Transaction Cost Economics

Transadion cost economics (TCE) is most associated with the work of Oliver Willi amson (seehis bodk
The Economic I nstitutions of Capitalism on the reading list), though te was building on ealier work,
particularly by the Nobel prizewinner Coase. One reason why the theory is © important is that it
represents one of the first and most influential attemptsto develop an economic theory that takes
serioudly the structure of firms. Previoudly, economic theories tended to tred the firm as a sort of
“bladk box,” the internal workings of which were not considered to be important. This, of course,
contrasts with most other people’ s view of businesss, where the internal workings of the organizaion
is given prominence

It is ©metimes said that TCE attemptsto explain why firms exist. That is, why are some transadions
direded by managersin the context of a hierarchy, as oppased to taking placein an open market? It's
more acarrate, though to say that TCE triesto explain the particular structure of a firm, most
importantly, the extent to which it will i ntegrate verticdly.

It must be emphasised that while Willi amson’swork is very distinctive, it fallswell within mainstream
eonomic thinking. 1t assumes that firms are profit maximising, and that profit maximisation involves
costs minimisation. By implication, it is an equili brium theory. It assumes rationality on the part of
owners and/or managers. Whereit differsisin stressng transaction costs as well as production costs.
Willi amson envisions production costs as being analogous to the ast of building and running an
“ided” madine, whil e transadion costs are those asts which are incurred by departures from
perfedion, such asfriction. Inthe e@nomic sedor, the ided macdhine would be aperfedly efficient
market. Asyou know, such amarket requires full information to be available to all parties and perfed
competition, among other fadors. Departures from this perfedion (sometimes cdl ed “market fail ures”)
can result in firms incurring costs when they attempt to buy or sell goods or services. For example, lack
of information about alternative suppliers might lead to payingtoo highapricefor agood Ladk of
information about a austomer’ s creditworthinessmight result in abad debt. These ae transaction
costs. Willi amson argues that firms want to minimise their total costs, which are made up of bath
production and transadion costs. Under some drcumstances transadion costs may be lower if the
transadion takes placein an open market, which in other situations costs will be lower if managers co-
ordinate the transadion.

Willi amson’s contribution rests in spedfying the variables that determine whether “market or
hierarchy” will have the lower transadion costsin various circumstances. Before discussng these
variables, though we dso neal to mention the assumptions that Willi amson makes that underpin the
theory. It isimportant not to confuse these aaumptions with the variables. The asumptions are
unchanging contextual fadors. They are important in that if these assumptions were not valid, then the
arguments about the dfeds of the variables would not be valid. But the fadors mentioned in the
asumptions don’t themselves vary, and so they cannot explain variation in organizaional structure.

Assumptions

1. Bounded rationality
2. Oppatunism

Bounded rationality refersto the fad that people have limited memories and limited cognitive
processng power. We can't assmilate dl the information at our disposal, we car't acarrately work out
the mnseguences of the information we do have. A good metaphor is the game of chess Despite
knowing all the rules which fully spedfy the game, no oneis capable of faultlesdy analysing any given
pasition during a chessgame. Thisis partly becaise the game itself isinherently too complex (there ae
too many alternatives), and also becaise the adions of the oppment are unpredictable. Managersface
the same problems. No matter how knowledgeéeble they might be, they cannot consider all the possble
aternative courses of adion. Thisiscompounded by the fad that in reading a dedsion they must take
into acoount how competitors will read.

Opportunismrefersto the posshility that people will ad in a self-interested way “with gule,” as
Willi amson putsit. That is, people may not be entirely honest and truthful about their intentions, or



they might attempt to take alvantage of unforeseen circumstances that gives them the dhanceto exploit
another party. Willi amson doesn't asaume that all people will ad oppatunisticdly al of thetime. He
merely asaimes that some people will ad oppatunisticaly some of the time, and that youcan't tell in
advancewhoisan oppatunist andwhois nat.

These two assumptions are important contextual fadors, but in themselves they tell us nothing about
why afirm will i ntegrate verticdly, becaise they are cmnstant charaderistics of our world. These
asaumptions represent something of a departure from standard economic models, but not a terribly
dramatic one. People ae still assumed to be rational, in the sense that they want to maximise the profits
of the firms they manager, but that there ae limits on their ability to make atruly rational dedsion to
adhievethisend. Similarly, self-interested behaviour is assumed in traditional economic theory, but

guil eful behaviour — “human nature as we know it,” as Willi amson put it — is not expeded.

Variables

1. Frequency
2. Uncertainty
3. Asst spedficity

The red explanatory power of the theory, though, comes from the threedimensions or variables that are
used to charaderise awy transadion. Transadions can be frequent or rare; have high or low uncertainty;
or involve spedfic or non-spedfic assts. These threevariables will, acording to the theory, determine
whether transadion costs will be lowest in amarket or in ahierarchy. It iseasiest to consider these
variables with resped to dedsions about whether to integrate verticdly.

