the schematic set out in Figure 9.1 is an accurate way to characterize
much of what is going on, then the economics of governance needs to be
informed both from the level of the institutional environment (where sociology
has a lot to contribute) and from the level of th individual (where psychology
is implicated). The intertemporal process transformations that take place

human behavior must be understood in terms of the fusion of individually-based and
communally-based forces, which Etzioni labels the / and We. The / represents the
individual acting in pursuit of his or her own pleasure; the We stands for the obligations
and restraints imposed by the collectivity. (1992, p. 3)

That is close to the interpretation that I advance here to interpret the Balinese cock fights.
19. This is pertinent, among other things, to the study of the multinational enterprise. As

Anant Sundaram and J. Stewart Black observe, MNEs "pursue different entry/involvement
strategies in different markets and for different products at any given time" (1992, p. 740). Their
argument, that transaction cost economics "is inadequate for explaining simultaneously different
entry modes because . . . asset specificity . . . [is] largely the same the world over" (1992, p. 740)
assumes that the governance level operates independently of the institutional environment under
a transaction cost set-up. This is mistaken.
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within the institutions of governance (with respect to which organization
theory has a lot to say) are also pertinent. The overall schema works out of
the rational spirit approach that is associated with economics.20

This multilevel approach relieves some, perhaps much, of the strain to
which Baron and Hannan refer: "we think it important to understand the
different assumptions and forms of reasoning used in contemporary sociology
versus economics. . . . These disciplinary differences . . . represent major barri-
ers to intellectual trade between economics and sociology" (1992, p. 13). If,
however, deep knowledge at several levels is needed and is beyond the compe-
tence of any one discipline, and if a systems conception can be devised in
which intellectual trade among levels can be accomplished, then some of the
worst misunderstandings of the past can be put behind us.

I summarize here what I see to be some of the principal respects in which
the healthy tension to which I referred at the outset has supported intellectual
trade, of which more is in prospect.

Organization Theory Supports for Transaction Cost Economics

Behavioral assumptions. Organization theory's insistence on workably
realistic, as opposed to analytically convenient, behavioral assumptions
is a healthy antidote. Transaction cost economics responds by describing
economic actors in terms of bounded rationality and opportunism.

Adaptation. The cooperative adaptation emphasized by Barnard is
joined with the autonomous adaptation of Hayek, with the result that
transaction cost economics makes an appropriate place for both market
and hierarchy.

Unanticipated consequences. The subtle and unintended consequences
of control and organization need to be uncovered, whereupon provision
can be made for these in the ex ante organizational design.

Politics. Because property rights in the public arena are shaped by demo-
cratic politics, provision needs to be made for these in the ex ante organiza-
tional design of public sector bureaus.

Embeddedness. The first-order response to the proposition that embed-
dedness matters is to regard the institutional environment as a locus of shift
parameters, changes in which change the comparative costs of governance.

Discrete structural analysis. Each generic form of organization is de-
scribed as a syndrome of attributes and possesses its own logic. These
discreteness features need to be discovered and explicated both within
and between sectors.

20. I borrow the term "rational spirit" from Kenneth Arrow (1974, p. 16). The rational
spirit approach holds that there is a logic to organization and that this logic is mainly discerned
by the relentless application of economic reasoning (subject, however, to cognitive constraints).
The rational spirit approach is akin to but somewhat weaker (in that it eschews stronger forms
of utility maximization) than the 'rational choice' approach associated with James Coleman (1990).
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Transaction Cost Economics Supports for Organization Theory

Unit of analysis. Any theory of organization that fails to name the unit
of analysis out of which it works and thereafter identify the critical dimen-
sions with respect to which that unit of analysis varies is non-operational
at best and could be bankrupt.

The main case. All rival theories of organization are asked to nominate
the main case, develop the refutable implications that accrue thereto, and
examine the data. Economizing on transaction costs is the transaction
cost economics candidate.

Farsighted contracting. Looking ahead, recognizing hazards, and folding
these back into the design of governance is often feasible and explains a
very considerable amount of organizational variety.

Trade-offs.    Because each mode of governance is a syndrome of attri-
butes, the move from one mode to another involves trade-offs. The key
trade-offs need to be stated and explicated.

Remediableness. Relevant choices among feasible forms of organization
are what the analysis of comparative economic organization is all about.



10

Calculativeness, Trust, and
Economic Organization

My main purpose in this chapter is to explicate what Diego Gambetta has
referred to as "the elusive notion of trust" (1988, p. ix). As the literature on
trust reveals, and as developed here, "trust" is a term with many meanings.
The relentless application of calculative economic reasoning is the principal
device that I employ to define and delimit the elusive notion of trust.

The calculative approach to economic organization is sketched in Sec-
tion 1. The concept of "calculative trust," which enjoys widespread and grow-
ing acceptance but with which I take exception, is examined in Section 2.
Societal trust, which works through the institutional environment and takes
a series of hyphenated forms, is briefly treated in Section 3. Nearly noncalcula-
tive uses of trust of a personal kind are developed in Section 4. Concluding
remarks follow in Section 5.

I. Calculativeness

As compared with the other social sciences, the economic approach to eco-
nomic organization is decidedly more calculative. That is widely regarded as
both the distinctive strength and the Achilles' heel of economics. A failure
to appreciate the limits of Calculativeness purportedly gives rise to excesses,
as a consequence of which economists are prone to make mistaken assessments
of many economic phenomena.

I do not disagree, but I contend that the excesses to which Calculativeness
is sometimes given are usually remediable. I furthermore contend that the
analytical reach of the calculative approach to economic organization is ex-
tended rather than diminished by admitting to these limitations. Once the ex-
cesses to which Calculativeness is given are displayed and understood, the
distortions can be anticipated and can thereafter be folded in at the design
stage. A (more farsighted) calculative response to the (myopic) excesses of
Calculativeness thereby obtains. Provided that bounds on rationality are re-

250
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spected, calculativeness opens the door to a deeper understanding of eco-
nomic organization.

1.1. Economics and the Contiguous Disciplines'

Applications of economic analysis and economic reasoning to the contiguous
social sciences—principally law, political science, and sociology—have in-
creased considerably in the past thirty years. To be sure, John R. Commons
deserves credit for his early recognition that "law and economics" was a
combined enterprise (Commons, 1924, 1925). The institutional economics
program with which he was involved enjoyed only limited success,2 'however,
and the first concerted applications of economics to the law were mainly
concentrated on antitrust (Posner, 1979). That quickly changed after 1960
with the publication of Ronald Coase's "Social Cost" article (1960) and Guido
Calabresi's related work on torts (1961). Economics has since made its way
into virtually every field of legal scholarship (Posner, 1977).

The joinder of economics and political science has also undergone a
significant transformation. Kenneth Arrow's work (1951) on social choice,
Anthony Downs's treatment (1957) of an economic theory of democracy,
Mancur Olson's logic of collection action (1965) and James Buchanan and
Gordon Tullock's work on constitutions (1964) were all implicated in this
transformation. As recent conference volumes in the Journal of Law, Econom-
ics, and Organization make clear,3 the use of economic reasoning to examine
politics and political institutions has become widespread and, for some issues,
even essential.

Economics and sociology bear a more distant relation to each other,4 al-
though this too has been changing, especially as the "rational choice" approach
to sociology has been taking shape (see Hechter, 1987; Coleman, 1990; Lin-
denberg, 1990). A wide gulf between them nevertheless needed to be bridged.
Thus, Paul Samuelson (1947) distinguished economics and sociology in terms
of their rationality orientations, with rationality being the domain of economics
and nonrationality being relegated to sociology. James Duesenberry subse-
quently quipped (1960) that economics was preoccupied with how individuals
made choices, whereas sociology maintained that individuals did not have any

1. The heading is borrowed from Coase (1978).
2. The most significant contribution to law and economics stemming from the Commons's

tradition is his book Legal Foundations of Capitalism (1924). Albeit important, older-style institu-
tional economics became embroiled in methodological controversy and failed to develop a re-
search agenda to rival orthodoxy (see George Stigler's remarks appearing in Kitch, 1963). Some
concluded, too harshly I think, that the work of American institutionalists "led to nothing . . .
[since] without a theory, they had nothing to pass on" (Coase, 1984, pp. 229-30).

3. The 1990 conference volume is entitled "The Organization of Political Institutions,"
while the 1992 conference volume deals with "The Economics and Politics of Administrative
Law and Procedures."

4. Much of the distance between economics and sociology appears to be attributable to the
need for sociology, as a new discipline, to define itself in such a way as to avoid confrontation
with economics, from which it had been spun off. See Swedberg, 1987.
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choices to make. Both George Homans (1958) and Herbert Simon (1978) pro-
tested that sociology had a stake in rationality analysis and could not accept
this division of labor, but such a division persisted.

What, it might be asked, is behind the successes of economics in moving
into law, political science, and sociology? Coase observes that what binds a
group of scholars together is "one or more of the following: common tech-
niques of analysis, a common theory or approach to a subject, or a common
subject matter" (Coase, 1978, p. 204). Although, in the short run, the use of
certain techniques or a distinctive approach may provide the means by which
economists are able to move successfully into another field, Coase argues that
the subject matter is decisive in the long run: "What economists study is the
working of the social institutions which bind together the economic system:
firms, markets for goods and services, labor markets, capital markets, the
banking system, international trade, and so on. It is the common interest in
these social institutions which distinguishes the economics profession" (1978,
pp. 206-7). He subsequently remarks, however, that it is because economists
"study the economic system as a unified whole, . . . [that they] are more likely
to uncover the basic interrelationships within a social system than is someone
less accustomed to looking at the working of a system as a whole. . . . [Also,
the] study of economics makes it difficult to ignore factors which are clearly
important and which play a part in all social systems [such as relative prices]"
(1978, pp. 209-10).

These last remarks seem to me to be more an endorsement of the economic
approach than of the economic subject matter. Be that as it may, the economic
approach, rather than the subject matter, is what I emphasize here. Calculative-
ness is the general condition that I associate with the economic approach and
with the progressive extension of economics into the related social sciences.
(I view it as the strategy that Gary Becker [1976] has applied so widely and
effectively.)5 Note in this connection that calculative economic reasoning can
take several forms—of which price theory, property rights theory, agency
theory, and transaction cost economics are all variants.6

5. Note that there are real differences between the incomplete contracting approach out
of which transaction cost economics works, in which bounded rationality is featured, and the
optimality setup out of which Becker works. Herbert Simon, however, takes exception with both.
Becker is scored for excesses of hyperrationality (Simon, 1978, p. 2), while I am scored for using
an incomplete contracting setup for which empirical support is purportedly lacking (Simon, 1991,
pp. 25-27). Becker is his own best agent. As for myself, 1 would observe that empirical work in
transaction cost economics is much greater than Simon indicates (see Williamson, 1985b, chap.
5; Joskow, 1988,1991; Klein and Shelanski, 1985) and is growing exponentially. Joskow concludes
that the empirical research in transaction cost economics "is in much better shape than much of
the empirical work in industrial organization generally" (1991, p. 81)—to which, however, he
quickly adds that more and better theoretical and empirical work is needed: "[T]here is no rest
for the weary" (1991, p. 82). I concur.

6. Note in this connection that the massive expansion of economic reasoning out of antitrust
law into the law more generally had transaction cost economics origins (Coase, 1960). Many of
the initial applications of economic reasoning to economic organization also rely, directly and
indirectly, on transaction cost arguments (Arrow, 1951,1969; Alchian and Demsetz, 1972; William-
son, 1975; Jensen and Meckling, 1976).
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1.2. Transaction Cost Economics

1.2.1. Institutional economics

As developed in in Chapters 4 and 9, institutional economics works at two
levels of analysis. The macro variant, which is especially associated with the
work of Douglass North (1991) deals with the institutional environment. The
micro variant deals with the institutions of governance.

These two levels are joined in Chapter 4 by treating the institutional
environment in which a transaction (or a related set of transactions) is embed-
ded as a set of shift parameters, changes in which elicit shifts in the comparative
costs of governance. These issues are developed further in Section 3 below.
Consider here the rudiments of governance.

7.2.2. Governance

Although hyperrationality has been responsible for some of the truly deep
insights of economics, there is a need, at some stage, to describe "man as he
is, acting within the constraints imposed by real institutions" (Coase, 1984,
p. 231). What are the key attributes of economic actors?

Opportunism and bounded rationality are the key behavioral assumptions
on which transaction cost economics relies.7 An immediate ramification of
bounded rationality is that impossibly complex forms of economic organization
(such as complete contingent-claims contracting) (Radner, 1968) are infeasi-
ble. Standing alone, that is a negative result. But there is more to it than that.
If mind is a scarce resource (Simon, 1978, p. 12), then economizing on bounded
rationality is warranted. This expands, rather than reduces, the range of issues
to which the economic approach can be applied. Among other things, the "con-
scious, deliberate, purposeful" use of organization as a means by which to
economize on bounded rationality is made endogenous (Barnard, 1938).

Opportunism is a self-interest-seeking assumption. By contrast with simple
self-interest seeking, according to which economic agents will continuously
consult their own preferences but will candidly disclose all pertinent informa-
tion on inquiry and will reliably discharge all covenants, opportunistic agents
are given to self-interest seeking with guile. Whether economic agents will
tell the truth, the whole truth, and nothing but the truth and will reliably self-
enforce covenants to behave "responsibly" are therefore problematic. Note,
however, that Machiavellian grabbing is not implied if economic agents have
a farsighted understanding of the economic relation of which they are a part.

7. The aspect of bounded rationality that is most frequently emphasized is that of limited
cognitive competence, on which account irrationality or satisficing are often thought to be implied.
Intended (but limited) rationality, however, is a broader concept. Not only are intendedly rational
agents attempting effectively to cope, whence irrationality (except, perhaps, for certain pathologi-
cal cases) is not implied, but satisficing is merely one manifestation of coping. The satisficing
approach, which appeals to psychology and works out of an aspiration level mechanics, has not
found wide application within economics (Aumann, 1985; Arrow, 1987).
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Note also that the idea of credible commitments is a thoroughly hard-
headed one. Contracts that have no need for added support (the "ideal" con-
tracts of both law and economics) (Macneil, 1974, p. 738) will not be provided
with them. More generally, contracts will be provided with added supports
only in the degree to which these are cost-effective.8 Calculativeness is thus
pervasive.

Taken together, the lessons of bounded rationality and opportunism lead
to the following combined result: organize transactions so as to economize
on bounded rationality while simultaneously safeguarding them against the
hazards of opportunism. Not only do credible commitments arise when incom-
plete contracts are examined in their entirety, but complaints over obsessive
calculativeness, truncated calculativeness, and anticalculativeness are mitigated
as well.

1.3. Purported Excesses of Calculativeness

1.3.1. Obsessive calculativeness

A calculative approach to economic organization can and sometimes does
result in obsessive demands for control. One of the prescient lessons of so-
ciology is that demands for control can have both intended and unintended
effects and that unintended effects often have dysfunctional consequences
(see Merton, 1936; March and Simon, 1958).

One possible response to this finding is to argue that the economic ap-
proach is flawed because of its preoccupation with intended effects to the
neglect of unintended effects. But that assumes that the economic approach
is unable or unwilling to take into account all relevant regularities whatsoever.
If the deeper lesson is to design control systems with reference to all conse-
quences—both those that are intended and those that were (originally) unan-
ticipated—and if economics can implement this deeper lesson, then the claim
that the economic approach is mindlessly given to obsessive calculativeness
is overdrawn. The correct view is that a naive application of calculativeness
can be and sometimes is given to excesses but that this is often remediable.
On being informed about added consequences, these will be factored into the
design exercise from the outset. (A calculative response to the excesses of
calculativeness thereby obtains.)

8. See Chapter 5. The remarks of Richard Dawkins about conscious foresight, expressed
in the context of selfish genes, are pertinent:

One unique feature of man . . . [is] his capacity for conscious foresight. Selfish
genes . . . have no foresight.

[Thus] even if we look on the dark side and assume that individual man is
fundamentally selfish, our conscious foresight . . . could save us from the worst selfish
excesses of the blind replicators. We have at least the mental equipment to foster our
long-term selfish interests rather than merely our short-term selfish interests. We can
see the long-term benefits of participating. . . . and we can sit down to discuss ways of
making . . . [agreements] work. (1976, p. 215)
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7.3.2. Truncated calculativeness

Many models of economic organization work out of truncated logic, according
to which economic actors are assumed to be myopic. Aspects of the Keynesian
macro model work out of a myopic logic. The same is true of the cobweb
cycle (Coase and Fowler, 1935), barriers to entry arguments (Stigler, 1968),
and the resource dependency approach to economic organization (Pfeffer and
Salancik, 1978; Pfeffer, 1981).

Transaction cost economics responds to all of these conditions identically:
although complex contracts are unavoidably incomplete, a farsighted approach
to contract is often feasible. Many of the problems associated with truncated
contracting are relieved in the process. As developed in Chapter 9, the resource
dependency and credible commitment approaches to economic organization
are illustrative of myopia and farsightedness, respectively.

1.3.3. Anticalculativeness: voice

Yet another view is that the calculative approach to economic organization
emphasizes exit (the traditional economic means by which to express dissatis-
faction) to the neglect of voice (which is associated with politics and is purport-
edly less calculative) (Hirschman, 1970). Transaction cost economics is some-
times held to be especially reprehensible (see Granovetter, 1985, 1988).

My response is twofold. First, if voice in the absence of an exit option is
relatively ineffective, which evidently it is (Hirschman, 1970), then voice really
does have a calculative aspect. Second, voice works through mechanisms, and
those mechanisms are often carefully designed.

Karl Llewellyn's view of contract as framework, as against contract as
legal rules, is pertinent: "[T]he major importance of legal contract is to provide
a framework for well-nigh every type of group organization and for well-
nigh every type of passing or permanent relation between individuals and
groups . . . a framework highly adjustable, a framework which almost never
accurately indicates real working relations, but which affords a rough indica-
tion around which such relations vary, an occasional guide in cases of doubt,
and a norm of ultimate appeal when the relations cease in fact to work" (1931,
pp. 736-37, emphasis added).

Plainly, Llewellyn provides for voice: parties to a (bilaterally dependent)
contract will try to work things out when confronted by unanticipated distur-
bances. Within a broad range, the contract serves as framework. Llewellyn
nevertheless observes that the contract serves also as a norm of ultimate
appeal if the parties are unable to reconcile their differences. An exit option
is thereby preserved, but court ordering of the contract serves to delimit threat
positions. Bargaining through voice is thus greatly influenced by knowledge
that the terms of exit are defined by the contract.

But there is more to it than that. The voice mechanics are often defined
by the terms of the contract. Recall the provisions in the thirty-two-year coal
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supply agreement between the Nevada Power Company and the Northwest
Trading Company (see Chapter 4):

In the event an inequitable condition occurs which adversely affects one Party,
it shall be the joint and equal responsibility of both Parties to act promptly and
in good faith to determine the action required to cure or adjust for the inequity
and effectively to implement such action. Upon written claim of inequity
served by one Party upon the other, the Parties shall act jointly to reach an
agreement concerning the claimed inequity within sixty (60) days of the date
of such written claim. An adjusted base coal price that differs from market
price by more than ten percent (10%) shall constitute a hardship. The Party
claiming inequity shall include in its claim such information and data as may
be reasonably necessary to substantiate the claim and shall freely and without
delay furnish such other information and data as the other Party reasonably
may deem relevant and necessary. If the Parties cannot reach agreement
within sixty (60) days the matter shall be submitted to arbitration.

Plainly, the procedures through which voice is expected to work are laid out
in advance. Again, therefore, calculativeness is implicated in the design of ex
post governance (voice).

As previously remarked, moreover, transaction cost economics maintains
that ex post governance is aligned with the needs of transactions in a discrimi-
nating way. Some, but not all, transactions are provided with voice mecha-
nisms. Specifically, classical transactions in which each party can go its own
way without cost to the other will not be supported with voice.

The upshot is that calculativeness, albeit of a much richer and more varied
kind that the orthodox exit-without-voice approach contemplates, applies through-
out. The importance of voice is not in the least discredited. Instead, voice is
encompassed within the extended calculative perspective.

2. Calculative Trust

My purpose in this and the next two sections is to examine the aforementioned
"elusive notion of trust" (Gambetta, 1988, p. ix). That will be facilitated by
examining a series of examples in which the terms trust and risk are used
interchangeably—which has come to be standard practice in the social science
literature—after which the simple contractual schema out of which transaction
cost economics works is sketched. As set out there, transaction cost economics
refers to contractual safeguards, or their absence, rather than trust, or its ab-
sence. I argue that it is redundant at best and can be misleading to use
the term "trust" to describe commercial exchange for which cost-effective
safeguards have been devised in support of more efficient exchange. Calcula-
tive trust is a contradiction in terms.9

9. There is an enormous literature on trust. Some of that will be apparent from the discussion.
For a more expansive survey, see Thomas, 1991.
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2.1. Trust as Risk

"Trust" is a good word. So is "risk." Social scientists have begun to describe
situations of trust as "a subclass of those involving risk. They are situations
in which the risk one takes depends on the performance of another actor"
(Coleman, 1990, p. 91). According to this formulation, trust is warranted when
the expected gain from placing oneself at risk to another is positive, but not
otherwise. Indeed, the decision to accept such a risk is taken to imply trust
(Coleman, 1990, p. 105).

This theme is repeated throughout the influential seminar series organized
by Gambetta and published under the title Trust: Making and Breaking Coop-
erative Relations. That volume closes with the following unifying observation.
"[T]here is a degree of convergence in the definition of trust which can be
summarized as follows: trust . . . is a particular level of the subjective probabil-
ity with which an agent assesses that another agent or group of agents will
perform a particular action. . . . When we say we trust someone or that some-
one is trustworthy, we implicitly mean that the probability that he will perform
an action that is beneficial or at least not detrimental to us is high enough
for us to consider engaging in some form of cooperation with him" (Gambetta,
1988, p. 217). Jeffrey Bradach and Robert Eccles expressly embrace this view
in their recent (1989) treatment of "Price, Authority, and Trust" in the Annual
Review of Sociology. As discussed below, David Kreps (1990a) and Partha
Dasgupta (1988, p. 49) employ similar notions in their game theoretic treat-
ments of trust. The upshot is that trust is purportedly made more transparent
and operational by treating calculated trust as a subset of calculated risk.

James Coleman's chapter on "Relations of Trust" (1990) develops the
rational choice approach to trust through three examples. The first involves
a Norwegian shipowner who is urgently seeking a £200,000 loan, thereby to
release a ship of his that had undergone repairs in Amsterdam. The second
involves the arrival of a farmer to a new area and the unexpected breakdown
of his equipment. The third is that of an immigrant high school girl who lacked
companionship in her new surroundings.

Confronted by the unwillingness of the Amsterdam shipyard to release
his ship, the Norwegian shipowner telephoned his merchant banker, Hambros,
in the City of London to arrange a loan. Within three minutes, the Hambros
banker had arranged for an Amsterdam bank to deliver the money, whereupon
the shipowner was told that his ship would be released. Coleman summarizes
this case as follows:

This case clearly involves trust. The manager of the Norwegian department
at Hambros placed trust in the Norwegian shipowner who telephoned him—
trust to the extent of £200,000 of Hambros's money. There was no contract
signed, no paper involved in the transaction, nothing more substantial than
the shipowner's intention to repay the money and the Hambros man's belief
in both the shipowner's honesty and his ability to repay. Similarly, the bank
in Amsterdam trusted Hambros to the extent of £200,000, again merely on
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the basis of a verbal request over the telephone. It committed £200,000 of
its money on the assumption that Hambros would, on Monday morning,
repay the sum (1990, p. 92)

The farmer example involves the breakdown of a hay baler and the
prospect that the crop would be ruined by rain. This was avoided by a neigh-
bor's offer to use his baler and to help bale the hay without charge. When
the farmer who had received assistance asked what was needed in return, he
was told "all he wants is the gasoline it took to bale the hay." Coleman
interprets this as the "placement of trust by the second farmer in the first—trust
that in a situation of need or time of trouble, when he might call on the first
farmer, that farmer would provide help, as he had in this case" (1990, p. 93).

The third example begins with the assent by a high school girl to be
walked home by a boy. She further assented, at his request, to take a shortcut
through the woods. He then made a sexual advance, which she resisted. She
was thereupon roughed up and sexually assaulted. Coleman interprets this as
"a special case of a special circumstance involving trust" in which weaker
women place themselves at hazard where "[sjometimes, as in this episode,
that trust is misplaced" (1990, p. 94).

Another example that is widely believed to reflect trust is that of diamond
dealers in New York City. Yoram Ben-Porath (1980) describes the relationship
as one in which major deals are "sealed by a handshake." Such deals would
not be possible were it not for the prevalence of trust within the Jewish
community. Interestingly, those conditions of trust are said to be undergoing
a change. An elderly Israeli diamond dealer has described the changes as
follows: "[W]hen I first entered the business, the conception was that truth
and trust were simply the way to do business, and nobody decent would
consider doing it differently. Although many transactions are still consum-
mated on the basis of trust and truthfulness, this is done because these qualities
are viewed as good for business, a way to make a profit" (Bernstein, 1990,
p. 38).

James Henlin's account of the decisions by cab drivers to pick up a fare
or not is used by Craig Thomas to illustrate "characteristic-based trust":
"Since cabbies do not know anything specific about the prospective passenger
based through past experiences with that person, they must make their deci-
sion to stop based on what they can infer from the setting, the physical appear-
ance of the person, and the manner in which the person presents himself.
Henlin . . . argues that trust consists of an actor offering a definition of herself,
and an audience choosing either to interact with (trust) or not to interact with
(distrust)" (1991, p. 45).

Recent game theoretic treatments of economic organization routinely
refer to trust, usually in the context of parties engaged in sequential, repeated
games. David Kreps's description of the game is typical. The basic setup is a
one-sided version of the Prisoner's Dilemma game in which there is a sequence
of two moves on every play of the game. First, Party X decides whether to
put himself at hazard ("trust Y") or not ("do not trust Y"). If Party X accepts
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the hazard, then Party Y decides whether to take advantage of X ("abuse X's
trust") or not ("honor X's trust"). The payoffs are such that the joint gain is
maximized by the trust/honor outcome. But since Y's immediate gains are
maximized if he abuses X's trust, the no-trust/no-play result will obtain if
presented as a one-shot game.

Kreps thereupon converts the relation to a repeated game in which there
is a high probability that each round will be followed by another. This changes
the analysis "dramatically" (1990a, p. 102). Say, for example, X tells Y, "I
will begin by trusting you, hoping that you will honor that trust. Indeed, I will
continue to trust you as long as you do not abuse that trust. But if ever you
abuse that trust, I will never again trust you." If Y hears and believes that
statement, and if the game is played repeatedly (with high probability), then
the honor-trust arrangement is self-enforcing (Kreps, 1990a, p. 103). The com-
mercial context notwithstanding, trust and honor are evidently what this game
is all about.

Probably the most expansive treatment of trust in a gaming context is
Partha Dasgupta's chapter on "Trust as a Commodity." He begins with the
claim that "[t]rust is central to all transactions and yet economists rarely
discuss the notion" (1988, p. 49). He elaborates as follows: "For trust to be
developed between individuals they must have repeated encounters, and they
must have some memory of previous experiences. Moreover, for honesty to
have potency as a concept there must be some cost involved in honest behavior.
And finally, trust is linked with reputation, and reputation has to be acquired"
(1988, p. 59). Dasgupta further remarks that "[i]f the incentives are 'right,'
even a trustworthy person can be relied upon to be untrustworthy" (1988,
p. 54).

2.2. The Simple Contractual Schema

Risk entails exposure to probabilistic outcomes. If a gamble has two outcomes,
good and bad, the utility valuation of each is G and B, respectively, and if
the probability of a good outcome is q, then the expected utility of the gamble
can be expressed as V = qG + (1 - q)B.

Actions can sometimes be taken to mitigate bad outcomes and/or enhance
good outcomes. I will define competent calculativeness as a situation in which
the affected parties (1) are aware of the range of possible outcomes and their
associated probabilities, (2) take cost-effective actions to mitigate hazards and
enhance benefits, (3) proceed with the transaction only if expected net gains
can be projected, and, (4) if X can complete the transaction with any of several
Ys, the transaction is assigned to that Y for which the largest net gain can
be projected.10

10. This may appear to be indistinguishable from maximizing—at least if due allowance is
made for (1) the incompleteness of contracting. (2) the crude quality of information, and (3)
discrete choices. For a discussion of satisficing versus maximizing, see Chapter 9.
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Parties to such transactions understand a great deal about the contractual
relation of which they are a part and manage it in a calculative way.11 The
simple contractual schema in Chapter 3 describes exchange as a triple (p, k,
s), where p refers to the price at which the trade takes place, k refers to the
hazards that are associated with the exchange, and s denotes the safeguards
within which the exchange is embedded. The argument is that price, hazards,
and safeguards are determined simultaneously.

The schematic and the values that each element in the vector take on are
reproduced in Figure 10.1. As shown. Node A involves no hazards. The good
or service in question is completely generic. Goods or services are exchanged
now for prices paid now. This is the classical market exchange (Macneil, 1974,
p. 738) for which competition provides a safeguard.12

Node B is more interesting. The contractual hazard here is k. If the buyer
is unable or unwilling to provide a safeguard, then 5 = 0. The corresponding
break-even price is p.

Node C poses the same contractual hazard, namely, k. In this case, how-
ever, a safeguard in amount 5- is provided. The break-even price that is pro-
jected under these conditions is p. It is elementary that p < p.

In the language of Section 2.1 above, Node A poses no risk, hence trust
us unneeded. Nodes B and C, by contrast, do pose a risk. In the language of
trust, Node B is the low-trust and Node C is the high-trust outcome.

Note that Bradach and Eccles contend that "mutual dependence [i.e.,
k > 0] between exchange partners . . . [promotes] trust, [which] contrasts
sharply with the argument central to the transaction cost economics that . . .
dependence . . . fosters opportunistic behavior" (1989, p. 111). What transac-
tion cost economics says, however, is that because opportunistic agents will
not self-enforce open-ended promises to behave responsibly, efficient ex-
change will be realized only if dependencies are supported by credible commit-
ments. Wherein is trust implicated if parties to an exchange are farsighted
and reflect the relevant hazards in the terms of the exchange? (A better price
(p < p) will be offered if the hazards (k > 0) are mitigated by cost-effective
contractual safeguards (s > 0).) Indeed, I maintain that trust is irrelevant to
commercial exchange and that reference to trust in this connection pro-
motes confusion.

Note further that while credible commitments deter breach and support
more efficient exchange, breach is not wholly precluded. On the contrary, it
is inefficient to supply under some state realizations, then an optimal contract
will project breach for those states. Whereas efficient breach of commercial
contract is easy to reconcile with a calculative approach to contract, the notion

11. Pervasive calculativeness notwithstanding, the rhetoric of exchange often employs the
language of promises, trust, favors, and cooperativeness. That is understandable, in that the artful
use of language can produce deals that would be scuttled by abrasive calculativeness. If, however,
the basic deal is shaped by objective factors, then calculativeness (credibility, hazard, safeguards,
net benefits) is where the crucial action resides.

12. Another way of putting it is that (transition problems aside) each party can go its own
way without cost to the other.
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Figure 10.1. Simple contractual schema.

that trust can be efficiently breached experiences considerable strain. Much
of the contract law literature would be clarified if trust were consistently used
in a delimited way.

2.3. Applications

If calculative relations are best described in calculative terms, then diffuse
terms, of which trust is one, that have mixed meanings should be avoided
when possible. As discussed below, all of the above examples save one can
be interpreted in terms of efficiency and credibility. (The exception is the
assaulted girl, but that, I contend, is not properly described as a condition of
trust either.) Were my arguments to prevail, the word "trust" would hereafter
be used much more cautiously—at least among social scientists, if not more
generally.
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2.3.1. The Norwegian Shipowner

The Norwegian shipowner required a loan. Let q1 q2, and q3 be the probabilities
of a good outcome (timely loan repayment and profitable future business)
that are projected by the shipyard, the Amsterdam bank, and the London
merchant banker (Hambros), respectively. Let G1 G2, and G3 be the corres-
ponding gains and B1 B2, and B3 be the corresponding losses that each associ-
ates with dealing with the Norwegian shipowner directly. The expected net
gains are then given by Vt = q G + (1 — q )#,. As I interpret Coleman, the
reason why the Hambros deal went through, while the other two did not, is
because V3 > 0 (the merchant banker trusts) and V1 < 0, V2 < 0 (the shipyard
and Amsterdam bank distrust). But that is not necessary. As a matter of good
business practice, the Hambros deal should go through if V3 > 0 and V3 > V\
and V2.

On my interpretation, (1) all parties were calculative, (2) the loan was
made by the party that projected the largest expected net gain, and (3) no
trust is implied. That the merchant banker was best suited to bear the risk is,
I conjecture, because it had the most knowledge of the shipowner and the
best prospect of future business. Indeed, the Amsterdam shipbuilder may have
the policy of never releasing ships without payment. That is not because he
always projects a net negative outcome. Instead, his policy is one of efficient
decision making in the context of the system of which shipbuilding is a part.13

Shipbuilders know shipbuilding but have much less experience with and knowl-
edge of clients' financial conditions, have less assurance of repeat business,
and have less competence to pursue their claims for unpaid debts in court.
Since the merchant banker is more well-suited in all of these respects, the
shipbuilder adopts a policy whereby production is specialized to one party
and financial risk is specialized to another.

Even assuming, arguendo, that the merchant banker in London was better
suited than the Amsterdam bank or the shipbuilder to bear the risk, might
not trust come in through knowledge possessed by the London banker of the
personal integrity of the Norwegian shipowner? That is, in addition to the
objective features mentioned above, might idiosyncratic knowledge of per-
sonal integrity also favor running the transaction through London? Is trust
then implicated after all?

I would argue that the London banker's deep knowledge of the personal
integrity of the Norwegian shipowner merely permitted him to improve his
estimate of integrity. That the London banker has a better estimate, in this
sense, does not imply that he has a more favorable estimate of the Norwegian
shipowner's integrity. (Indeed, the London banker may refuse the loan because

13. The main systems argument is in the text. But there is another possibility. Shipbuilders
(or, more general, businessmen—as opposed to bankers) are optimistic fellows, on which account
they project subjective probabilities for good outcomes that exceed the objective conditions.
Refusing to release ships may be a good policy for bringing such excesses of optimism under
control. An important but little remarked purpose of having "firm but arbitrary" policies is to
protect parties against idiosyncratic appeals.



Calculativeness, Trust, and Economic Organization 263

he knows the Norwegian shipowner to be a crook.) More generally, if N
shipowners approach Hambros with the same request and only M < N are
approved, what are we to infer? I submit that calculativeness is determinative
throughout and that invoking trust merely muddies the (clear) waters of cal-
culativeness.

2.3.2. The hay baler

The hay baler case is one where issues of informal organization are posed. If
accidents occur with stochastic regularity and if there is a great deal of inde-
terminacy in setting the price for emergency aid, then there are advantages
to embedding these transactions in an institutional form in which quick respon-
siveness on nonexploitative terms will obtain. An informal, reciprocal aid mech-
anism is one possible institutional response.

Cheating is nevertheless a hazard. Sanctions are needed lest opportunistic
farmers abuse informal supports. Thus, although almost all requests for emer-
gency aid elicit quick and favorable responses, failures to reciprocate are not
forgotten or forgiven and, if they persist, will elicit moral suasion and, eventu-
ally, sanctions—such as ostracism and refusals of assistance. The efficacy of
informal organization thus turns on calculative supports. If almost-automatic
and unpriced assistance is the most efficient response, provided that the prac-
tice in question is supported by sanctions and is ultimately made contingent
on reciprocity, then calculativeness obtains and appeal to trust adds nothing.

The proviso that "the practice in question is supported by sanctions" is,
however, crucial. In regions where informal organization delivers very weak
sanctions, deferred payment schemes that rely on a reciprocal sense of respon-
sibility will be less viable. Less "spontaneous" cooperation will therefore be
observed and/or immediate payment will be expected (demanded) on provid-
ing emergency assistance.

