Summary of Case Study MN415:- The GM/Fisher Body

Case source:- Casaedsus-Mansanell and Spulber (2000); and, Coase (2000) (see Appendix A for index of sources)

Theoretical context:- Lecture 6 and 7; cost and benefits of using markets; contracts – formal and relational; transactions with relation specific assets and the holdup problem; vertical integration versus outsourcing.

Key points:-

· FB acquisition enhanced day-to-day vertical coordination between Fisher Body (FB), the production of auto bodies, and that of automobiles, General Motors (GM)
· Case supports view that transaction costs as a prime motivation for vertical merger (as suggested by Ronald Coase)

· Case highlights that asset specificity, self interests (opportunism in contracts) and hold-ups fail in a fundamental way to explain vertical integration (as suggested by Ronald Coase); example of A. O. Smith, a producer of automobile frames, which confirmed to Coase that contractual arrangements can handle the asset specificity problem in a satisfactory manner

· Papers disprove popular views about GM and FB merger rational

Summary:-
Case Overview
· Summary

· The case of FB, a large car body builder, and GM describes the rational for GM to vertically integrate FB in 1926.  It is argued that GM, thereby, secures adequate supplies of auto bodies, to synchronize the two companies’ operations and to provide GM with access to key labor talent in the market place (e.g. the talent of the Fisher brothers).

· Case actors (players)
· GM management; namely, William Durant (who formed GM in 1908), Pierre du Pont and Alfred Sloan (the subsequent CEOs)
· FB management and owners; namely, the Fisher brothers

· GM competition and FB clients; namely, Ford

· Timeline of events
· 1917 – GM made a contract with FB to buy parts at cost-plus 17.6 percent; about 90 percent of FB’s business consists of bodies made for GM
· 1919

· GM acquired 60 percent of FB; but GM only granted 50 percent control rights via representation on the boards of directors of FB; the 1917 pricing agreement was continued; FB was allowed to supply other car manufacturers; GM contractually ensured the Fisher brothers to remain with the business for at least five years
· GM entered into a 10 year contract with FB for the supply of closed auto bodies

· 1921 – Fisher brothers begin to extensively participate in the management of GM, e.g. brothers are made important directors of the GM business
· 1922 – Merger takes between GM and FB started

· 1923 – GM invested additional $4.5m into FB so FB could expand capacity to meet GM’s demand

· 1924 – Fisher brothers where appointed to further key positions of the business; e.g. sets as board of directors of GM, directors of important divisions

· 1926 – GM vertically integrated FB (via merger)

Economic rational at the time
· The key rational for the merger was the role of vertical coordination; i.e. to ensure that parts are manufactured according to the technical qualification in a timely manner
· FB acquisition was inline with GM’s overall strategy of the time; i.e. mergers with suppliers were intended to achieve assurance of supplies in a rapidly growing and highly competitive market.  This drive reflected the prevailing view of vertical integration in the strategic management and economics literature at that time (see Chandler)

· Bodies produced by FB gave GM a competitive advantage in the market place; two drivers:- a) FB distinct quality and style; and, b) their innovation in the closed car body technology

· Desire to achieve least-cost coordination between the production of auto bodies and assembly, i.e. better flow of information (e.g. information obtained from dealers improved dramatically, allowing better sales predictions, more efficient production scheduling, and better purchasing coordination)
According to Simon (1945) authority relationships within the firm tend to facilitate such coordination 

· Better coordination of their personnel coordination / policies by creating an internal market for executives having the skills required by GM; e.g. integrating FB was the natural way to convince the Fisher brothers, who where highly respected managers/industry leaders, to dedicate all of their time to GM
Reported fallacies about the rational

· The FB/GM story is not a case of market failure of contracts, i.e. as falsely derived by the contract literature which identifies the case as a Hobson’s choice between contracts and vertical integration
· No case for large relationship specific investments as well as property rights theory of the firm, i.e. Hart’s argument supporting that GM-FB had greater incentives to make relationship-specific investments due to combined ownership of complementary assets
In fact, there where no large relationship specific investments required by FB due to their flexible production technique deployed; they used a wood versus metal based manufacturing technology