Frequency isthe most easily dedt with. There will never be asituation in which a firm would want to
integrate verticdly so asto bring “in-house” the provision of agood o servicethat isvery rarely used.
For example, most firms will not want to set up their own management consultancy departments
because they only use the services of a management consultant on a very infrequent basis. If afirm did
nevertheless &t up its own consultancy, that department would have to try to sell its ®rvicesto their
partiesin the periods when it was not doing consultancy within its parent company. But why should we
exped such adepartment to be aleto perform better than spedalist consultants? In general, we would
exped the firms for which consultancy isa*“core mmpetence” to do fetter.

Of coursg, if firms use mnsultants frequently, they may dedde to set up an in-house operation.
National Westminster Bank, for example, have done just this, thoughthey also use external consultants
aswell.

Because frequency is o clea cut, it is usually omitted from detailed discusson. But note that thisis
not because it isunimportant. On the @ntrary, the dfed of frequency on transadion costsis very
strong. It isjust that the cae where the frequency of transadionsislow isn't very interesting.

Uncertainty ismoreinteresting. Theisaue hereishow hard isit to foreseethe eventualiti es that might
occur during the course of the transadion. One obvious fador here isthe length of time over which the
transadion will take place Transadionsthat take placeon “spot markets’ will have relatively littl e
uncertainty, because one doesn’t have to predict the future. On the other hand, transadions that involve
a ommitment over some time have some uncertainty built i n to them. An example we @nsidered
before isthe printer agreengto provide aserviceto a newspaper publisher. Both parties are likely to
want areasonably long term agreement to enable them to plan. But the very long term nature of the
agreament adds to the uncertainty. How can the printer be sure that the publisher won’t go out of
businessduring the life of the mntrad, thereby putting at risk her investment in a printing press?

Uncertainty causes problemsin part because of bounded rationality. We can’t foresee dl possble
eventualiti es. It might also come @out because of information asymmetries: the printer doesn’t know
as much about the financial hedth of the publi sher than does the publi sher himself. Uncertainty also
causes problems because of the danger of oppatunism. How does the printer know she can trust any
figures that the publi sher presentsto her? How does she know that, having invested in a press the
publisher won't try to renegotiate the contrad at some future time?



What we have to ask ourselvesiswill uncertainty be reduced by verticd integration? If so, will any
savingsin transadion costs be enoughto outweigh any costs there might be associated with verticd
integration — administrative csts, for example? In our example, uncertainty would be reduced by
verticd integration of printer and publi sher.

Asset specificity is perhaps the most important element in Willi amson’ s theory. He aguesthat where
transadions involve asts that are only valuable (or are much more valuable) in the mntext of a
spedfic transadion, transadion costs will tend to be reduced by verticd integration. In our example, if
transport costs mean that the printer would not be éle to compete for businessfrom other publishers,
her printing presswould be ahighly transadion spedfic as<t: it would only be of value in the context
of transadions with one publisher. Thisvariableisagain only aproblem in the cntext of bounded
rationality and oppatunism. It isthisthat makesit risky for the printer to invest in apress Other
things being equal, when transadions involve highly spedfic assets, transadion costs are likely to be
lower in ahierarchy than in a market.

The foll owing table gives a summary of the relationship between asst spedficity, uncertainty and
governance structure.

Asset specificity

Low for both parties Highfor both parties Highfor one party,
low for one party

Uncertainty High Contrad/verticd Verticd integration Verticd integration
integration
Low Spat contrad Long-term contrad Verticd integration

TCE is perhaps most often applied to understanding verticd integration, but it can often be gplied to
any internali sation/externali sation question. For example, where employees develop skill s “on-the-job”
that are highly firm-spedfic, these skill s can be mnsidered to be transadion spedfic assts. The
transadion in this case isthe employment relation. Aswe know, this can take severa forms, from
highly temporary (such as sasonal farm work), which is $milar to a“spot market”, to an internal
labour market, which is analogous to verticd integration.

Criticisms
AlthoughTCE isvery useful, it is not without its critics. It isimportant to recognise some posshble
wedaknesss in the theory.

1. Thetheory asaimesthat it is possble to nealy separate production and transadion costs, but in
pradicethisis often not the cae. More generally, it is often very difficult to measure transadion
costs even if they can be defined.

2. AlthoughTCE assumes that their are limits on the extent to which dedsion-makers can be rational
(that is, it assumes bounded rationality), it still makesllittl e dlowancefor the other factors that we
know affed dedsion-making. For example, the profit maximising, cost minimising objed is not
considered to be problematic. In redity, we know that thisisnot the case. There ae often conflicts
of interest among managers, the interests of managers and shareholders may not be perfedly
aligned, and so on. Consequently, power plays an important role in dedsion-making.

3. Reputation and trust are not considered. Transadions are treaed as thoughthey occur without any
knowledge of previous transadions involving the parties concerned. Y et we know that trust does
develop ketween people & they do businesswith ead other. We know that a reputation for
trustworthinessis an important businessasset that firmswill often be reluctant to jeopardise.




Therefore, the assumption that we cannot judge ex ante who will be opportunistic is an over-
simplification.