2.3.3. Diamond dealers

The appearance of trust among diamond dealers is deceptive. As Mark Grano-
vetter observes, these transactions are "embedded in a close-knit community
of diamond merchants who monitor one another's behavior closely" (1985,
p. 492). Lisa Bernstein elaborates:

What is unique about the diamond industry is not the importance of trust
and reputation in commercial transactions, but rather the extent to which
the industry is able to use reputation/social bonds at a cost low enough to
be able to create a system of private law which enables most transactions to
be consummated and most contracts enforced completely outside of the legal
system. . . . This is accomplished in two main ways: (1) through the use of
reputation bonds; (2) through a private arbitration system whose damage
awards are not bounded by expectancy damages, and whose judgments are
enforced by both reputation bonds and social pressure. (1990, pp. 35-36)
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Put differently, Node C "trust relations" do not obtain because the dia-
mond industry had the good luck to be organized by an ethnic community in
which trust is pervasive. On the contrary, the Jewish ethnic community that
organized this market succeeded because it was able to provide cost-effective
sanctions more efficiently than rivals. Until recently, moreover, the efficacy
of those sanctions (Bernstein, 1990, p. 41) depended on restrictive entry:
In the past, Jews formed a cohesive geographically concentrated social group
in the countries in which they lived. Jewish law provided detailed substan-
tive rules of commercial behavior, and the Jewish community provided an ar-
ray of extralegal dispute resolution institutions. Non-Jews to whom the sanc-
tions for rule violation were weak—hence, would follow the rules only if that
suited their convenience—could not be admitted without jeopardy to the Node
C condition.14

The organization of this industry has nevertheless been changing in re-
sponse to new information and monitoring technologies. (Conceivably, the
efficacy of ethnic sanctions may be weakening, too.) Despite resistance by
"older dealers accustomed to dealing primarily with friends and long standing
business acquaintances" (Bernstein, 1990, p. 42), new governance structures
Bernstein, 1990, p. 43) are making headway: "Among the proposals currently
being considered by the World Federation of Diamond Bourses are: setting
up an international computer database with reports of arbitration judgments
from all member bourses in an attempt to foster international uniformity in
trade customs, and a rule requiring that every bourse be equipped with a fax
machine for rapid transmission of credit worthiness information. Also under
consideration, although staunchly opposed by many dealers, is the creation
of an international computer database describing goods available for sale
worldwide."

14. The question of endgames sometimes arises. If Jews do not defect on the last play, does
that imply that trust is operative after all? I would respond negatively if retired Jews remain in
their community (in which event they would be subject to sanctions) or have active religious
consciences. The contrast between a retiring Jew who remains within the community and the
illicit deal related by Dostoyevsky in The Brothers Karamazov is instructive. Hardin retells that
event as follows:

[A] lieutenant colonel . . . managed substantial sums of money on behalf of the army.
Immediately after each periodic audit of his books, he took the available funds to the
merchant Trifonov, who soon returned them with interest and a gift. In effect, both
the lieutenant colonel and Trifonov benefited from funds that would otherwise have
lain idle, producing no benefit for anyone. Because it was highly irregular, theirs was
a secret exchange that depended wholly on personal trust not backed by the law of
contracts. When the day came that the lieutenant colonel was to be abruptly replaced
in his command, he asked Trifonov to return the last sum, 4,500 rubles, entrusted to him.

Trifonov replied, "I've never received any money from you, and couldn't possibly
have received any." (1990, p. 185)

Although Hardin describes the relation between the lieutenant colonel and Trifonov as
"personal trust," I submit that Trifonov did view (and the lieutenant colonel should have viewed)
the relation calculatively—as a self-enforcing contract to which no legal or social sanctions apply
(Telser, 1981, p. 27).
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The change is akin to a new technology, where the need for learning-by-
doing is reduced by the appearance of a standardized machine. In the dia-
monds case, a new information technology makes it possible to support greater
dealer diversity. To be sure, ethnic identity within markets may still have
value. But ethnic disparity between markets is now easier to support. To
describe the earlier arrangement as a high-trust condition and the emerging
arrangement as a low-trust condition confuses rather than illuminates. Both
reflect calculativeness.

Put differently, it is a mistake to suppose that commercial trust has sup-
planted real trust. Rather, the basis for commercial trust has become more
transparently calculative as new communication technologies have made in-
roads into this small trading community by making it possible to track commer-
cial reputation effects in larger trading networks. As a consequence, the dia-
mond market has become larger and more faceless.15

2.3.4. Cab drivers

Cab drivers need to decide whether to pick up a fare or not. Although the
probability assessment out of which they work is highly subjective (it reflects
risk attitudes, knowledge of particular circumstances, and prior own—and
indirect—experience), this is an altogether calculative exercise. There is no
obvious value added by describing a decision to accept a risk (pick up a fare)
as one of trust.

2.3.5. Game theory

The "dramatic" change in the games described by Kreps comes about on
moving from a one-shot game (where refusal to play was the rational choice)
to a game that is repeated with high probability. Given the behavioral rules
stipulated by Kreps, reputation effects relentlessly track those who breach
contracts. Trading hazards are thus mitigated by embedding trades in networks
in which reputation effects are known to work well.

Again, that can be interpreted as a Node C outcome. The parties have
examined alternative trading scenarios and have opted for one in which the
immediate gains of breach are deterred by the prospective loss of future busi-
ness. To be sure, some markets are better able to support reputation effects
than others. Reputation effects can and sometimes do break down and are
not therefore a trading panacea (see Williams, 1988; Kreps, 1990a; Chapter
6, above). Calculative assessments of the efficacy of reputation effects are,
however, properly included within the efficient contracting exercise. Reference
to trust adds nothing.

Kreps might agree, but he could argue that this misconstrues his enterprise.
What Kreps is really concerned with is the evolution of trading relationships—

15. Ethnic groups that greatly prefer continued trading within an identifiable membership,
but whose costs are great in comparison with the new alternative, may need to accept lower
compensation to be competitively viable, ceteris paribus.
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these being the product of learning, social conditioning, corporate culture,
and the like. His use of the word "trust" is merely incidental. The intertemporal
mechanisms are the key.

I am not only sympathetic with this line of argument, but I would call
attention to the fact that the static schema in Figure 10.1 oversimplifies, in
that it takes these types of intertemporal effects as given. I submit, however,
that Kreps's use of the term "trust," especially as stated in the behavioral
rules that he employs, obscures rather than illuminates these mechanisms.
More microanalytic attention to the processes through which trading relation-
ships evolve is indeed a rewarding research enterprise (see Arrow, 1963b;
Kreps, 1990a; Orbell and Davies, 1991).

2.3.6. The assaulted girl

Consider finally the case of the assaulted girl and suppose that the matter is
put to her in the abstract: should she take shortcuts through the woods with
ostensibly friendly boys of slight acquaintance? I submit that the girl in ques-
tion would assign a nontrivial probability to a bad outcome (1 - q), and a
large negative value to B. Even for large values of G, the expected net gain
from such walks would commonly be negative. Posed therefore as an abstract
policy decision, the rational choice results is this: do not walk in the woods
with strangers.

People, however, often cross bridges when they come to them rather than
develop an abstract policy in advance. Still, why did she make the "wrong"
decision when faced with the particulars?

One possibility is that she did not have the time to work out the calculus.
Another possibility is that she had the time but got rattled. Still another possi-
bility is that there is a dynamics to the situation which complicated matters.
She cannot simply say no but needs a reason, otherwise her negative response
to a "friendly" invitation will appear to be antisocial. Lacking a previously
prepared response such as "I am sorry but I cannot walk in the woods because
my hay fever is bothering me," and not wanting to appear unfriendly, she
takes a chance.

This last involves a two-stage net benefit calculus. The first stage is as
described earlier and, if the expected net gain comes out positive, the person
assents and events thereafter unfold. If, however, the first stage comes out
net negative, then the issue of tactful refusal must be faced. If a tactful refusal
quickly presents itself, then the first stage calculus rules. But if a tactful refusal
cannot be devised, then a choice between two net negatives needs to be made.
Is a blunt refusal, which gives offense and/or results in a reputation for un-
friendliness, more or less negative than the projected net loss from accepting
the invitation (taking the risk)? Expressed in this way, the assaulted girl was
caught up in a coercive situation. She was confronted with a contingency for
which she was not prepared, and the social forces coerced her into taking a
risky choice.
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Situations that are mainly explained by bounded rationality—the risk was
taken because the girl did not get the calculus right or because she was not
clever enough to devise a contrived but polite refusal on the spot—are not
illuminated by appealing to trust.16

3. Hyphenated Trust

Opportunism and bounded rationality are the key behavioral assumptions on
which transaction cost economics relies. That parsimonious description is
suitable for some purposes. But if man, after all, is a "social animal," then
socialization and social approvals and sanctions are also pertinent. How can
these be accommodated?

My response is suggested, if not evident, from my discussions of embed-
dedness and the institutional environment above. The Norwegian shipowner
was part of a network, the farmer and diamond dealers are part of a community,
and the assaulted high school girl is presented with a coercive situation. More
generally, the argument is that trading hazards vary not only with the attributes
of transaction but also with the trading environment of which they are a part.

Although the environment is mainly taken as exogenous, calculativeness is
not suspended but remains operative. That is because the need for transaction-
specific safeguards (governance) varies systematically with the institutional
environment within which transactions are located. Changes in the condition
of the environment are therefore factored in—by adjusting transaction-specific
governance in cost-effective ways. In effect, institutional environments that
provide general purpose safeguards relieve the need for added transaction-
specific supports. Accordingly, transactions that are viable in an institutional
environment that provides strong safeguards may be nonviable in institutional
environments that are weak—because it is not cost-effective for the parties
to craft transaction-specific governance in the latter circumstances.

One should not, however, conclude that stronger environmental safe-
guards are always better than weaker. Not only can added environmental
sanctions be pushed to dysfunctional extremes in purely commercial terms,
but the environment can be oppressive more generally. My purpose here is
merely to describe some of the contextual features with respect to which
transaction-specific governance is crafted, rather than to prescribe an optimal
institutional environment. Embeddedness attributes of six kinds are distin-
guished: societal culture, politics, regulation, professionalization, networks,

16. To be sure, individuals trapped in coercive situations are attempting to cope. Is it really
useful, however, to interpret a bad outcome from a coercive event as a bad draw? It is more
instructive, I submit, to regard coercive events as a special class of problems that "invite" people
to make risky choices from which they should be shielded (for example, by protecting them
against exposure to coercive situations—possibly through training, possibly through draconian
penalties against those who contrive coercion). Becker's recent treatment of addiction (1991)
affords a somewhat different perspective.
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and corporate culture.17 Each can be thought of as institutional trust of a
hyphenated kind: "societal-trust," "political-trust," and so forth.

3.1. Societal Culture

Culture applies to very large groups, sometimes an entire society, and involves
very low levels of intentionality. The degree of trading trust in Japan, for
example, is said to be much higher than in Great Britain (Dore, 1983). By
contrast, the villages in southern Italy described by Edward Banfield (1958)
are characterized by very low trading trust outside of the family.

The main import of culture, for purposes of economic organization, is
that it serves as a check on opportunism. Social conditioning into a culture
that condones lying and hypocrisy limits the efficacy of contract in three
respects. First, social sanctions against strategic behavior (such as contrived
breach) are weak. Second, court enforcement is problematic—since bribery
is widespread. Third, individuals feel slight remorse when they behave in
opportunistic ways. Given the added hazards, transactions will tend to be of
a more generic (Node A, spot market) kind in societies where cultural checks
on opportunism are weak, ceteris paribus.

3.2. Politics

Legislative and judicial autonomy serve credibility purposes. As Harold Ber-
man observes, credibility will be enhanced if a monarch who has made the
law "may not make it arbitrarily, and until he has remade it—lawfully—he
is bound by it" (1983, p. 9). Self-denying ordinances and, even more, inertia
that have been crafted into the political process have commitment benefits
(North and Weingast, 1989). As discussed in Chapters 6 and 13, fewer degrees
of freedom (rules) can have advantages over more (discretion) because added
credible commitments can obtain in this way. Effective economic reform thus
requires that political reneging options be foreclosed if investor confidence is
to be realized.

3.3. Regulation

As Victor Goldberg (1976a) and Lynne Zucker (1986) have explained, regula-
tion can serve to infuse trading confidence into otherwise problematic trading
relations. The creation and administration of a regulatory agency are both
very intentional acts—although that is not to say that regulation does not
have a (spontaneous) life of its own (Bernstein, 1955). Provided that the
regulation in question is "appropriate," both parties to the transaction—the
regulated firm and its customers—will be prepared to make investments in
specialized assets on better terms than they would in the absence of such
regulation.

17. For more expansive discussions of the institutional environment, see Zucker 1986:
Shapiro, 1987; Thomas, 1991.
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3.4.    Professionalization

The obligation to fulfill the definition of a role is especially important for
professionals—physicians, lawyers, teachers, and so on. Although these roles
generally arise in a spontaneous (evolutionary) manner, they are thereafter
supported by entry limitations (such as licensing), specific ethical codes, added
fiduciary obligations,18 and professional sanctions. Such support features are
highly intentional. They can have the effect of infusing trading confidence
into transactions that are characterized by costly information asymmetries, al-
though sometimes the (intentionality) purposes served are strategic (Arrow,
1963b).

3.5. Networks

The diamond dealers described above are an example of a trading network.
So are the network forms of organization that have recently appeared in
northern Italy (Mariotti and Cainara, 1986). Other ethnic trading groups also
qualify (Landa, 1981). Although many of these networks have spontaneous
origins, the maintenance of these networks depends on the perfection of
intentional trading rules, the enforcement of sanctions, and the like. Credibility
turns on whether these reputation effects work well or poorly.

3.6. Corporate Culture

The above-described features of the institutional environment are population-
level effects, mainly of a spontaneous kind. Corporate culture displays both
spontaneous and intentional features and works mainly within particular orga-
nizations. Informal organization (Barnard, 1938) is one example; the use of
focal points (Kreps, 1990a) is another.

Barnard argued that formal and informal organization always and every-
where coexist (1938, p. 20) and that informal organization contributes to the
viability of formal organization in three significant respects: "One of the in-
dispensable functions of informal organizations in formal organizations . . .
[is] that of communication. . . . Another function is that of maintaining the
cohesiveness in formal organizations through regulating the willingness to
serve and the stability of objective authority. A third function is the mainte-
nance of the feeling of personal integrity, of self-respect, and independent
choice" (1938, p. 122). That has turned out to be a productive formulation.
Economic activity will be better organized where there is an appreciation for
and intentional use of informal organization.

Internal effects spill over, moreover, onto external trade if firms take on
distinctive trading reputations by reason of the corporate culture through which
they come to be known and evaluated (Kreps, 1990a). Whether added corpo-

18. Fiduciary obligations arise in the context of information asymmetries where the less
informed party is exposed to serious losses by failures of "due care."
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rate culture is warranted, however, varies with the circumstance: "In general,
it will be crucially important to align culture with the sorts of contingencies
that are likely to arise" (Kreps, 1990a, p. 128). Accordingly, calculativeness
characterizes even such apparently "soft" notions as corporate culture, of
which Japanese economic organization is an example (see Chapter 12).

4. Nearly Noncalculative Trust

Just as it is mind-boggling to contemplate hyperrationality of a comprehensive
contracting kind, so is it mind-boggling to contemplate the absence of calcula-
tiveness. That is not to say that calculativeness cannot be suppressed or to
deny that some actions or individuals are more spontaneous than others.
Indeed, I shall argue that it is sometimes desirable to suppress calculativeness.
If, however, the decision to suppress calculativeness is itself purposive and
calculative, then the true absence of calculativeness is rare if not nonexistent.19

Unable to foreclose some shred of calculativeness in the personal trust
relations described here, I describe personal trust as nearly noncalculative.
The argument proceeds in two stages. Discrete structural analysis, with special
reference to the economics of atmosphere, is discussed first. Personal trust is
then examined.

4.1. Discrete Structural Analysis

A colleague noted that the economics of atmosphere plays a larger role in
Markets and Hierarchies (Williamson, 1975) than in The Economic Institutions
of Capitalism (Williamson, 1985b) and asked about the de-emphasis. I replied
that I thought atmosphere at least as important to an understanding of eco-
nomic organization in 1985 as I had in 1975. Not having made more headway,
however, I had little to add.

One of the lessons of the economics of atmosphere is that calculativeness
can be taken to dysfunctional extremes. That can show up within governance
structures as well as between them. The employment relation is one such
context.

Suppose that a job can be split into a series of separable functions. Suppose
further than differential metering at the margin is attempted with reference
to each. What are the consequences?

If functional separability does not imply attitudinal separability, then
piecemeal calculativeness can easily be dysfunctional. The risk is that pushing
metering at the margin everywhere to the limit will have spillover effects
from easy-to-meter onto hard-to-meter activities. If cooperative attitudes are
impaired, then transactions that can be metered only with difficulty, but for
which consummate cooperation is important, will be discharged in a more

19. Conceivably, some situations are so complicated that we decide to throw darts or examine
entrails. But we are attempting to cope nonetheless. My discussion assumes that noncontingently
selfless behavior of a Good Samaritan kind is the exception.
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perfunctory manner. The neglect of such interaction effects is encouraged by
piecemeal calculativeness, which is to say by an insensitivity to atmosphere.

A related issue is the matter of externalities. The question may be put as
follows: ought all externalities to be metered that, taken separately, can be
metered with net gains? Presumably, this turns partly on whether secondary
effects obtain when an externality is accorded legitimacy. All kinds of griev-
ances may be "felt," and demands for compensation made accordingly, if
what had hitherto been considered to be harmless byproducts of normal so-
cial intercourse are suddenly declared to be compensable injuries. The trans-
formation of relationships that will ensue can easily lead to a lower level of felt
satisfaction among the parties than prevailed previously—at least transitionally
and possibly permanently.

Part of the explanation is that filing claims for petty injuries influences
attitudes toward other transactions. My insistence on compensation for A
leads you to file claims for B, C, and D, which induces me to seek compensation
for E and F, and so on. Although an efficiency gain might be realized were
it possible to isolate transaction A, the overall impact can easily be negative.
Realizing this to be the case, some individuals would be prepared to overlook
such injuries. But everyone is not similarly constituted. Society is rearranged to
the advantage of those who demand more exacting correspondences between
rewards and deeds if metering at the margin is everywhere attempted. Were
the issue of compensation to be taken up as a constitutional matter, rather
than on a case-by-case basis, a greater tolerance for spillover would commonly
obtain (Schelling, 1978).

Also pertinent is that individuals keep informal social accounts and find
the exchange of reciprocal favors among parties with whom uncompensated
spillovers exist to be satisfying (Goulder, 1954). Transforming these casual
social accounts into exact and legal obligations may well be destructive of
atmosphere and lead to a net loss of satisfaction between the parties. Put
differently, pervasive pecuniary relations impair the quality of "contract-
ing"—even if the metering of the transactions in question were costless.20

The argument that emerges from the above is not that metering ought to
be prohibited but that the calculative approach to organization that is associ-
ated with economics can be taken to extremes. An awareness of attitudinal
spillovers and nonpecuniary satisfactions serves to check such excesses of
calculativeness. Consider now a more extreme possibility: there are some
transactions for which the optimal level of conscious metering is zero.21

20. The buying of "rounds" in English pubs is an example. Would a costless meter lead to
a superior result? Suppose that everyone privately disclosed a willingness to pay and that successive
bids were solicited until a break-even result was projected. Suppose that the results of the final
solicitation are either kept secret or posted, depending on preferences, and that rounds are
thereafter delivered to the table on request. Monthly bills are sent out in accordance with the
break-even condition. How is camaraderie affected?

21. Unconscious or subconscious metering is another problem. Observations that are not
consciously processed may be processed by the subconscious nonetheless, and their ramifications
may insistently intrude on consciousness.
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The idea here is that conscious monitoring, even of a low-grade kind,
introduces unwanted calculativeness that is contrary to the spirit of certain
very special relations and poses intertemporal threats to their viability. Not
only can intendedly noncalculative relations can be upset by Type I error,
according to which a true relation is incorrectly classified as false, but calcula-
tiveness may be subject to (involuntary) positive feedback. Intendedly noncal-
culative relations that are continuously subject to being reclassified as calcula-
tive are, in effect, calculative.

Issues akin to those examined by Robert Nozick in his discussion of
"Love's Bond" (1988) are implicated. Nozick contends that the idea of "trad-
ing up" is inimical to a loving relationship: "The intention in love is to form
a we and to identify with it as an extended self, to identify one's fortunes in
large part with its fortunes. A willingness to trade up, to destroy the we you
largely identify with, would then be a willingness to destroy yourself in the
form of your own extended self" (1988, p. 78, emphasis in original). If enter-
taining the possibility of trading up devalues the relation, a discrete structural
shift that disallows trading up, which is a variety of calculativeness, is needed.

4.2. Personal Trust

John Dunn's recent treatment of "Trust and Political Agency" raises many
of the pertinent issues (1988, p. 73). Thus, Dunn distinguishes between trust
as a "human passion" and trust as a "modality of human action," where the
latter is "a more or less consciously chosen policy for handling the freedom
of other human agents or agencies" (1988, p. 73). He subsequently remarks
that "trust as a passion is the confident expectation of benign intentions by
another agent," but as a "modality of action, . . . trust is ineluctably strategic"
(1988, p. 74). He also contends that "the twin of trust is betrayal" (1988,
p. 81) and avers that "human beings need, as far as they can, to economize
on trust in persons and confide instead in well-designed political, social, and
economic institutions" (1988, p. 85).

Trust as a passion versus trust as a modality corresponds in my treatment
to personal trust and calculative trust, respectfully. Moreover, Dunn's charac-
terization of calculative trust as strategic, whereas personal trust is not, is
exactly right. But whereas Dunn contends that the twin of trust is betrayal, I
would reserve betrayal for personal trust and would use breach of contract
to describe calculative relations. As hitherto remarked, breach of contract is
sometimes efficient, even in a commercial contract that is supported by perfect
safeguards (see Chapter 5). By contrast, betrayal of a personal trust can never
be efficient. Betrayal is demoralizing.

Also, although I subscribe to the notion of economizing on trust, I would
put the issue somewhat differently. Trust, I submit, should be concentrated
on those personal relations in which it really matters, which will be facilitated
by the use of "political, social, and economic institutions" to govern calcula-
tive relations.22

22. Dennis Robertson's remark is pertinent: "[I]C we economists mind our own business,
and do that business well, we can, 1 believe, contribute mightily to the economizing, that is to
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If calculativeness is inimical to personal trust, in that a deep and abiding
trust relation cannot be created in the face of calculativeness, and if preexisting
personal trust is devalued by calculativeness, then the question is how to
segregate and preserve relations of personal trust.23 1 will take it that X reposes
personal trust in Y if X (1) consciously refuses to monitor Y, (2) is predisposed
to ascribe good intentions to Y when things go wrong, and (3) treats Y in a
discrete structural way. Conditions 1 and 3 limit calculativeness. Under condi-
tion 2, "bad outcomes" are given a favorable construction: they are interpreted
by X as stochastic events, or as complexity (Y didn't fully understand the
situation), or as peccadillos (Y was inebriated).

To be sure, there are limits. An event where Y unambiguously violates
the trust that X reposes in him threatens the relationship. Also (and here is
where calculativeness creeps back in), a succession of minor violations may
jeopardize the condition of trust. What further distinguishes personal trust,
however, is that X insists that Y "reform" rather than merely "do better." That
is because experience rating with continuous updating of the trustworthiness of
Y places X in a calculative relation to Y. That degrades the relationship.
Rather than do that, X elevates the relationship by placing it on all-or-none
terms. Should Y refuse to make a discrete structural break with his past, then
X will no longer trust him.24 If instead Y agrees to reform, then trust will
be renewed.

Personal trust is therefore characterized by (1) the absence of monitoring,
(2) favorable or forgiving predilections, and (3) discreteness. Such relations
are clearly very special. Although some individuals may have the natural in-
stincts to behave noncalculatively, others will need to figure it out—to look
ahead and recognize that calculativeness will devalue the relation, which is a
farsighted view of contract. It does not, moreover, suffice merely to figure it
out, in that some of those who do may be unable to shed calculativeness—be-
cause calculativeness (or fear) is so deeply etched by their experience.25 Be
that as it may, trust, if it obtains at all, is reserved for very special relations
between family, friends, and lovers. Such trust is also the stuff of which tragedy
is made. It goes to the essence of the human condition.26

the full but thrifty utilization, of that scarce resource Love—which we know, just as well as
anybody else, to be the most precious thing in the world" (1976, p. 154).

23. There is nonetheless a sense in which incomplete contracts are continuously calculative,
and that is in relation to reputation effects. If one party cannot make significant commercial
moves without notice of the other—even moves that have no direct bearing on the immediate
contract but involve different contracts with different trading partners—then continuous Bayesian
updating may "ineluctably" obtain. In that event, reputation effects are pervasive (Kreps, 1990a).

24. That does not mean that X will no longer have anything to do with Y. If, however, the
relation continues, X will thereafter treat Y in a calculative way.

Note in this connection that any shred of calculativeness does not imply that the relation
is calculative. Rather, calculativeness needs to cross some (rather low) threshold before the relation
is classified as calculative. The line is drawn—that is, a discrete structural break occurs—where X
asks Y to reform.

25. Joseph Raz makes a related argument: some people "fail to see that personal relations
cannot be valued in terms of commodities" (1986, p. 353).

26. See Nozick, 1988. Note that to repose trust in someone does not imply confidence in
their judgment. Rather, as Dunn (1988) has put it, to trust is to ascribe benign intent. Selective
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5. Concluding Remarks

5.1. Linguistic and Conceptual Tools

A case can be made, and I will assume here, that a science of organization is
in progress (see Chapter 2). The development of "specialized vocabularies"
and "new languages" commonly attend such a project (Kuhn, 1970).

The development of a science of administration,27 which was Simon's
objective in Administrative Behavior (1957a, pp. 248-53) posed exactly those
needs. Given the deep insights afforded by Chester Barnard's path-breaking
book The Functions of the Executive (1938), how could that project be ad-
vanced? Simon observed in this connection that "we do not yet have, in this
field, adequate linguistic and conceptual tools for realistically and significantly
describing even a simple administrative organization—describing it, that is,
in a way that will provide the basis for scientific analysis of the effectiveness
of its structure and operation" (1957a, p. xiv). The need, as he saw it, was to
"be able to describe, in words, exactly how an administrative organization
looks and how it works. . . . I have attempted to construct a vocabulary which
will permit such a description" (1957a, p. xiv).

5.2. Calculativeness

The way in which human actors are described and the processes through
which contracting is perceived to work are both crucial to the development
of a science of organization. Human actors are described here as boundedly
rational and opportunistic, while the contracting process entails "incomplete
contracting in its entirety." This last views the governance of contractual
relations broadly, including an examination of the systems context within
which contracts are embedded. A very calculative orientation to commercial
contracting is the result.

Such a farsighted approach to contract (in which credible commitments,
or the lack thereof, play a key role) collides with sociological views on power
and trust. The recent tendency for sociologists and economists alike to use
the terms "trust" and "risk" interchangeably is, on the arguments advanced
here, ill-advised.

Not only is "calculated trust" a contradiction in terms, but user-friendly
terms, of which "trust" is one, have an additional cost. The world of commerce
is reorganized in favor of the cynics, as against the innocents, when social
scientists employ user-friendly language that is not descriptively accurate—
since only the innocents are taken in. Commercial contracting will be better
served if parties are cognizant of the embeddedness conditions of which they

delegation is consistent with trust if the judgment of the trusted delegate is believed to be better
in some contexts than in others.

27. A science of organization deals with markets, hybrids, hierarchies, bureaucracies, and
the like, whereas the science of administration is preoccupied with internal organization.
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are a part and recognize, mitigate, and price out contractual hazards in a
discriminating way.28

5.3. Categories of Trust

Without purporting to be exhaustive, trust differences of three types are dis-
tinguished: calculative trust, personal trust, and institutional (or hyphenated)
trust. For the reasons given above, calculative relations should be described
in calculative terms, to which the language of risk is exactly suited. The practice
of using "trust" and "risk" interchangeably should therefore be discontinued.

Personal trust is made nearly noncalculative by switching out of a regime
in which the marginal calculus applies into one of a discrete structural kind.
That often requires added effort and is warranted only for very special personal
relations that would be seriously degraded if a calculative orientation were
"permitted." Commercial relations do not qualify.29

Institutional trust refers to the social and organizational context within
which contracts are embedded. In the degree to which the relevant institutional
features are exogenous, institutional trust has the appearance of being noncal-
culative. In fact, however, transactions are always organized (governed) with
reference to the institutional context (environment) of which they are a part.
Calculativeness thus always reappears.30

Should these arguments prevail, trust will hereafter be reserved for noncal-
culative personal relations (and, possibly, in a hyphenated form, to describe
differences in the institutional environment). Although this is a long article
to reach such a modest result, the literature on trust is truly enormous, and
the confusions associated with Calculativeness are growing. The incipient sci-
ence of organization needs common concepts and language as the productive
dialogue between law, economics, and organization takes shape. The irony
is that the limits of Calculativeness are realized by examining user-friendly
terms—of which "trust" is one—in a thoroughly calculative way.

28. This is not to deny the excesses of Calculativeness that sociologists (for example, Merton,
1936) and contract law specialists (for example, Macauley, 1963) have forcefully called to our
attention. Transaction cost economics takes a farsighted view of contract in which "feasible"
Calculativeness is featured.

29. I subscribe to the proposition that "[t]he core idea of trust is that it is not based on an
expectation of its justification. When trust is justified by expectations of positive reciprocal con-
sequences, it is simply another version of economic exchange" (March and Olsen, 1989).

30. Also, the parties to a transaction sometimes influence the context, the capture (Bernstein,
1955) or precapture (Stigler, 1971) of regulation being examples.
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IV

PUBLIC POLICY

The first two chapters in Part IV have the same general message: Respect
the limits of good arguments. Indeed, this is an old message in Industrial
Organization. As Ronald Coase (1972) observed many years ago, describing
the firm as a production function predisposed Industrial Organization to
ascribe monopoly purpose and effect to every nonstandard and unfamiliar
business practice. As a consequence, barriers to entry and price discrimination
arguments were overused, and so public policy was, at best, skeptical of, and
frequently inhospitable toward, complex forms of contract and organization.

Transaction cost economics describes the firm instead as a governance
structure, in which complex firm and market forms of organization are pre-
sumed to have economizing purpose and effect. That, however, is a rebuttable
presumption, because transaction cost economics also expressly makes an
allowance for strategic behavior in circumstances in which preexisting monop-
oly power is substantial.

Although many strategic arguments fail because the requisite precondi-
tions are not satisfied, I argue in Chapter 11, "Delimiting Antitrust," that
Frank Easterbrook's "five-filter" approach to antitrust makes insufficient al-
lowance for strategic behavior. The same is true, moreover, of the U.S. Su-
preme Court (in Matsushita), the Federal Trade Commission (in White), and
the Antitrust Division (in Montfort): All have been too sanguine in passing
off monopoly purposes. Antitrust does not overcome the excesses of earlier
monopoly reasoning by swinging to the opposite extreme.

Chapter 12, "Strategizing, Economizing, and Economic Organization,"
nevertheless counsels that excesses of monopoly reasoning are a continuing
hazard. Thus although the new literature on strategic behavior (sometimes
referred to as the New Industrial Organization) is much more rigorous and
avoids some of the logical pitfalls that beset the entry barrier arguments of
the 1960s, there is still a tendency to overreach when these models—of raising
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rivals' costs, of vertical integration, of networks, and the like—are applied to
public policy. Especially in the long run, when Schumpeterian "handing on"
can be presumed to apply, economizing is a very robust policy. By contrast,
clever plans, ploys, positioning, and the like are often ephemeral.

Chapter 13, "The Institutions and Governance of Economic Development
and Reform," is an effort to bring institutional economics to bear on the
enormously difficult problems posed by economic development and reform.
Although there is growing agreement that institutions have a major impact
on the prospects for reform, institutional economists still can offer little specific
advice (Coase, 1992; North, 1994). The approach recommended in this chapter
is to work at these problems in a bottom-up way, emphasizing the mechanisms
of governance rather than "general theories" of economic reform. This repeats
a now-familiar theme, that much of the relevant analytic action resides in
the details.



11
Delimiting Antitrust

Both the law and economics of antitrust have undergone significant change
in the past twenty years. The expansive antitrust attitudes and enforcement
practices of the 1960s have been delimited. Greater respect for economies and
the subtleties of market processes and competition have developed. Efforts to
focus antitrust policy and further delimit antitrust enforcement are in progress.
Although I am sympathetic with these general purposes, I am also concerned
with overshooting.

Section 1 of this chapter examines the changing attitudes toward antitrust
and distinguishes between inflexible legal rule and more flexible legal process
bases for delimiting enforcement. Section 2 assesses the "filters" approach to
antitrust proposed by Frank Easterbrook (1984), parts of which have been
embraced by the enforcement agencies and the courts. Section 3 sketches the
scope of strategic behavior. Several recent cases in which filter and strategic
behavior issues arise are discussed in Section 4.

1. The Logic of Antitrust

Antitrust is a complicated subject and is usefully informed by several points
of view. In the following paragraphs I discuss and distinguish economic and
legal logic and argue that antitrust is best analyzed by regarding "economizing"
as the "main case"—where, in the context of antitrust, the main case is that
factor that is held to be primarily responsible for shaping and changing the
organization of economic activity. I hold that economizing on production costs
but, even more, on transactions costs qualifies for main case standing.

Once alternative main case hypotheses have been stated and their ramifi-
cations displayed, qualifications of both legal and economic kinds can there-
after be introduced. Some, however, who ask that their antitrust voices be
heard fail or refuse to state the main case out of which they work. This is a
dereliction (or worse). A pressing need in antitrust is that alternative main
case hypotheses be clearly stated and their ramifications exposed.
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1.1. The Economic Logic

1.1.1. Main case reasoning

"Monopolizing" and "economizing" are the two leading economic purposes
that are used to interpret business behavior. These factors are not mutually
exclusive. If, however, one predominates, then it should be regarded as the
main case and the other treated as the exception (rather than on parity and
certainly not as the rule). Deeper understanding will be realized and needless
confusion will be avoided by keeping the main case clearly in mind and
introducing qualifications as and where they are needed.

During the 1960s, monopolizing was thought to be mainly responsible for
nonstandard or unfamiliar business practices. Ronald Coase captured the
prevailing spirit by remarking:

[i]f an economist finds something—a business practice of one sort or another—
that he does not understand, he looks for a monopoly explanation. And as
in this field we are very ignorant, the number of ununderstandable practices
tends to be very large, and the reliance on a monopoly explanation frequent.
(1972, p. 67)

One factor responsible for this monopoly predisposition was the prevailing
practice of describing the firm as a production function whose natural bound-
aries were defined by technology. Economic inputs were thus transformed by
the production technology into economic outputs; organizational considera-
tions were effectively suppressed. Efforts to extend the reach of the firm by
merger or by complex contracting practices (vertical restraints, reciprocity,
joint ventures, etc.) were thus presumed to be anticompetitive (see Williamson,
1985b, pp. 15-42, 365-84).

Lawyers were willing accomplices. What has come to be referred to as
"creative lawyering"1 enjoyed unusual latitude during the 1960s. The standards
for judging an antitrust offense fell so low that respondents not only made
no affirmative case for economies as an antitrust defense but even disclaimed
economies that were ascribed to a merger by the government.2 The role of

1. John Shenefield represented that "creative lawyering" could be employed to bring anti-
trust suits against conglomerate mergers that did not obviously fall within the scope of the merger
statutes. Given the vague language of the statutes and the wide latitude of the case law, imagina-
tive lawyers would "find a way" to bring such suits (Hearings, 1978).

2. Federal Trade Commission v. Proctor & Gamble Corp., 386 U.S. 568 (1967). Thus Proc-
tor & Gamble insisted that its acquisition of Clorox was unobjectionable because the government
was unable to establish definitively that any efficiencies would result:

[The government is unable to prove] any advantages in the procurement or price of
raw materials or in the acquisition or use of needed manufacturing facilities or in the
purchase of bottles or in freight costs. . . . [T]here is no proof of any savings in any
aspect of manufacturing. There is no proof that any additional manufacturing facilities
would be usable for the production of Clorox. There is no proof that any combination
of manufacturing facilities would effect any savings, even if such combination were
feasible. (Fisher and Lande, 1983, pp. 1580-82)
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the economist in the Antitrust Division was compromised. A nadir in antitrust
enforcement was reached. The "inhospitality tradition" flourished.3

This unsatisfactory state of affairs was increasingly criticized during the
1970s. First, the social benefits of efficient resource allocation—to include the
importance of economies as an antitrust defense4—became much more widely
appreciated. More importantly, the nature of the business firm was reconceptu-
alized. The older theory of the firm as production function gradually made
way (or gave way) to a theory of the firm in which express allowance was
made for transaction costs. Accordingly, the firm was thereafter described as
a governance structure. Factors that contributed to the comparative integrity
of contract were thus introduced. Technology was no longer determinative,
and the boundaries of the firm (what to make, what to buy, how to trade,
etc.) now needed to be derived.

