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After a brief overview of the underlying theoretical principles of both transaction cost economics and property-rights theories the authors continue by arguing that neither offer a satisfactory account of a large variety of observed practices. These theories offer explanations of the boundaries of the firm based on ideas of ex-post bargaining and hold-up, and are quite distinct in their empirical predictions. The authors discuss a number of examples where the boundaries of the firm seem to be determined by factors other than the need to protect investments, and where other mechanisms than the allocation of asset ownership are used to provide investment incentives. These examples indicate the need to enrich the theory of firm boundaries.
Theoretical Background
A brief overview of the transaction cost and property rights theories is given with the aim to highlight distinctions between the detailed logic of the two theories. Although there are points of similarity, specifically that contractual incompleteness necessitates ex post bargaining, causing potential problems for efficiency, the two theories differ which results in quite different empirical predictions. 

Transaction Cost Economics (Williamson)

The theory is premised on the idea one can identify key dimensions of individual transactions such that, when described in terms of these dimensions, every transaction can be mapped into a most efficient institutional arrangement. There are three transaction characteristics that are critical: frequency, uncertainty, and most especially, asset specificity (as measured by the foregone economic benefits of discontinuing a relationship). Each characteristic is claimed to be positively related to the adoption of internal governance. However, it is important to single out a few distinguishing features of Williamson's three-factor paradigm:

1. It makes no reference to the direct costs of up-front, ex ante investments (for example, there is no differentiation between a case where a specialized asset costs $10 million and one in which the asset costs $100 million, provided that the assets in both cases are worth the same amount more inside the relationship than outside it). This is consistent with the assumption that the carrying out of such investments is fully contractible and hence poses no incentive problems.

2. The implicit measure of asset specificity is the aggregate level of quasi-rents created by the investment. With two parties, a buyer B and a seller S asset specificity and aggregate quasi-rents are measured as V - VB - VS where V is the capitalized value of the jointly controlled assets in a continued relationship and VB and VS are the go-alone values of the individually controlled assets in case B and S separate.

3. Taking the transaction as the unit of analysis runs into problems considering the costs of bureaucracy and hierarchy more generally, because these costs relate not to one single transaction, but to the whole collection of transactions that the hierarchy covers.

4. Market trade is by default assumed to be superior to within-organization trade unless levels of uncertainty, frequency and asset specificity are high enough to pull the transaction out of the market. Therefore, in transaction cost economics, the functioning market is as much a black box as is the firm in neoclassical microeconomic theory.

Property Rights Approach (Grossman & Hart)

According to the theory, decisions about asset ownership, and hence firm boundaries, are important because control over assets gives the owner bargaining power when unforeseen or uncovered contingencies force parties to negotiate how their relationship should be continued. Assets become bargaining levers that influence the terms of new agreements and hence the future payoffs from investing in the relationship. In contrast to transaction cost economics, the standard property rights models assume that all bargaining, including any that occurs after investments are made, is efficient. Thus, everything turns on how ownership affects initial investments, but it is essential that these investments are non-contractible.

Once the investment is made, ex post bargaining determines the allocation of the returns from the investments. This bargaining is assumed to give each party, that is, the buyer B or the seller S, what it could have obtained on its own, VB or Vs, plus a share of the surplus created by cooperation. Specifically, payoffs to the parties take the form Pi = Vi + 1/2 (V- Vi - Vj), i,j = B,S, where as before V is the capitalized value of cooperation. Ownership influences the separation payoffs VB and VS since the owner of a particular asset gets to deny the other party the use of it if cooperation is not achieved. Ownership does not influence V, since all assets are in use when the parties cooperate.
Some considerations that follow from the model:
1. As investment by the buyer B becomes more important (for generating surplus V) relative to investments by the seller S, B should be given more assets. B should be given those assets that make VB most sensitive to B's investment.

2. If an asset has no influence on B's investment it should be owned by S.

3. Joint ownership (meaning that both parties have the right to veto the use of the asset) is never optimal.

However, it is important to keep in mind that these implications are easy to overturn by slight changes in assumptions. For instance, joint ownership may be desirable when investments improve non-human assets. Third-party control can be desirable if parties would otherwise invest too much in improving their outside opportunities to strengthen their bargaining positions, etc.

Comparison with Transaction cost: there is no uncertainty, frequency plays no role, and the level of asset specificity has no influence on the allocation of ownership. 

Limitations: firms are poorly defined in property rights models and it is not clear how one actually should interpret the identities of B and S.

Investment Incentives Are Not Provided by Ownership Alone

Although much time is spent on building in the contracts protections against hold-ups, the existence of these contracts itself is the evidence that hold-up problems do not get resolved solely by integration of buyer and seller into a single party-the firm. On the contrary, there is a trend today toward disintegration, outsourcing, contracting out, and dealing through the market rather than bringing everything under the umbrella of the organisation. This trend has seen the emergence of alternative, often ingenious solutions to hold-up problems.
Japanese Subcontracting

The practice of relations between Japanese manufactures and their suppliers feature long-term, close relations with a limited number of independent suppliers that seem to mix elements of market and hierarchy. Apparently, these long-term relations substitute for ownership in protecting specific assets.