· There was not been a holdup of GM by FB or had their relationship become intolerable, e.g. the Fisher brothers where incorporated into the GM organization and occupied some of the most senior positions in the organizations by 1926
· FB employed inefficient, highly labor-intensive production methods; points seems unjustifiable considering that FB provided parts to all industry players.  Why would they want to sacrifice profits by employ inefficient production methods?
· That FB pursued an opportunistic cost-plus pricing strategy (e.g. overcharged the locke-in GM); no evidence that FB pursued monopoly pricing, however, evidence that GM was hoping for a more flexible pricing arrangements
· That FB was unwilling to locate the plant in proximity to GM sites; evidence provided that FB plants where located in close proximity and that it was not a dispute about whether FB would build plants next to GM sites but which partner would put up the capital required to do the construction (GM paid for most of the buildings of the body plants which is not unusual practice if you are the main client)
· Property rights theory does not hold in the case of GM, i.e. that GM tried to consolidate ownership of physical assets in order to secure residual control rights (e.g. in 1919 GM acquired 60 percent of FB but only obtained 50 percent voting right)

Main academic thoughts / theories presented
· Chandler’s (1977) The Invisible Hand documents the extensive vertical integration in American business between 1900 and 1917 and attributes the internalization of the market processes connecting mass production to distribution to efficient of the ‘visible hand of administrative coordination.’  Earlier, Chandler observes that the strategy of the expansion of industry was based on a desire to assure more certain supply of stocks, raw materials, and other supplies.

· Williamson (1979) examines the role of bounded rationality and uncertainty in the formation of contracts.  According to Williamson, asset specificity and opportunism by parties in contractual relationships create the need for more complex governance structures, including vertical integration of the buyer and seller.

· Hart (1995) maintains that parties under invest in relationship-specific assets to reduce the impact of opportunism.  Hart shows that owning complementary assets creates outside options that increase the ex post bargaining power of parties to a contract.  Owning a greater proportion of physical assets makes an agent less subject to holdup and more able to act opportunistically.  Hart summarizes his theory as follows: ‘[Ownership] is a source of power when contracts are incomplete.’
Appendix A:- Index of the references

Casadesus-Masanell and Spulber (2000) The Fable of Fischer Body, Journal of Law and Economics.

Index:-

· The Fisher-Body Acquisition in the Economic Literature

· Klein, Crawford, and Alchian’s Theory of Vertical Integration

· Williamson’s Transaction Cost Economics

· Hart’s Property Rights Theory of the Firm

· Evaluation of the Fable of Fisher Body

· The Contractual Relationship with Fisher Body Exhibited Trust

· General Motor’s 1919 Acquisition of Fisher Body Separated Ownership and Control

· Merger Talks Began at Least in 1922

· Fisher Body Plants Were Located Close to General Motor’s Plants

· The role of Vertical Coordination in the Fisher Body Acquisition

· Auto Bodies by Fisher Offered Competitive Advantages

· Vertical and Horizontal Expansion at General Motors

· Coordination and Transaction Costs

· Personnel Coordination

· Evaluation of the Market Power Motive

· Conclusion

Coase (2000) The Acquisition of Fisher Body by General Motors, Journal of Law and Economics.

Index:-

· The prevailing view

· My visit to the United States

· Fisher Body and General Motors

· The acquisition of stock in Fisher Body by General Motors

· Events leading to the complete ownership of Fisher Body by General Motors

· The basis of the prevailing view

Appendix B:- Case questions

(I) Past exam questions

2005, Part B, Q1:- What lessons can be learned from the Fisher/GM case concerning the motives for vertical integration?
(II) Seminar questions

Q(1) Is it Fisher that potentially holds up GM, GM holds up Fisher or both? 

Q(2) Suppose that GM is worried about being held up by Fisher. If the nature of the hold up is simply that Fisher “extorts” a higher price from GM would this be enough to trigger takeover? 

Q(3) Klien suggests that Fisher did not want to site its plants adjacent to GM factories. Coase challenges the facts, but if Fisher were hoping to hold up GM would it be a good tactic to pick a remote location? 

Q(4) Coase reports that prior to the 1926 merger many plants were owned by GM and leased to Fisher. What does this suggest about the nature of potential hold up? 