This reconceptualization of the business firm together with a demonstra-
tion that economies constituted a meaningful (if not dispositive) antitrust de-
fense across a wide range of pertinent economic circumstances (parameter
values) placed antitrust enforcement under severe strain. Although some com-
mentators argued that the influence of economic reasoning on antitrust en-
forcement was slight (see Stigler, 1982), there is growing agreement that
antitrust would not have been reformed but for the development of new
theory. The differences between the 1968 and the 1982 merger guidelines of
the United States Department of Justice evidence some of the changes that
resulted from the paradigm shift away from market power (monopolizing) in
favor of efficiency (economizing).

To be sure, antitrust is not innocent of politics (see Section 4); however,
ideas matter more in antitrust than in most regulated areas. As one observer
noted, "a genuine scientific revolution has occurred . . . [and] has led to a more
thoughtful and rational approach to antitrust" (Freeh, 1987, p. 263). Indeed,
William Baxter's forcefulness notwithstanding, "it would have been politically
impossible for . . . Baxter to have done what he did [as Assistant Attorney
General for Antitrust], had there not been an intellectual shift in the underpin-
nings of antitrust" (Bork, 1985, pp. 21, 25).

3. Frank Easterbrook characterizes the inhospitality tradition as one in which "judges view
each business practice with suspicion" (1984, p. 4). This characterization is much too narrow.
The entire 1960s enforcement process worked out of this orientation with only minor exceptions.
The prevailing applied price theory orientation within industrial organization, whereby firms
were regarded as production functions and nonstandard contracting was interpreted as an effort
to extend the reach of the firm beyond its natural boundaries, gave succor to the inhospitality
tradition (Coase, 1972, p. 62).

4. Thus suppose one ascribes adverse economic effects to a merger with both market power
and efficiency consequences. One can assess the plausibility of adverse effects by asking (1) what
range of price effects are reasonably attributed to the merger, (2) what range of cost savings are
reasonably attributed to the merger, (3) what is the relevant range of demand elasticities, and
(4) what is the preexisting degree of market power. If for all reasonable parameter values
the net allocative efficiency effects are judged positive by applying partial equilibrium welfare
apparatus, then the claims of adverse effect must fail on grounds of implausibility (Williamson,
1968b, 1977a; Harberger, 1971).
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1.1.2. Strategic behavior

Strategic behavior can take either defensive or offensive forms. The former
involve efforts to protect ill-defined property rights against loss of appropri-
ability. Lest the benefits of an investment or innovation be appropriated by
other participants in the vertical chain of supply, firms that originate an invest-
ment or innovation may be induced to make "linking investments" (Heide
and John, 1988) or to integrate (backward, forward, or laterally) into other
stages (Teece, 1986, p. 285). The object of these investments is defensive, in
that, were it not for the hazard of leakage, they would not be undertaken.
Albeit sometimes complicated, defensive strategic moves that are designed
to deter leakage rarely pose antitrust problems (Klein, 1980).

By contrast, offensive strategic behavior is concerned not with leakage
in the vertical contracting process but rather is directed at actual and poten-
tial rivals. It entails efforts by established firms to take up advance positions
and/or respond punitively toward rivals. As discussed below, such behavior
(1) can take a wide variety of forms, some of which are very subtle, and
(2) is often problematic in antitrust respects, especially when the strategies
in question are focused on a particular rival (or well-defined subset of rivals)
or are exercised in a disciplinary (contingent) fashion. My concern hereafter
is with strategic behavior of this second kind.

A new logic of strategic behavior progressively took shape in the 1980s.
Although much of this work bears on entry barrier arguments that constituted
the centerpiece of the inhospitality tradition, recent work is careful and does
not indicate that monopoly will again be accepted as the main case. First,
while the mere existence of entry barriers was previously thought both objec-
tionable and unlawful, this noncomparative approach has been supplanted by
one in which (as an enforcement matter) the relevant test is not whether entry
impediments exist but whether a remedy can be effected with net social gains.
As a result, arguments regarding the mere existence of entry barriers no longer
carry the day. Second, the logic of strategic models is much more carefully
developed with credibility features given special attention.5 Third, the struc-
tural preconditions—mainly high concentration coupled with severe hurdles
to entry—necessary for support of exclusionary or other anticompetitive ef-
fects now are meticulously respected. Because these conditions are the excep-
tion rather than the rule, economizing remains the main case to which appro-
priate strategic qualifications are added.

1.2. The Legal Logic

Kenneth Arrow has described the economist as "the guardian of rationality,
the ascriber of rationality to others, and the prescriber of rationality to the
social world."6 The law, however, has needs of its own that are sometimes

5. Credibility issues are discussed in Williamson, I985b, pp. 373-77.
6. Arrow, 1974, p. 17. To be sure, noneconomists also engage in the rationality dialogue

(Simon, 1978). That the economist is the preeminent user and spokesman of rationality analysis,
however, is conceded generally.
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thought to be poorly served by rationality analysis. If the economist is the
guardian of rationality, many regard the lawyer as the guardian of administra-
bility. Judge Stephen Breyer when on the First Circuit observed:

While technical economic discussion helps to inform the antitrust laws, those
cannot precisely replicate the economists' (sometimes conflicting) views. For,
unlike economics, law is an administrative system the effects of which depend
upon the content of rules and precedents only as they are applied by judges
and juries in courts and by lawyers advising their clients. Rules that seek to
embody every economic complexity and qualification . . . [thus sometimes
give way to] the administrative virtues of simplicity.7

This language is favorably cited by Frank Easterbrook in conjunction with
his proposal to screen out highly problematic antitrust cases by employing a
series of antitrust filters (1984, pp. 16-17).

There are two different approaches to administrability. I refer to the first
of these as the "legal process" approach and the second as the "legal rules"
approach. The main distinction is that the latter works out of economic certi-
tudes—usually, that the relevant economic models are in place and are cor-
rectly understood by the antitrust authorities—while the former is much more
tentative. Rather than assert false certitude, the legal process approach urges
that complicated issues of economic organization that are poorly understood
by accorded respect. The object is to move toward a progressively more in-
formed disposition of the issues as the relevant theory is refined and imple-
mented, due allowance having been made for the infirmities of the courts.
The immediate object is to discover the relevant tradeoffs implied by the
theory, thereafter to develop an operational framework whereby these trade-
offs can be assessed.

1.2.1. Legal process

The legal process approach counsels gradualism. Antitrust responsiveness to
new developments in economic theory only occurs with a lag. After all, eco-
nomics is subject to fads and fashions,8 which are best sorted out through sus-
tained academic critique. Moreover, even those developments that survive
such criticism must be operationalized. Consequently, crude approximating
devices may have to be developed. Derek Bok's discussion of the enforcement
of merger law illustrates these concerns:

Although truth is the preeminent aim of economic study it can only be one
of several goals in law. Lawyers have perhaps not always been explicit enough
in articulating the peculiar qualifications which their institutions place upon
the unbridled pursuit of truth, and this failure may in some measure explain
the irritation with which their handiwork is so often greeted by even thoughtful
economists. This problem cannot be solved, nor can the economist-critic be
placated, by embracing more and more of the niceties of economic theory

7. Barry Wright Corp. v. ITT Grinnell Corp., 724 F.2d 227, 234 (1st Cir. 1983).
8. The widespread use of differential risk aversion to explain contractual anomalies in the

1970s is an illustration.
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into our antitrust proceedings. Unless we can be certain of the capacity of
our legal system to absorb new doctrine, our attempts to introduce it will only
be made ludicrous in failure and more costly in execution. (1960, pp. 227-28)

That antitrust enforcement was not ready in 1968 to absorb economies
as an antitrust defense is probably consonant with Bok's views. That economies
arguments influenced the enforcement process during the 1970s and today play
an even larger role is a gradualist outcome which many consider beneficial.9

Arguably, this is the way antitrust enforcement should work.

1.2.2. Legal rules

The legal rules approach to antitrust enforcement assumes that the relevant
economic theory is already in hand and is adequately understood by the
antitrust authorities.10 It further holds that the courts have limited ability to
deal with tradeoffs or more sophisticated economic reasoning and that these
conditions are unchanging. A predilection to pronounce simple legal rules
now is characteristic of legal scholars who work out of the legal rules
framework.

For example, several leading legal scholars have advised against an exami-
nation of economies as an antitrust defense or an assessment of the condition
of entry, and have instead favored inelastic legal rules. Consider the following:

1. [C]laims of economic efficiency will not justify a course of conduct confer-
ring excessive market power. The objective of maintaining a system of self-
policing markets requires that all such claims be rejected.11

2. Rebuttal based on ease of entry, economies of scale, or managerial effi-
ciencies should not be allowed, because these factors, although clearly relevant
to a correct evaluation of the competitive significance of a merger, are intracta-
ble subjects for litigation. (Posner, 1975a, pp. 282, 313)

As it turns out, however, the question of what market power is excessive
must be assessed in relation to any benefits (economies) simultaneously con-
ferred by the objectionable practice or structure in question. Similarly, ease
of entry has become a central feature in the assessment of the competitive
significance of mergers. Antitrust enforcement has progressively made provi-
sion for both.

9. Timothy Muris and I explain the benefits of an economies defense; see Williamson, 1968b,
1977a; Muris, 1979. For a more cautious view of the benefits of an economies defense see Fisher
and Lande, 1983.

10. It has been argued that "the economic background required for understanding antitrust
issues seldom requires detailed mastery of economic refinements" (Areeda, 1967, p. 4). This
means, presumably, that the standard economic models of firms and markets found in intermediate
microtheory textbooks will suffice. I doubt it.

11. Blake and Jones, 1965, pp. 422, 427. The Supreme Court was evidently persuaded when
it pronounced that "[p]ossible economies cannot be used as a defense to illegality," Federal Trade
Commission v. Proctor & Gamble Corp., 386 U.S. 568, 580 (1967), as though the illegalities in
question were well defined, both then and forever.
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The strategic behavior area is one in which legal scholars more recently
have proposed highly circumscribed rules. Consider the following:

1. In general, if greater than competitive profits are to be made in an industry,
entry should occur whether the entrant has to come in at both levels or not.
I know of no theory of imperfections in the capital market which would lead
suppliers of capital to avoid areas of higher return to seek areas of lower
return. (Bork, 1969, pp. 139, 148)

2. [L]ong run possibilities must be disregarded because they are intrinsically
speculative and indeterminate. No suitable administrative rules could be for-
mulated to give them recognition. (Areeda and Turner, 1976, pp. 891, 897)

3. If there is any room in antitrust law for rules of per se legality, one should
be created to encompass predatory conduct. The antitrust offense of predation
should be forgotten. (Easterbrook, 1981b, pp. 336-37)

To be sure, market skeptics sometimes make bald claims of capital mar-
ket imperfections of other defects without empirical support. Market enthusi-
asts sometimes respond with equally bald claims of capital market efficacy. Al-
beit understandable, such responses will not do. The issues to be addressed
are (1) has there been a mistake in the use of competitive logic (e.g., a failure
to trace out the ramifications of the contracting process in its entirety), or
(2) has there been a mistake in assessing competitive efficacy.

As it turns out, transaction cost logic demonstrates that vertical integration
can influence the cost of capital under carefully delimited circumstances (Wil-
liamson, 1975, 1977b), a consideration which is now admitted.12 Moreover,
numerous studies have since demonstrated that timing can have real cost-
bearing, and therefore entry-deterring, consequences (see Spence, 1977; Dixit,
1980; Katz and Shapiro, 1986). Furthermore, while the economic analysis of
strategic behavior has developed few operational rules, the purported irratio-
nality of predatory pricing has been discredited (Kreps and Wilson, 1982;
Milgrom and Roberts, 1982).

The upshot is that, although inflexible legal rules proposed by lawyers
facilitate administrability by disregarding economies, differential capital costs
and related costs of entry, long run possibilities and predatory conduct, and
by "dichotomizing" transactions, the possibility of serving the needs of admin-
istrability under the aegis of more flexible legal process rather than legal rules
warrants serious consideration. The needs of administrability would arguably
be served by introducing new legal rules with the following introductory
statement: "Temporarily, pending further economic analysis and deeper un-
derstanding of the economic institutions and practices in question, the legal
rule for dealing with this class of cases will be. . . ." Successive refinements
can thereafter be adopted. This more flexible approach is appropriate for
antitrust administration when consensus is slow to form but successive theoreti-
cal refinements play a critical role in judicial enforcement.

12. Posner, 1979. Indeed, the merger guidelines now acknowledge this state of affairs (U.S.
Department of Justice Merger Guidelines, 1982).
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1.3. Adopting Refinements

Noneconomists frequently criticize economics because it works out of a ratio-
nality framework, but this is rarely the problem. Rationality analysis is really
very elastic and can provide for any systematic feature. The main "problems"
with the economic approach are that it sometimes postulates hypothetical
ideals (e.g., costless compensation for injury), thereby making it nonopera-
tional, or that it sometimes focuses too narrowly, thereby omitting or under-
valuing important attributes.

Sociologists are frequent critics and often remark that the economic model
of the worker focuses too narrowly on the intended or immediate effects of
added incentives or controls to the neglect of unintended or secondary effects.
Bureaucratic efforts to exercise control thus will often be deflected or defeated
by "dysfunctional" responses by the groups at which they are directed (see
March and Simon, 1958, chap. 2). A more complete analysis of the issues re-
quires a sociological perspective in which secondary effects are observed and
interpreted.

The fact that incentives and controls give rise to originally unintended
consequences, however, does not imply that the economic approach is intrinsi-
cally unable to make allowance for sociological effects. To the contrary, ratio-
nality analysis not only permits but demands that all significant, predictable
secondary consequences be folded in, thus making the theory more complete.
Taking such secondary consequences into account from the outset will avoid
remediable errors.

The same rationale applies to administrability considerations. Puzzles and
tradeoffs frequently preoccupy economists to the neglect of administrability.
They study issues that are interesting for their own sake, even if the "complexi-
ties" are poorly understood and well beyond the current capacity of the legal
system. Economists, however, can and have dealt with issues of administrabil-
ity where these needs are plainly salient. Moreover, improvements on legal
rules can and have been realized in the process.

Peter Hutt's risk classification approach (1978, p. 558) to food safety is
illustrative. Working from the premise that similar cases should receive similar
treatment, Hutt argues that "similar risks should be treated similarly" (1978,
p. 582). Hutt achieves simplification by employing three risk categories and
measuring risk entirely with reference to the probability of an unwanted out-
come. As discussed elsewhere, this simplification (1) assumes that the loss
associated with an unwanted outcome is constant for all food items considered
both within and across risk classifications; (2) ignores benefits, including health
benefits associated with an item; and (3) assumes that all members of the
consuming population are identical (Williamson, 1981c, p. 131). These are
extreme simplifications and are frequently contradicted by the data. They are,
moreover, unnecessary—since feasible administrable alternative procedures,
as opposed to rules, for dealing with food risks are available that work more
systematically out of an economic net benefit framework (Williamson, 1981c,
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pp. 139-47). These procedures—which I have referred to as the risk classifica-
tion decision tree (Williamson, 1981 c, pp. 142-50)—distinguish among differ-
ent uses and users and examine the pertinent tradeoffs that apply to each. To
be sure, the decision process is somewhat more complicated as a result. Ex-
cesses of simplication (rules as against procedures) frequently come, however,
at a prohibitively high cost.

The approach to antitrust and economic regulation proposed herein rec-
ommends that administrability considerations be factored into the overall
rationality analysis of the issues. The rules in force at each point in time would
thus be required to pass an administrability test, but provision would be made
to successively improve the rules upon refining the relevant theory and our
understanding of complex phenomena.13 Rationality and the needs of the legal
process are thereby joined.

Donald Dewey's view of the role of economists in antitrust is broadly
consonant:

The important issues in the control of monopoly are 'economic' in the sense
that judges and administrators are compelled to make decisions in the light
of what they think the business world is 'really' like, and it is the task of
economists through research and reflection to provide them with an increas-
ingly accurate picture. (1959, p. i; emphasis added)

I would merely add that economists can and should incorporate administrabil-
ity considerations within an extended rationality framework. Incorporation is
already occurring and explains the dramatic changes in antitrust referred to
above.14

2. Antitrust Filters

The purpose of a filter is to perform a sort between problematic and unprob-
lematic cases. I argue that market power is the only true filter and that the
four additional features introduced by Easterbrook are better regarded as
relevant factors rather than as filters. The relevant market power test is a
stringent one: market power should be present in sufficient degree to support
strategic behavior. Merely to exceed the strategic behavior threshold is not,
however, dispositive. Thus although all cases that fall below such a threshold
would be exempted, those cases that are above threshold would thereafter
be subject to an examination on the merits. The added factors to which Eas-
terbrook refers are germane to such an assessment.

13. The recent paper by Michael Katz and Carl Shapiro illustrates complexities well beyond
the competence of current antitrust (1986, pp. 835, 840).

14. That the 1982 merger guidelines (and successors thereto) differ from the 1968 version
is at least partly because of the insistent press of economizing reasoning and a growing appreciation
for the way the tradeoff calculus works. Had economists felt constrained by the purported limits
of the legal process, these and related developments would not have occurred. Therefore, today
one would not find mergers assessed with reference to ease of entry, economies of scale, manager-
ial efficiencies, or related transaction cost features.
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Thus assume that the structural factors that would support strategic behav-
ior have been exceeded, on which account the behavior in question might pos-
sibly have strategic purpose and effect. The issue to be addressed is whether
nonstrategic explanations more plausibly explain this behavior. Each of the
factors to which Easterbrook refers are among those that would help to inform
such a comparative assessment on the merits. But merely to satisfy any or even
all of these four factors would not immunize a transaction, which is what a
filter does, thereby vitiating the need for a comparative assessment.

That Easterbrook operates out of a nonstrategic antitrust tradition very
possibly explains our differences on this. If market power is relevant only as
it has a bearing on price, then strategic concerns can be dismissed and the
only question is what has been the effect on price. I urge that this is too simple
in circumstances where, to repeat, the strategic market power threshold has
been crossed.

It is instructive to reexamine each of the Easterbrook factors (filters) with
reference to this distraction.

2.1. Incentive Logic

As Ronald Coase has observed, it is often easy and was once common to ascribe
anticompetitive purpose to virtually all forms of unfamiliar or nonstandard
business behavior (1972). The older and now discredited "leverage theory"
of tie-ins is one illustration (Posner, 1979). Those that subscribed to this theory
had simply failed to assess the contracting process in its entirety.

As it turns out, however, the intuition that informed leverage theory was
not totally mistaken. The problem was that this intuition was applied too
broadly and should have been reserved for circumstances of a strategic kind
(Kaplow, 1985). The same applies to other issues in which mistaken incentive
logic is claimed.

2.1.1. Myopic logic

Predatory pricing complaints that implicate customers in predation sometimes
fail because of myopic reasoning. As Easterbrook observes:

No predatory strategy can work without the [unwitting] cooperation of con-
sumers, who must desert the victim and buy from the predator even though
that causes them to pay a monopoly price later on. If consumers are rational,
they will not become instruments of their own harm. They will, instead, buoy
up the intended victim with long term contracts. (1981a, pp. 415, 418-19)

The relevant logic test is whether customers are too small individually to
influence competitive outcomes and thus will continuously accept the best
immediate terms offered heedless of the future, or whether customers are
large enough to recognize that they have a stake in influencing the quality of
competitive outcomes. Claims of predation that implicate large consumers in
their own demise fail the test of incentive logic and should be dismissed for
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this reason. Firms do not rationally shoot themselves in the foot (Easterbrook,
1984, p. 25).

The above argument is a variant of one made earlier by Richard Posner.
Referring to United Shoe's restrictive leasing practices, Posner argued that
"the customers of United would be unlikely to participate in a campaign to
strengthen United's monopoly position without insisting on being compen-
sated for the loss of alternative, and less costly (because competitive) sources
of supply" (1976, p. 203). Referring to many, rather than one or a few custom-
ers, the Posner statement is stronger than the Easterbrook statement, but
even the Easterbrook version is overstated.

As Philippe Aghion and Patrick Bolton have recently shown, one can
devise contracts with cancellation penalties that deter but do not completely
block new entry (Aghion and Bolton, 1987). In effect, the incumbent seller
and the single customer form a coalition, the effect of which is to extract some
of the rent that an entrant with a superior low cost technology could otherwise
earn upon entry.

To be sure, the model is highly "stylized" and makes no allowance for
the fact that the law in the United States maintains that the "central objective
behind the system of contract remedies is compensatory, not punitive."15 Thus
a liquidated damages clause is enforceable only if it is "reasonable in the light
of the anticipated or actual harm caused by the breach, the difficulties of
proof of loss, and the inconvenience or nonfeasibility of otherwise obtaining
an adequate remedy. A term fixing unreasonably large damages is void as a
penalty."16 Consequently, the application of the Aghion-Bolton model would
be restricted in any jurisdiction that limits liquidated damages.17 As a result,
one must know the context to reach an informed result. Nevertheless, Aghion
and Bolton demonstrate that the normal or presumed opposition of interests
between single buyer and single seller does not preclude bargaining whereby
both can gain at the expense of potential lower cost entrants.

2.7.2. Summary judgment

Assume that the strategic threshold has been crossed and that, as in Matsu-
shita,18 a motion for summary judgment has been made. Since summary judg-
ments are to be assessed with reference to a theory of the case congenial to
the plaintiff, it would be a gross misuse of the incentive logic argument to
dismiss such a motion because a "more plausible" explanation of a nonstrategic
kind has been asserted.

15. Restatement (Second) of Contracts § 356 comment a (1979).
16. U.C.C. § 2-718(1).
17. Charges of irrationality have been lodged against imposing lawful limits on liquidated

damages, since parties to a contract are best qualified to determine what contractual provisions
meet their contractual needs. It is now appropriate to entertain the possibility that the law on
liquidated damages is (at least partly) designed to deter strategic abuses of the contracting process.

Contrived cancellation of contract is another reason why the law might place limits on
penalty clauses. See Clarkson, Miller, and Muris, 1978; Williamson, 1985b.

18. Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574 (1986).
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Not only would such a dismissal run contrary to the spirit of a summary
judgment proceeding, but it is rare that the differences between two plausible
scenarios will be so large and transparent that an easy choice between them
can be made without conducting a careful comparative examination of the
merits. I return to these issues in Section 3.2 below.

2.2. Uniformity of Practices

Easterbrook advises that complaints about vertical market restrictions should
be dismissed without a review on the merits unless the practice is adopted
uniformly. This criterion has merit, and others previously suggested a similar
criterion.19 Easterbrook, however, goes beyond earlier arguments and ascribes
added power to this filter by expressing it in an extreme way: A practice is
unobjectionable unless everyone is implicated. Such a "uniform-practice filter
is exceptionally powerful. It screens out almost all challenges to vertical prac-
tices" (1984, p. 30).

Although Easterbrook correctly describes the effect of a uniform practice
filter, the more pertinent issue is whether adverse anticompetitive conse-
quences may exist in the absence of uniformity. If a dominant firm or all the
leading firms in an industry erect strategic entry impediments, the practice
should be subject to antitrust complaints even if certain small rivals on the
fringe do not practice. Also, one may need to distinguish between niche mar-
kets serviced by small firms and main markets serviced by dominant firms. If
the practice in question effectively impedes entry into the main market, then
a problematic (mixed case) condition is arguably posed. Filtering these cases
out because of an absence of strict uniformity produces arbitrary resolution
of such cases.

More generally, although cases that fall below the threshold for strategic
market power might be regarded as more troublesome if uniform practices
are observed, the failure of strict uniformity does not immunize behavior that
falls within the strategic market power to subset. Nonuniformity is not there-
fore a filter but is merely a factor to be assessed comparatively in these
circumstances.20

2.3. Output Changes

Easterbrook contends that "[i]f arrangements are anticompetitive, the output
and market share of those using them must fall" (1984, p. 31). He therefore
advises that "we . . . look at what happens when the manufacturer adopts the

19. The fact that the contractual restraints employed by Schwinn were not used by other
bicycle manufacturers relieved concern of anticompetitive effect (Williamson, 1979a).

20. The key arguments advanced by the Government in Schwinn and a critique thereof
appear in Williamson, 1979a, pp. 980-85. The principle issue in Schwinn was "whether Schwinn,
by itself or in conjunction with other large bicycle manufacturers, introduced vertical restraints
that placed customers or rivals at strategic disadvantage" (pp. 980-81).
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challenged practice. . . . If the manufacturer's sales rise, the practice confers
benefits exceeding its costs" (1984, p. 31). However, inasmuch as price preda-
tion and other forms of strategic behavior entail contingent output expansion
(Williamson, 1977b, pp. 292-95), Easterbrook's criterion is unhelpful within
the market power subset to which predation is plausibly ascribed.

Easterbrook's permissive interpretation of contingent output increases is
not unrelated to his earlier advice that the "antitrust offense of predation
should be forgotten" (1986b, p. 337). However, others may disagree21 and de-
fendants may decide to pick and choose defenses: If one defense against
predation is that the output of the dominant firm has remained unchanged
or been reduced in the post-entry period (Williamson, 1977b, pp. 297-300),
and if a second defense is that the output of the dominant firm has risen
(Easterbrook, 1981b, p. 336), then anything goes. Lacking more substantial
support, the proposed output filter fails to discriminate among problematic
practices.

Perhaps out of recognition that problematic practices require a longer pe-
riod for assessment, Easterbrook proposes judging challenged practices in
terms of survival in the following manner: If a firm or group of firms have
employed some arrangement continuously for five years and have not substan-
tially lost market position, a challenge to the practice should be dismissed
(1984, p. 33). Easterbrook does not provide the basis, however, for resolving
two-sided practices uniformly in favor of an efficiency hypothesis. Moreover,
his rule introduces strategic incentives to continue objectionable or problem-
atic practices even after expiration of entry-deterring effects, because practices
otherwise subject to challenge will be dismissed by continuing them beyond
the five-year test interval (supported, perhaps, by price reductions in the later
part of the test period).

2.4. Plaintiff Identity

Easterbrook's last filter focuses on plaintiff identity and is based on the follow-
ing dichotomy: If a practice is collusive then rivals will benefit and will not
complain; if instead a practice is competitive, complaints by rivals should be
dismissed. Easterbrook mainly applies this filter to mergers, but a variation
on the filter is used to assess predatory pricing.

21. Whereas economists who study strategic behavior frequently urge that "the nub of the
problem . . . [is] the intertemporal aspect of the situation" (referring to nature of strategic deci-
sions) the advice of legal scholars in the area of strategic behavior appeals to static price theory
(Baumol, 1979, pp. 1, 3). Moreover, the rules so derived are often defended on grounds that
more complex treatments of the issues are "nonadministrable."

As I have argued elsewhere, addressing strategic issues in a nonstrategic way does not
reliably yield an informed antitrust assessment (Williamson, 1977b). Janusz Ordover and Garth
Saloner concur. They observe that the Areeda-Turner marginal cost pricing test for predatory
pricing is "based on static considerations . . . [which] beg the question of how anticompetitive
conduct is to be handled in a strategic context" (1987, pp. 64-65).
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2.4.1. Mergers

In considering mergers Easterbrook states that "[t]he identity of the plaintiff
is all the court needs to know. . . . [Antitrust suits brought] by a business rival
against a merger or joint venture should be dismissed" (1984, p. 36). Consumer-
originated suits aside, the antitrust enforcement agencies would thereby be
awarded exclusive control (sometimes referred to as a monopoly) over suits
involving either mergers or joint ventures.

Although I am likewise dismayed by the protectionist uses of private suits
and believe such suits should be regarded with grave skepticism, the antitrust
dichotomy from which Easterbrook works is too simplistic. In addition to
Type A (collusion enhancing) and Type B (efficiency enhancing) mergers,
the possibility of strategic effects (Type C) also exists.

There are at least two kinds of mergers with strategic purposes. First, the
merger of two adjacent firms in competitive space will avert head-to-head
competition (Williamson, 1977a, pp. 735-36; Campbell, 1986). Second, merged
firms are better able to focus replies to new entry and effect deterrence than
if the two firms remained independent.

Ideally, the government should spot and challenge mergers that pose such
strategic concerns, since they would exceed the mergers guidelines limits that
are set strictly with reference to collusion concerns (Werden, 1986, pp. 228-29).
It might therefore be argued that no useful purposes are served by preserving
private suits to challenge Type C mergers.

Suppose, however, that defects are present in the government's decision
process. Initially, the government could fail to discover relevant competitive
features, because the government is less familiar with the relevant spatial
features of markets than rivals. However, inasmuch as Easterbrook counsels
that objections raised by rivals under Type A/Type B reasoning be regarded
as Type B evidence (the merger must have efficiency properties if rivals com-
plain), convincing the government that it has erred in its assessment presents
real difficulties. Thus, better that opposed rivals praise a merger than ex-
press reservations!

Second, principled behavior within the antitrust enforcement agencies
notwithstanding, antitrust "deals and understandings" are nevertheless made22

and become more likely in a regime where the government's decisions on a
merger are final. Absent a legal forum in which errors of the government are
subsequently displayed, the "political antitruster" is secure against review
and reversal.

22. Recall that Attorney General Herbert Brownell signed the 1954 consent decree between
AT&T and the government—which is consistent both with the proposition that the Antitrust
Division takes principled stands and with the proposition that politics and antitrust mix. Judge
Harold Greene discusses some of the politics of this case in his opinion in United States v.
American Tel. & Tel. Co., 552 F. Supp. 131, 136-38 (D.D.C. 1982) aff'd sub nom. Maryland v.
United States, 460 U.S. 1001 (1983). Congress passed the Tunney Act "to expose to public scrutiny
and to a judicial public interest determination the settlements negotiated between the Department
of Justice and the various antitrust defendants" (p. 145).
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2.4.2. Predation

Easterbrook argues for dismissal of "predatory pricing suits brought by firms
that have not left the market" (1984, pp. 36-37). In addition, he introduces
a second dichotomous choice model to support his recommendation.

Thus consider a two-period model (the Easterbrook system) in which
purportedly predatory practices undertaken in period one are judged by their
effect in period two. The dichotomy for assessing a practice is as follows: a
practice is judged to be a predatory success if the rivals at which it was directed
expire; if the rival firms survive, however, the predatory effort is judged a
failure. Since surviving firms "will collect the same price in period two as the
aggressor" (Easterbrook, 1984, p. 37), suits by surviving plaintiffs should be
dismissed.

This convenient dichotomy is based on the assumption that predation is
designed to "kill a rival" (Bork, 1978, p. 149). This form of predation is ex-
treme, however, and overlooks the possibility that discipline rather than de-
struction motivates some (perhaps many) aggressive competitive moves.23 If
punitive behavior carries signals to the target and other firms in future periods,
in other geographic areas, and in other lines of commerce, then the dichoto-
mous kill/survival model advocated by Easterbrook of predation oversim-
plifies.

Easterbrook and others can respond with some justification that our un-
derstanding of gaming responses, replies, reputation effects and the like is
very imperfect. Considerable progress has nevertheless been made during the
past decade in addressing precisely these issues,24 and more is in prospect. If

23. Ordover and Saloner distinguish three ways in which a firm's conduct produces anticom-
petitive effects: (1) it can deter potential rivals; (2) it can disadvantage or discipline actual rivals
without necessarily causing exit; and (3) it can destroy (cause a rival to exit) (1987). Easterbrook
considers only the last effect.

24. One of the most widely cited studies on predation is that of Kohler (1971). He employs
a dichotomy that distinguishes between Type 1 predation when "the objective of the predator
is to eliminate a competitor" and Type 2 when the objective is to merge with or induce a competitor
to collude (p. 106). Type 3 is ignored. Type 3 refers to a situation in which the purpose is to
discipline a rival and transmit signals to this and other firms in future periods, in other geographic
areas, and in other lines of commerce. For example, Paul Milgrom and John Roberts argue
as follows:

[P]redation emerges as a rational, profit maximizing strategy . . . not because it is directly
profitable to eliminate the particular rival in question, but rather because it may deter
future potential rivals. The mechanism by which this deterrent effect comes about is,
by practicing predation the firm establishes a reputation as a predator. (1982, p. 281;
emphasis added)

Gregory Werden nevertheless characterizes the Milgrom and Roberts article as one that
demonstrates "that predation can be rational. . . only under special conditions" and goes on to
observe that "more recent commentary has argued that predation is sufficiently rare and the
potential adverse effects of trying to prevent or punish it sufficiently great that predation should
be per se legal" (1986, pp. 229-30). The authorities, however, on which Werden relies (Bork
and Easterbrook) wrote before Milgrom and Roberts and do not address the reputation rationality
issues with which Milgrom and Roberts are concerned.
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the world of antitrust is populated in part by Type C (strategic mixed or
complex) cases, it is folly to pretend otherwise.

This is not to say, however, that the law should attempt expressly to
evaluate Type C predation at this time.25 The administrability concerns ex-
pressed by Breyer and Bok may temporarily require addressing all predation
cases in a simplistic way. But as our understanding of predation increases,
better classification schemes should evolve. In awaiting these developments,
claims of predation are appropriately regarded with grave skepticism (William-
son, 1985b, pp. 378-82).

Overall, the five-filter approach proposed by Easterbrook possesses rather
dubious properties. Although the first filter—market power—clearly survives,
that is what antitrust has been working from all along. Each of the other four
filters that Easterbrook introduces is more appropriately regarded as a factor
to be taken into account in assessing the comparative plausibility of those
antitrust complaints that fall within the strategic market power subset. But
neither individually nor collectively do these four added factors exempt a case
that poses genuine strategic concerns from being examined on the merits.

My reservations with Easterbrook's filters notwithstanding, I nonetheless
am sympathetic to his main purpose. That is, to develop better criteria to
distinguish good and bad cases. To be sure, this can never be done perfectly.
Every effort to sort will carry two errors: "false positives," that is, cases that
are exempted but which are problematic and should go forward; and "false
negatives," that is, cases that are prosecuted but should have been exempted.
Each type of error carries a cost. Thus, the object is to construct the filters
so that expected social costs are minimized.26

It is possible, especially during this period of vigorous international compe-
tition, that the costs of false positives are very low in relation to false negatives.
This is plainly Easterbrook's position when he argues that "errors on the
side of excusing questionable practices are preferable," partly because "the
economic system corrects monopoly more readily than it corrects judicial
errors" and partly because "in many cases the costs of monopoly wrongly
permitted are small, while the costs of competition wrongly condemned are
large" (1984, p. 15). Economies as an antitrust defense excepted (see n. 4), no
one has provided a demonstration that the cost differences are as Easterbrook
indicates. Easterbrook has an undischarged burden of proof that the cost of
false positives in the market power region where strategic behavior is impli-
cated is similarly low.

In the meantime, antitrust enforcement agencies and courts must decide
the cases as they arise. Although appealing to "hard-edged" legal rules relieves

25. The most extensive, advanced, and ambitious effort to evaluate and provide enforcement
criteria to address anticompetitive exclusionary behavior is that of Thomas Krattenmaker and
Steven Salop (1986). However, just as Easterbrook's filter scheme can benefit from academic
critique, I would urge that the same is true for the Krattenmaker and Salop effort. If their criteria
emerge from such a critique unscathed, then we are in better shape than I indicate. Be that as
it may, the Krattenmaker and Salop analysis plainly advances the dialogue.

26. Cost assessment should include enforcement costs, a point made forcefully by Easter-
brook (1981a, pp. 417, 425-27).
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strains on the enforcement process, today's false confidence is tomorrow's
precedent and becomes the basis for repeated error. Complex cases that are
imperfectly understood are better decided in a more modest and provisional
way. Working out of a legal process approach which invokes temporary con-
straints but anticipates evolutionary refinements is therefore proposed. The
legal rule approach resolves too many of these issues prematurely (Rey and
Tirole, 1986, pp. 921, 937).

3. Strategic Behavior

Behavior by one firm that influences the choice set of another may be said
to have a strategic aspect. Such behavior is not by itself objectionable. It is
commonly the unavoidable consequence whenever the number of rivals is
few and the condition of entry is difficult. Behavior, however, that is focused
and contingent is often highly problematic. Some egregious forms of strategic
behavior possess no redeeming social purpose (see Ordover and Saloner,
1987).

Much of the recent antitrust literature and court opinions are intended
to delimit strategic behavior that is considered to be unlawful. Concern over
strategic behavior has been progressively narrowed by (1) exempting all strate-
gic behavior except strategic pricing from antitrust scrutiny; (2) restricting
attention within the strategic pricing subset to that which qualifies as predatory;
and (3) defining predatory pricing as that which would assuredly "kill" an
established rival if continued. It is easy to conclude from this exercise27 that
strategic behavior poses few, if any, relevant antitrust concerns, since pricing
to kill established rivals borders on irrationality.