Example of the automobile industry: 

Since the investment in design is highly specific and probably cannot be protected fully by contracts, according to the hold up logic external suppliers will not make such relationship-specific investments, for fear that they will be held up by buyers after their investments are in place. In stark contrast, it is normal practice for Japanese auto firms to rely on their suppliers to do the actual design of the products supplied. The same pattern can be found in the development and ownership of specific assets. While in the U.S. those are owned by the manufacturer, but used by the external supplier in its own factory, in Japan, these specific investments are made by the supplier, who retains ownership of those assets.
Conclusion: The Japanese pattern is directly at odds with transaction cost theory. In Japanese practice, explicit contracting is not used to overcome the incentive problems involved in outsourced design and ownership of specific assets. In fact, the contracts between the Japanese automakers and their suppliers are short and remarkably imprecise, essentially committing the parties only to work together to resolve difficulties as they emerge. So how come the system works so well?

1. The key to making this system work is obviously the long-term, repeated nature of the interaction - the expectation is that the firms will continue to do business together indefinitely (the logic of repeated games)

2. The auto companies carefully monitor supplier behavior including cost reductions, quality levels and improvements, general cooperativeness, and so on-and frequent redesigns allow them to punish and reward performance on an on-going basis.
3. “Two-supplier system”: 
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4. Rich information sharing (schedules of productions plans, details of technology, operations and costs) - potential information asymmetries are reduced, which presumably facilitates both performance evaluation and the pricing negotiations.
5. Supplier associations control the automaker’s exploitation of their power. If the auto company exploits its power over one, all will know and its reputation will be damaged generally. This raises the cost of misbehavior.
Mini Mills, Exclusive Contracting and Inside Contracting
Although traditionally mini-mills had integrated backwards, Nucor decided to outsource its entire procurement of steel scrap to one company, DJJ. Although total dependence would seem to carry significant hold-up risks, the two firms had been successfully cooperating for more than a decade. Despite certain contractual supports, there is still room for opportunism. One reason why the partnership has been working so well may be the high degree of mutual dependence: Nucor's share of DJJ's scrap business is estimated to be over 50 percent.
Airline Alliances
Coordinating flight schedules to take advantage of economies of scope requires the parties to resolve an intricate set of issues. In spite of recent disputes, KLM and Northwest deepened their commitment to their North Atlantic alliance by agreeing to eliminate, over a period of years, all duplicate support operations in the United States and Europe. Reasons that prevent them from integrating might be: regulations limiting foreign ownership, potential government antitrust objections, tax considerations, difficulty of merging, etc.
Contractual Assets and Network Influence
In the real world, control over assets includes also “contractual assets”. These are contracts that allocate decision rights much like ownership; for instance, exclusive dealing contracts such as Nucor's, or licensing agreements of various kinds. They place firms at the center of a network of relationships, rather than as owners of a clearly defined set of capital assets. BSkyB is an example of a highly successful organization that has created its wealth, not by owning physical assets, but by crafting ingenious contracts that have given it influence over an effective network of media players. The stock market value of Microsoft is very little attributable to its ownership of physical assets. Instead, by leveraging its control over software standards, using an extensive network of contracts and agreements that are informal as well as formal, has gained enormous influence in the computer industry and beyond.
Firm Boundaries are Responsive to More than Investment Incentives
there are many alternatives to integration when one tries to solve hold-up problems and that ownership may be responsive to problems other than underinvestment in specific assets.
Resolving Agency Problems

Issue 1: should a firm employ its sales force directly, or should it use outside sales agents? An employee sales force is used when individual performance is difficult to measure and when non-selling activities (like giving customer support or gathering information about customers' needs) are important to the firm; otherwise, outside companies are used.

Holmstrom and Milgrom: “Multi-task agency” model - sales people carry out three tasks: making current sales, cultivating long-term customer satisfaction, and gathering and relaying information on customer needs. Because performance in non-selling activities is arguably hard to measure, it may be best to provide balanced, necessarily lower-powered incentives for all three activities.
Issue 2: Multi-unit retail businesses. Types of agreements (ownership patterns):

· traditional franchising (a manufacturer contracts with another party to sell its products in a dedicated facility)

· “business concept” franchising (the franchiser provides a brand name and usually other services like advertising, formulae and recipes, etc, but the physical assets and production are owned and managed by the franchisee)
· franchisers sometimes own and operate some of the outlets themselves
· businesses organized with a single company owning all the multiple outlets and hiring the outlet managers as employees.
It is not clear how the specificity of the assets in the above examples differs in such a way that transactions cost arguments would lead to the observed pattern. Indeed, the assets involved are often not very specific at all. Therefore, asset specificity and non-contractibility do not explain the ownership patterns in these cases. 

Market Monitoring

Ownership also influences agency costs through changes in the incentives for monitoring and the possibilities for performance contracting. For this reason, stock-related payment schemes tend to be superior incentive instruments. This factor becomes more important as firms are forced to delegate more decision authority to sub-units and lower-level employees.
Knowledge Transfers and Common Assets
Arrow argues that information transmission between upstream and downstream firms may be facilitated by vertical integration. However, as can be seen in the cases of Nucor and Japanese subcontracting, this type of information transfer may work well even without vertical integration. However, knowledge transfers are a very common driver of mergers and acquisitions and of horizontal expansion of firms generally, particularly at times when new technologies are developing or when learning about new markets, technologies or management systems is taking place.
CONCLUSION: of the significant organizational change that seems to be taking place, only a small part can be easily understood in terms of traditional transaction cost theory in which hold-up problems are resolved by integration. Many of the hybrid organizations that are emerging are characterized by high degrees of uncertainty, frequency and asset specificity, yet they do not lead to integration.
The rents generated not shared too widely








Strenghten the force of reputation





Increased freuency of transacting





Reduced costs of monitoring





Small number of suppliers