Q(5) If Fisher and GM are engaged in a repeated relationship is the hold up problem potentially lessened? 

Q(6) According to Coase, the 1926 merger was prompted by the concern of GM that Fisher Brothers "...paid less attention to the needs of General Motors than General Motors would have liked" (p.23). Does this indicate that there was a hold up problem? Why does vertical integration help? Would it have been enough for the Fisher brothers to hold GM shares? 

Q(7) Coase and.Casadesus-Masanell and Spulber cite transaction cost savings and coordination benefits as the reason for the merger. How plausible are these factors in leading to vertical integration? Does the Williamson interpretation provide a better framework for understanding the issues in this case? 

Possible solution:-
Solution 1:- 
[image: image1.emf]C:\Documents and  Settings\bg\Desktop\GM\Seminar Q - Possible Solution 1.doc


Solution 2:- 
[image: image2.emf]C:\Documents and  Settings\bg\Desktop\GM\Seminar Q - Possible Solution 2.ppt


� Papers highlight that:- FB appears to not have priced auto bodies opportunistically; following the 1919 contract the firm’s where not separate; merger talks began at least in 1922; FB plants where located close to GM plants; FB’s assets were not relationship specific


� Klein, Crawford and Alichan (1987), Hart (1995) and Williamson (1985) are criticized by Casaedsus-Mansanell and Spulber (2000) and Coase (2000) for wrongly describing the rational for the GM-FB merger.  They provide that the contracting, vertical integration and theory of the firm literature incorrectly referred to the GM-FB case as an example of the economic implications of asset specificity, opportunism and the purported failure of market contracts.
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Question 1

Is it that Fisher that potentially holds up GM, GM holds up Fisher or both?


Potentially, both parties could hold up each other.


•GM could hold up Fisher Body by:


• Possibly threatening to switch supplier and extorting a lower price from Fisher Body (GM is a large buyer of Fisher Body).


• Fisher Body could hold up GM by: 


• Stopping supply of car bodies to GM. Closed auto bodies were a source of competitive advantage, in terms of quality and comfort. Increasing demand and a shift from open to closed bodies required assurance of supply.


• Not locating their plants close to those of GM.


• Opportunistic pricing.


• Need for asset specificity because of horizontal expansion.

In reality, Neither holds up the other party.


· The historical record indicates close coordination and trust between the companies, which contradicts supposed contract failure.


· The extensive participation of the Fisher brothers in GM management beginning in 1921 also indicates an absence of the alleged opportunism by Fisher. It is improbable that the Fisher brothers occupying the most senior positions in the General management organisation, would have acted in a manner detrimental to the interest of GM.


· Fisher Body did not follow an inefficient production process. Fisher Body was supplying bodies to automobile manufacturers other than General Motors, and an inefficient production process would reduce their own profits from the business and make it less likely that they would secure it. Also, GM nominated a majority of the members of the finance committee of Fisher Body, which would have had to approve such expenditure. 


· Fisher body did not price opportunistically under its manufacturing contract. Many Fisher body plants already were located next to GM plants before 1926. Also, in many cases, GM paid for the building of the body plants (which it also owned), it is most improbable that they would have been willing to do this for a plant using an inefficient production process.


· Concern for reputation also would have stopped the Fisher Brothers from acting opportunistically. 


· The supposed transaction specific investment in metal presses and dies is inconsistent with Fisher’s manufacturing technology, which was wood based and labour intensive and therefore flexible and not transaction specific. 


· Talks regarding a full merger began as early as 1922. Thus, the 1926 acquisition of the remaining 40% of Fisher Body has little to do with asset specificity or contract failure.


· General Motors vertical integration with Fisher was part of GM’s extensive program of vertical integration with many other companies. Vertically integrating into auto body manufacturing allowed GM better to coordinate the management of inventories, production and purchasing given the transportation, communications and data-processing costs existing at that time. 


· Vertical integration also achieved personnel coordination that gave GM access to the executive talents of the Fisher brothers.