Claims of strategic behavior thus must be contrived or based on mistaken
incentive logic (e.g., failures to assess the underlying contracting process in its
entirety) and are properly exempt from antitrust concern. Exempting strategic
behavior from antitrust concern for such reasons is different, however, from
delimiting antitrust enforcement because the legal process inadequately as-
sesses relevant antitrust issues. Whereas the absence of antitrust concern is
settled once-and-for-all by the former, the latter does not contemplate such

27. Gregory Warden's recent piece (1986) on private antitrust suits is illustrative. He begins
with reference to incipient predatory behavior but thereafter focuses almost entirely on predatory
pricing (p. 222). His statement, for example, that "[m]ost observers agree that predation is unlikely
under any set of circumstances" is supported almost exclusively by references to predatory pricing
(p. 230). His references to "predation cases" and the claim that "collusion is concealable while
predation is not" has a narrow (overt pricing) focus (pp. 230, 232).

Similarly the amicus brief filed by the government in Monfort supports its arguments that
rivals should be denied standing in merger cases entirely by references to predatory pricing as
though reference to predatory pricing exhausted the concerns (Brief for United States and the
Federal Trade Commission as Amici Curiae Supporting Petitioners, at 21-25, Cargill, Inc. v.
Monfort of Colo., Inc., 107 S. Ct. 484 (1986) (No. 85-473).

Although Robert Bork discusses a variety of possibly predatory practices, he focuses primar-
ily on predatory pricing. Others cite Bork as an authority for the proposition that predatory
pricing is designed to "kill" a rival (1978, pp. 149-55).
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finality. To the contrary, as better economic models progressively evolve and
their ramifications are displayed, behavior once exempted because of legal
process concerns subsequently may be included in the antitrust enforcement
scheme. Periodic reassessment that takes into account growing knowledge of
and experience with specific strategic phenomena is thus characteristic of the
legal process approach to strategic behavior. If and when the expected net
benefits of antitrust scrutiny of strategic behavior switch from negative to
positive (or the reverse), the ambit of antitrust must be redefined accordingly.

Dispositive pronouncements of a once-and-for-all kind are thus sup-
planted by evolutionary assessments of a state-of-the-art kind. As a result,
the potential scope of strategic behavior is much wider than is admitted by
the strategic behavior/strategic pricing/predatory pricing/predatory "kill-the-
rival" pricing sequences referred to above.

Lest antitrust interest in strategic behavior potentially warranting future
enforcement be inadvertently foreclosed, a broad statement of the scope of
strategic behavior is arguably warranted. Such a broad statement of scope is
set out below. Note, however, that I do not claim that my classification of
strategic behavior is exhaustive or best; others have visited this territory before
(see Salop, 1981; Spence, 1981; Kreps and Spence, 1985; Campbell, 1986; Krat-
tenmaker and Salop, 1986; Ordover and Saloner, 1987).

The distinction between strategic and operating decisions is usefully made
in studying firm behavior. Strategic decisions refer to overall product develop-
ment, marketing, and investment plans, while operating decisions concern
implementation. In the context of W. Ross Ashby's description (1960) of
ultrastable systems, the higher frequency (or short-run) dynamics are associ-
ated with the operating parts, and the lower frequency (or long-run) dynamics
are associated with the strategic system (Simon, 1962a).

All decisions with significant long-term importance carry strategic poten-
tial. The following list identifies some of the more important of these:

1. pricing
a. final product
b. intermediate product (squeeze)

2. product development
a. research and development
b. introduction

3. marketing
a. advertising
b. other promotion
c. testing

4. investment
a. plant location
b. integration
c. asset attributes (kind and amount)

5. government
a. standards (product and environment)
b. contracting
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c. trade policy
d. litigation

6. other
a. wages
b. taxes

Strategic behavior can either be preemptive or contingent. Focused and
contingent strategic behavior is especially troublesome (Williamson, 1977b;
Baumol, 1979), but that does not mean that preemptive moves pose no prob-
lems. Pricing and marketing are the areas where contingent actions (i.e.,
focused, responsive behavior designed to defeat or discipline a rival; after
such defeat the practice in question will be discontinued) are especially likely.
Unsurprisingly, most strategic behavior complaints are lodged in these two
areas.

Specific examples of strategic behavior that is problematic—not all of
which, however, are necessarily objectionable (considering our current limited
understanding)—include

1. predatory pricing (which Kohler ascribes to American Tobacco in
1908 even under his narrow criteria) (1971, p. 114; see also Ordover
and Saloner, 1987, pp. 14-15);

2. price squeeze (which was part of the Alcoa complaint and has more
recently been imputed to Kaiser Aluminum)28

3. dumping (see Viner, 1923);
4. contrived patent licensing;
5. selective unbundling of services;
6. efforts to confuse test marketing by rivals (as alleged in Purex v.

Proctor & Gamble);29

7. inducing the government to write contract specification to favor partic-
ular suppliers (which has occurred repeatedly with computer and
communication equipment);

8. using high and uniform wages to deter rivalry by labor intensive firms
(as alleged in the Pennington case);

9. vertical integration with capital market deterring effects (as in color
film processing);

10. the strategic preemption of a critical resource (a concern of the USFL
regarding access to TV networks vis-a-vis the NFL);

28. Columbia Metal Culvert v. Kaiser Aluminum & Chem. Corp., 579 F.2d 20 (3d Cir.), cert.
denied, 439 U.S. 876 (1978). Note that the economic logic of this case has been disputed by John
Wiley, Jr. (1986). Wiley argues that Kaiser purportedly "applied a classical price squeeze to
pressure Columbia into an exclusive dealing arrangement" (p. 1010, emphasis added). The Wiley
position, however, is mistaken. Kaiser applied a price squeeze when Columbia refused to sell
out to Kaiser. The merger of Columbia and Kaiser would facilitate uncontested aluminum culvert
fabrication by Kaiser. The success of Kaiser's squeeze required (1) that other suppliers of alumi-
num culvert coil (of which Kaiser was the largest) follow Kaiser's pricing lead, and (2) that
Columbia would be unable to match the low bids of the rival fabricator that Kaiser created and
supported to contest the Columbia market.

29. 419 F. Supp. 931 (N.D. Cal. 1976).
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11. using the regulatory process to defeat entry (as in the repeated pleas
by AT&T to protect "system integrity" against foreign attachments);

12. use of local government controls—inspection, local content and other
requirements, certification, and the like—to favor incumbents (as is
repeatedly claimed by those attempting to sell into Japanese mar-
kets); and

13. the creation of closed contracting networks and hubs that resist inva-
sion (as discussed by Levine (1987) in connection with airline de-
regulation).

I have urged elsewhere in my discussions of strategic and predatory behav-
ior that severe structural preconditions must be satisfied before a potential
antitrust concern is seriously posed. High concentration coupled with high
barriers to entry are needed (Williamson, 1977b, pp. 292-93). Paul Joskow
and Alvin Klevorick in one analysis (1979) and Janucz Ordover and Robert
Willig in another analysis (1985) agree and propose a "two tier test" for
predation. Recall that Easterbrook's first filter is a structural one (i.e., market
structure). Campbell also states that submarkets must be defined with care
in discussing spatial competition (1986). Assuming that adequate provision is
made for Campbell's point, the subset of industries where problematic strategic
behavior is most apt to be located includes the following: (1) the sitting
monopolist/duopolist situation; (2) regulated monopolies; (3) dominant firm
industries; and (4) collusive oligopolies (especially those William Fellner re-
ferred to as "Case 3 oligopoly" (1949), where an outside agency (e.g., a union)
enforces collective action).30

4. Recent Antitrust Suits

This part examines three recent antitrust suits. The first involves a private
suit challenging the acquisition of Kitchen Aid by the Whirlpool Corporation.31

Here I illustrate my concern with proposals to exclude rivals from bringing
suit by evaluating the FTC's earlier disposition of this merger. The second
case is Matsushita,32 where I question the economic analysis used by the ma-
jority on the Supreme Court. The last case is Monfort,33 where I examine

30. Firms outside this group still may take strategic actions that adversely affect specific
rivals. But the added question must be asked as to whether firms outside the group can recoup.
"Mistaken predation" is that for which expected recoupment cannot be projected ex ante. Note
that mere failure to recoup ex post does not demonstrate that predatory designs were mistaken
ex ante. Easterbrook's view that only ex post successful predation is unlawful is a further illustration
of "overdelimiting" the relevant set (Easterbrook, 1984, pp. 32-33 [source in which Easterbrook
makes mentioned argument]).

31. White Consol. Indus, v. Whirlpool Corp., 612 F. Supp. 1009 (N.D. Ohio 1985). I served
as an economic consultant to and expert witness for White Consolidated Industries in its challenge
to this merger.

32. Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574 (1986).
33. Cargill, Inc. v. Monfort of Colo., Inc., 107 S. Ct. 484 (1986).
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the amicus brief by the government asking that rivals be precluded from
challenging mergers.

4.1. Whirlpool-KitchenAid
Whirlpool's acquisition of Kitchen Aid is of interest because it demonstrates
(1) the propensity to classify mergers as Type A (collusion enhancing) or
Type B (cost reducing) to the exclusion of Type C (strategic); (2) the readiness
with which the FTC accepts cosmetic divestitures as curative; (3) the propensity
of the courts to dismiss strategic concerns as "speculative"; and (4) the bases
upon which economies are claimed. I consider each of these seriatim.

4.1.1. The naive dichotomy

A complaint by rivals that a merger will have anticompetitive effects should
be regarded with suspicion. Such complaints often reflect a concern not with
competition (a process) but with competitors (themselves). If a merger has
market power effects to which price increases are ascribed (a Type A merger),
then rivals will benefit. Therefore, private complaints will not appear in a
Type A merger. If the merger is the source of prospective cost savings with
attendant price reductions (a Type B merger), then the public stands to benefit.
Private suits merely serve protectionist purposes in Type B circumstances.

This convenient dichotomy is sometimes used as the basis for adjudicatory
bodies to disallow merger complaints brought by rivals. It ignores, however,
a third possibility—that is, that the price effects could be localized rather than
spread across all market segments and that merged firms could strategically
occupy market niches, resist intrusion, and discipline rivals more effectively
than if they were to remain independent. The omission of relevant alternatives
is an old antitrust gambit (see nn. 19 and 20), but antitrust enforcement is the
poorer when relevant Type C alternatives are suppressed or ignored.

Ronald Coase took exception with pre-1970 antitrust enforcement because
it was informed by an excessively narrow conception of the economic process.
"Applied price theory" was used in the 1960s to ascribe monopoly purpose
to many beneficial nonstandard practices (Coase, 1972). This same framework
is now employed to exclude the Type C alternative, because strategic behavior
has no place within the applied price theory tradition or at least within the
"die-hard Chicagoan" variant thereof.34

Aware that the FTC was working out of a Type A/Type B merger calculus,
White Consolidated Industries (which was a "white goods" rival to Whirlpool
and more distant rival in quality space to Kitchen Aid) nevertheless asked the
Commission to enjoin the acquisition of Kitchen Aid by Whirlpool. White
Consolidated propounded the following reasons for enjoining the acquisition:

34. The term "die-hard Chicagoan" originates with Richard Posner (1975a). He uses the
term to characterize those who in effect reduce strategic behavior to the null set.

299
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1. The "curative" divestiture whereby Whirlpool had purportedly disposed
of the dishwasher business of Kitchen Aid (which is where the main competitive
overlap was concentrated) was cosmetic.

2. Kitchen Aid occupied a high price/quality niche in the dishwasher
market and displayed an interest (as revealed in its planning documents) in
expanding its market presence. Whirlpool occupied a middle price/quality
dishwasher position region. The merger of Kitchen Aid and Whirlpool not
only removed the prospective head-to-head competition, but a combined
Whirlpool-KitchenAid would be better able to resist encroachments into the
upper end of the market by other firms (such as White) than if Whirlpool
and Kitchen Aid were independent.

3. Redeeming economies did not justify the merger.

4.1.2. Curative divestiture

The main competitive overlap between Whirlpool and Kitchen Aid was in the
dishwasher business where market shares (even without reference to market
niches) exceeded the merger guidelines. Whirlpool proposed to rectify this
problem by selling the Kitchen Aid dishwasher plant to Emersion Electric. The
contract whereby curative divestitute was to be accomplished provided that:

1. Emerson would manufacture Kitchen Aid dishwashers for sale by Whirl-
pool under the Kitchen Aid name and could produce and sell additional dish-
washers only under design restrictions and severe marketing constraints.

2. Whirlpool was in a position to preempt production from the Emer-
son plant.

3. The Emerson contract was, in effect, a supply agreement that guaranteed
to Emerson a twenty percent after tax rate of return on invested capital.
Whirlpool could terminate the contract at the end of five years by buying the
plant back from Emerson for the unexpired portion of Emerson's original
investment. During the supply interval, capital enhancement could only be
done with Whirlpool's consent. Emerson agreed to annual audits by Whirlpool
of fixed and variable costs.

The Whirlpool-Emerson transaction is not simple. The transaction joins
a banking function (Emerson buys the dishwasher plant) with rate of return
regulation (Emerson receives a guaranteed rate of return but is subject to
investment and audit restraints). The obvious purpose of the sale was to
sanitize a merger while leaving Whirlpool in effective control of critical assets.

The FTC glossed over the substance of the sale in its initial review of the
merger. Moreover, even after these contractual features were expressly called
to the Commission's attention, the merger was approved by the FTC with the
contractual features in place.

White Consolidated thereafter brought suit in federal district court to en-
join the merger.35 The court examined the conditions of the supply agreement
and found them "sufficiently inhibitive of Emerson's ability to compete in

35. White Consol. Indus., 612 F. Supp. at 1009.
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the market that Emerson will not act as a post-transaction check on Whirlpool
and will not in any way make up for the loss of Kitchen Aid" (p. 1029).
Specifically, the court held that the supply agreement would "so hinder Emer-
son that Whirlpool will effectively control Emerson's level of production"
(p. 1029). The court therefore granted a preliminary injunction against the
acquisition but gave Whirlpool the options of amending the merger agreement
to remove the objectionable contracting features. Whirlpool promptly re-
moved the objectionable features and the preliminary injunction was vacated.

I submit that a better, or at least more informed, antitrust result would
not have occurred if the FTC's decision regarding this merger had been final.
This should give pause to those who would prohibit private antitrust suits.
The option to ask for court-ordered relief not only permits challenge to
defective decisions by the antitrust enforcement agencies and possible correc-
tion, but places the enforcement agencies under greater pressure to reach
decisions on the merits in the first place.

4.1.3. Strategic concerns

Whether or not this is a Type C merger in which the head-to-head competition
of the merging firms had strategic significance depends on whether the upper
end of the dishwasher market constituted a meaningful submarket. This is a
difficult question and was never determined. Strategic considerations become
important if one assumes that spatial considerations apply and that this is a
meaningful submarket.

Although it is common to argue that strategic abuses can be dealt with
directly if and when they occur (Werden, 1986, p. 232), the fact remains that
our capacity to evaluate strategic abuses is very primitive. Consequently,
earlier advice that the merger statutes be viewed to foreclose strategic hazards
warrants renewed consideration. The merger guidelines do not presently con-
template such uses (Werden, 1986, pp. 226-29).

4.1.4. Economies

Whirlpool's keen interest in this acquisition turned on the value that it placed
in the Kitchen Aid brand name. Possibly this was because Whirlpool could
realize greater real economic value than Kitchen Aid with the Kitchen Aid
name. The name connoted high quality and would allow Whirlpool to sell a
broader line of high quality goods in larger volumes. But possibly the value
realization that Whirlpool had in mind was more problematic: Whirlpool
planned to attach the Kitchen Aid name to Whirlpool appliances after making
only cosmetic adjustments.

Carl Shapiro's treatment of "milking a reputation" in selling products to
consumers who initially overestimate quality is pertinent. The optimal strategy
in "milking a reputation" entails starting with a high price and progressively
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reducing it until "the price and quantity revert to the same levels that would
prevail under perfect information and remain there indefinitely."36

Although many Whirlpool planning documents supported the cosmetic
hypothesis, the defendant understandably presented the real value hypothesis
to the FTC and the court. A new marketing concept was introduced for this
purpose, whereby value was ascribed to "white goods-brand name."37 The
court did not rule on either of these possibilities. However, when considering
a conflict between expressed intention, as disclosed in planning documents,
against the hypothetical benefits of a novel marketing theory, there is much
to be said for the former. The FTC was nonetheless impressed by the latter.

4.2. Matsushita

The Matsushita case dragged on for over a dozen years. Although a complex
case, the core economic theory espoused by the plaintiff apparently was that
Japanese television manufacturers engaged in collusion and dumping.38 The
Japanese firms had a protected home market and sold abroad on terms that
were held to be predatory. The general theory appears to have been that set
out many years ago by Jacob Viner: "once monopoly control has been achieved
in the domestic market, it may pay, if domestic orders do not fully occupy
the productive facilities, to bid for orders in other markets at prices lower
than those exacted at home" (1923, p. 94). There are several possibilities:

A producer may engage in export dumping primarily with a view to main-
taining full production during a period of depression in the domestic market,
but he may at the same time deliberately manage his dumping so that it will
inflict as much injury as possible upon his foreign competitors. Moreover,
the predatory dumper may not expect that he will succeed in wholly eliminating
the competitors against whom he is dumping, but he may be content if his
dumping so weakens them that they will thereafter refrain from contesting
his prices or from extending their activities into his special markets. (Viner,
1923, p. 122; emphasis in original)

The study of strategic behavior has since been elaborated to include the
learning curve benefits of cumulative production (Spence, 1977), the attributes
of investment (Dixit, 1980), techniques for raising rivals' costs (Salop and
Scheffman, 1983), strategic reputation effects (Kreps and Wilson, 1982; Mil-
grom and Roberts, 1982), and even international strategic features (Ordover

36. Shapiro, 1983. If Whirlpool could realize gains from strategically devaluing the Kitchen-
Aid brand name, one might ask why Kitchen Aid could not have pursued a similar strategy (e.g.,
by acquiring Whirlpool or White or simply procuring inferior products and attaching its brand
name). Asymmetries between Whirlpool and Kitchen Aid—in terms of strategic competence,
knowledge of the market, and preexisting but imperfectly transferable organizational competence
(including management team features) generally—arguably existed and favored the Whirlpool
initiative.

37. Benjamin Klein introduced the concept and argued its antitrust relevance to the FTC
and district court.

38. In re Japanese Electronic Products, 723 F.2d 238, 251 (3d Cir. 1983), rev'd and remanded
sub nom. Matsushita Elec. Indus, Co. v. Zenith Ratio Corp., 475 U.S. 574 (1986).
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and Willig, 1985). However, the basic argument is the one stated by Viner.
The plausibility of such an argument was pertinent in deciding Matsushita,

The Supreme Court, however, did not evaluate the plausibility of the case
by assessing the plaintiff's theory.39 Rather, the Court examined the plausibility
of the defendant's case. In effect, the Court embraced the Easterbrook sce-
nario, which is as follows:

The plaintiffs maintain that for the last fifteen years or more at least ten
Japanese manufacturers have sold TV sets at less than cost in order to drive
United States firms out of business. Such conduct cannot possibly produce
profits by harming competition, however. If the Japanese firms drive some
United States firms out of business they could not recoup. Fifteen years of
losses could be made up only by very high prices for the indefinite future. (The
losses are investments, which must be recovered with compound interest.) If
the defendants should try to raise prices to such a level, they would attract
new competition. There are no barriers into electronics, as the proliferation
of computer and audio firms shows. (Easterbrook, 1984, pp. 26-27)

The strategic model on which Easterbrook relies for his assessment is not
expressly stated. He ascribes very severe purposes (drive rivals out) rather
than more limited ones (discipline). Recoupment is examined not in ex ante
respects, but only in ex post terms. He infers conditions about entry into
television manufacturing and marketing from the "proliferation of computer
and audio firms." He questions the force of plaintiffs' case and suggests that
"we are left with the more plausible inference that the Japanese firms. . .
were just engaged in hard competition" (1984, p. 27). However, others may
ask for the examination of alternative models and for a more complete pa-
rameterization.

Note that admissible evidence must be construed in the light most favor-
able to the non-movant in motions for summary judgment. Therefore, evidence
should be viewed most favorable to respondent (the United States firms).40 The

39. Perhaps this is too strong. The Court states that "the conduct in question consists
largely of (i) pricing at levels that succeeded in taking business away from [U.S. firms], and (ii)
arrangements that may have limited [Japanese firms'] ability to compete with each other. . . ."
Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 597 (1986). This analysis is
consonant with the Viner dumping/predation scenario. But rather than assess whether dumping/
predation was present, the Court asserts: "This conduct suggests either that [Japanese firms]
behaved competitively, or that [Japanese firms] conspired to raise prices" (p. 597, emphasis in
original). The Court is evidently taken with Type A/Type B thinking. In any event, no serious
examination of the Viner scenario is anywhere attempted.

40. The plaintiff is constrained to (1) choose his theory of the cases from an admissible
subset, and (2) demonstrate that the data on which he relies support the complaint. Therefore,
discredited theories, such as old style "leverage theory," cannot be invoked. However, inasmuch
as dumping has not similarly been discredited, only the data can warrant the dismissal of such
a complaint.

Moreover, simply because dumping was unsuccessful does not prove that it was never tried
or that no injury occurred. Thus attempted dumping may be defeated because it was misconceived
from the outset; that is, the requisite preconditions were not satisfied. Since mistaken predation
will be rare or at least not repeated, and since claims of predation are easy to register and hard
to evaluate, all predation claims that fail the structural test for preconditions might be disallowed
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majority in Matsushita, however, selectively processed the evidence through a
lens unfavorable to the United States firms. Unsurprisingly, it found that the
conspiracy was "implausible" because the Japanese firms had "no motive to
enter into the alleged conspiracy."41

Although "no motive" is surely too strong, I likewise view the claims by
the United States firms in this case with grave reservations (partially because I,
like many other economists, have grave doubts about the efficacy of conspiracy
(Williamson, 1975, pp. 238-47, 1985b, pp. 277-79); but the ability to support
conspiracy may differ between Japanese and domestic firms, some of which
differences are manifest in the record). If settled legal doctrine is to be re-
spected, the minority opinion in Matsushita adheres more closely to the circum-
spect standards that one expects in summary judgment proceedings.42

4.3. Monfort
The Supreme Court rejected claims alleging injury to competition brought by
Monfort. Monfort opposed the merger of the second and third largest beef
packing and fabricating firms in the United States (which, when combined
would occupy a twenty-one percent market share).43 Monfort's arguments in
opposition to the merger have a strongly protectionist character.44

My concern with this case is not with the Supreme Court opinion, but
with the amicus brief filed by the Justice Department and the FTC. The brief
argues that:

Where a plaintiff challenges an acquisition on the ground that it creates a
possibility of future predatory pricing, he does not allege a "real and immedi-
ate threat" of antitrust injury to himself unless, at a minimum, he alleges that
the defendant will dominate the post-acquisition market. . . . Excel's post-
acquisition share of the market would have been less than 21%, which would
not even make it the largest firm in the market.

While the foregoing considerations are sufficient to decide the case, there
are important reasons why the Court should take the further step of ruling

(Williamson, 1985b, p. 382). I nevertheless understand that other students of predation could
argue for punishment of all forms of egregious predation, mistaken predation included. Firms
really do make significant strategic errors (witness Ford Motor Co. in the 1920s and General
Motors in the 1980s). Mistaken predation is not exempt (Williamson, 1985b, p. 111).

The more troublesome case occurs where the requisite preconditions are satisfied, yet focused
strategic behavior fails because of unanticipated developments (changes in demand, defections
from the agreement, etc.). The Easterbrook 20/20 hindsight test would excuse all predation efforts
that fail. Real damages and unambiguous intent notwithstanding, muggers whose victims survive
go free.

41. Matsushita, 475 U.S. at 595.
42. The dissenting opinion was written by Justice White, who at one juncture observes that

"[i]f the court intends to give every judge hearing a motion for summary judgment in an antitrust
case the job of determining if the evidence makes the inference of conspiracy more probable or
not, it is overturning settled law" (Matsushita, 475 U.S. at 572).

43. Cargill, Inc. v. Monfort of Colo., Inc., 107 S. Ct. 484 (1986).
44. The case illustrates some of the speculative hazards that unavoidably appear if strategic

behavior complaints arc presented at a hearing.
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that an allegation of threatened future predatory pricing is never sufficient
to give a competitor standing to challenge an acquisition. Injunctive actions
brought by competitors on a "predatory pricing" theory will often stifle pre-
competitive acquisitions, and they are likely to do so before the matter can
reach this Court; such anticipatory lawsuits are not necessary to combat
predatory behavior, which can be remedied if and when it actually occurs. In
light of (1) a competitor's strong incentive to seek to scuttle a procompetitive
acquisition and the high risk that a court challenge will do so, (2) the remote-
ness of the possibility that an acquisition will lead to predatory pricing, and
(3) the ability of any competitor later faced with actual predatory pricing to
invoke the prohibitions of the Sherman Act, the purposes of the antitrust
laws would be best served by denying competitors standing to challenge
acquisition on the basis of predatory pricing theories.45

The brief further urges that:

[A]n antitrust complaint that can withstand a motion to dismiss is often not
hard to frame, and the mere pendency of lawsuits will often be fatal to
future procompetitive acquisitions before they can reach this Court. Allowing
competitors' suits to proceed on a predatory pricing theory thus invites com-
petitor that will frustrate procompetitive acquisitions and "chill the very
conduct the antitrust laws are designed to protect."46

Although the amicus brief raises legitimate issues, it is overreaching in
the following respects: (1) the efficacy of section 2 challenges to predatory
pricing is seriously to be doubted; (2) giving the government a monopoly over
merger cases invites careless disposition; and (3) strategic behavior spans a
much wider class of events that is comprehended by predatory pricing.

That the Supreme Court declined the invitation to prohibit private suits
at this time, albeit on different grounds than those stated here,47 is encouraging.
A symmetrical assessment of all of the effects, including those to which I refer
above, is needed before the result requested by the government is warranted.

5. Concluding Remarks

Delimiting antitrust is a commendable objective, but delimitation can be taken
to excess. Dichotomous reasoning—by artificially classifying mergers or preda-
tion as Type A/Type B—is too simple. Efforts to derogate strategic behavior
have likewise been overdone. Moreover, legal rules proclaimed in the name
of administrability can come at an unacceptably high price:

To insist that we understand matters on which we are truly ignorant can only
lead to erratic, controverted decisions and to opinions which lack the reasoned
logic on which respect for law depends. Dismissed with quick assertions, these

45. Cargill, Inc. v. Monfort of Colo., Inc., 107 S.Ct. 484 (1986) (No. 85-473), at 10.
46. Ibid., 22.
47. The Court observes that "[i]t would be novel indeed for a court to deny standing to a

party seeking an injunction against threatened injury merely because such injuries rarely occur"
(Monfort, 107 S. Ct. at 495).
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troublesome questions may fail to evoke the continued inquiry which they
deserve, so that mistaken notions may persist, entombed in the law, beyond
the day when fresher doctrines could lay them suitably to rest. (Bok, 1960,
p. 228)

Antitrust in the 1960s was overconfident and even shrill.48 This has fortu-
nately be redressed. To go further by "balancing" the excesses of monopoly
reasoning in that era with excesses of competitive reasoning today does not,
however, produce a better result.

The approach to antitrust enforcement proposed herein (1) regards econo-
mizing as the main case, (2) takes strategic behavior in all of its forms seriously,
and, provided that due allowance has been made for the operational infirmities
of the enforcement process, (3) expressly introduces strategic exceptions to
the main case provided that (a) the requisite structural preconditions have
been satisfied and (b) the supporting strategic logic withstands scrutiny. The
inhospitality excesses of the 1960s are avoided by treating economizing as the
main case. Die-hard Chicagoan excesses are similarly avoided by insisting that
strategic hazards of subtle and even poorly understood kinds be admitted,
added complexities notwithstanding, rather than being arbitrarily dismissed
through the use of artificial dichotomies or otherwise.

The limitations of the flexible legal process method are nonetheless real
and need to be respected. Provision for these are made by insisting that
hypothetical gains await operationalization. Lags between the development
of new theory and efforts to adopt these refinements into the enforce-
ment process therefore occur routinely. But while antitrust enforcement
works out yesterday's theory, this is done with a keen eye to recent and
prospective developments.

Those with a strong predilection for certitude or those who believe that
the state of yesterday's theory is fully adequate will find this evolutionary
recipe unacceptable. Let them reflect, however, on what would have happened
had antitrust enforcement been frozen in the 1960s mold. And let them further
reflect on the robust state of industrial organization.

Thus, whereas industrial organization was thought to have languished as
recently as 1972,49 today's verdict is that industrial organization is alive and
well and is the queen of applied microeconomics. Antitrust enforcement has
been and will continue to be the beneficiary.

48. Justice Potter Stewart, in a dissenting opinion in 1966, expressed his frustration as
follows: the "sole consistency that I can find . . . in [merger] litigation under Section 7 [is that]
the Government always wins." United States v. Von's Grocery Co., 384 U.S. 270, 301 (1966)
(Stewart, J., dissenting).

49. Victor Fuchs asked in his foreword to a recent National Bureau of Economic Research
publication "whither industrial organization?" to which he responded that "all is not well in this
once flourishing field" (1972, p. xv).
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Strategizing, Economizing,
and Economic Organization

Business strategy is a complex subject. It not only spans the functional areas
in business—marketing, finance, manufacturing, international business, etc.—
but it is genuinely interdisciplinary—involving, as it does, economics, politics,
organization theory, and aspects of the law. Business strategy has become
increasingly important with the growth of the multinational enterprise and of
international trade and competition.

Although several different approaches to the substantive aspects of busi-
ness strategy can be distinguished, the main contestants cluster under two
general headings: Strategizing and economizing. The first of these appeals to
a power perspective; the second is principally concerned with efficiency. Both
of these orientations are pertinent to the study of business strategy, but power
approaches have played a role in the recent business strategy literature that
belies its relative importance.

Partly that may be because the analysis of efficiency is believed to have
reached such an advanced state of development that further work of this kind
is not needed. Economizing is important, but we know all about that. What
we don't understand, and need to study, goes the argument, is Strategizing.
Not only is Strategizing where many of the novel practices and new issues are
said to reside, but the pressing realities of foreign competition are first and
foremost of a Strategizing kind.

I take exception with arguments of both kinds. Thus, although it is true
that efficiency analysis of the firm-as-production function genre has reached
a high state of refinement, that does not exhaust all that is relevant to the
assessment of efficiency. Efficiency analysis properly encompasses governance
costs as well as production costs, and the analysis of comparative economic
organization (governance) is still in early stages of development.

I furthermore aver that, as between economizing and Strategizing, econo-
mizing is much the more fundamental. That is because Strategizing is relevant
principally to firms that possess market power—which are a small fraction of
the total (ephemeral market advantages ignored). More importantly, I main-
tain that a Strategizing effort will rarely prevail if a program is burdened by

307
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significant cost excesses in production, distribution, or organization. All the
clever ploys and positioning, aye, all the king's horses and all the king's men,
will rarely save a project that is seriously flawed in first-order economizing
respects.

Accordingly, I advance the argument that economizing is more fundamen-
tal than strategizing—or, put differently, that economy is the best strategy.
That is the central and unchanging message of the transaction cost economics
perspective. Among other things, emphasis on economizing restores manufac-
turing and merchandising to a place of importance within the business firm
and on the academic research agenda.1

To be sure, economizing and strategizing are not mutually exclusive.
Strategic ploys are sometimes used to disguise economizing weaknesses. (Lee
lacocca has tried this.) More often, strategic ploys can be used to promote
economizing outcomes. Pricing with reference to learning curve costs is an
illustration. "Technostructure" (Galbraith, 1967) and related theories of the
firm that hold that the imperatives of strategic planning carry the day have
turned out, however, to be unserviceable. The beguiling language of strategi-
zing—warfare, credible threats, and the like—notwithstanding, students of
economic organization are better advised to focus on more mundane issues
of an economizing kind—of which harmonizing, credible commitments, adap-
tation, and discriminating alignments are examples. Here as elsewhere, the
need is to get and keep the priorities straight.

This chapter is organized in four parts.2 The first section sketches what I
take to be the principal efficiency approaches to strategy and sets out the
rudiments of the transaction cost economics approach. Applications of transac-
tion cost economics to the governance of contractual relations are treated in
the next section. An economizing interpretation of the Japanese corporation
is advanced in the third section. Concluding remarks follow.

1. Economizing, General

The leading efficiency approaches to business strategy are the resource-based
and the dynamic capabilities approach. These two approaches have been

1. This is broadly consonant with the Hayes and Wheelwright perspective:

The notion that manufacturing can be a competitive weapon, rather than just a collection
of rather ponderous resources and constraints, is not new, although its practice is not
very widespread. Even in many well-managed firms, manufacturing plays an essentially
neutral role, reflecting the view that marketing, sales and R and D provide better bases
for achieving a competitive advantage. (1984, p. 27)

But the argument extends beyond manufacturing to core businesses of every kind. Thus Sears
is reported "finally [to be] focusing on [its] biggest problem. Its costs are among the highest in
retailing" (Schwadel, 1990, p. Bl).

2. The Conference version of this chapter, which is published in Rumelt, Schendel and
Tecce (1992), includes a section on organization form and its relation to the modern corporation.



Strategizing, Economizing, and Economic Organization 309

developing very rapidly3 and, as described by Mahoney and Pandian (1990),
blend into each other. Penrose's early work on the growth of the firm (1959)
and more recent work by Barney (1991), Montgomery and Wernerfelt (1988),
Ouchi (1981), Peteraf (1990), Teece (1982a), Wernerfelt (1984), and others
have been especially influential to the resource-based perspective. The dy-
namic capabilities approach takes its inspiration from Schumpeter (1942) and
has been successively elaborated by Dosi (1982), Nelson and Winter (1982),
Prahalad and Hamel (1990), Rumelt (1984), Teece (1986), Winter (1987),
and others.

It is not obvious to me how these two literatures will play out—either
individually or in combination. Plainly, they deal with core issues. Possibly
they will be joined. As matters stand presently, these two literatures offer
general frameworks and provoke insights to which added structure is needed.

As I have discussed elsewhere (Williamson, 1975,1985b), transaction cost
economics is inspired by the work of Commons (1934), Coase (1937), Bar-
nard (1938), Hayek (1945), Simon (1947; 1962a), Chandler (1962), and Arrow
(1962a, 1969). Whether this approach can help to explicate the strategic issues
that the resource based and dynamic capabilities approaches have raised
remains to be seen. Be that as it may, my treatment of efficiency is predomi-
nantly informed by the transaction cost economics perspective.4

That has both advantages and disadvantages. On the one hand, the effi-
ciency approach to business strategy is sorely in need of a well-focused perspec-
tive. On the other hand, business strategy has a broad mandate. A narrow
lens cannot be expected to inform all of the relevant strategy issues. I submit,
however, that transaction cost economics illuminates a wide range of issues
of an economizing kind. If, as I argued at the outset, economy is the best
strategy, then this view deserves to be heard.

1.1. First-Order Economizing

Although the need to get priorities straight is unarguably important, first-
order economizing—effective adaptation and the elimination of waste—has
been neglected. The adaptation argument is developed in earlier chapters.
Waste is considered here.

Bureaucracy and waste are irrelevant if firms can be assumed continuously
to be operating on production functions and maximizing profits. Alas, that is
an egregious oversimplification.5 As Hayek remarked,

3. The recent Mahoney and Pandian (1990) review lists over 100 books and articles of
these kinds.

4. Pertinent contributions include Williamson (1975; 1985b; 1991), Klein, Crawford, and
Alchian (1978), Alchian (1984), Teece (1982a; 1986), Grossman and Hart (1986), and Masten,
Meehan, and Snyder (1991).

5. To be sure, the literature on X-efficiency is concerned with many of the salient issues.
That literature, however, has never developed a positive research agenda. It operates at a very
high level of generality and has never identified the appropriate unit of analysis. Among other
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the task of keeping cost from rising requires constant struggle, absorbing a
great part of the energy of the manager. How easy it is for an inefficient
manager to dissipate the differentials on which profitability rests, and that it
is possible, with the same technical facilities, to produce at a great variety of
costs, are among the commonplaces of business experience which do not
seem to be equally familiar in the study of the economist. (1945, p. 523)

Relatedly, Frank Knight expressed concern over the neglect of waste:

men in general, and within limits, wish to behave economically, to make their
activities and their organization "efficient" rather than wasteful. This fact
does deserve the utmost emphasis; and an adequate definition of the science
of economics . . . might well make it explicit that the main relevance of the
discussion is found in its relation to social policy, assumed to be directed
toward the end indicated, of increasing economic efficiency, of reducing waste.
(1941, p. 252)

Or recall Oskar Lange's argument that "the real danger of socialism is
that of the bureaucratization of economic life, and not the impossibility of
coping with the problem of allocation of resources" (1938, p. 109; emphasis
in original). Inasmuch, however, as Lange believed that this argument be-
longed "in the field of sociology" he concluded that it "must be dispensed
with here" (1938, p. 109).

