Chapter 25: Transaction Cost Economics

The cases of Johnson Controls and Kodak supplement this reading

Intro:  Transaction cost economics attempts to provide frameworks for dealing with complex transactions (versus those earlier in the book like buying bread, cheese and salami) such as employment, education, partnership arrangements, joint ventures, professional service relations, and long term business-to-business and/or vendor-customer relationships (This is the type covered in the cases).  

The Basics

1. These transactions (often termed relationships) take time to complete with parties having multiple opportunities to act.  They involve uncertainty and often private information and moral hazard.

2. The parties are unable at the beginning of the transaction to work out all possible contingencies that may arise.  They are boundedly rational.

3. The terms of the transaction are initially incomplete and the parties adapt as time passes.

4. The parties attempt to structure the transaction in a way that is likely to lead to efficient adaptation.
(pages 3-4 go into detail about specific examples of transactions: We are all involved in a transaction with the Stanford GSB at this moment.)

5. Parties within the transaction are held hostage to their trading partners as time passes.  As the transaction develops over time, the parties develop transaction- specific assets that are of value only if the transaction continues and will be lost if it ends prematurely.  These assets include items such as relocation costs and personal relationships.  It also includes tangible investments made by one party to serve more efficiently the needs of the trading partner (capital and tooling investments made by a supplier to serve the needs of the customers.  This is relevant to the Johnson Controls case.) Also included are efficiencies that develop in the transaction and that require a continuing relationship to be realized.
6. A party with transaction specific assets at risk is potentially the victim of hold-up by the other side.  Market discipline is lost in this situation.  Confluence of factors-complex transactions, boundedly rational individuals and transaction-specific assets are what remove market discipline. What replaces this discipline of the market is a personal relationship.
7. Who calls the shots on these types of relationships?  Rules are essential for the transaction as contingencies arise. These rules include legal rights, contractual terms and custom.  These rules are the governance of the transaction and are what makes one transaction efficient and the other hopelessly inefficient.

What makes a transaction efficient?

· The less it requires the service of lawyers.

· The more the parties choose to invest in transaction-specific assets that increase the joint surplus that the transaction generates.

· The more flexible the parties are and able to adapt to changed circumstances and contingencies.

· The extent in which the parties involved are willing to give something of value to their trading partners today in the expectation that a favor will be returned.

· The greater the level of trust.


Efficient governance will often depend on giving decision-making authority on any particular issue to the party that is better informed and has better judgment about what should be done.  The other party must also trust the party given the authority to make decisions.

Vertical integration and unified governance

The U.S. automobile industries in the early years engaged in extreme vertical integration to economize on transaction costs.  Ford and Sloan decided to centralize decision making authority in most facets of manufacture and assembly.  Unified governance refers to situations where one party takes ownership of physical assets and intangible assets such as patents and designs.  The situation on unified governance brings about new costs and issues, however, especially in terms of employment transactions.  Most importantly, is known as substitution of high-powered for low-powered incentives.  When a company vertical integrates a supplier, it becomes more difficult to enforce sharp incentives, as the company can no longer switch suppliers and motivation to keep up quality can become difficult; the sharp and high-powered incentives of losing business aren’t as present.

 Relational Contracting

An alternative to unified governance is relational contracting.  In this case, the parties remain economically separate entities, but they have a long-term relationship held together by aligned interests, good will, mutual threat, or by one party’s and/or the other’s desire to maintain a reputation for being a good trading partner.  There are three levels of relational contracting:

· Hierarchical governance- one party calls the shots for how the relationship adapts

· Balanced bilateral governance-parties share decision rights

· Trilateral governance- independent third parties are called in to adjudicate disputes

Employment is the best and most important example of relational contracting.  However, it is not limited to employment.  The cases of Johnson Controls and Toyota and Kodak and its IT partners are examples.