Thus, the desire for improved coordination rather than mitigation of opportunism was the principal motivating factor for the merger accords. Vertical integration permitted GM to realize cost economies from coordinating production decisions and sharing resources. In addition, the Fishers brought crucial operational and manufacturing experience to GM. By integrating Fisher body into GM, Sloan was able to attract the Fisher brothers as managers and corporate directors.


Question 2

Suppose that GM is worried about being held up by Fisher. If the nature of the hold-up is simply that Fisher “exhorts” a higher price from GM, would this be enough to trigger takeover?

No.


When a company takes over another company, it has to consider the Net Present Value (NPV) of the company it wants to acquire. 


(NPV of an investment is the difference between the sum of discounted cash flows which are expected from the investment and the amount which is initially invested.


In this case, the price is higher than the NPV – hence, a takeover doesnot make sense, if only “price” is considered.


In reality, GM may have agreed to pay a higher price than the NPV because of the other benefits of integration which were improving coordination between the two companies – particularly to assure GM adequate supplies of auto bodies, to synchronize the two companies’ operations, and to provide GM with access to the executive talents of the Fisher brothers. 


Question 3


 Klien suggests that Fisher did not want to site its plants adjacent to GM factories. Coase challenges the facts, but if Fisher were hoping to hold up GM would it be a good tactic to pick a remote location? 


In the paper, Coase refutes Klein’s statement providing data about the location of various Fisher Body plants from 1921 until 1923 (p. 27, Acquisition of Fisher Body)


“Hold up which arises when contractual incompleteness allows one party to bargain ex post for a share of the value created by the prior complementary investments of another. If ex ante contracts are insufficiently complete to prevent the threat of noncooperation being subsequently exercised, the division of the returns must be bargained ex post and the investor fails to capture all the returns. Hold-up can thus be


viewed as a tax on investment.” (Handout 4), (also see p.72, Fable of Fisher Body)

Fisher could have held up GM by deciding to build the plants in the most cost-efficient place, regardless of the fact that where there was a GM assembly plant there had to be a Fisher Body assembly plant (p. 28, Acquisition of Fisher Body). 

GM would have had to re-negotiate with Fisher by providing an incentive to build their body plants closer to the GM assembly plants and compensate the extra cost in which Fisher would have had to incur. That incentive could be a higher price per body, or a share cost of building new plants. 

This problem came up and was solved by letting GM own the assembly plants and leasing them to Fisher (p. 28, 29, Acquisition of Fisher Body)


Question 4


 Coase reports that prior to the 1926 merger many plants were owned by GM and leased to Fisher. What does this suggest about the nature of potential hold up? 


In Coase’s paper is described how the argument between Fisher Body and GM about who should invest the capital to build new plants close to GM assembly plants was solved by GM ownership of the plants. 

In the case of contract holdup, “The barganing power of the parties at the renegotiation stage is presumed to depend on the ownership of relationship-specific assets so that the parites will have an incentive to reduce investment in those assets, thus lowering joint surplus.” (p. 72, Fable of Fisher Body)

In this case, there would be no possible holdup by Fisher to GM, since the plants were built and owned by GM, and it was GM who made the investment. It also avoided a hold up by GM to Fisher due to an asset specific investment by the later. Therefore if there was a hold up problem, it would have to have anther cause. 

Question 5


If Fisher and GM are engaged in a repeated relationship is the hold up problem potentially lessened?


Theoretically Yes. If you are engaged in a repeated relationship, reputation plays an important role. 


One party does not have incentives to behave opportunistic if there are repeated interactions. It could be afraid that the other party will not want to sign another contract anymore. In this situation, you have less incentives to deviate your strategy. Furthermore, a repeated relationship is not only with the same party but also with other entities in the market. So you have to discount all the other disadvantages to have a bad reputation in the whole market. It is a trade off between:


		Benefit


Cost saving                                         


Increase in Revenue 


Derived from an opportunistic


Behaviour




		Cost


Lose of your client


Damage in the reputation with the other parties








Actually, Fisher and GM were engaged in a repeated relationship. They had a 10 years contract and should be renewed  after. It was already a  long term relationship. What we see in this case study is that there is not a real hold up problem for several reasons:


· The company was bought just 3 years before the contract would end.