One way of interpreting waste, bureaucracy, slack, and the like is that these
are sources of managerial utility (Williamson, 1964). I want here, however, to
argue a different position: these cost excesses contribute negligibly to utility
but are principally due to inferior organization and maladapted operations.
That the profits differ in two firms in the same industry using the same
technology selling to the same customers is not because the managers in the
one are working harder than managers in the other. Instead, managers in
the two firms are working equally hard but one is working smarter—better
organization form; better internal incentives and controls; better alignment
of the contractual (interfirm and intrafirm) interfaces.

The differences between first- and second-order economizing can be illus-
trated with a simple partial equilibrium welfare economics setup. Thus con-
sider an industry that is selling product q1 at a price p1 and is just covering
its average, but bloated, costs, which are given by c0 + b—where c0 is the
minimum average costs at which product q1 can be supplied and b represents
the bloat (excess bureaucratic costs or waste). Suppose now that the bloat is
removed by a reorganization that eliminates unneeded bureaucrats and waste-
ful bureaucratic practices. But suppose that the price remains at p1. Substantial
social gain nonetheless results from waste elimination—the cost savings being
measured by the rectangle W = bq1 (where W denote waste) in Figure 12.1.
Assume now that price is reduced to the new level of costs, whence p2 = c0.

things, issues of remediable and irremediable X-inefficiency are never laced. Irremediable
flaws—that is, those that cannot be remedied with net gains (Coase, 1964)—are operationally
irrelevant.
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Figure 12.1. Efficiency losses.

Added allocative efficiency benefits—given by L = 1/2 bAq (where Aa = q2 — q1
and L denotes deadweight loss)—thereby result. Albeit important, this price
induced (second order) efficiency gain is small in relation to the first order
efficiency gain (from waste elimination). Indeed, the ratio of W to L, which
is given by 2q1/Aq, can easily be of the order of 10 :1.

The message here is plain: the principal action is in the first order efficiency
rectangles (the base and height of which are q1 and b, respectively) rather
than in the second order efficiency triangles (the base and height of which
are Aq and b, respectively). What may have been obvious to Knight and was
intuited by Lange, however, did not carry the day: economists have mainly
assumed the problem of waste away and have concentrated attention on the
triangles. Little wonder that the welfare consequences of monopoly, which
focus on second order price distortions, are held to be negligible (Har-
berger, 1954).

1.2. Transaction Cost Economics

The main hypothesis out of which transaction cost economics works is this:
align transactions, which differ in their attributes, with governance structures,
which differ in their costs and competencies, in a discriminating (mainly, transac-
tion cost economizing) way. This economizing orientation notwithstanding,
transaction cost economics does not assert, much less insist, that economic
organization is relentlessly taut.6 To the contrary, if economic organization is
formidably complex, which it is, and if economic agents are subject to very
real cognitive limits, which they are, then failures of alignment will occur
routinely. Excesses of waste, bureaucracy, slack, and the like are mainly ex-
plained, I submit, by failures of alignment. The reason why transaction cost

6. One informed student of economic organization has remarked that Alfred P. Sloan, Jr.
was relentlessly given to profit maximization. Sloan was also an organizational genius. He is
perhaps the exception who proves the rule.
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economics is pertinent to the study of business strategy is precisely because
first-order economizing alignments are not always obvious and/or sometimes
are at variance with managerial preferences.7 It is therefore important to
examine the microanalytics of organization and explicate which alignments
go where and why.

2. Comparative Contracting

It is not only possible but customary to study the modern corporation by
examining alternative forms of administrative organization. This entails mak-
ing comparisons within a generic form of governance—namely, hierarchy.
Transaction cost economics maintains, however, that comparisons between
alternative generic modes—markets, hybrids, and hierarchies—are at least as
important, if not more so. Many of the errors of myopic strategic reasoning
can be avoided by approaching the problem of economic organization as one
of incomplete contracting in its entirety. As discussed above, parties to an
incomplete contract are assumed to behave perceptively with respect to pres-
ent and prospective benefits and hazards, whence they decide simultaneously
on (1) the technology to be employed, (2) the price under which a good or
service will be transferred, and (3) the governance structure within which a
transaction is located.

As set out below, transactions cost economics is pertinent to questions
of the following kinds:

1. When can forward integration into distribution be used to deter entry
and when will such efforts predictably fail? (The attempt by American
Sugar Company to drive out its competitors by buying into wholesale
and retail distribution predictably ended as a miserable failure.)

2. When does lateral integration offer added value and when does it
represent a misuse of corporate resources? (The acquisition of Reliance
Electric by the Exxon Corporation was arguably of the latter kind and
could have been so identified at the outset.)

3. Why is the acquisition of one firm by another always attended by the
loss of incentive intensity? (The incentive failures of Series E and Series
H stock issues by General Motors (following the acquisition by GM
of EDS and Hughes Electronics, respectively) were the predictable
consequences of the "impossibility of selective intervention.")

4. What additional factors need to be considered when contracting under a
weak property rights regime? (Both marketing channel and technology
transfer decisions are pertinent.)

5. Is there an efficient choice of debt and equity, and how does this relate
to the use of leveraged buyouts and management buyouts?

7. The waste consequences of managerial preferences—say, in favor of vertical integra-
tion—are assumed greatly to exceed the managerial utility gains (to which salary or other reduc-
tions in the managerial compensation package could be ascribed).
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6. Should membership on the board of directors be shared among inter-
ested stakeholders or should it be concentrated on a particular group?

7. What types of businesses are well-suited for the partnership form, and
what happens if a mismatch occurs? (The decision of Booz-Allen to
go public is an example of a mismatch that was subsequently reversed.)

8. Given the intertemporal propensities of bureaucratic forms of organiza-
tion to ratify and renew earlier decisions, what counterbiasing checks
should be made? (The obvious check is to require all new projects to
cross a very high threshold for approval.)

Applications of transaction cost economics to intermediate product mar-
kets and to finance were developed in earlier chapters (especially Chapters
3, 4, and 7). Applications to stakeholder participation on the board of directors
are sketched here.

Worker participation can take many forms and many of these are produc-
tive (Levine, 1990). Participation can yield both direct (private) benefits and
indirect (social) benefits. Above some threshold level, added participation
usually comes at a cost. The nature of these costs and benefits varies with the
task, the group, and the context.

My concern here is strictly with participation on the board of directors
and I address this matter entirely with respect to the composition of one-
tier boards. The modern manufacturing corporation is considered first. The
organization of professional firms follows.

Stakeholder approaches to corporate governance in the modern manufac-
turing corporation take a variety of forms. One variant of "interest group
management" would award seats on the boards of directors to "one-third
representatives elected by employees, one-third consumer representatives,
one-third delegates of federal, state, and local governments" (Dahl, 1970,
p. 20). The view is that it is ungenerous, antidemocratic, and antiproductive
to deny workers, consumers, the public, and other interested stakeholders
from representation on the board of directors.

Transaction cost economics aspires to assess the contractual relation be-
tween each constituency and the enterprise symmetrically. The general argu-
ment is that each input will contract with the enterprise in a discriminating
way. Specifically, inputs that are exposed to contractual hazards will either
devise a contractual safeguard or the input will demand and receive a risk
premium. Assuming that corporate governance matters, in that awarding cor-
porate control to the wrong constituencies introduces added risk—which in
turn will be reflected in the costs of organization, the first and simplest lesson
of transaction cost economics is that corporate governance should be reserved
for those who supply or finance specialized assets to the firm. Large numbers
of nonspecific groups with which the firm has contracts are thus eliminated
from potential stakeholder status immediately.

Among those who qualify as stakeholders in asset specificity terms, the
key issue is how best to secure that stake. The possibility of using the board
of directors as a security instrument for some or all of these constituencies
warrants consideration. There are several options: (1) mixed boards, in which
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all constituencies that make specific investments are awarded a prorata stake;
(2) specialized boards, whereby the contractual relation with all types of
stakeholders but one is perfected at the contractual interface, the board being
awarded to the stakeholder whose contractual relation to the firm is most
difficult to perfect (and thus has the status of a residual claimant); and (3)
specialized boards in which one stakeholder group is dominant but where
provision for others is made by awarding them observer status, thereby to
permit their specialized advice and/or to satisfy their informational needs.

These issues are discussed elsewhere (Williamson, 1985b, chap. 12,1988b).
Suffice it to observe here that constituencies that have a well-defined contrac-
tual relation to the firm will benefit by tuning up the contractual interface in a
well-defined way. Not only is the board of directors a diffuse and cumbersome,
rather than a well-defined instrument, but such protective powers as it pos-
sesses are compromised by inviting broad participation on the board. Residual
claimant status is at best risky and is made all the more so if the claims of
many constituencies are subject to ex post bargaining at the board level. In
effect, broad participation on the board invites two bites at the apple (get
your full entitlement at the contractual interface; get more in the distribution
of the residual). Confronted with added risk, those who are the "natural"
residual claimants in the nexus of contracts will adjust the terms under which
they will contract adversely. If, as is typically the case in manufacturing (declin-
ing industries being a possible exception), equity is the natural residual claim-
ant, the cost of equity would increase if the interest group management model
of the board (or some variant thereof) were to be adopted.

The contrast between boards of directors in manufacturing firms and
professional firms (law firms, accounting firms, and the like) is striking. The
boards of directors in professional firms are entirely made up of the employees
(managing partners). Why the difference?

Two things are very different. First, the physical assets in these professional
firms are very generic and redeployable—hence can be leased or financed by
debt. Outside equity is unneeded—indeed, is contraindicated, since to use
equity finance for such assets is to incur costs without benefits. Having financed
these assets with debt (or by the membership), the assets at risk, for which
added protection is needed, are the human assets and the reputation of the
firm. Control and residual claimancy is appropriately assigned to the key
employees who have a stake in developing and preserving the value of these
assets. Hansmann agrees and observes that

The only important industries in the United States in which worker-owned
firms are clearly the dominant form of organization are the service industries,
such as law, accounting, investment banking, and management consulting,
where partnership and professional corporations (that is, corporations in
which shareholding is confined to professionals practicing in the firm) are the
typical form of practice. (1986, p. 54)

Interestingly, the transaction cost logic of economic organization not only
supports this general result, but furthermore helps to explain organizational
differences within the partnership form. Thus Gilson and Mnookin (1985)
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examine compensation practices in law firms—the leading payment alterna-
tives being equal shares to senior partners vs. a marginal productivity payment
scheme—and advance a rationale in which differential transaction-specific
values (between clients, lawyers, and law firms) figure prominently. Ceteris
paribus, sharing arrangements among partners are favored, which is to say
that high-powered incentives are disfavored, as the relation between clients
and law firms deepens.

The central message of this chapter and of this book is that there is a
logic to economic organization that (1) turns on a few key transaction cost
economizing principles, (2) deals with comparative economic organization at
a microanalytic level, (3) has wide application, (4) can be adapted to address
anomalies (weak property rights; professional firms), (5) can be communicated
to and explicated for managers, and (6) violations of which are the source
of avoidable costs (competitive disadvantages). Although transaction cost
economizing does not exhaust all that is germane to business strategy, it
fundamentally implicates and gives predictive content to the proposition that
"economy is the best strategy."

3. The Japanese Corporation

One reason for extending the argument to consider the Japanese corporation
is because it is impossible to discuss the matter of business strategy long without
the issue of Japanese economic organization surfacing, if not dominating, the
conversation. My main reason, however, is that I argue that the Japanese
firm is distinguished not merely by different attributes but by a syndrome of
attributes. This last pushes the analyst to consider systems considerations that
do not arise when contractual relations are examined one at a time.

A variety of explanations have been advanced to explain why Japanese
firms have been so successful in international competition. One of the leading
explanations is that the Japanese employment relation (lifetime employment;
seniority promotions) is different. Another is that Japanese industry has been
the beneficiary of planning and targeting by the Ministry of International
Trade and Industry. Relatedly, Japanese firms engaged in sharp, possibly
predatory, business practices in which the home market is protected (and
organized as a cartel) while foreign markets are subject to dumping. Cultural
differences, including legal differences, purportedly contribute to the differen-
tial success. Also, extensive subcontracting is believed to be a contributing
factor; Japanese banking, finance, and control are different; and the Japanese
have been unusually clever in hiring the marketing expertise and subverting
the political process in foreign countries to promote their economic interests.

There plainly is no lack of explanatory factors. The more favored explana-
tions, at least in the popular press, are of a Strategizing kind. I submit, however,
that the Japanese have long been aware that economy is the best strategy.
The main explanation for their success is that first-order economizing has
been assiduously pursued.
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My arguments rely in significant degree on the recent survey and assess-
ment of the Japanese firm by Aoki (1990). The basic argument (which I believe
is consistent with, but is nevertheless different from Aoki) is this: (1) three
key factors—employment, subcontracting, and banking—are fundamentally
responsible for the success of the Japanese firm; (2) the efficacy of each of
these rests on distinctive institutional supports; and (3) the three key factors
bear a complementary relation to each other.

3.1. The Employment Relation

As Aoki puts it, the "mystifying notion of 'lifetime' employment and the
'seniority' system tells only half of the truth," and even that fraction has been
declining in later years (1990, p. 12). Not only does the Japanese firm use
rank hierarchy as an incentive system, but "The existence of a credible threat
of discharge when the employee does not meet the criteria for continual
promotion" buttresses the rank hierarchy (Aoki, 1990, p. 12).8

What I would like to emphasize here is that the administration of rank
hierarchies in the Japanese firm relies on two crucial institutional supports.
The first of these is the elevation of the personnel department within the firm.
The second is the enterprise union.

The personnel department administers the rank hierarchy in the Japanese
firm in a much more comprehensive, career-oriented manner than is attempted
by the usual U.S. corporation. Added confidence is infused in the rank hier-
archy by transforming the relation between superiors and subordinates. As
compared with most U.S. firms, immediate superiors in Japanese firms have
much less control over the destiny of subordinates. If the career tracks of
both superiors and subordinates are administered "on the merits" by the same
personnel department, then endemic problems of corporate politicking are
arguably relieved.

To be sure, there are trade-offs between current, local knowledge (where
immediate superiors have the advantage, and overall career performance
(where the personnel department has the advantage). Conceivably, however,
the allocation and professionalization of the personnel department in the
Japanese firm has had effects not unlike those that Chandler ascribed to the
M-form structure: managers at every level relate to their jobs in a more
objective way (Chandler, 1962, pp. 382-83; 1977, p. 460). If so, the Japanese
personnel department is an organizational innovation of real importance.

Additionally, as compared with a craft or industry union in the U.S., the
enterprise union in the Japanese firm both relates to the purposes and needs
of the firm in a more nuanced way and serves as a more effective check on
and voice with respect to the integrity of the personnel department. Being an
enterprise union, its purposes are more narrowly focused on the economic
needs of the enterprise and its workers. The more general political purposes

8. Note that Aoki expressly takes exception with the prevailing U.S. view that Japanese
wages are tied more closely to seniority than are U.S. wages. Contrast Blinder (1990, p. 21) with
Aoki (1988, chap. 3).
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to which industry unions relate are therefore less apt to intrude; and the needs
of distant firms and workers, which are often very different, do not need to
be factored in. To be sure, there is always a hazard that local union leadership
will be bought off or will be ineffectual. Here as elsewhere, credible checks
against opportunism (Williamson, 1983) are not only vital but will frequently
be in the long-term interests of workers and firms alike (indeed, union integrity
is one manifestation of "enlightened management"—which is too often an
empty slogan under U.S. personnel administration).

Taken together, the deepening and more effective deployment of firm-
specific human capital is promoted by these twin institutional supports for
the employment relation.

3.2. Subcontracting

Large Japanese manufacturing firms are much less integrated than their U.S.
counterparts. In terms of the intermediate product market schema described
earlier, Japanese manufacturers rely much more extensively on hybrid con-
tracting. In effect, the locus X(k) in Figure 4.1 of Chapter 4 is lower among
Japanese than among U.S. firms—whence the value k2 is pushed to the right
and a larger amount of activity that would be organized under hierarchy in
the U.S. is organized under the hybrid mode in Japan.

The contracting mystique is that the Japanese have a greater propensity
to cooperate (Aoki, 1988, chap. 8). Ethnic homogeneity and long experience
with the sharing of water rights are believed to be contributing factors. As
with the employment relation, however, investments in specialized assets for
which bilateral adaptability is needed will be promoted by crafting supporting
governance structures and providing added safeguards.

Again, contracting mystique gives way to the logic of economic organiza-
tion. At a very general level, Japanese and U.S. procurement practices are
alike. Thus, strategic investments and those of a highly specific kind are
undertaken by the prime contractor. Vertical integration is used for these. At
the other end of the spectrum are generic items. Classical market procurement
is observed for these. The question, however, is what supports the broader
band of hybrid contracting.

Asanuma (1989) develops a seven-part scale to characterize outside con-
tracting and uses four measures of relation-specific skills to describe Japanese
buyer-supplier relations. As Asanuma observes and interprets Japanese con-
tracting practices, contracts vary systematically with (1) the nature of the part
to be supplied, (2) the history of the contractual relation, (3) the maturity of
the industry, and (4) supplier ratings on each of the relation-specific skills. An
economizing orientation informs the entire procurement exercise (Asanuma,
1989, p. 29). This is done, moreover, in a highly individuated way: "core
plants in the electric machinery industry purchase both [generic] parts . . . and
[specialized] parts" from the same supplier but contract differently for parts
of each kind (Asanuma, 1989, p. 13).

Suppliers are graded A through D. Suppliers of grades A and B are
cultivated, grade D suppliers are eliminated, and grade C suppliers are used
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to buffer variations in demand (Asanuma, 1989, pp. 17-18). Even grade A
and B suppliers are subject to competition at contract renewal intervals (the
period of which varies with the nature of the part in question) (Asanuma, 1989,
pp. 4, 8). Relations of trust notwithstanding, bilateral monopoly conditions are
avoided: "Whenever feasible, [core firms] endeavor to correct the situation
by developing alternative qualified sources" (Asanuma, 1989, p. 26).

There is nothing romantic or soft-headed about Japanese contracting
practices. What seems to distinguish these practices is that they have been
raised to a higher level of refinement than are observed elsewhere. Partly
that may reflect the Japanese understanding that vertical integration is the
organization form of last resort. As discussed below, systems considerations
are pertinent to both the attractions and successes of Japanese subcontracting.

3.3. Banking

Individual banks in Japan are permitted to hold stocks in nonfinancial compa-
nies up to a maximum of 5 percent. But combinations of banks can own more,
and do: "Financial institutions as a whole (including insurance companies)
own about 40 percent of the total stock outstanding of listed companies"
(Aoki, 1990, p. 14). What is additionally interesting, moreover, is that banks
behave collectively: one "main bank" is assigned to each company. Aoki
describes the relation as follows:

The main bank plays the role of manager of a loan consortium when a group
of banks extends major long-term credit to the company, and it is responsible
for closely monitoring the business affairs of the company. If the company
suffers a business crisis, the main bank assumes major responsibility for
various rescue operations, which include the rescheduling of loan payments,
emergency loans, advice for the liquidation of some assets, the facilitation
of business opportunities, the supply of management resources, and finally
reorganization, to secure the claims of the consortium (Sheard, 1989). In the
normal course of events, however, the main bank exercises explicit control
neither in the selection of management nor in corporate policy making. (1990,
p. 14)

One of the interesting questions is whether the main bank will refuse to
discharge its responsibilities during a business crisis. I submit that this is an
example of collective organization where reputation effects can be expected
to operate with usual reliability. Failure by a main bank to discharge its
assigned function virtually guarantees that it will be punished by others in the
banking group of which it is a member. Furthermore, other groups will observe
and record this behavior, regard it as an unacceptable breach, and will them-
selves refuse membership. The would-be defector is thus faced with massive
reputation effect penalties.

Another interesting feature of this bank ownership system is that the
managements of Japanese firms are insulated from takeover raids through
the open market (Aoki, 1990, p. 14). Management displacement, if it occurs,
is orchestrated by the main bank (Aoki, 1990, p. 15).
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3.4. System Effects

Each of these Japanese practices is interesting in its own right. Moreover,
some can be and have been imitated by U.S. corporations—who now, for
example, are much more aware of the potential cost-saving merits of hy-
brid contracting.

What I want to emphasize here, however, is that these three practices
are linked. In particular, the efficacy of Japanese employment practices is
supported both by extensive subcontracting and by banking control.

As previously remarked, transaction cost economics maintains that all
long-term contracts are unavoidably incomplete and pose contractual hazards.
Lifetime employment is an especially long-term contract. Hazards of four
kinds are posed.

For one thing, firms that assume this obligation are potentially subject to
severe strain if they are beset by economic adversity—due, say, to periodic
drops in demand. Secondly, workers in core firms may treat the job as a
sinecure and shirk their duties. Third, the workers who specialize their produc-
tive talents to the needs of a particular firm may find that the agreement is
breached—possibly through takeover. Finally, not all workers in the firm
may bear the same important relation to the enterprise, yet demands for
equalitarian treatment are hard to resist. Accordingly, life-time guarantees
are awarded to all. I will hereafter refer to these as adversity, shirking, breach,
and equalitarianism.

I contend that the institutional matrix within which core firms operate
relieve these hazards. For one thing, the Japanese personnel office in combina-
tion with enterprise unions significantly relieve shirking and help to relieve
equalitarianism. If subcontractors are less constrained in life-time employment
respects than core firms, then extensive subcontracting helps to relieve adver-
sity. But there are added benefits. Extensive subcontracting simplifies the
personnel administration and enterprise union operations in the prime contrac-
tor by homogenizing the work force. There being less variety, the task of
personnel administration, which is incredibly ambitious, is significantly re-
duced in scope. Also, wage disparities within the membership of the enterprise
union are reduced. In effect, variety is removed to the subcontractors (each
of which is relatively homogeneous), which relieves equalitarianism. The sys-
tem as a whole supports variety, but each of the parts is relatively homoge-
neous. But for this simplification, the Japanese employment system would
experience much greater strain.9

9. As Aoki observes, "the differentiation of employment status with a single firm is not
easy to administer from the industrial relations point of view. Also, under the institution of
enterprise-based unions organized on the union-shop principle, it may become difficult for the
union to represent the divergent interests of different groups of employees fairly." These consider-
ations encourage firms to "spin off or subcontract those activities which require qualitatively
different working conditions." A "relatively undifferentiated employment structure" results
(Aoki, 1984, pp. 27-29).
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Banking Subcontracting

Figure 12.2. Supports for life-time employment: (1) Adversity; (2) Shirking; (3) Breach;
(4) Equalitarianism.

Hazards of breach that arise because incumbent managements have been
displaced by new owners (takeover) ar arguably reduced by the Japanese
main bank ownership scheme. To be sure, the so-called breach of trust that
Shleiffer and Summers (1988) have ascribed to takeover are, I think, exagger-
ated (Williamson, 1988b). To the extent, however, that life-time employment
arrangements are in place, this hazard is greater and added protection is
warranted.

The upshot is that the hazards associated with life-time employment are
mitigated by the combined forces shown in Figure 12.2. More generally, the
set of connections that join the Japanese employment relation, banking, and
subcontracting go beyond those shown in Figure 12.2 to encompass the wider
set of forces shown in Figure 12.3. Arguably, this network of relations has
value-infusing consequences—which is to say that the whole is larger than
(and more difficult to replicate) than the sum of the parts.10

4. Conclusions

Peter Drucker wrote an important book on The Concept of the Corporation
in 1946. That book had significant ramifications for an understanding of the
headquarters unit in a multibusiness firm. Alfred Chandler's Strategy and
Structure was published in 1962 and Alfred P. Sloan's My Years with General
Motors in 1964. Both of these significantly advanced our knowledge of the
purposes served by the headquarters unit of a multibusiness firm. My own
understanding of and approach to the modern corporation and the purposes
served by organization form was massively influenced by Chandler.

The elemental foundations for the approach to business strategy proposed
here goes back, however, to a much earlier contribution: Ronald Coase's

10. Japanese economic organization continues, however, to evolve. The role of banks has
been less significant since 1984-85 than it had been previously. The possibility that the interpreta-
tion of the Japanese corporation set out here will be obsolete and mainly of historical interest
cannot be dismissed (Emmett, 1991, pp. 36-40).
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Figure 12.3. Japanese corporate connectedness. denotes strong support; denotes
support; denotes weaker support. (1) Greater homogeneity; (2) greater contract
stability; (3) feedback stability; (4) reliably responsive to adversity; (5) financial plan-
ning (convergent expectations); (6) no surprises.

prescient article on "The Nature of the Firm" (1937) together with the related
literature that I refer to in the first section is where I suggest that the study
of business strategy should begin. The proposition that economy is the best
strategy needs to be related to those foundations.

What is missing in business strategy, but is desperately needed, is a core
theory. To be sure, game theory provides the requisite needs for the strategiz-
ing branch of strategy. But Strategizing is pertinent for only a small subset of
transactions, whereas economizing is relevant for all. A core theory to anchor
economizing is the pressing need.

My argument is that the microanalytic, comparative institutional, econo-
mizing orientation of transaction cost economics deals with many of the key
issues with which business strategy is or should be concerned. With effort,
moreover, extensions and refinements can be made which extend the reach,
sharpen the analysis, and make the approach even more germane. As I have
observed in Chapters 2 and 6, the 1990s is the decade when the new science
of organization will come of age. The economizing approach to strategy should
both contribute to and be the beneficiary of these developments.



13

The Institutions and Governance of
Economic Development and Reform

Complex economic organization in general, and such ambitious undertakings
as economic development and reform in particular, are usefully informed from
several perspectives. The New Institutional Economics (NIE) has recently
been invited to speak to the issues of development and reform. What does
the NIE have to offer?

The first and most candid response is that the NIE provides few answers.
Partly, however, that is because the NIE is still young and has only recently
entered the development arena. As discussed later (see especially Sections 5
and 6), recent efforts to apply the NIE to privatization and to development
and reform have made real headway, and more is expected. At best, however,
the NIE is but one useful perspective among many.

As it turns out, the NIE offers not one but several (related) perspectives.
The main divide is between the institutional environment approach, which is
more a macroperspective and is concerned with the political and legal rules
of the game, and the institutions of governance, which is more a microperspec-
tive and deals with firm and market modes of contract and organization. Of
these two, the former is arguably the more pertinent to economic development
and reform. I nevertheless work predominantly from the governance per-
spective; that is, I adopt a bottom-up, rather than a top-down, approach to
economic organization. The following three propositions inform the exercise:

1. Institutions are important and are susceptible to analysis.
2. The action resides in the details.
3. Positive analysis (with an emphasis on private ordering and de facto

organization), rather than normative analysis (court ordering and de
jure organization) is where the NIE focuses its attention.

I begin by examining the way in which the study of economic development
and economic reform has moved in the direction of institutional economics.
Then in Section 2, I set out the general NIE framework. The pertinence of
each of these three propositions to development and reform is sketched in

322
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Sections 3 through 5. Applications to The East Asian Miracle and to privatiza-
tion in telecommunications are developed in Section 6, with my concluding
remarks following.

1. Economic Development and Reform: A Preview

An evaluation of the huge postwar literature that deals with economic develop-
ment and reform is beyond the scope of this chapter. Figure 13.1, however,
sketches what I see to be the salient moves that have brought us to the point
that institutional economics has been invited to enter the arena.

As Figure 13.1 shows, the main divide is between macro and micro ap-
proaches to development and reform. Because institutional economics is
mainly concerned with microanalytic matters, it is our principal interest. I
should note, however, that there would be much less incentive to turn to the
micro side had the macro approach been more successful.

Indeed, although the study of economic development and that of industrial
organization (10) are quite distinct, they also have striking similarities. As
we shall show, the study of governance is pertinent to both. What I want to
emphasize here is that both development economics and 10 have undergone

Figure 13.1. The economic development progression
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a similar three-stage progression.1 Stage I is the relatively aggregative or macro
approach (the Harvard tradition). The neoclassical approach (the Chicago
tradition) is conspicuous in Stage II, and the New Institutional Economics
does not appear until Stage III. Because it is primitive and still growing, the
NIE is used only as a last resort. Finally, the stages are overlapping, so the
appearance of a new stage does not annihilate its predecessors.

An extreme version of the macro approach is referred to by Deepak Lal
as the "Dirigiste Dogma." This prescription calls for governments to chart
and implement "a 'strategy' for rapid and equitable growth which attaches
prime importance to macro-economic accounting aggregates such as savings,
the balance of payments, and the relative balance between broadly defined
'sectors' such as 'industry' and 'agriculture'" (Lal, 1983, p. 5). But this was a
disappointing prescription,2 and the pendulum swung in the opposite direction.
Many concluded that "the most important advice that economists can . . .
offer is that of. . . [the] so-called Price Mechanist: 'Get the prices right' " (Lal,
1983, p. 107). Although the elimination of tariffs, quotas, and subsidies—more
generally, making markets work—has much to recommend it, this too is overly
simple and poorly suited to the needs of reforming (as against developing)
economies. "Getting the property rights right" seemed to be more responsive
to the pressing needs for reform in Eastern Europe and the former Soviet
Union.

Privatization thus became the new prescription, but as Roman Frydman
and Andrzej Rapacynski concluded,

[T]he meaning of "privatization" in Eastern Europe has turned out to be
complex and ambiguous. Instead of the clarification of property rights and the
introduction of incentives characteristic of a capitalist society, the privatization
process has so tar often led to a maze of complicated economic and legal
relations that may even impede a speedy transition to a system in which the
rights of capital are clearly delineated and protected. (1993, p. 13)

One problem is that conflicts broke out "between the interests of insiders,
intent on retaining authority over their enterprises, and the right of outside
investors to acquire control" (Frydman and Rapacynski, 1993, p. 13). But
the deeper problem is that getting the property rights right is too narrow a
conception of institutional economics. The more general need is to "get the
institutions right," of which property is only one part.3 But what does this
mean? In their 1991 and 1993 Nobel Prize lectures, both Ronald Coase and

1. For a discussion of this progression in antitrust, see Williamson, 1985b, chap. 14.
2. Disappointments with the Balcerowicz program in Poland—which made "macroeconomic

measures such as credit restrictions, wage restraints, and reductions of subsidies" the centerpiece
of reform—illustrate the limits of the standard prescription (Rausser, 1992, p. 322).

3. Not only is the definition of property rights sometimes costly (consider the difficult
problems of defining intellectual property rights), but also court ordering can be a costly way to
proceed. A comparative contractual approach—according to which court ordering is often (but
selectively) supplanted by private ordering for purposes of governing contractual relations (Mac-
neil, 1974,1978; Williamson, 1979b, 1991a)—rather than a pure property rights approach, therefore
has a great deal to recommend it.
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Douglass North spoke frankly to the issues. Coase observed:

The value of including . . . institutional factors in the corpus of mainstream
economics is made clear by recent events in Eastern Europe. These ex-
communist countries are advised to move to a market economy, and their
leaders wish to do so, but without the appropriate institutions no market
economy of any significance is possible. If we knew more about our own
economy, we would be in a better position to advise them. (1992, p. 714)

And North remarked that "polities significantly shape economic performance
because they define and enforce the economic rules. Therefore an essential
part of development policy is the creation of polities that will create and
enforce efficient property rights. However, we know very little about how to
create such polities" (1994, p. 366).

As shown by the last node in Figure 13.1, the idea of getting the institutions
right can be viewed as an exercise in (general) theory or an exercise in
governance/mechanisms. The former tends to be more ambitious and norma-
tive, and the latter is more partial and positive. Gordon Rausser and Leo
Simon's prescription illustrates the first of these, in which they attempt

a general conceptual framework that provides an overview of the entire
transition process, viewing it through a wide-angled lens. An ideal formulation
would provide an exhaustive, conceptual classification of the decisions that
have to be made, the players that will have to make them, the institutional
structures within which decision making will take place and a set of perfor-
mance criteria against which the process can be evaluated. A particularly
important requirement of the ideal formulation is that it be "logically com-
plete," in the sense of specifying an explicit decision-making process for
dealing with "residual contingencies" not dealt with elsewhere in the formula-
tion. (1992, p. 270)

The transaction cost economies approach to economic organization looks
to partial mechanisms, however, and works from variations on a few key,
recurring themes. Indeed, recalling Elster's advice, such a strategy applies
more generally: "Explanations in the social sciences should be organized
around (partial) mechanisms rather than (general) theories" (Elster, 1994,
p. 75; emphasis in original). The bottom-up approach to the study of develop-
ment and reform to which I referred at the outset is consonant with this more
modest (but more operational) mechanisms treatment of the issues.

2. The New Institutional Economics

As indicated, the NIE actually took shape in two complementary parts. One
of these parts deals predominantly with background conditions, and the second
branch deals with the mechanisms of governance. The two-part definition
proposed by Lance Davis and Douglass North (1971, p. 5-6) distinguishes
between the institutional environment and the institutional arrangements. The
first of these describes the rules of the game. The second is what I refer to
as the institutions of governance, is what transaction cost economics has been
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Figure 13.2. A layer schema.

predominantly concerned with, and describes the bottom-up approach to
economic organization.

As it turns out, a third level—the level of the individual—also is pertinent.
The schema set out in Chapter 9, and reproduced as Figure 13.2, shows
how these three levels—the individual, the governance structures, and the
institutional environment—relate to one another.4 The main effects are shown
by the solid arrows, and the feedback effects are the broken arrows.

2.1. Individuals

The pressing need is to describe individuals in workably realistic terms. Her-
bert Simon's views bear repeating: "Nothing is more fundamental in setting
our research agenda and informing our research methods than our view of
the nature of the human beings whose behavior we are studying. It makes a
difference, a very large difference, to our research strategy; but it also makes
a difference for the proper design of political institutions" (1985, p. 303).
Transaction cost economics expressly adopts the proposition that human cog-

4. The remainder of this subsection is taken from Williamson, 1985b.
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nition is subject to bounded rationality, but differs from Simon's interpretation
of self-interest seeking as "frailties of motive and reason" (1985, p. 303).
Transaction cost economics defines these frailties instead as opportunism, to
include self-interest seeking with guile. The ramifications of these alternative
prescriptions for the study of economic organization are developed in Sec-
tion 5.

2.2. Governance

Transaction cost economics and this chapter are principally concerned with
governance. As it relates to the three propositions offered at the outset, the
argument is developed in the following sections. By way of overview, however,
I suggest this:

1. Transaction cost economics is an interdisciplinary undertaking in which
law, economics, and organization are joined. Law and the judiciary are re-
flected in the constraints that originate in the institutional environment, which
define the rules of the game. Organization theory is implicated through the
behavioral assumptions and by the arrow in the governance box that turns
back on itself. This latter reflects the proposition that "organizations have a
life of their own," that is, that organizations undergo intertemporal transforma-
tions that must be identified and factored into the analysis. Economics provides
the core logic, in that the analysis works out of the "rational spirit" to which
Kenneth Arrow refers (1974, p. 17). The object is to examine "incomplete
contracts in their entirety."

2. Transaction cost economics is an exercise in comparative institutional
analysis, in which the efficacy of alternative modes of organization—markets,
hybrids, hierarchies, public bureaus—are examined in relation to and aligned
with the attributes of transactions.

3. Of special importance in this connection is that the central problem
of economic organization is one of adaptation, of which two kinds can be
distinguished: autonomous adaptation accomplished through the market in
response to price signals (Hayek, 1945) and cooperative adaptation accom-
plished within the firm with the support of fiat (Barnard, 1938).5 A high-
performance system aligns transactions with governance structures in relation
to their adaptive needs. Both investment and contracting are implicated.

2.3. Institutional Environment
It almost goes without saying that the institutional environment (the rules of
the game) is vital to the study of economic organization. But there is also a

5. Although North points out that "we do not know how to create adaptive efficiency in
the short run" (1994, p. 367), we know more about governance than we do about the institutional
environment. It also is noteworthy that the logic and empirical analysis of the governance branch
are much more advanced than are the logic and empirical analysis of the institutional environment
branch (Matthews, 1986).
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concern that too much weight will be assigned to the institutional environment,
as opposed to the institutions of governance. The exaggerated weight that
is placed on court ordering (as provided by the institutions of the state)
in relation to private ordering (as crafted by the immediate parties to and
affiliates of a transaction) is one example, and the propensity to emphasize
de jure constitutional arrangements, as compared with de facto governance,
is another.

3. Institutions Matter

The NIE maintains that (1) institutions matter and (2) institutions are suscepti-
ble to analysis (Matthews, 1986, p. 903). But whereas the former is easy to
assert, convincing demonstrations of the latter have been elusive. Partly be-
cause of this elusiveness, but also because neoclassical economics appeared
to be successful in working from noninstitutional or preinstitutional setups,
economics for a long time proceeded "as if" institutions could be ignored.
That has changed.

3.1. Firm and Market Organization

Neoclassical economics describes the firm as a production function. Albeit a
useful construction for purposes of studying price and output, that approach
led to contrived or mistaken interpretations of nonstandard and unfamiliar
forms of contracting and organization. As described in Chapter 11, the prevail-
ing tendency was to invoke monopoly to explain puzzling (nonstandard and
unfamiliar) business practices.

That propensity (and the mistaken public-policy ramifications of it) was
overcome only as a rival conception of the firm (the firm as governance struc-
ture) progressively took shape, with the latter an organizational rather than
a technological construction. As David Kreps explained, "The [neoclassical]
firm is like individual agents in textbook economics. . . . Agents have utility
functions, firms have a profit motive; agents have consumption sets, firms have
production possibility sets. But in transaction-cost economics, firms are more
like markets—both are arenas within which the individual can transact" (1990a,
p. 96). Without pre-existing market power, the presumption is that nonstan-
dard and unfamiliar business/contracting practices have the purpose and effect
of economizing on transaction costs.

More than a presumption, however, was needed. What is the logic of
organization that informs this perspective? What are the refutable implica-
tions? Do the data line up? This is the transaction cost economics project as
it was successively developed over the past twenty-five years. Without the
demonstration that institutions are susceptible to analysis, the proposition
that institutions matter would still be ignored.
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3.2. Development and Reform

What transpired in the field of industrial organization has parallels in the
fields of comparative economic systems and development. Although the latter
two fields conceded the importance of organization and institutions only re-
cently, the key issues were identified by Oskar Lange over fifty years ago,
when he noted that "the real danger of socialism is that of a bureaucratization
of economic life, and not the impossibility of coping with the problem of
allocation of resources" (1938, p. 109, emphasis in original). Inasmuch, how-
ever, as the study of bureaucracy was beyond the reach of economics ("belong-
ing" instead to sociology), Lange was content to dismiss the argument with
an unproven claim that the bureaucratic problems of capitalism were even
more severe. The "socialist controversy" thus reverted to an abstract assess-
ment of the allocative efficiency properties of the socialist system, whereupon
it was generally agreed that Lange and Lerner had prevailed in their dispute
with Hayek and von Mises on the efficacy of socialism (Schumpeter, 1942,
pp. 167, 172; Bergson, 1948, pp. 424, 435). Subsequent work on comparative
economic systems held that its "preinstitutional" character was a virtue (Koop-
mans, 1977, pp. 264-65).

I submit, however, that the former Soviet Union was overcome not by
failures of activity analysis but by the cumulative burdens of bureaucracy.
The consensus in the field of comparative economic systems to eschew institu-
tions and ex post governance in favor of technology and ex ante incentive
alignment thus turned out to be fateful. Secondary effects (of a marginal
analysis kind) were emphasized to the neglect of primary effects (of a discrete
structural kind), and as a consequence, the salient differences between capital-
ism and socialism in bureaucratic respects were obscured.6

The NIE is predominantly an exercise in discrete structural analysis in
which alternative modes of organization—markets, hybrids, hierarchies, bu-
reaus—are described as syndromes of related attributes (Williamson, 1991a;
Aoki, 1994; Milgrom and Roberts, 1994). The exercise, which was developed
mainly with reference to the traditional concerns of industrial organization, is
relevant also to an understanding of the bureaucratic and incentive differences
among comparative economic systems.

4. The Microanalytics

The New Institutional Economics demonstrates that institutions are suscepti-
ble to analysis by focusing on the microanalytics of contract and organization.

6. Herbert Simon's remarks are pertinent: "As economics expands beyond its central core
of price theory . . . in which equilibrium at the margin plays a central role, [we observe a shift]
to a much more qualitative analysis, in which discrete structural alternatives are compared"
(1978, p. 6).
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4.1. Firm and Market Organization

The microanalytics of firm and market organization are developed in three
parts: (1) The transaction is made the basic unit of analysis and is dimension-
alized; (2) the attributes that describe and distinguish alternative modes of
governance are set out; and (3) transactions and governance structures are
aligned in relation to a transaction cost-economizing purpose. Problems with
markets arise as bilateral dependencies, and the need for cooperative adapta-
tions, build up. Markets give way to hybrids, which in turn give way to hier-
archies (which is the organization form of last resort) as asset specificity
(k > 0) and the needs for cooperative adaptation build up.

4.2. Development and Reform
The lessons of firm and market organization carry over to the study of develop-
ment and reform. Thus in response to the question of how one should describe
a high-performance economy, the answer in regard to transaction cost econom-
ics is that the nature and level of investment and the characteristics of con-
tracting are crucial. Moreover, differences among nation-states in terms of
investment and contracting can be predicted.

4.2.1. Investment

As indicated, asset specificity is the transaction attribute that is most determi-
native of economic organization in the intermediate product markets (make or
buy), capital markets (debt or equity), labor markets (differential governance
supports), regulation or deregulation (which has ramifications for privatiza-
tion), and the like. Transactions that cause especially severe contractual
hazards, because of bilateral dependency, either are afforded added safe-
guards (of which unified ownership of the two trading stages is one pos-
sibility) or are reformed (by shifting from a specific to a more generic tech-
nology).

Similar reasoning carries over to the level of the economy, although here
an added source of investment hazard appears: The state may be the source
of investment uncertainty.

Consider the hazard of "takings," in which a taking may be defined as
"constitutional law's expression for any sort of publicly inflicted private injury
for which the constitution requires payment of compensation" (Michelman,
1967, p. 1165). The question is how this provision, which is not self-enforcing,
is to be implemented.

Among the principled ways to implement the constitution is to appeal to
political theory, of which John Rawls's treatment of "justice as fairness" is a
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candidate (Michelman, 1967, pp. 1218-24). As it turns out, this is a vague
prescription and not easy to operationalize. A second way is to approach
the issues in a bottom-up manner. Given the administrative costs of paying
compensation, on the one hand, and the disincentives (for future investment)
that arise if injuries are not compensated, on the other, what are the attributes
of the transaction that are responsible for high costs of both kinds?

This is an exercise to which transaction cost economics easily relates.
Not only are (1) the administrative costs of paying compensation a type of
transaction cost, but (2) the "demoralization costs" to which Michelman refers
depend very much on the characteristics of the assets. Also, (3) the farsighted
approach to investment and (4) the idea of "security of expectations" to
which Michelman appeals are very much in the spirit of credible commit-
ments.

Michelman joins these several concepts. He argues that if administrative
costs are great, because it is very costly to establish who was adversely affected
and in what degree, and if neither those who bear the loss nor interested
observers change the amount (K) or the composition (k) of future investments,
then it will be inefficient to compensate, for administrative costs would be
incurred for which there would be little offsetting benefit. If, however, the
failure to pay compensation to losers "demoralizes" investors (both those
who bear the losses and interested observers), with the result that the amount
and kind of future investment are moved to safer (but less productive) uses,
then compensation, despite the administrative costs, may yield net social
gains.

Critical to an assessment of demoralization is whether the loss is perceived
to be strategic rather than adventitious. Investors who perceive themselves
to be strategically expropriated will view the government as malevolent.
Note, moreover, that assets can be devalued not merely by seizure but also
by a variety of control mechanisms, including taxation, input controls, oper-
ating requirements, price, output, and effluent controls, reporting require-
ments, rate of return limitations, and other bureaucratic and oversight prac-
tices.

Investors who realize that they are disadvantaged in relation to other,
more favored members of the society can and will adapt in a variety of ways.
Thus more durable assets will be replaced by less durable; nonmobile assets
will be replaced by more mobile; conspicuous assets will give way to those
that can be sequestered; and assets may flee by relocating in more secure
jurisdictions. More generally, nonredeployable investments (k > 0) that would
be made if expectations were secure will give way to nonredeployable assets
and by capital flight and asset concealment. Productivity will be lost as a result.

Michelman offered a series of criteria by which to assess how administra-
tive costs in relation to demoralization costs net out (1967, pp. 1217-18,1223).
Perceived opportunism on the part of the government is a recurrent theme.
For my purposes here, the basic point is this: Rather than focusing mainly or
exclusively on the de jure constitution (top-down), the quality of a compensa-
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tion regime is to be inferred principally from a de facto, bottom-up examina-
tion of the mechanisms.

4.2.2. Contracting

The economywide concept that corresponds to governance is that of the
distribution of transactions. Thus consider the three-part division of gover-
nance as among spot-market trading, long-term contracting, and hierarchy.
Both spot-market and hierarchical transactions need little support from the
judiciary, because disappointed spot-market traders can easily limit their
exposure and can seek relief by terminating and turning to other traders
and because internal organization is its own court of ultimate appeal.
Accordingly, the transactions in the middle range are the most difficult to
"stabilize."

To be sure, parties to such middle-range transactions can provide a variety
of private-ordering supports. When, however, push comes to shove, middle-
range transactions will benefit if they can be appealed to a principled authority.
It is here that Karl Llewellyn's concept of contract as a framework that is, as
"a rough indication around which such relations vary, an occasional guide in
cases of doubt, and a norm of ultimate appeal when the relations cease in
fact to work," is most relevant (1931, pp. 736-37). Unless the ultimate appeal
works in an informed and uncorrupted manner, however, transactions in
the middle range will be in jeopardy, which will lead to a reorganization of
transactions (which will be attended by a change in the degree of asset specific-
ity (Riordan and Williamson, 1985)), in that transactions in the middle range
will be moved toward one or the other pole.

The result will be that the quality of a judiciary can be inferred by indirec-
tion: A high-performance economy (expressed in governance terms) can sup-
port more transactions in the middle range than can an economy in which the
judiciary is problematic. Put differently, the distribution of transactions in a
low-performance economy is more bimodal (because there are more spot-
market and hierarchical transactions and fewer in the middle range).

4.2.3. Discriminating alignments

Discriminating alignments appear not only at the level of transactions but
also at the level of nation-states. The argument, with reference to the nation-
states, is this: Nation-states that pose severe investment hazards support lower
levels of specialized, durable investments (low k and low K) than do more
credible investment regimes, and nation-states with problematic judiciaries
are similarly disadvantaged. This shows up in, among other places, the nature
of the technology.

Specifically, regimes that offer weak supports for investment and con-
tracting rarely are able to provide strong supports for intellectual property
rights. Industries that benefit from specialized, durable investments and/or
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are described as high-technology industries thus "flee" from regimes with
great investment and contractual insecurities, in favor of safer havens.7

5. Private Ordering

Compared with neoclassical economics, in which court ordering is presumed
to be efficacious, transaction cost economics places much greater weight on
private ordering. Issues of credible commitment and remediableness arise in
conjunction with the latter.

5.1. Firm and Market Organization

The legal centralism tradition presumes that efficacious rules of law regarding
contract disputes are in place and are applied by the courts in an informed,
sophisticated, and low-cost way. Those assumptions are convenient, but they
suppress rather than encourage the study of institutions.

Clyde Summer's distinction between "black letter law," on the one hand,
and a more circumstantial approach to law, on the other, is pertinent. "The
epitome of abstraction is the Restatement, which illustrates its black letter
rules by transactions suspended in midair, creating the illusion that contract
rules can be stated without reference to surrounding circumstances and are
therefore generally applicable to all contractual transactions" (Summers, 1969,
p. 566). Such a conception does not and cannot provide a "framework for in-
tegrating rules and principles applicable to all contractual transactions" (Sum-
mers, 1969, p. 566). A broader conception of contract, which emphasizes the
affirmative purposes of the law and effective governance relations, is needed
if that is to be realized. The concepts of private ordering (Chapters 3 and
6), credible commitment (Chapter 5), and remediableness (Chapter 8) are
especially crucial.

5.2. Development and Reform
Much of the transaction cost reasoning that was developed in conjunction
with the microanalytics of economic organization carries over to the study of
development and reform.

5.2.1. De facto property rights

The distinction between legal centralism and private ordering helps clarify
the differences between de jure and de facto property rights. The conceptual

7. As discussed in Section 5.2.1, the de facto property rights that work well in a less-
developed economy (such as China) may need to add de jure supports if a move into high
technology is to succeed.
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hazard in both cases is to assign too much weight to the formal features (court
ordering and de jure legal rights) at the expense of the unremarked and more
subtle real features (private ordering and de facto economic rights). The issues
are nicely expressed in the puzzle of Chinese economic reform. As Gabriella
Montignola, Yingyi Qian, and Barry Weingast explained,

The remarkable success of China's economic reforms—fostering economic
growth averaging nine percent per year over the past fifteen years—seems
to defy conventional wisdom. Consider:

• Economic reform appears to have been successfully pursued without any
political reform.

• The Central Government seems to retain considerable political discretion,
including the ability to reverse suddenly the reform process or to impose
onerous exactions on successful enterprises.

• Finally, there has been little attempt to provide the central feature of private
markets, a system of secure private property rights. Nor has an attempt
been made to develop a commercial law (e.g., property and contract law)
or an independent court system for adjudication.

Each of these factors appears to bode ill for economic reform. Without
political reform, economic returns remain at the mercy of politics. Political
discretion, in turn, implies that there are no impediments to the government
reversing the reforms. Leadership turnover, for example, might induce the
new government to reverse the reforms, possibly confiscating considerable
wealth and punishing those who were successful under the new system. Alter-
natively, problems may occur during unexpectedly hard times. With severe
budget problems and a population clamoring for "solutions, now," the imme-
diate need for revenue produces powerful pressure for a partial or wholesale
reversal of the reforms. (1993, pp. 1-2)

Montignola and her colleagues responded to this puzzle by arguing, in
effect, that the hazards are more apparent than real. What China has done
is adopt a series of decentralizing reforms, the effect of which has been to
introduce de facto federalism into China.

Consider in this connection a 2 X 2 matrix in which de jure federalism can
be either present or absent and de facto federalism can be either present or
absent. The usual assumption is that de jure and de facto go together, but
Montignola and her colleagues introduced the possibility that they need not
correspond. Figure 13.3 shows the four possibilities.

Cell II, in which de jure federalism is absent but de facto decentralization
is extensive, is what Montignola and her associates are referring to in ex-
plaining the unusual success of a Chinese economy in which formal legal
property rights protections are lacking. But although they make an interesting
case for de facto federalism and the effective safeguards that it provides, I
would nevertheless offer two caveats: (1) There is a chronic problem of ex
post rationalization in explaining successes in de facto terms8 and (2) with

8. The obvious remedy is to demonstrate that the details of Chinese economic organization
line up with the argument, which is what Montignola and his colleagues (1993) do.
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Figure 13.3. Forms of federalism.

weak de jure property rights, I predict that China will be unable to support
highly specific investments in leading-edge technologies. This latter problem
will offer a challenge to Chinese economic organization in the future.

5.2.2. Credible commitments

Weingast addressed the correspondences between political and economic
organization:

In important respects, the logic of political institutions parallels that of eco-
nomic institutions. To borrow Williamson's phrase, the political institutions
of society create a "governance structure" that at once allows the society to
deal with on-going problems as they arise and yet provides a degree of
durability to economic and political rights. Importantly, these help limit the
ability of the state to act opportunistically. (1993, p. 288)

A farsighted state thus recognizes that organization matters and that it
can take actions that inspire confidence in both contracting and investment
respects. Because, however, politics is different, credible commitments may
fail to materialize by reason of ignorance, front-loading, or looting.

The ignorance argument is that long-run efficiency reasoning does not
come easily to politicians who are more familiar and comfortable with power
reasoning. Not only does ready recourse to political favors/power/discretion
place those who have already invested at hazard, but those who are contem-
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plating investment will think again. The paradox is that fewer degrees of
freedom (rules) can have advantages over more (discretion) if added credible
commitments obtain in this way (Kydland and Frescott, 1977). That is not an
intuitively obvious result.9

The front-loading to which I refer is due to the weakness of political
property rights. Thus even if the parties have the capacity to look ahead
and factor future consequences back into present policy choices, the political
process will pose hazards of its own. If current politicians cannot bind their
successors, then they will prefer projects that are front-end loaded, ceteris
paribus (Moe, 1990a, 1990b).

Looting is explained similarly. Thus although a bigger pie is always better
than a smaller pie, ceteris paribus, the cetera may not be paria. If politicians
with short horizons can seize assets or otherwise reward favored constituencies
now, and if a big (and certain) piece of a small pie is perceived to be better
than a smaller (and uncertain) piece of a bigger but deferred pie, then credibil-
ity may get short shrift.

In regard to these disabilities, what should we do? The argument through-
out is that the action resides in the mechanisms of governance, specifically,
find mechanisms that communicate credible commitments.

Although there is growing agreement that credible commitments are the
key (Shepsle, 1992; North, 1994), the need is to get beyond the agreement
stage and into the specifics. Otherwise, credible commitments will acquire the
"well-deserved bad name" that Stanley Fischer (1977, p. 322, n. 5) once gave
to transaction costs.

The problem with transaction costs in the early 1970s is that the concept
was too elastic: Anything could be explained by invoking suitable transaction
costs after the fact. This tautology was overcome by moving the analysis of
transaction costs from (vague) generalities to the microanalytic particulars of
transactions and governance: Transactions were dimensionalized; the Funda-
mental Transformation was explicated; the discrete structural attributes of
governance were displayed; and so forth.

The concept of credible commitments (as employed at the level of the
institutional environment, as opposed to the level of governance) in the 1990s
is similar: Because there are so many degrees of freedom, any outcome can
be rationalized in credible commitment terms after the fact. The parallel pre-
scription, to overcome this tautological status, is similarly to engage the rele-
vant microanalytics, in this instance at the level of the mechanisms of the
polity. Although this is an ambitious prescription, it is nonetheless beginning
to take shape (Soskice, Bates, and Epstein, 1992).

5.2.5. Remediableness

As discussed in Chapter 8, it was once customary, and is a continuing hazard,
to regard the "government as a benevolent guardian, hampered only by igno-

9. "Soviet Economic Development," International Herald Tribune, June 5, 1990, p. 5.
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ranee of proper economic policy as it seeks disinterestedly to maximize a
Benthamite social welfare function" (Krueger, 1990, p. 172). But this has
begun to change (Stiglitz, 1989, pp. 38-39) and will change all the more as
the standard of remediableness takes hold. The relevant comparisons are
always and everywhere among alternative feasible modes of economic and
political organization—which is to say that hypothetical ideals (governments
as benevolent guardians) do not qualify.

6. Some Applications

In what degree does the literature on economic development and reform
support a bottom-up institutional economics approach that emphasizes invest-
ment, contracting, and the mechanisms of credible commitment? The short
answer is "not much," which is not surprising. After all, little of this literature
was written from an institutional economics perspective. It suffices for my
purposes here to establish that there are hints in the literature for which
institutional economics provides a useful lens.

The study of Chinese de facto federalism (Montignola et al., 1993) is one
example, and the mistaken views of Gorbachev on credible commitments is
another. I discuss here two further applications: the "East Asian Miracle"
and the recent five-nation study of the privatization of telecommunications
(Levy and Spiller, 1994).

6.1. East Asia

My remarks here are concerned with the recent World Bank Policy Research
Report, The East Asian Miracle. I begin with three observations: The report
is an informative, thoughtful, and cautious treatment of the issues; it relies
hardly at all on institutional economics reasoning; and yet institutional eco-
nomics is relevant to some of the more interesting phenomena and practices
that are addressed.

The report interprets the East Asian growth experience through neoclassi-
cal, revisionist, and market-friendly lenses (pp. 82-86). The neoclassical view
is to allocate resources through markets in the context of macrostability and
limited inflation. The revisionist view "sees market failures as pervasive and
a justification for governments to lead the market in critical ways" (p. 83).
The market-friendly view is that "the appropriate role of government . . . is
to ensure adequate investments in people, provision of a competitive climate
for enterprise, openness to international trade, and stable macroeconomic
management." It also recognizes both market failure and government failure
(p. 84).
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The institutional approach is closest to the market-friendly view, but it
focuses on credible investment and credible contracting. It is also more ex-
pressly concerned with the attributes of human and physical assets.

Although we are told on p. 221 that "property rights . . . [is a] key element
of the market-friendly institutional environment discussed in Chapter 4," it
takes an extraordinarily perceptive eye to interpret Chapter 4 in that respect.
And although we are also told the enforcement of contracts is important
(p. 221), it is an almost subliminal message. Nowhere in the concluding discus-
sion, the "Foundations of Rapid Growth—Getting the Fundamentals Right"
(pp. 347-52), is there mention of either property or contracting. Rather,
the "positive lessons" are listed: "Keep the macroeconomy stable; focus on
early education; do not neglect agriculture; use banks to build a sound
financial system; be open to foreign ideas and technology; and let prices re-
flect economic scarcity" (p. 367). Shift parameters from the institutional en-
vironment—culture, politics, and history—receive only limited treatment (p.
vii).

An implicit reliance on institutional economics reasoning can nonetheless
be inferred from the following:

I. Investment
1. The fact that two-thirds of the growth of the eight East Asian

economies is accounted for by high rates of investment in physical
and human capital speaks to the importance of a credible invest-
ment condition (p. 8).

2. The allocation of capital to "high-yielding investments" (p. 8) can
be interpreted in asset specificity (k > 0) terms.

3. Education is discussed mainly with reference to government sup-
port for education, especially at the primary and secondary levels
(pp. 193-203), because there are reasons for concern about market
failures (p. 197). The comparative failures of government are not,
however, discussed symmetrically. Remediableness issues are not,
therefore, addressed.

4. Credibility. Except for one passing reference to credibility (p. 188),
the concept of credible commitment is ignored. A variety of phe-
nomena could, however, be interpreted as indirect indicators of
confidence. For example, an economy that inspires confidence en-
courages more students to invest in education because they per-
ceive that they will realize future gains. By contrast, in a predatory
regime, disfavored secondary school students bypass education.
Enrollment rates (p. 109) and mix can thus be interpreted in cred-
ibility terms. Investments by the government in durable, com-
plementary assets also have credibility-signaling properties (pp.
16-17, 221-40, 366-67). Direct foreign investment is also a useful
credibility signal, and information sharing with business (pp. 183-
85) can likewise serve these purposes.
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5. The hurdle rate for investment is an indirect measure of credibility.
Hurdle rates are lower in those countries in which political hazards
are perceived to be lower, or put differently, the security of expec-
tations is better (p. 221), other things being equal.

II. Contracting
1. Repeated references to support for small and medium enterprises

(pp. 161, 181, 223, 226) can be interpreted as support for con-
tracting, although the report emphasizes credit and related sup-
ports rather than contract per se. More subcontracting should be
observed in regimes in which contract laws and their enforcement
are perceived to be credible.

2. The emphasis on restructuring the labor sector "to suppress radical
activity. . . [and] to ensure political stability" as well as to promote
company- or enterprise-based unions (pp. 164-65) can be interpre-
ted as efforts to place confidence in labor contracting (Williamson,
1985b), pp. 255-56). This will encourage greater investments in
durable and specific physical assets (K and k).10

3. The idea that workers should be encouraged to organize coop-
eratives (p. 165) is followed by the example of organizing taxis
(p. 166). There is no mention of the limits of the cooperative form
of organization as firms grow large and assets become more specific
(Williamson, 1985b, pp. 265-68). (The latter is because contracting
for equity capital will become problematic if the firm is organized
as a cooperative, and debt capital is poorly suited to support firm-
specific investments.) Taxis, as it turns out, are highly redeployable
assets (k 5 0) and hence are much more easily organized as coop-
eratives.

III. Mechanisms
1. There are numerous references to mechanisms on pp. 168 to 185.

Although many of these are macroeconomic references, others
implicate the government and business in more microanalytic ways.
These matters need to be described more fully in order to be ade-
quately interpreted.

2. A complicating factor is that linkages sometimes work through
"informal networks," as they do in Indonesia (p. 185).

3. The importance of qualified technocrats to run the bureaucracy
and the suppression of lobbying (pp. 167-79) are important sources
of credible commitment. Qualified bureaucrats with job security for
whom reputation effects work well have a long-term productivity
orientation very different from that of politicians.

4. Adaptation goes almost unmentioned, although the adaptability
of labor gets a brief comment (p. 266).

10. For a discussion in the context of Western Europe, see Eichengreen, 1994.
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Albeit very tentatively and preliminarily, I would argue that institutional
economics helps interpret what is going on out there. It could be used to even
greater advantage if further reports focused on more microanalytic phenom-
ena, with special emphasis on the institutional supports for contracting and
investment.

6.2. Telecommunications
The World Bank conference, "Regulation, Institutions and Commitment in
Telecommunications: Five Country Studies with a Comparative Analysis"
(Levy et al., 1993), is a more microanalytic undertaking and is a model of
what I think needs to be done. The study deals with a well-defined purpose
(telecommunications) in relation to which governments differ in their percep-
tions of and their abilities to communicate credible commitments. Issues of
investments, contracting, and mechanisms are raised.

The summary paper, by Brian Levy and Pablo Spiller (1994), and the paper
on British telecommunications (Spiller and Vogelsang, 1994) are especially
illuminating. The latter observes that commitment is more difficult to pro-
vide in a parliamentary (as compared with a division of powers) democracy,
because

the party in power controls both Parliament and Government. Furthermore,
and perhaps as a consequence, active judicial oversight over regulatory bodies
has been traditionally lacking. Thus, UK governments and regulators cannot
easily commit not to use administrative discretion to expropriate part of a
regulated firm's specific assets via tight regulation. Even if courts rejected a
particular regulatory interference the Government could undo the court order
through new legislation or through following a slightly different procedure.
(Spiller and Vogelsang, 1994, p. 1)

Given that the assets in question were durable and nonredeployable, it
was vital that the United Kingdom develop mechanisms that inspire investment
confidence. Partly this entailed the creation of pricing formulas (of the so-
called price cap kind) to which both telecommunications companies and regu-
lators could refer with confidence. More important was the creation of the
"regulatory game" in which privatized public utilities were embedded. As
Spiller and Vogelsang explained,

Several features that characterize the regulatory process limit the extent of
government's regulatory discretion: First, there is a very precise and complex
process to amend the license against the wish of the company. Second, since
the main regulatory features are enshrined in the license, major regulatory
changes have to follow the specified license amendment process. Failure to
follow that process could easily be contested in courts. Third, by requiring
the agreement of several agencies the amendment process reduces the extent
of regulatory discretion. Fourth, by delegating major regulatory powers to
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the agency head rather than retaining these powers at the level of the Ministry,
the latter's powers are limited. Finally, the initial use of price cap as the price-
setting method limits both the current price-setting powers of the regulator,
and because price-caps are part of the license, it limits the regulator's ability
to drastically change the price-setting process. (1994, pp. 24-25)

I interpret these telecommunications studies as support for the following:
(1) Credibility is vital to support the requisite nonredeployable investments;
(2) the regulatory regime and the political context jointly determine credibility
(or the lack thereof); and (3) the mechanisms of bureaucracy can and, at
least in the United Kingdom, do operate in the service of stability/credibility.
Without the creation of mechanisms that communicate confidence (if not full
credibility), the privatization of telecommunications (and electricity, water,
gas, and airports) in the United Kingdom would have been much more prob-
lematic. As David Newberry put it, "The main case for investment in public
enterprise is that it is necessary to make up for the lack of private sector
confidence in the future rules of the game" (1993, p. 3).

As shown in Figure 13.4, this last shows up as Nodes I and II. More
central to the arguments of this chapter are that (1) Nodes III and IV work
out of a de facto judicial tradition and (2) Node VI combines de jure and de
facto judicial independence with a strong bureaucracy. Node VI can thus be
thought of as an "ideal." It is nevertheless noteworthy that privatization can
be made to work short of this ideal if it has the requisite de facto supports.
Indeed, as between de jure judicial independence that is lacking in commitment

Figure 13.4. Interpreting Levy and Spiller (1994).
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(Node II) and a de facto judicial tradition (Nodes III and IV), the latter has
the advantage.

7. Concluding Remarks

Ronald Coase once remarked that "we have less to fear from institutionalists
who are not theorists than from theorists who are not institutionalists" (Coase,
1964, p. 196), but not everyone would agree. I submit, however, that the
following is (almost) uncontroversial: It is both possible and desirable to
combine institutional economics with theory, and the time has come to do
precisely that.

Many might nod in agreement but then return to business as usual. That
will not suffice. If the World Bank, AID, OECD, and others are persuaded
that institutions are important, then staffing changes are implied. Not only
are institutional economists needed to do the archaeology of development
and reform, but they should be expressly included at the planning stages and
in the oversight process. Because this will "mess things up" for those with or-
thodox predilections, institutional economists will need the support of strong
advocates.

Moving the NIE into the study of economic development and economic
reform has so far proved to be difficult.11 Taking institutions seriously is the
first step. Working out the microanalytic logic of economic organization is
the second. Explicating the mechanisms comes next. A successful project will
feature variations on a few key themes, of which adaptation, private ordering,
ex post governance, and credible commitments are prominent candidates.

Inasmuch as development and reform are inordinately complex, the study
of these matters will benefit from combining several focused perspectives
rather than working entirely out of one. My argument is that the institutional
economics approach, especially of a bottom-up kind, helps inform the issues.
One useful way to view institutional economists is as the counterpart to the
archaeologists in Jared Diamond's recent assessment of the grim state of
ecology:

All over the world, we're launching [projects] that have great potential for
doing irreversible [ecological] damage. . . . We can't afford the experiment of
developing five countries in five different ways and seeing which four countries
get ruined. Instead, it will cost us much less in the long run if we hire
archaeologists to find out what happened the last time. (1994, p. 58, empha-
sis added)

11. Relevant institutionally informed works not referred to in the text that deal expressly
with development include those by Robert Bates (1994); Elinor Ostrom, Larry Schroeder, and
Susan Wynne (1993); and Mustapha Nabli and Jeffrey Nugent (1989). The works of Douglass
North (1990) and Thraine Eggertsson (1990) arc likewise pertinent. For an overview, see Eirik
Furubotn and Rudolf Richter (1991, pp. 1-32).
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Substituting economic and political for ecological and institutional economists
for archaeologists, my prescription reads:

All over the world, we're launching [projects] that have great potential for
doing irreversible economic and political damage. . . . We can't afford the
experiment of developing five countries in five different ways and seeing
which four countries get ruined. Instead, it will cost us much less in the long
run if we hire institutional economists to find out what happened the last time.
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V
CONTROVERSY AND

PERSPECTIVES

Transaction cost economics is not only different from orthodoxy, but in modest
ways, it has also helped reshape orthodoxy. There is growing agreement, for
example, that the business firm is usefully regarded as a governance structure
(as well as a production function), that institutions matter and are susceptible
to analysis, that nonstandard and unfamiliar business practices often serve
economizing (rather than monopolizing) purposes, and that much of the action
resides in the details (including the attributes of transactions and the mecha-
nisms of governance).

Contrary to widespread complaints that orthodoxy is rigid and unyielding,
it is my judgment and experience that orthodoxy is resistant yet susceptible
to, rather than opposed to, reform. Because orthodoxy is both self-confident
and aware of some of its limitations, it is often open to critique. Albeit grad-
ually—almost imperceptibly (and certainly without conceding error)—ortho-
doxy redefines itself. Issues that were once declared to be outside the ambit
are incorporated in a larger definition of the domain.

Transaction cost economics and the New Institutional Economics encoun-
tered their greatest resistance not from orthodoxy but from other movements
with which it occupies "contested terrain." Rival forms of institutional eco-
nomics are one example (Geoffrey Hodgson, 1988). Radical economics and
transaction cost economics also interpret differently the purposes served by
hierarchy (see Stephen Marglin, 1974, versus Williamson, 1980; and Samuel
Bowles and Herbert Gintis, 1993, versus Williamson, 1993b). Also, as is evi-
dent from Chapter 9, the mainly complementary relation between transaction
cost economics and organization theory is strained. And whereas evolutionary
economics and transaction cost economics share many interests, they also
share unresolved differences.

345
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Law and economics similarly occupies much common ground with institu-
tional economics/transaction cost economics.1 But law and economics comes
in different flavors. As it turns out, the relation between institutional econom-
ics and the Posnerian variant of law and economics is prickly.

Although there were hints, I was not aware of this relation until I received
Richard Posner's paper, "The New Institutional Economics Meets Law and
Economics" (1993a), which was given at the tenth annual conference on the
New Institutional Economics. Shortly thereafter I read Posner's companion
paper, "Ronald Coase and Methodology" (1993c), which is in the same spirit.

Ronald Coase takes sharp exception with the first of these papers in his
"Coase on Posner on Coase" (1993), but he has declined to respond to the
second. I think that both papers are off the mark.

My response to Posner's conference paper is contained in the conference
volume (Williamson, 1993d), where I argue that Posner misunderstands and
misconstrues much of what economics (including transaction cost economics)
is all about and needlessly sets back the combined New Institutional Econom-
ics/law and economics agenda. I also offer a different perspective on the
Coasian project in the Spring 1994 issue of the Journal of Economic Perspec-
tives (pp. 201-4). Although I share some of Posner's puzzlement over Coase's
views on methodology, that is not where the central contributions reside. On
my reading, the essence of Coase turns on a subtle and powerful combination
of four ideas:

1. Push the logic of zero transaction costs to the limit.
2. Study the world of positive transaction costs.
3. Because hypothetical forms of economic organization are operationally

irrelevant and because all feasible forms of organization are flawed,
assess alternative feasible forms in a comparative institutional way.

4. Because the action resides in the details, study the mechanisms of con-
tract, contracting, and organization.

Of these four, the most important is "study the world of positive transaction
costs," which is a message that Douglass North, the 1993 Nobel Prize winner,
took to heart.

This book ends with an autobiographical chapter, "Transaction Cost Eco-
nomics and the Evolving Science of Organization," which was written at
the request of Arnold Heertje for his forthcoming book Makers of Modern
Economics II. I feel privileged to have participated in the evolving science of
organization, as both a student and a faculty member, for the past thirty-

1. The Journal of Law, Economics, and Organization, which published its first issue in Spring
1985 and is now into its eleventh volume, clearly views "law and economics" and "institutional
economics" as complementary projects.
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seven years, and I was naturally pleased to be asked to contribute to the
Heertje volume. Although my intent was to "tell it like it was," I concede
that I sometimes emphasized the affirmative and glossed over some of the
setbacks. Be that as it may, I hope that verisimilitude will register with those
who know firsthand of the events.
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Transaction Cost Economics and the
Evolving Science of Organization

Early accomplishments notwithstanding (Simon, 1947; Ashby, 1960; Arrow,
1963a), the science of organization to which Chester Barnard made perceptive
but cautious reference in 1938 fell on hard times. Around 1970, many econo-
mists and most organization theory specialists regarded any suggestion of,
much less any pretense to, a science of organization as a bad joke. That has
changed dramatically over the past twenty-five years, to the degree that I pre-
dict that Barnard's aspirations will be realized by the turn of the century (Wil-
liamson, 1990a; 1993c).

The evolving science of organization can be variously described. I would
define the parts of the enterprise with which I have been involved as (1) inter-
disciplinary (combining law, economics, and organization), (2) relentlessly
comparative (organization forms are always examined in relation to alternative
feasible forms), (3) microanalytic (the action resides in the details), (4) discrete
structural (alternative forms of governance differ in kind, on which account
it is impossible to replicate markets by hierarchies, or the reverse), and (5)
preoccupied with economizing, principally with reference to organization
rather than technology. Moreover, the enterprise is mainly concerned with
the question "What's going on here?" rather than the imperative "This is the
law here."1

I begin my story of this enterprise with some personal recollections, espe-
cially of my college education.2 I then tell the story twice: first in a linear way,
as though one thing "inevitably" led to the next, and then in a more contextual
way in which some of the adventitious aspects of the enterprise become more
apparent. The second and more expansive version divides my research and
teaching into three periods: before 1970, during which time I was working
mainly within an orthodox setup; the decade of the 1970s, which was a transi-
tion interval; and after 1980, by which time my shift into transaction cost eco-
nomics was complete. I conclude with a discussion of the research agenda.

1. These methodological differences are discussed in Roy D'Andrade, 1986 and Donald
McCloskey, 1986.

2. The original essay sketched my personal background before going to college.

349



350 THE MECHANISMS OF GOVERNANCE

1. College

I had originally thought of becoming a lawyer, but I was attracted to math
and science in high school and began talking instead of becoming an engineer.
My mother declared that MIT was the place to go. With the advice of the
physics teacher at the local college, it was decided that I would reach MIT
through the combined plan program that MIT offered with Ripon College.

Ripon was a good place for me to start, and MIT deserved its strong
reputation. The economics to which I was exposed at Ripon was dry and easy,
however, and I was studying engineering and management at MIT. I enjoyed
both, especially physical chemistry and thermodynamics in engineering and
finance and new enterprise planning in management. One of the benefits of
my engineering training is that it dealt with real problems and demanded dis-
ciplined answers. Perfect gas laws and frictionless systems may be the place
to start, but the study of hypothetical ideals quickly gave way to the engineering
realities of friction, resistance, turbulence, and the like.

By far the most important event in my intellectual development was my
Ph.D. training at Carnegie-Mellon (then the Carnegie Institute of Technol-
ogy). I did not, however, go there directly after getting my bachelor's degree
but worked first as a project engineer for the U.S. government in Washington,
D.C.; and I went to Stanford for two years before transferring to Carnegie.
That interval was significant in four respects.

First and most important for me was to meet and marry Dolores. Second,
I think it important to have firsthand experience with large bureaucracies in
order to understand the problems of complex economic organization. I wit-
nessed not only the workings of the government but also the behavior of the
R&D function in many large firms. Third, because the Ph.D. program in
business administration at Stanford was in poor shape when we arrived in
1958 (it has been dramatically reshaped since) and because I had the good
fortune to have James Howell, who had just arrived at Stanford, as my mentor,
I developed a new respect for and keen interest in economics. All these
fascinating problems to which engineering skills could be brought to bear!
My program underwent a vast transformation under Howell's instruction, and I
found myself in the classrooms of Kenneth Arrow, Herman Chernoff, Bernard
Haley, Emanuel Parzen, Melvin Reder, and Hirofumi Uzawa.

Finally, because of a shortage of offices, I shared an office in my second
year at Stanford with Charles Bonini, a freshly minted Carnegie-Tech graduate
who had just joined the Stanford faculty. After learning of my interests, Chuck
convinced me that Carnegie was the natural place for me to go to complete
my Ph.D. When the then dean, George Leland Bach, responded to my queries
with two-page letters, I began to melt. I showed up at Carnegie in Septem-
ber 1960.

As I relate in Chapter 1, Carnegie was an incredible place at which to be
a student. That was obvious to me in 1960 and has become even more evident
to me since. The faculty at Carnegie was small but extraordinarily able, highly
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motivated, mainly accessible, and very serious about research. It was an infec-
tious place.

Although my wife and I had originally assumed that I would teach in a
small college, such as Ripon, my career aspirations had begun to change by
the time I reached Carnegie. Research had begun to figure more prominently.
I had been surprised when taking a graduate microtheory course from Melvin
Reder at Stanford that many interesting problems were still open and some
had scarcely been touched. I sketched what I thought was a new result for
Reder, who identified a flaw in my reasoning but nevertheless commended
me for the effort (which was high praise, since Reder was a severe taskmaster).
And although the publication of Franco Modigliani's paper (1961) on the
burden of the national debt precluded my working up the same argument, I
was nonetheless gratified that my formulation of the problem was very close
to Modigliani's.

That I had promising research instincts was confirmed by the organization
theory and follow-on reading course that I took with James March, who
declared that I was a natural-born experimental social psychologist. In other
classes I did a wrinkle on one of Robert Solow's growth models and estimated
a small simultaneous equations macromodel (into which political variables
had been introduced) for econometrics. My first published paper was a short
comment on Lorie Tarshis's (1961) treatment of the marginal efficiency func-
tion (Williamson, 1962). The paper that I prepared for Herbert Simon's course
on mathematical social science, "Selling Expense as a Barrier to Entry," found
its way (with revisions) into the pages of the February 1963 issue of the
Quarterly Journal of Economics.

I worked mainly with the behavioral economics group at Carnegie, of
which Herbert Simon was the towering figure. Bounded rationality seemed
to me, then and since, as a useful way to go. James March's course in organiza-
tion theory revealed that one did not need to think about organizations in
classical (machine model) or fanciful (hyperrationality or nonrationality) terms
but could address these matters in a behaviorally informed and scientific way.
I learned about the behavioral theory of the firm from Richard Cyert—the
famous Cyert and March (1963) book then being in the late stages of completion.

But while I was greatly attracted to behavioral economics, I was never
entirely persuaded. Even granting that "satisficing" is more descriptively accu-
rate than "maximizing," satisficing is also a cumbersome concept and is difficult
to model. Furthermore, although the computer simulation of decision pro-
cesses in which satisficing is featured is a productive way to address many
issues, many of the problems for which computer simulation enjoys an advan-
tage—such as the department store-pricing model, for which Cyert and March
were able to predict both standard and sale prices to the penny—are not of
general interest to economists. Thus although my dissertation had its origins
in March's remark that "managers maximize slack," I addressed managerial
discretion issues in terms of constrained utility maximization (in which mea-
sures of slack as well as profits were entered into the managerial utility func-
tion).
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Not only did this seem to me to be the natural way to go—a variation,
in some sense, on the revenue maximization model that William Baumol
(1959) had devised earlier and to which I had been exposed as a student at
Stanford—but the other strand of economics research at Carnegie made it
easy to work out of a maximizing setup. Allan Meltzer was on my dissertation
committee and encouraged that formulation. Also, I discussed the issues with
Jack Muth, who emphasized the importance of thinking problems through
"in their entirety" and of the need to avoid myopic formulations.

Methodological controversies between satisficing and maximizing are ones
that I have usually avoided. Partly this is because I can see merit on both sides,
but mainly it is because methodological controversies are rarely dispositive and
are sometimes disparaging. Once you have stated your approach and I have
stated mine, it is better if we both get on with our research. What added
understandings are realized by each? What are the predictions? What do the
data support?3

I am not, for example, unsympathetic to the idea that "information costs,"
if assiduously applied, can be made to cover virtually all the terrain to which
bounded rationality applies. For that matter, I would encourage those who
are put off by bounded rationality, yet recognize the cognitive limits of human
actors, to develop information costs in a systematic and disciplined way. The
problem, as I see it, is that most treatments of information costs tend to be
selective and truncated. Bounded rationality is a more encompassing concept
and is less apt to be applied in a piecemeal fashion. If, however, information
costs are systematically brought to bear on all the relevant phenomena, espe-
cially including the unavoidable incompleteness of complex contracting, I have
no complaints.

As I observed in Chapter 1, the research approach as I learned it at
Carnegie was this: Have an active mind; be disciplined; and be interdisciplinary.
To which there was an additional lesson: research problems that do not fit
into orthodox boxes should be addressed on their own terms.

2. The Linear Rendition

The story as related here is written "as if" one thing led to the next as surely
as day follows the night. (To the degree to which there is a logic of organization
and the enterprise described in this book contributes to that purpose, a "natu-
ral" progression does unfold.) The key moves entailed (1) identifying the
requisite pieces, (2) explicating their properties, (3) ascertaining the relation
among them, and (4) assembling a coherent whole. In fact, it was necessary
to glimpse this last stage before work on the earlier stages could get under way.

Although my colleagues have remarked that this was a risky venture, I
did not perceive it as such. First, consciously or not, I held a diversified

3. Nicholas Georgescu-Roegen advanced what I consider to be the most fellicitous standard
for judging research: "The purpose of science in general is not prediction, but knowledge for its
own sake," yet prediction is "the touchstone of scientific knowledge" (1971, p. 37).
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portfolio of both orthodox and transaction cost economics projects during the
earlier years. (This is not evident from the linear rendition, but it is obvious
from the next three sections.) Second, although I knew that the problems of
organization on which I was working were poorly structured, I also knew that
they were important and believed that only an interdisciplinary treatment
would be responsive to the needs. Carnegie gave me a leg up.

Having been encouraged from my training and experience as a youth to
raise questions about the emperor's clothes, asking and attempting to answer
the question "What's going on here?" came naturally. My engineering training
at MIT was also pertinent. Engineers learn early of the need to go beyond
hypothetical and deal with real problems. Ronald Coase's counsel that the
fiction of zero transaction costs was meant to be used as a "stepping stone
on the way to an analysis of an economy with positive transaction costs"
(1992, p. 717) and that all forms of organization are subject to failures, hence
the need always and everywhere to do comparative institutional analysis (Coase,
1964), were ideas that I immediately embraced.

My work experience, before returning to graduate school, with large public
and private bureaucracies reinforced those ideas. I could easily relate to the
"inanities" of bureaucracy, could recognize unintended consequences, had
experience with subgoal pursuit, and the like. It was also fortunate that I
attended Stanford before going to Carnegie.

One reason was that the classical organization theory to which I was
exposed to at Stanford simply did not connect, and I knew that there had to
be something better. Second, getting an MBA degree exposed me to a variety
of functional business specialties and case studies that provided a useful back-
ground for someone interested in the modern corporation. And third, I took
my microeconomic theory courses with economics graduate students (the most
famous being Menachem Yaari) and from economic theorists—Arrow, Reder,
Haley, Uzawa—who were wholly absorbed, for classroom purposes, with neo-
classical economics.

As I have already mentioned, the move to Carnegie was enormously
exciting. Here was organization theory that was simultaneously disciplined
and related to real phenomena. Here was the behavioral theory of the firm
(Cyert and March) residing cheek by jowl with rational expectations (Muth).
Here was bounded rationality featured by the world's leading organization
theorist (Simon). Taken together with my background at Stanford, this was a
rich mixture indeed. My dissertation on the economics of managerial discretion
came together as a natural marriage of my Carnegie and Stanford training.

My appointment to the economics department at Berkeley also was im-
portant in several respects. First, economics at Berkeley was flourishing when
the class of 1963—Peter Diamond, David Laidler, Daniel McFadden, Sidney
Winter, and I—arrived. There was strength in the department in every direc-
tion, which added to my confidence. Second, I taught the undergraduate se-
quence in industrial organization, which got me into a field that was of obvious
interest to me but in which I had never taken a course. Third, I had the op-
portunity to teach a graduate seminar in which the students and I went through
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the social choice and market failure literatures. The latter turned out to be
especially important to transaction cost economics.

My move to the economics department at the University of Pennsylvania
in 1965 also had salutary effects.4 My teaching responsibilities were expanded
to include graduate courses in both microeconomic theory and industrial
organization, and Penn was also in a growth phase, having hired Jere Behrman,
Edwin Burmeister, Edmund Phelps, Robert Pollak, Stephen Ross, Karl Shell,
Paul Taubman, and Michael Wachter at our about the same time that I arrived.

I spent the academic year 1966/67 as special economic assistant to Donald
Turner, the head of the Antitrust Division of the U.S. Department of Justice.
That experience involved me with lawyers in a serious way and exposed me
to a variety of antitrust problems on which I subsequently did research. It
was a lively year. Potomac fever did not, however, strike, and I was pleased
to return to Penn and reengage my teaching and research in the fall of 1967.

Being dissatisfied with the state of theory and policy on vertical integration,
I organized a seminar dealing with this at Penn and the students and I worked
our way assiduously through the literature. Sure enough, there were some gems,
but mainly I was persuaded that the time was ripe to reformulate the problem.
Coase's paper, "The Nature of the Firm" (1937), and Alfred Chandler's book,
Strategy and Structure (1962), were obviously pertinent, but I did not yet see
how to pull it off.

Then Julius Margolis was appointed to head the Fels Center of Govern-
ment, and he organized a new Ph.D. program in public policy analysis, he
asked me to teach the core course in organization theory, and I quickly agreed.
That literature was also in very bad shape, and so I decided to include much
of the market failure literature in the course. One of the important articles
that we went through was Arrow's 1969 paper, "The Organization of Economic
Activity," in which he argued that externalities were subsumed under market
failures, which were in turn subsumed by a still more general concept, transac-
tion costs. Given related developments in the postwar market failure literature,
I saw the opportunity to pull Coase (1937) and Arrow (1969) together in my
first transaction cost economics effort: "The Vertical Integration of Produc-
tion: Market Failure Considerations" (Williamson, 1971b).

That was just the tip of the iceberg. It was obvious to me and my students
that a few underlying regularities kept recurring throughout the market failure
literature. I gave them the assignment (and took it myself) to ascertain what
these were. What came to be known as the "organizational failures frame-

4. In November 1964 I was advised the Berkeley economics department thought my request
for tenure was "premature." I related this to Dolores and we commiserated. She had made plans
to go out with Beverly McFadden that night, however, and left for the evening after we got the
children to bed. I played the "Tara Theme" on the piano, which seemed to capture the moment,
before going to my desk, where I had a productive night of research. Evidently the end of the
world was not at hand. Upon reflection, 1 was rather brash to ask to be considered for tenure
at Berkeley after being an assistant professor for one year and four months. I was nonetheless
gratified that my assistant professor cohort at Berkeley protested the tenure decision of the senior
faculty when that decision was announced.
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work" (Williamson, 1975) was the result. The Markets and Hierarchies enter-
prise was under way.

The argument is that markets and hierarchies are alternative instruments
for organizing production and that the comparative strengths and weaknesses
of these two must be examined together.5 (By contrast, the comparative sys-
tems literature deals with either markets or hierarchies, which is a very differ-
ent orientation.) Also, the variations on a theme to which Friedrich Hayek
referred (1967, p. 50) were becoming evident as soon as problems of organiza-
tion were recast in comparative contracting terms. In effect, vertical integration
was the paradigm problem, in relation to which the organization of economic
activity generally (labor, finance, franchising, corporate governance, regula-
tion, etc.) could be examined in a similar way and with similar results. New
lenses in which transaction cost economizing was featured were leading to
entirely new interpretations of phenomena that were earlier believed to be
without redeeming purpose (because they were thought to have monopoly
purpose and effect).

But transaction cost economics cuts both ways. It can be applied to both
excesses of competitive reasoning and excesses of monopoly reasoning (Mat-
thews, 1986). The purported efficacy of franchise bidding for natural monopoly
is an example of the former.

Richard Posner (1972) had taken a good argument—that franchise bidding
could be used to supplant regulation for natural monopolies (first advanced
by Harold Demsetz (1968b) and subsequently endorsed by George Stigler
(1968))—to unreasonable extremes. Specifically, Posner contended that fran-
chise bidding was a wholly efficacious way to deal with cable television. I had
had some experience with that (having served on Mayor John Lindsay's New
York City CATV Task Force) and knew that the issues were more compli-
cated. My paper "Franchise Bidding for Natural Monopolies—In General
and with Respect to CATV" (1976) was the result.

The condition of asset specificity, which had been featured in transaction
cost economics from the outset, was of special importance to an assessment
of when franchise bidding would work well and poorly. In addition, the behav-
ioral assumptions of bounded rationality and opportunism, which relate to
Carnegie and the sociology literatures, were clearly implicated.

Although the law was obviously relevant to what I was doing, in that it had
a bearing on the employment relation and on externalities, its more general
significance was not obvious to me until Victor Goldberg, who was also inter-
ested in the efficacy of regulation (1976b), suggested that I examine some of
Ian Macneil's recent work on contract law (1974). Macneil's treatment of con-
tract was much more expansive, nuanced, and interdisciplinary (mainly com-
bining law and sociology) than I had seen previously. He described three

5. I presented a paper at a conference in the early 1970s in which I referred expressly to
markets and hierarchies as alternative instruments for doing the very same task. Several members
of the audience objected, and one denounced the enterprise. The issue, as he saw it, was markets
or hierarchies, and any effort to deal with both was wrongheaded, misleading, and reprehensible.
We have come a long way since.
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different types of contract law—classical, neoclassical, and relational—and
identified twelve different "concepts" for distinguishing among them. This
invited a more general formulation in which law, economics, and organization
were joined in the effort to assess the governance of contractual relations
(Williamson, 1979b). Not only did the firm-as-production function give way
to the firm-as-governance structure (in which the firm is understood mainly
as an organizational rather than a technological entity), but three of the critical
dimensions on which transactions differed—asset specificity, frequency, and
uncertainty—were identified. This invited the study of economic organization
with reference to the following objective: Align transactions, which differ in
their attributes, with governance structures, which differ in their costs and
competence, in a discriminating (mainly transaction cost-economizing) way.
This has turned out to be a productive formulation.

It also invited me to think about the problems of stabilizing long-term
contracts in a more complete way. That is, although the mechanisms that
supported markets and hierarchies were clear to me, the mechanisms that
supported long-term contracts were more elusive. My paper "Credible Com-
mitments: Using Hostages to Support Exchange" (Chapter 5), which had its
origins in puzzlement over the practice of petroleum exchanges among oil
companies and which relates to earlier work on private ordering (Schelling,
1956; Galanter, 1981; Klein and Leffler, 1981; Telser, 1981), helped me get
over that hurdle.

That in turn led to the "simple contractual schema," in which the contract
is described as a triple in which price, asset specificity, and contractual safe-
guards all are determined simultaneously. And that framework invited still
further applications, to such esoteric phenomena as company towns and to
such controversial issues as corporate finance and corporate governance. I
pulled many of these issues together in The Economic Institutions of Capital-
ism (1985b).

One of the missing pieces that had to be addressed in that book was the
answer to the puzzle "Why can't a large firm do everything that a collection
of small firms can do and more?" It is a variant of the limits-to-firm-size issue
raised much earlier by Frank Knight (1965) and Ronald Coase (1937) and
was a matter that Sanford Grossman, Oliver Hart, and I explored at length,
but inconclusively, one evening over dinner. I invented the fiction of selective
intervention—in which a large firm would replicate small firms for all activities
save those for which the expected net gains from intervention could be pro-
jected—to examine this issue.

Selective intervention is an appealing concept but has a very troubling
implication: If it could be implemented, then all economic activity would be
organized in one large firm. Because this was contradicted by the data, the
puzzle was to discover the reasons that selective intervention broke down.
The discrete structural features that distinguish markets and hierarchies came
more forcefully to the fore once the issues were phrased in those terms.

What had been gradually unfolding was the successive evolution of trans-
action cost economics from informal stages (Coase) into preformal (vertical
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integration) and semiformal (credible commitment) stages of analysis, and
the time was becoming ripe to examine incomplete contracting in a fully for-
mal way. That was accomplished by the paper by Sanford Grossman and Oliver
Hart (1986), which has opened up a rich literature on formal modes of incom-
plete contracts. Although one could view this last stage as the final one in
the evolving science of organization, my own sense is that conceptual and
semiformal work will remain in a dialogue with fully formal work for a number
of years to come.

Thus although full formalization is always the ultimate objective, pre-
mature formalization—sometimes operating under the guise of the "honest
poverty" of mathematics—is a dubious undertaking. Premature formalization
reflects impatience, perhaps even intolerance, with the question, "What's going
on here?" Preformal analysis, by contrast, addresses complex problems in a
"modest, slow, molecular, definitive" way,6 which is why "almost any theory
of organization that is addressed by game theory will do more for game theory
than game theory will do for it" (Kreps, 1992, p. 1).

Mechanical applications of game theory (and other formal apparatus) to
problems of comparative economic organization are therefore eschewed in
favor of more institutionally informed applications. The need for a micro-
analytic logic of organization—in which the attributes of transactions, the at-
tributes of alternative modes of governance, the underlying trade-offs, and
the predicted alignments have been addressed—therefore becomes a game-
theoretic antecedent.

This logic is in progress, but the unmet conceptual needs of the evolving
science of organization are still very real. Thus although the fully formal mod-
eling of incomplete contracts—by Grossman, Hart, Moore, Riordan, and oth-
ers—represents a considerable intellectual achievement, puzzles remain. The
need, for example, to discover and explicate the discrete structural features
that distinguish alternative modes of governance became clearer to me after
I had read Grossman and Hart (1986) and began offering a course at Berkeley
entitled "The Economics of Institutions." The paper that eventually resulted,
"Comparative Economic Organization: The Analysis of Discrete Structural
Alternatives" (Chapter 4), can be viewed as an effort to implement Simon's
(1978) distinction between discrete structural and marginal analysis. It ad-
vances the hypothesis that each generic mode of governance (market, hybrid,
hierarchy, bureau, etc.) is supported by a distinctive form of contract law. As
developed therein, "forbearance law," rather than the employment relation,
is the form of contract law that most distinguishes hierarchy.

Beyond that, there is a pressing need to develop a theory of bureaucratic
failure that approaches parity with the theory of market failure. Looking to
the future, there is also a need to go beyond the idea of credible commitments
to shape an "economics of integrity." Likewise, both "core competence," which
is an elusive but important concept in the recent corporate capabilities litera-
ture (Wernerfelt, 1984; Eliasson, 1990; Teece, Pisano, and Shuen, 1990; Dosi

6. The quotation is from Peguy, source unknown.
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and Marengo, 1993), and "real-time responsiveness" (Williamson, 1991a, Lan-
glois, 1992), should be conceptualized more rigorously. The result is that real
conceptual needs persist. I project headway of both conceptual and formal
analytical kinds as the new science of organization progresses.

That there have been important interim accomplishments is nonetheless
evident from Arrow's comparison of the New Institutional Economics with
earlier work in organization theory (Simon) and institutional economics (Veb-
len, Commons, and Mitchell). What distinguishes the newer from the older
work are "important specific analyses . . . answering new questions . . . [and
supported by] nanoeconomic reasoning" (Arrow, 1987, p. 734).

These accomplishments have supported numerous applications, which
should be made clear in the voluminous reference list at the end of this book.
Although most of these applications are in the private sector, the recent World
Bank project, "The Institutional Foundations of Utility Regulation: Research
Results and Their Operational Implications" is a public-sector illustration.
This study of the privatization of telecommunications in five nations breaks
important new ground and would have been an unthinkable project ten years
ago (see especially the summary by Brian Levy and Pablo Spiller, 1994).

I now turn to my nonlinear version of transaction cost economics and the
incipient science of organization. Curious readers aside, others can turn to
the conclusions.

3. Before 1970

In 1982 I attended a conference celebrating the fiftieth anniversary of the
Adolph Berle and Gardiner Means book, The Modern Corporation and Private
Property, at the Hoover Institute and was the discussant of an interesting
paper by Eugene Fama and Michael Jensen (1983). At the conclusion of the
session, Jensen turned to me with great excitement and asked, "Did you hear
what George said?" I replied that I had but asked for clarification. George
Stigler, I was told, had said "agency costs."

New ideas proliferate, and many of them are defective. It is therefore
useful to have gatekeepers who insist that new ideas have value added. George
Stigler usefully performed that role (and many others). It had been my experi-
ence, however, confirmed by my organization theory courses at Carnegie, that
managerial discretion in large corporations was the rule, to which unremitting
profit maximization (the absence of agency costs) was the exception.

That general orientation was featured in my dissertation, which was pub-
lished under Ford Foundation auspices in 1964, and also in follow-up work
(Williamson, 1963,1967b, 1968a, 1970). Managerial discretion predates agency
theory, both the more formal (Ross, 1973; Holmstrom, 1979) and less formal
(Jensen and Meckling, 1976), and relates easily to public choice (Buchanan
and Tullock, 1964), to regulation (Alchian and Kessel, 1962), to aspects of
property rights (Alchian, 1961; Demsetz, 1967), and to the study of bureaucracy
(Downs, 1967; Crozier, 1964) and permeates the study of organization more
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generally. By comparison with the behavioral theory of the firm, which empha-
sizes realism in process, managerial discretion emphasizes realism in motiva-
tion. It used, without expressly developing, both the two key behavioral as-
sumptions on which transaction cost economics relies: bounded rationality
and opportunism.

After completing the dissertation, my plan was to develop more fully the
ramifications of this approach in intertemporal (Williamson, 1968c), regulatory
(Williamson, 1971a), and contractual (Williamson, 1967a) respects and by
performing empirical tests to assess the magnitudes of the distortions. As I got
further into this project, however, it became clear that the issues could be
approached by indirection and, in addition, that there were other approaches
that could be used productively. Thus rather than emphasize the distortions
that had their origins in managerial discretion, one could also ask what correc-
tive measures could be taken to bring managerial discretion under more
effective control. As discussed below, Alfred Chandler's book Strategy and
Structure had a great impact on my later treatment of these issues. Also,
although this, too, was to come later, a generalized economizing lens in which
transaction costs were featured has turned out to be especially powerful.

My second book, Corporate Control and Business Behavior (1970), was
also in the managerial discretion tradition. But things were moving fast. I
had already begun to think of the managerial discretion hypothesis as an
introduction to the "main case," namely, economizing on transaction costs,
before that book had reached print. Transaction cost economics was to come
later, however, and benefited from other work on which I was engaged in the
1960s. So let me back up.

After receiving my Ph.D. degree from Carnegie in 1963, I became an
assistant professor in the economics department at the University of California,
Berkeley. Given my nonstandard training at Carnegie, I did not fit into any
of the orthodox fields of economics, but industrial organization (IO) came
closest. Joe Bain was the senior person in the field at Berkeley. I taught the
undergraduate IO sequence.

Bain was famous for his Barriers to New Competition (1956), and several
of my earliest articles likewise dealt with barriers to entry. The first of these
was "Selling Expense as a Barrier to Entry," and as I mentioned earlier, it
was written for Simon's course on mathematical social science (Williamson,
1963). Rather than viewing barriers to entry as the simple by-product of pro-
motional activity, the problem was formulated as one in which selling expense
was set strategically, both with reference to its instrumental effect on demand
and because it influenced the condition of entry. A later paper, "Wage Rates
as a Barrier to Entry: The Pennington Case in Perspective" (Williamson,
1968c), which also included an empirical aspect, developed this approach
further. As Steven Salop subsequently observed, these papers were the first
in the strategic entry barriers literature, which Salop and others have devel-
oped much more fully in the context of raising rivals' costs (Salop and Scheff-
man, 1983). The papers by Michael Spence (1977) and Avinash Dixit (1980)
were especially influential.
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I also inherited a course at Berkeley, "Pricing of Public Services," when
Julius Margolis left Berkeley for Stanford. That got me interested in applied
welfare economics, led to my paper "Peak Load Pricing and Optimal Capa-
city Under Indivisibility Constraints" (Williamson, 1966), and was a forum in
which to discuss "Social Choice: A Probabilistic Approach" (Williamson and
Sargent, 1967). These were useful exercises for an assistant professor, and the
peak-load paper has had a long half-life.

I left Berkeley in 1965 to accept an appointment at the University of
Pennsylvania as a nontenured associate professor of economics. Penn was a
very good place for me and gave me more latitude. I was teaching graduate
microtheory, industrial organization, and specialized seminars on topics in
applied welfare economics. I spent the year 1966/67 on leave in Washington,
D.C., where I served as special economic assistant to the head of the Anti-
trust Division of the U.S. Department of Justice. I enjoyed working with
Donald Turner and the lawyers that he assembled and I gained a much deeper
appreciation for many of the issues with which antitrust enforcement was
wrestling.

One of the major problems with antitrust enforcement at that time is that
it approached nonstandard and unfamiliar business practices from an "inhospi-
tality" point of view. Economies were perversely regarded as antisocial be-
cause smaller rivals were disadvantaged by them; contractual restraints, as in
the franchising restrictions complained of in the Schwinn case, were held to
be unnatural, unneeded, and unlawful; and barriers to entry were invented by
imaginative antitrust lawyers and economists to suit their advocacy purposes.

Turner (1965) had correctly labeled the prevailing hostility to economies
as bad law and bad economics, and my "Economies as an Antitrust Defense:
The Welfare Trade-Offs" (Williamson, 1968b), which was prepared initially
to advise Turner on the merits of a merger case under review in the Antitrust
Division, helped demonstrate that the costs of current merger enforcement
were unacceptably high. It took longer for an efficiency interpretation of con-
tractual restraints in the Schwinn case to register, partly because the compara-
tive contractual approach from which transaction cost economics works had
not yet been devised. My Carnegie-based reasoning that customers could
sometimes benefit from franchise restrictions was dismissed in favor of the
"then prevailing thinking of the economics profession" (Posner, 1977, p. 3).
The U.S. Supreme Court was thus advised (incorrectly) that contractual restric-
tions had no redemptive features and instead had anticompetitive purpose
and effect. (See Williamson, 1979a, for a review of the issues and the subse-
quent reversal of Schwinn in the Supreme Court's 1977 decision on GTE-
Sylvania.) It took the better part of a decade and the collective efforts of
many scholars, many of them located at the University of Chicago, to turn
antitrust enforcement around (Bork, 1978). William Baxter, who became head
of the Antitrust Division under Ronald Reagan, also deserves much of the
credit.

Antitrust is a subject to which I have recurrently returned (Williamson,
1987a), but it is not where my central interests reside. Understanding economic
organization is my main project. The Chandler book to which I referred earlier
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and the comparative contractual approach to economic organization that I
was beginning to get into in the late 1960s are more central.

Alfred Chandler's book Strategy and Structure (1962) is an important and
influential contribution to the business history literature, as, for that matter,
are all of his books. Indeed, in many ways, Chandler has redefined the area.
In addition, however, to its relevance to business history, Strategy and Structure
was important to me for another reason: It had a massive influence on my
understanding of managerial discretion.

I had previously argued (as had others before me) that competition in
the product market and competition in the capital market were important
checks on managerial discretion. Chandler's book now opened up a new
possibility: Rather than relying mainly or entirely on forces outside the firm
to bring managerial discretion under control, the organizational structure of
the firm could also be an instrument for checking managerial discretion.

This was a revolutionary concept, and I was reluctant to embrace it. Could
it be that management was both the problem and the solution? This possibility
certainly had to be entertained if, contrary to received microtheory, organiza-
tion form mattered. The first step, which I had already taken, was to recognize
that managerial discretion was problematic. The second step was to confront
the latent lesson of Chandlerian business history: If organization form mat-
tered, then organization form was a decision variable and could be made the
object of theoretical and empirical analysis.

As described and explained by Chandler, the invention of the multidivi-
sional form organization (by Alfred P. Sloan Jr., Donaldson Brown, Pierre
du Pont, and others) served as a check on managerial discretion on the earlier
unitary, or functional, form of organization. Compared with the unitary form,
in which strategic and operating decisions were joined, the M-form structure
worked out of a logic of organization in which operating and strategic decisions
were separated (the logic being akin to that set out by W. Ross Ashby in his
1960 Design for a Brain). The resulting decentralized structure was one in
which the top management (the general office, as Chandler described it) had
been removed from operating involvements and had been made responsible
for strategic decision making and resource allocation within the firm, and the
operating parts were organized as a series of quasi-autonomous divisions, each
of which could be held accountable for its own net receipts. Not only could
projections of differential rates of return among the operating divisions be used
to allocate resources internally, but also (compared with the more centralized,
functional form) more effective oversight and control were realized. In many
respects, the multidivisional enterprise took on the attributes of a miniature
capital market. This led to the M-form hypothesis: The organization and oper-
ation of the enterprise along the lines of the M-form favor goal pursuit and
least-cost behavior more nearly associated with the neoclassical profit maximi-
zation hypothesis than does the U-form organizational alternative. Because
the hypothesis is comparative, unfailing profit maximization by the M-form
is not implied.

The M-form hypothesis expressly asserts that organization form matters,
an idea that contradicts orthodox microeconomic theory and was regarded
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by most of the organization theorists of that era as wrong or whimsical. Em-
pirical work on the M-form hypothesis nevertheless began in the 1970s (the
initial work in the United States was done by Armour and Teece (1978) and
in the United Kingdom by Steer and Cable (1978)) and, with caveats (Ingham,
1992), has been corroborative.

The idea that organization form matters was a precursor to the more
general propositions that institutions matter and are susceptible to analysis
(Matthews, 1986). These last two are controversial ideas.

The proposition that institutions matter in economics (as distinguished,
say, from sociology) is alien to the aspiration that economics could and should
operate out of an "institution-free core."7 The idea, moreover, that institutions
are susceptible to analysis was belied by previous experience. The earlier insti-
tutional economics movement "failed in America" because it was preoccupied
with methodology (Stigler, 1983, p. 170) and lacked operationality (Coase,
1984, p. 230). What, then, is the basis for Matthews's contention that institu-
tions, around 1986, had become susceptible to analysis? As Matthews makes
clear, transaction cost economics was implicated.

4. The 1970s

Late in the 1970s, sometime after the publication of Markets and Hierarchies,
Michael Spence remarked that I appeared to reformulate in transaction cost
economics terms each problem that came up. Having just completed a paper
on predatory pricing (Williamson, 1977b) that examined predation in very
orthodox terms, I protested that this was not the case, that I was an eclectic
fellow and dealt with the phenomena on which I worked in whatever terms
seemed most appropriate. The record through the 1960s, moreover, bears that
out, as at that time my predilection had been to use orthodox techniques of
constrained maximization, dynamic programming, Monte-Carlo simulations,
nonlinear differential equations, and/or linear regression to suit the needs of
the problem.8 Many of the public-policy issues on which I had worked, more-
over, employed the orthodox apparatus of partial equilibrium welfare eco-
nomics.9

7. Vernon Smith originated the expression.
8. Examples of constrained maximization include my managerial utility function formulation

(Williamson, 1963; 1964) and barriers to entry work (Williamson, 1963,1968c); dynamic-stochastic
programming was subsequently used to examine managerial behavior in an intertemporal, stochas-
tic context (Williamson, 1968a); Monte-Carlo methods were used to study social choice in a
probabilistic setup (Williamson and Sargent, 1967); nonlinear differential equations were used
to study oligopoly (Williamson, 1965); and linear regression was used repeatedly.

9. The standard partial equilibrium welfare economics apparatus was used to study peak-
load pricing (Williamson, 1966), economies as an antitrust defense (Williamson, 1968b, 1977a),
externalities and insurance (Williamson, Olson, and Ralston, 1967; Williamson, 1970), and preda-
tion (Williamson, 1977b). Of these, 1 am disappointed only that the Williamson, Olson, and
Ralston paper has not had more influence.
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What Spence perceived and what I had not yet come to terms with is that
the problems on which I now worked were increasingly ones of comparative
economic organization in which discrete structural choices were offered and
for which the orthodox apparatus was less well suited. An interdisciplinary
approach to the study of economic organization—in which law, economics,
and organization are joined—as opposed to an exclusive reliance on price
theory is where my interests had been taking me. What had begun as a serious
but part-time interest—to address and help solve the puzzles of economic
organization—had progressively become an obsession. Because, however, the
world of economic organization is so wonderfully varied and endlessly fascinat-
ing, I did not begrudge the monomania with which I had been stricken. Self-
infliction is closer to the mark.

The problem that got me into these issues was that of vertical integration.
I had been aware of the issues for a long time, of course, but did not appreciate
their significance until I was exposed to the "prevailing thinking" in antitrust.
Being dissatisfied, I organized a seminar on vertical integration when I re-
turned from the Antitrust Division to resume my teaching at Penn. The stu-
dents and I worked our way methodically through the literature. Although
some of it was illuminating (Coase, 1937; McKenzie, 1951; Stigler, 1951), much
of it was confused, irrelevant, or wrongheaded. To realize that the literature
was not grappling with the principal issues was one thing; to do something
about it was another. I did not have a better formulation.

Then a lucky thing happened. Julius Margolis came from Stanford to
Penn to head the Fels Center of State and Local Government and to organize
a Ph.D. program in public policy. Julie asked if I would teach the organization
theory course in the core sequence of that program. Since I had always been
interested in organization theory and believed that a richer joinder of econom-
ics and organization theory would be useful, I agreed.

Organization theory, in my experience, is a difficult subject to teach. The
literature is incredibly diffuse, with specialists from sociology, political science,
social psychology, computer science, and economics all having something to
say. I emphasized mainly the economics and sociology literatures.

The market failure literature was prominently featured, including Coase's
famous 1937 and 1960 papers ("The Nature of the Firm" and "The Problem
of Social Cost") and the more recent and more general treatment by Arrow,
"The Organization of Economic Activity" (1969). But since this was not an
economics class but an organization theory class, the students and I were also
examining the issues from a behavioral point of view. Each time we encoun-
tered a "failure," we would ask, "What are the key underlying factors without
which the failure would vanish?" Although technology (e.g., nonseparabilities)
and problems of pricing (e.g., public goods) posed obvious problems, the
real difficulties could invariably be traced to the behavioral attributes of
human actors.

So I asked the students on Thursday to work out the underlying regulari-
ties over the weekend, and I also did this assignment myself. What has since
been described as the "organizational failures framework" (Williamson, 1975,



364 THE MECHANISMS OF GOVERNANCE

pp. 39-40) began to take shape. The relevant factors clustered under two
headings: human factors (bounded rationality and opportunism) and transac-
tional factors (uncertainty and small numbers) (Williamson, 1973). Vertical
integration was the natural first problem to which an early version of the
argument was applied (Williamson, 1971b).

That was the issue with which Coase had been concerned in his 1937
article. One of the key ideas in Coase is that markets and hierarchies are
alternative instruments for accomplishing the same, rather than different, eco-
nomic purposes: "It is clear that these are alternative methods for coordinating
production" (Coase, 1991b, p. 19). That contradicted prevailing economic
thinking, which regarded the firm as a technological entity (production func-
tion) and relied on the market (price mechanism) to effect coordination. A
second idea is that differential transaction costs were principally responsible
for choosing one mode of organization rather than another. That was even
more revolutionary. Not only was transaction cost an alien concept within the
orthodox setup, but it was hard to give it operational content. Coase's argu-
ment, for example, that the most obvious reason that it was costly to use the
market was that "of discovering what the relevant prices are" (1991b, p. 21)
does not withstand comparative institutional scrutiny. However, he is greatly
to be credited with posing two fundamental puzzles with which economics
must come to terms. First, if markets are a marvel, why do we take transactions
out of markets and organize them internally? Second, and symmetrically, if
internal organization is such a powerful organizing instrument, why is not all
production carried on in one big firm?

These are discomfiting observations and difficult questions. Although neo-
classical economics made note of these matters, the issues were mainly ignored
for most of the next thirty-five years. In the interim, vertical integration was
mainly explained in technological (Bain, 1968), successive marginalization
(McKenzie, 1951), life cycle (Stigler, 1951), or monopolization terms.

My article "The Vertical Integration of Production: Market Failure Con-
siderations" focused on the firm and those parts of the market failure literature
that were most pertinent to the study of intermediate product markets. This
twin focus was useful. One of the problems with the market failure literature
was that its broad sweep—to include public goods, externalities (within and
between commercial and household sectors), nonprofit organization, and the
like—often made it difficult to discover the underlying regularities. I was con-
cerned only with purported failures in intermediate product markets. Also, firms
operating in intermediate product markets could ordinarily be presumed to
be knowledgeable about the transactions in which they were engaged. Neither
differential cognitive competence (which arises with contracts between firms
and households) nor differential risk aversion10 (which is more relevant to
contracting for labor) is at issue. That cleared the deck for a "main-case"
hypothesis that had hitherto been neglected: Economic organization has the
main purpose and effect of economizing on transaction costs.

10. Differential risk aversion in the 1970s replaced monopolization as the neoclasical expla-
nation for nonstandard and unfamiliar contracting practices.
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The orthodox firm-as-production function described the firm as a technol-
ogy to which a profit maximization purpose was ascribed. That is a straightfor-
ward construction and is especially useful for doing comparative statics, study-
ing strategic interaction between firms (Tirole, 1988), and aggregating up from
firm-level to industry-level effects. It is less useful, however, for understanding
complex contractual practices, of which vertical integration, reciprocal trading,
and franchise restraints are examples. Without a technological rationale, such
nonstandard and unfamiliar business practices were commonly presumed to
have monopoly purpose and effect.

By contrast, the firm-as-governance structure approach adopts an efficient
contracting/comparative organizational orientation. Rather than presume that
nonstandard practices serve monopoly purposes, it holds that the main purpose
(which is not to say the only purpose) of economic organization is to infuse
integrity into contractual relations. Because this is a very different orientation,
transaction cost economics took a while to take hold.11

The precontractual view of vertical integration was that without any spe-
cial "physical or technical aspects"—the standard example being that of a
blast furnace and a rolling mill, in which integration purportedly avoided the
need to reheat the ingots and hence realized thermal economies (Bain, 1968,
p. 381)—vertical integration was deeply problematic and probably anticompet-
itive. In fact, however, the thermal economies on which Bain relied to supply
an affirmative rationale for vertical integration did not withstand comparative
institutional scrutiny.

The interesting comparative problems of managing transactions across
successive stages of production show up when bilateral dependency conditions
appear. Although that was held to be a rare event, bilateral dependency is a
much more widespread condition than the usual examination of the technology
reveals. The reason is that what begins as a large numbers supply condition
frequently is transformed into a small numbers exchange relation during the
contract's execution and at the contract's renewal intervals. That had been
missed by the "prevailing thinking," which sighted organization in favor of
technology, did not view the contracting process in its entirety, and led to
public-policy mistakes.

Examining the issues of economic organization from a comparative contrac-
tual point of view requires that the behavioral attributes of human actors and
the microanalytic attributes of transactions and of organization be described.
Of special importance are the behavioral assumptions, since the interesting
problems of comparative economic organization vanish if either hyperrational-
ity or faithful stewardship is ascribed to economic actors. That was obvious
to me and my class from our examination of the market failure literature,
and the same considerations also reappear when assessing the failures of

11. Take a hold, however, it eventually did (Tirole, 1988, chap. 2; Kreps, 1990a; Milgrom
and Roberts, 1992). Oliver Hart endorsed (and has greatly contributed to) the comparative
contractual approach to economic organization and observed that the neoclassical theory of the
firm "begs the question of what a firm is" (Hart, 1990, p. 155). See Simon, 1991, for a more
skeptical view of the transaction cost economics enterprise. Stigler, 1988 and 1992, is also pertinent.
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nonmarket organization. Simon's insistence that "nothing is more fundamental
in setting our research agenda and informing our research methods than our
view of the nature of the human beings whose behavior we are studying"
(Simon, 1985, p. 303) is exactly right. Were it not that (1) all complex contracts
are unavoidably incomplete, by reason of bounded rationality, and (2) autono-
mous parties to a bilateral exchange cannot be relied on to close gaps, correct
errors, repair omissions, eschew strategizing, and so on, by reason of opportun-
ism, the interesting problems of comparation economic organization would
evaporate.

My 1971 paper on vertical integration examined three alternative modes
of procurement: long-term contracting, recurrent short-term contracting, and
internal organization. Because the first of these presented severe contractual
incompleteness problems and because I was originally skeptical that the requi-
site supports for long-term incomplete contracts could be provided, the main
emphasis was on a comparison of recurrent short-term contracts with vertical
integration. I observed in this connection that even though short-term con-
tracts relieved (but did not eliminate) the burdens of incompleteness created
by long-term contracts, problems could arise

if either (1) efficient supply requires investment in special-purpose, long-life
equipment, or (2) the winners of the original contract acquire a cost advantage,
say by reason of "first-mover" advantages (such as unique location or learning,
including the acquisition of undisclosed or proprietary technical and manage-
rial procedures and task-specific labor skills). (Williamson, 1971 b, p. 116)

The latter effect is now recognized as the Fundamental Transformation and
gives rise to the bilateral dependency condition described earlier. Asset speci-
ficity—which was mentioned but hardly developed by Alfred Marshall (1948,
p. 626), Jacob Marschak (1968, p. 14), and Michael Polanyi (1962, pp. 52-
53)—turns out to have pervasive organizational ramifications (Williamson,
1971b, 1975, 1983; Klein, Crawford, and Alchian, 1978).

The governance structure approach to economic organization not only
postulates different drivers (economizing as opposed to monopolizing), but
it is also more microanalytic than the neoclassical setup (both with reference
to the attributes of transactions and organization) and relies more on discrete
structural (rather than marginal) analysis. Understandably, it met with early
skepticism. I recall, however, telling Dan McFadden in the spring of 1971 that
I felt that I was the first person in the world to understand vertical integration.
Dan was intrigued (or perhaps polite), and I interpreted his response favor-
ably. I sensed, moreover, that the approach could be used to address other
phenomena.

As it turns out, any issue that can be expressed directly or indirectly as
a contracting problem can be examined to advantage in transaction cost-
economizing terms. A huge number of phenomena—including vertical integra-
tion, vertical market restrictions, franchising, regulation and deregulation,
labor market organization, the organization of work, corporate finance and
corporate governance, family firms, multinational firms, and the economics
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of trust—qualify. The fact that certain regularities keep recurring is responsive
to Milton Friedman's observation that "a fundamental hypothesis in science
is that appearances are deceptive and that there is a way of looking at or
interpreting or organizing the evidence that will reveal superficially discon-
nected and diverse phenomena to be manifestations of a more fundamental
and relatively simple structure" (1953, p. 33).

The first variant that I examined was labor market organization. The idea
that labor could acquire firm-specific attributes had already surfaced in my
examination of vertical integration, and Gary Becker (1962) had made promi-
nent use of human asset specificity in his work on labor economics. What I
had in mind, however, was different. Might the contractual integrity of labor
markets be studied along the same lines as the contractual integrity of interme-
diate product markets?

Because I had much less knowledge of the labor market literature, some
parts of which were very neoclassical (emphasizing marginal productivity and
monopsony power) and other parts were very institutional (the industrial
relations literature), I needed an entree. That occurred when I came across
a reference to the recent book by Peter Doeringer and Michael Piore, Internal
Labor Markets (1971). It sounded relevant, and I immediately went to the
library. I had two concerns as I removed the book from the shelf: (1) The
book would not deal with the issues of labor contracting in sufficient detail,
and (2) the book would deal in detail with the relevant issues, and the authors
would have already interpreted them in transaction cost economics terms. As
it turned out, the book raised many of the pertinent issues, but there was still
room for further interpretation.

I was discussing the issues of labor organization with Jeffrey Harris, an
outstanding graduate student at the University of Pennsylvania. He in turn
discussed them with his wife, who was a labor lawyer. She indicated that the
labor law literature—as developed by Harry Schulman (at Yale), Archibald
Cox (at Harvard), Justice William Douglas (on the Supreme Court), and
Arthur Goldberg (when he had been a labor lawyer)—was germane to my
topic. Sure enough, that literature was also struggling with issues of efficient
governance. Because we had a better framework, however, we were able to
deal with these matters more completely. Harris and I were later joined
by Michael Wachter and wrote the paper "Understanding the Employment
Relation: The Analysis of Idiosyncratic Exchange" (Williamson, Wachter,
and Harris, 1975). Similar ideas were advanced independently by Arthur Okun
(1981), and Wachter has since developed the approach more fully in both the
labor economics and the labor law literatures. One of the benefits of that
exercise for me was that I was becoming aware that there were many more
complementarities between transaction cost economics and the law than I had
hitherto imagined. And although I was disappointed when Clyde Summers,
another labor lawyer on whom we had relied, did not at first consent to those
complementarities, I was gratified when he later changed his mind.

I was also coming to appreciate that transaction cost economics could
both learn from and contribute to the business history literature. To be sure,
that was evident from my earlier exposure to Chandler. Lisa Moses, one of my
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students, called my attention to John Buttrick's interesting treatment (1952)
of "inside contracting" in New England manufacturing in the late 1800s. In-
side contracting was an interesting organizational form, whose comparative
strengths and weaknesses could be usefully examined in transaction cost eco-
nomics terms.

More generally, there appeared to be many related contractual phenom-
ena out there, and I was keen to pull them together. Given my interests in
antitrust and my sense that public policy was poorly served by the prevailing
approach to nonstandard and unfamiliar business practices, I also saw this as
an opportunity to bring together comparative institutional analysis and public
policy.

The Brookings Institution had a long-standing interest in antitrust, and
the director of research at Brookings, Joseph Peckman, had been a former
teacher of mine at MIT. Brookings agreed to buy some of my teaching time,
and so I began to write what was to become Markets and Hierarchies: Analysis
and Antitrust Implications. (The original title, when the project started, was
Aspects of Monopoly Theory and Policy.) The early chapters of Markets and
Hierarchies traced the antecedents and constructed the organizational failures
framework. Applications were thereafter made to peer group organization, the
employment relation, and vertical integration (including inside contracting).
Antitrust applications included vertical integration, conglomerate organiza-
tion, technical and organization innovation, dominant firms, and oligopoly.

Markets and Hierarchies was an enormously difficult book to write, and
it placed severe burdens on its readers, asking them to examine problems
through unfamiliar lenses and exposing them to unfamiliar terms (such as
bounded rationality, opportunism, and information impactedness). I was not
surprised when Brookings, which had rights of first refusal, advised me to
take the manuscript elsewhere. I then approached the Free Press, which
expressed an interest. The book was published in 1975.

The Free Press did not project great success for the book and had no
plans to reprint it when the initial production run was exhausted. But partly
because of a favorable review of the book by William Ouchi (1977), who
declared that this was the most important book on economic organization
since Berle and Means (1932), and partly because there was growing interest
in more microanalytic modes of analysis (Alchian and Demsetz, 1972; Arrow,
1974; Bell Journal Symposium, 1975; Jensen and Meckling, 1976), readership
of the book grew. I was convinced that the book would succeed when in 1977
I found myself seated behind a student at the Stanford Business School where
we were both attending a seminar by Herbert Simon: She and others in her
class had photocopied the entire book.

Faced with a backlog, the Free Press reprinted the book and eventually
brought out a paperback edition. Indeed, I was advised by a young Norwegian
economist (at a conference in Toulouse in January 1992) that the five most
cited books in the Social Science Citations Index in 1990 were Marx's Kapital,
followed by Markets and Hierarchies, The Economic Institutions of Capitalism
Keynes's General Theory, and Smith's Wealth of Nations, in descending order.
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To be sure, that will not last. It is nevertheless gratifying that a book for which
such limited prospects were predicted should have had this impact.

Markets and Hierarchies was an entering wedge rather than the final word
on transaction cost economics. Among the issues awaiting analysis was that
of franchise bidding for natural monopoly. Along with many others, I was
persuaded that all forms of organization are subject to failure (Coase, 1964).
The regulation (or not) of natural monopolies was an obvious candidate to
be examined from the perspective of comparative economic organization.

Harold Demsetz had adopted a farsighted contracting approach to natural
monopoly in his imaginative article "Why Regulate Public Utilities?" (1968b).
His basic argument was that ex post monopoly problems could be "solved"
through ex ante bidding for the right to serve the market, with the award
criterion being to offer to supply cheaply (Demsetz, 1968b). This idea was
subsequently endorsed by Stigler (1968), and Peckman and I appealed to
those ideas when we served on Mayor John Lindsay's CATV task force in
1969/70. I nevertheless perceived problems with recurrent bidding in the
CATV context and became all the more concerned with these after reading
Posner's sanguine treatment of franchise bidding in his paper "The Appro-
priate Scope of Regulation in the Cable Television Industry" (1972). With
the markets and hierarchies apparatus in place, I decided to address these
issues in my paper "Franchise Bidding for Natural Monopoly—in General
and with Respect to CATV" (Williamson, 1976).

This paper examined franchise bidding and regulation in a side-by-side
way and made express provision for the attributes of the transaction. Thus
although Demsetz had raised the possibility that the characteristics of the
assets and market uncertainties might influence the efficacy of franchise bid-
ding, he had set these aside, for purposes of the analysis, and he concluded
on an optimistic note that franchise bidding compared favorably with regula-
tion quite generally. Posner genially declared that the mechanics of franchise
bidding for CATV were efficacious.

My examination of the issues revealed that the use of franchise bidding
was much more problematic. To be sure, there were circumstances in which
it would work well, namely, those in which the principal assets were generic
and the technology was mature. Obvious candidates for deregulation, under
my formulation, were trucking, local service airlines, and postal delivery (Wil-
liamson, 1976, pp. 102-3). Deregulation/franchise bidding was not, however,
a panacea: Goods or services that required investments in special-purpose
durable assets and whose market and technological uncertainties were great
created much greater difficulties. Like it or not, franchise bidding in these
latter circumstances needed to be supported by an elaborate administrative
apparatus. In that event, franchise bidding took on many of the properties
of, and was not obviously superior to, rate-of-return regulation (Laffont and
Tirole, 1993, chap. 8). As it turns out, moreover, the approach has general
relevance to the matter of privatization, when it can be expected to work both
well (as in many local services; Donahue, 1989, chap. 7) and poorly (as in
prisons; Donahue, 1989, chap. 8).
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My abstract (comparative contractual) assessment of franchise bidding
for CATV was supported, moreover, by a detailed case study in which virtually
all the contracting problems that were turned up in the abstract analysis of
franchising versus regulation actually materialized in practice. As Peter Bauer
and Alan Walters remind us, "the complexity, instability, and local variation
of many economic phenomena . . . require that the inquiry must often be
supplemented by extensive observations, and also that the inquiry must often
extend beyond statistical information to include direct observation and use
of primary sources" (1975, p. 12). The microanalytics matter.

Although I continued to work in both the older neoclassical and the newer
transactional domains over the next several years, I was progressively moving
the mix in favor of the latter. Victor Goldberg, who was also interested in
some of the same regulatory issues as I was (Goldberg, 1976a), called my
attention to Ian Macneil's paper "Many Futures of Contracts" (1974). Con-
trary to much of the legal scholarship and to almost all of economics, Macneil
argued that it was naive to proceed as if there were only one, single, all-
purpose law of contract. What we had instead were several.

I was intrigued by Macneil's examination of how the objective needs of
contracts varied and how contract law responded to these. I was also led
further into an examination of the legal literature on contracts, both backward,
into earlier formulations by Karl Llewellyn (1931) and Stewart Macaulay
(1963), as well as into the later formulations, especially those by Macneil
(1978) and Marc Galanter (1981). There were clearly many complementarities
between transaction cost economics and the new contract law. Both also
shared the property that they were working out of, but deviating from, the
main traditions (in economics and law, respectively).

The ideal transaction in both law and economics was the discrete transac-
tion paradigm—"sharp in by clear agreement; sharp out by clear performance"
(Macneil, 1974, p. 738)—in which the identity of the parties did not matter.
That was a building block for Macneil, and it was also a building block for
me. But whereas most of law and economics worked wholly within this discrete
transaction domain, some contract law specialists and some economists were
becoming more interested in phenomena in which continuity between un-
changing parties to a contract was the source of productive value. Identity,
for these transactions, plainly mattered. In addition to Goldberg and myself,
others who were persuaded of the need to study bilateral dependency relations
more carefully included Benjamin Klein, Robert Crawford, and Armen Al-
chian (1978), Yoram Ben-Porath (1980), and Charles Goetz and Robert
Scott (1981).

I spent the academic year (1977/78) as a fellow at the Center for Advanced
Study in the Behavioral Sciences. It was the first year that I had no regular
duties whatsoever, and I found it a mixed experience. Although I enjoy re-
search, I also get a lot out of teaching. Partly this is because my research does
not always go smoothly (the above does not reflect all the wrong turns and
blind alleys), and so it is gratifying to have a background demand, like teaching,
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to relieve the anxieties. Furthermore, it is a challenge to present new ideas,
and being around young people is refreshing: Ideas matter, and good students
are an intellectual stimulus.

The project that I intended to complete at the center was a general treat-
ment of the organization of work. I had already completed a paper on compara-
tive work organization that examined Stephen Marglin's provocative argu-
ment that because the hierarchical organization of work lacked a neoclassical
efficiency justification, work organization should be understood as an effort
by bosses to exploit workers (Marglin, 1974). My examination of alternative
work modes disclosed numerous efficiency effects—albeit of a transaction
cost, rather than neoclassical production function, kind. Because, however,
Marglin had used only neoclassical lenses, the possibility that there were
transaction cost differences among modes had been suppressed.

My intention during 1977/78 was to generalize the argument from the pro-
duction line setting in which Marglin had developed it to include the organiza-
tion of work quite generally (including the organization of law firms). I should
have known that this required greater knowledge of institutional details than
I had at my command, but that did not become apparent until I was several
frustrating months into the project. Ronald Gilson and Robert Mnookin, who
are lawyers, have since examined law firm organization (Gilson and Mnookin,
1985; Gilson, 1989) in the relevant microanalytic terms.

To be sure, I had other things going on, including the aforementioned
predatory-pricing paper (Williamson, 1977a). The most important project that
I began at the center, however, was my paper "Transaction Cost Economics:
The Governance of Contractual Relations" (1979b). It was the first time
that I raised the possibility in print that a new form of economics—namely,
transaction cost economics—was taking shape. That paper makes clear that
the integrity of trading relations—Do buyers get what they want on cost-
effective terms? Are suppliers satisfied that their specialized investments are
adequately protected?—is crucial, which is very different from the production
function/monopoly purpose setup. The correspondence between the transac-
tion cost/governance approach and Macneil's contract law regimes are also
developed in that paper. More important, the dimensionalization of transac-
tions was expressly confronted.

Although John R. Commons (1934) had proposed that the transaction
be made the basic unit of analysis, that is merely the first step. The question
that then needed to be asked and answered is what the critical dimensions
are on which transactions differ. Because the number of possible dimensions
is limited only by imagination, a focus was needed. This was accomplished
by concentrating on those dimensions that appear to be most responsible for
comparative transaction cost consequences.

My 1979 paper proposes that asset specificity, uncertainty, and frequency
are the critical dimensions. The discriminating alignment hypothesis is then
applied: Align transactions, which differ in their attributes, with alternative
governance structures, which differ in cost and competence, so as to realize
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a transaction cost economizing result. Not only do the key trade-offs become
more transparent, but the broad reach of transaction cost reasoning also
is suggested.

5. After 1980

The first paper of mine published in the 1980s was "The Organization of
Work," which has been very controversial. It is the paper I referred to earlier
in which I take exception with Marglin's neoclassical conception of efficiency.
I had prepared the paper for my students and used it in my classes but had
never submitted it for publication. When Richard Day and Sidney Winter
organized the Journal of Economic Behavior and Organization and asked me
to serve on its editorial board, they also asked me to submit a paper. I
mentioned that I had this "irremediably flawed" paper on Marglin, and they
expressed interest. It appeared as the lead article in their first issue.

The paper was irremediably flawed because it was not possible to deal
with all the relevant issues in a definitive and uncontroversial manner. If the
paper did succeed, it was because it made a plausible case that a large number
of previously neglected economizing factors were responsible for work organi-
zation and that these could be examined in a systematic and reasonably ob-
jective way. Although the list of performance features, the description of work
modes, my assessments of each, my weighting and aggregation procedures,
and so forth all could be disputed, it was nevertheless clear that technology
was not determinative of work organization and that neoclassical economic
theory did not exhaust the reach of efficiency reasoning.

Less controversial were two overviews that I had under way—one to
appear in the Journal of Economic Literature (1981c) and the other in the
American Journal of Sociology (1981a). The first of these, "The Modern
Corporation: Origins, Evolution, Attributes," made the case that organization
form (1) matters, (2) is susceptible to analysis, and (3) has public-policy
consequences (Williamson, 1981a). The second was an effort to show that
transaction cost economics was both informed by and helped inform organiza-
tion theory (Williamson, 1981c). The intended readers were sociologists, and
the article contributed to a growing dialogue between economics and sociology
in the organization theory arena.

More important than either of these was my article "Credible Commit-
ments: Using Hostages to Support Exchange," which is reprinted here as
Chapter 5, As it turns out, credible commitment arguments that were first
developed at the level of governance have found widespread application at
the level of the institutional environment, especially in relation to the hazards
of expropriation in public utilities (Levy and Spiller, 1994) and de facto federal-
ism (Weingast, 1995).

As commented earlier, the transaction cost approach to economic organi-
zation has progressively developed from its informal stages (Coase, 1937)
through preformal and semiformal stages into fully formal analysis. The path-
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breaking paper by Sanford Grossman and Oliver Hart (1986), in which the
incomplete contracting process was first modeled in a fully rigorous way, has
been followed by a large and growing literature on incomplete contracting.
Among the more important articles are the generalizations developed by Hart
and John Moore (1990), "Contracts as a Barrier to Entry" (Aghion and Bol-
ton, 1987), applications to financial contracting (Aghion and Bolton, 1992),
and "What Is Vertical Integration?" (Riordan, 1990).12

Attempts, moreover, to restore comprehensive contracting—by arguing
that a sequence of short-term contracts can implement completeness (Fuden-
berg, Holmstrom, and Milgrom, 1990; Milgrom and Roberts, 1990a)—actually
rely on very special constructions (Kreps, 1990a, p. 760; Chapter 6). Because
implausible assumptions are needed to support the argument that the incom-
pleteness of long-term contracts is remedied by reverting to a series of short-
term complete contracts, these papers effectively prove the opposite: All com-
plex contracts are incomplete. Confronting that reality means that the issues
of incomplete contracting need to be faced head-on (Hart, 1990).

Because transaction cost economics has generated a large number of
refutable implications, it invites empirical testing, in contrast with much of the
earlier organization theory literature, which had few implications of interest
to economists and generated little empirical research. I am always puzzled,
therefore, by claims that transaction cost economics is remiss in empirical
respects (Simon, 1991). As I see it, transaction cost economics is an empirical
success story, as there are around two hundred empirical studies (for an over-
view, see Joskow, 1988, 1991; Klein and Shelanski, 1995; and Masten, 1995)
and more are in progress.

Two dissertations that were completed in the early 1980s were instrumen-
tal in getting this empirical work started. The first was by Thomas Palay and
examined freight contracts between manufacturers and railroads. Although I
thought that this was a good project, I did not expect that transaction cost
economics would have much application, because all the interesting variety
would be squeezed out by regulation. Palay nevertheless persevered. The
action, I should have known, resided in the details. Palay not only discovered
that there was contractual variety but also showed that observed practices
were consonant with transaction cost economizing principles (Palay, 1981).

Scott Masten's dissertation dealt with the theory and practice of vertical
integration. His empirical analysis of make-or-buy decisions in the aerospace
industry likewise found that contractual practice tracked transaction cost rea-
soning (Masten, 1984). Empirical transaction cost economics has since become
a growth area.

Those who have pioneered this empirical work deserve enormous credit.
Unable to work from census reports and data tapes—because these do not
record the relevant observations and/or are too aggregative—empirical trans-

12. Also see the survey papers by Hart and Bengt Holmstrom (1987) and by Holmstrom
and Jean Tirole (1989). Although it is a difficult arena, the study of "incomplete contracting in
its entirety" has become a productive line for new research.
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action cost economics has had to develop primary, microanalytic data. The
cost, however, is more than repaid by the analytical benefits. As Thomas Kuhn
remarked, a new science collects its own, rather than working from existing,
data (1962).

To be sure, transaction cost economics (like everything else) needs more
and better empirical research. If, however, "this empirical work is in much
better shape than much of the empirical work in industrial organization gener-
ally" (Joskow, 1991, p. 81), then we should celebrate its accomplishments. To
repeat, empirical transaction cost economics is a success story.

Perhaps because they are keenly aware of the limitations of orthodox
theory, many economic theorists have been permissive about the new institu-
tional economics, and some have been very generous in relating to it, for
example, Kenneth Arrow (1987), Oliver Hart (1990), Bengt Holmstrom and
Jean Tirole (1989,1991), and David Kreps (1990b, 1992). As indicated, more-
over, empirical work in transaction cost economics has flourished. This in turn
has helped promote a more productive dialogue between transaction cost
economics and sociology. What was once an acerbic relation (Perrow, 1981;
Williamson and Ouchi, 1981) has been replaced by a much more productive
dialogue in which each has benefited from, without capitulating to, the other
(Zald, 1987; Lindenberg, 1992; Scott 1992).

6. Ruminations and Projections13

The study of transactions cost economics urges students of economic organiza-
tion to discover and explicate the properties of discrete structural organiza-
tional alternatives (markets, hybrids, and hierarchies, to which bureaus are a
recent addition). It further maintains that each candidate theory of economic
organization should name its "main case," with economizing on transaction
costs being the main case from which transaction cost economics works. Such
a combination of discrete structural and main-case analysis might be judged
to be primitive, and in many ways it is. The object of main-case analysis, after
all, is to identify the jugular. As noted earlier, it makes contact with and helps
illuminate a large and growing number of subtle issues that were missed or
misconstrued by earlier formulations.

My reasons for believing that the prospects for a science of organization
are excellent are these: (1) The economics of organization has witnessed
exponential progress over the past twenty-five years; (2) many talented schol-
ars are currently working on this project; and (3) the need for such a science
is real and growing. Thus although some may judge financial economics to
be a bigger success story (Varian, 1993) than the economics of organization,
I consider the latter to be a huge success nonetheless. This is especially evident

13. Section 6 of the original autobiographical sketch deals with the way in which conferences,
journals, and visiting appointments figured into the exercise. Space considerations explain its
deletion here.
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in the journals and the economics of organization is beginning to make its
presence felt in the textbooks as well (Kreps, 1990b, chap. 20; Eaton and
Eaton, 1991; Milgrom and Roberts, 1992). The extraordinary young talent
that is involved in this adventure is evident in this chapter and the References.

The need for a more adequate theory of organizations and institutions is
massive. Industrial organization and applications to public policy (antitrust
and regulation) have already been discussed. But labor economics (Wachter
and Cohen, 1988), comparative systems (Sacks, 1983; Kornai, 1992; Bowles
and Gintis, 1993), corporate strategy (Teece, 1986; Mahoney and Pandian,
1992; Muris, Scheffman, and Spiller, 1992), marketing (Anderson and Schmitt-
lein, 1984; Heide and John, 1988), game theory (Kreps, 1992), health economics
(Robinson, 1992, 1993a, 1993b), economic development (Nabli and Nugent,
1988; Ellickson, 1993) and economic reform (Levy and Spiller, 1994), interna-
tional trade (Keohane, 1984; Yarborough and Yarborough, 1987; Hennart,
1990), family firms (Pollak, 1985), organization theory (Davis and Powell,
1992; Lindenberg, 1992), and economic history (North, 1991; Greif, 1991;
Eggertsson, 1990) all are prospective beneficiaries. If we only had a better
theory of organization and institutions, the agonies—false starts, mistakes,
conundrums—of economic reform in Eastern Europe and the former Soviet
Union would be much relieved. Indeed, it is my belief that prices will largely
take care of themselves once the reformers focus on and get the institutions
right. (The tendency to neglect institutions in favor of the pricing instruments
that economists know best is understandable, but that was more excusable
for Oskar Lange (1938) than it is today.)

A deep curiosity in "What's going on out there?" is a great help to—
perhaps even an essential requisite for—good institutional research. The first
move is to entertain the idea that institutions matter, whereupon the challenge
is to demonstrate that institutions are susceptible to analysis. A logic of organi-
zation that yields refutable implications and invites empirical testing is needed.
The study of incomplete contracting—with emphasis on the microanalytics of
transactions, governance structures, and the mechanisms that relate thereto—
is one way to implement this program. That project and related work have
been progressively taking shape, to the degree that I anticipate that the science
of organization to which Barnard referred in 1938 will be realized by this
generation of scholars.
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Glossary

N.B.: Italicized terms are defined elsewhere in the glossary.

Asset specificity A specialized investment that cannot be redeployed to alternative
uses or by alternative users except at a loss of productive value. Asset specificity
can take several forms, of which human, physical, site, and dedicated assets
are the most common. Specific assets give rise to bilateral dependency, which
complicates contractual relations. Accordingly, such investments would never
be made except to contribute to prospective reductions in production costs or
additions to revenue.

Bilateral dependency An ongoing dependency relation obtains between a buyer and
a supplier when one or both have made durable specialized investments in
support of the other. Although sometimes this condition exists from the outset
(the familiar bilateral monopoly condition), often it evolves during an ongoing
contractual relation. Bilateral dependency, in which one or both parties special-
ize for the other, is a much more widespread condition than preexisting bilateral
monopoly. Such dependency poses contractual hazards in the face of incomplete
contracting and opportunism, in response to which contractual safeguards are
commonly provided.

Bounded rationality This refers to behavior that is intendedly rational but only
limitedly so; it is a condition of limited cognitive competence to receive, store,
retrieve, and process information. All complex contracts are unavoidably incom-
plete because of bounds on rationality.

Bureaucracy The support staff that is responsible for developing plans, collecting and
processing information, operationalizing and implementing executive decisions,
auditing performance, and, more generally, providing direction to the operating
parts of a hierarchical enterprise. Bureaucracy is attended by low-powered
incentives (due to the impossibility of selective intervention) and is given to
subgoal pursuit (which is a manifestation of opportunism).

Contract An agreement between a buyer and a supplier in which the terms of ex-
change are defined by a triple: price, asset specificity, and safeguards. (This
assumes that quantity, quality, and duration all are specified.)

Credible commitment A contract in which a promisee is reliably compensated should
the promisor prematurely terminate or otherwise alter the agreement. This
should be contrasted with noncredible commitments, which are empty promises,
and semicredible commitments, in which there is a residual hazard. Credible
commitments are pertinent to contracts in which one or both parties invest in
specific assets.
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Discriminating alignment The assignment of least-cost governance structures to man-
age transactions.

Governance structure The institutional matrix in which the integrity of a transaction
is decided. In the commercial sector, three discrete structural governance alter-
natives are commonly recognized: classical market, hybrid contracting, and
hierarchy.

Hierarchy Transactions that are placed under unified ownership (buyer and supplier
are in the same enterprise) and subject to administrative controls (an authority
relation, to include fiat) are managed by hierarchy. The contract law of hierarchy
is that of forebearance, according to which internal organization is its own court
of ultimate appeal.

Hybrid Long-term contractual relations that preserve autonomy but provide added
transaction-specific safeguards, compared with the market.

Incentive intensity A measure of the degree to which a party reliably appropriates
the net receipts (which could be negative) associated with its efforts and deci-
sions. High-powered incentives will obtain if a party has a clear entitlement
to and can establish the magnitude of its net receipts easily. Lower-powered
incentives will obtain if the net receipts are pooled and/or if the magnitude is
difficult to ascertain.

Incomplete contracting Contracts are effectively incomplete if (1) not all the relevant
future contingencies can be imagined, (2) the details of some of the future
contingencies are obscure, (3) a common understanding of the nature of the
future contingencies cannot be reached, (4) a common and complete understand-
ing of the appropriate adaptations to future contingencies cannot be reached,
(5) the parties are unable to agree on what contingent event has materialized,
(6) the parties are unable to agree on whether actual adaptations to realized
contingencies correspond to those specified in the contract, and (7) even though
both the parties may be fully apprised of the realized contingency and the actual
adaptations that have been made, third parties (e.g., the courts) may be fully
apprised of neither, in which event costly haggling between bilaterally dependent
parties may ensue.

Institutional arrangement The contractual relation or governance structure between
economic entities that defines the way in which they cooperate and/or compete.

Institutional environment The rules of the game that define the context in which
economic activity takes place. The political, social, and legal ground rules estab-
lish the basis for production, exchange, and distribution.

Market The arena in which autonomous parties engage in exchange. Markets can
either be thick or thin. Classical markets are thick, in which case there are large
numbers of buyers and sellers on each side of the transaction and identity is
not important, because each can go its own way at negligible cost to the other.
Thin markets are characterized by fewness, which is mainly due to asset specific-
ity. Hybrid contracts and hierarchy emerge as asset specificity builds up and
identity matters.

Opportunism Self-interest seeking with guile, to include calculated efforts to mislead,
deceive, obfuscate, and otherwise confuse. Opportunism should be distinguished
from simple self-interest seeking, accordance to which individuals play a game
with fixed rules that they reliably obey.

Private ordering The self-created mechanisms to accomplish adaptive, sequential
decision making between autonomous parties to a contract, including informa-
tion disclosure, dispute settlement, and distributional mechanisms to deal with
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gaps, errors, omissions, and inequities. (Court ordering, however, is normally
available for purposes of ultimate appeal.)

Remediable A condition is held to be remediable if a superior feasible alternative
can be described and implemented with net gains.

Safeguard The added security features, if any, that are introduced into a contract in
order to reduce hazards (due mainly to asset specificity) and to create confidence.
Safeguards can take the form of penalties, a reduction in incentive intensity, and/
or more fully developed private-ordering apparatus to deal with contingencies.

Selective intervention This would obtain if bureaucratic intervention between the
semiautonomous parts of a hierarchical enterprise occurred only but always
when there is a prospect of expected net gain. Because promises to intervene
selectively lack credibility, selective intervention is impossible. If it were other-
wise, everything would be organized in one large firm. Because, however, selec-
tive intervention is impossible, hierarchies are unable to replicate market
incentives.

Transaction The microanalytic unit of analysis in transaction cost economics. A trans-
action occurs when a good or service is transferred across a technologically
separable interface. Transactions are mediated by governance structures (mar-
kets, hybrids, hierarchies).

Transaction cost The ex ante costs of drafting, negotiating, and safeguarding an
agreement and, more especially, the ex post costs of maladaptation and adjust-
ment that arise when contract execution is misaligned as a result of gaps, errors,
omissions, and unanticipated disturbances; the costs of running the economic
system

Weak form selection Selection from among the better of the feasible alternatives,
as contrasted with selection of the best from among all possible, to include
hypothetical alternatives. In a relative sense, the fitter survive, but these may
not be the fittest in any absolute sense.
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