· There were not asset specific investments at least in the machines.


· They sold also to other client that were price sensitive. 


· Regarding the building of a new plant, having a plant near GM would benefit the Fisher’s business with GM, but would probably damaged the other businesses.


And finally, would you have employed the Fisher brothers if you have thought that they behaved in a so opportunistic way?


Question 6


According to Coase, the 1926 merger was prompted by the concern of GM that Fisher brothers “…paid less attention to the needs of General Motors than GM would have liked”. Does this indicate that there was a hold up problem? Why does vertical integration help? Would it have been enough for the Fisher brothers to hold GM shares?

· In the article “The Acquisition of Fisher Body by General Motors”, we see that GM was not so satisfied with the 1919 contract.


· As Coase says GM wanted to bring the Fisher brothers into a closer relationship with them.


· This in no case indicates that there was a holdup problem!


· Instead, vertical integration provided GM with access to the executive talents of the Fisher brothers since their experience in auto body manufacturing and their reputation for body styling were important features for GM.


· This was achieved by placing Fisher brothers in strategic positions of various boards or committees of GM.


· As one of the GM members said: “The four Fisher brothers, who developed the Fisher body, were men of high level and competence in the manufacture and in engineering of that type. They were particularly outstanding in the fact that they had the highest regard for quality.”


· Also since GM experienced the problem of identifying talented managers, Fisher brothers were a very much desired human resource.


· So integration was the natural way to convince the Fishers to dedicate all of their time to GM.


· According to GM, it would not be enough for the Fisher brothers to just hold GM shares, because they were extremely devoted to the Fisher Corporation and would continue paying too little attention for GM.


· Moreover, Fisher brothers had the ability to terminate the 5-year employment contract that was agreed in the contract. However, by 1922 they seem to have given up the idea that the connection with GM would end shortly. So it looks like the brothers were indeed satisfied with the situation, otherwise they would exit the agreement.


· Hence we cannot conclude from the data presented whether it would be enough for Fisher brothers to just hold GM shares. But as far as it can be seen, they were very satisfied with this integration and their delegation in executive positions within GM.


· But we can say that the Fisher brothers had no immediate need to agree to this integration, so we can suppose that they did it with their own will.


Question 7


Coase and Casadesus-Masanell and Spulber cite transaction cost savings and coordination benefits as the reason for the merger. How plausible are these factors in leading to vertical integration? Does the Williamson interpretation provide a better framework for understanding the issues in this case?

Let’s remember the Williamson interpretation before comparing the two.  He examines the role of bounded rationality and uncertainty in the formation of contracts. To him,




Asset specificity + opportunism by parties ( need for more complex governance structures 


                                                                        Including vertical integration


Williamson argues that the relationship between GM and Fisher Body moved through three stages


1. the parties transacted through autonomous contracting & bodies were made out of wood ==> do not require large specialized investments. 



                                              Satisfactory!


2. technology of production shifted toward metal bodies ( large specific investments necessary ( larger mutual dependency developed.


                             bilateral contracting became optimal!


3. unanticipated demand and cost realizations ( bilateral contracting relation is under strain & will be worse if FB agrees to undertake site-specific investments 

SO,


    Bilateral dependency resulting from the effects of technological change on asset specificity occurred and unified governance replaced bilateral governance.

May be among the most important things here there is this assumption made: bargaining power of the firms depend on the ownership of relation-specific assets. 


However, as Coas tried to explain in his article, there is at least one counter example to this assumption, namely the relationship between A.O. Smith: a producer of automobile frames whose main customer was GM. Moreover, there was also the problem of asset specificity; much of the equipment in the A.O. Smith’s highly automated plant was specific to GM’s automobiles. But contractual agreements were able to handle this asset specificity problem. 


He concluded that “although the problem could usually be handled in a satisfactory manner by contractual arrangements, as in the A.O. Smith case, it seemed likely that this situation did sometimes lead to integration, and the acquisition of Fisher Body by GM might well been an example of this.

Given the strategies and current actions of two firms at that time like 

FB being the largest body builder in the industry, supplying all the leading automobile manufacturers, having concerns about Ford’s and GM’s possibility of leaving them and thus deciding to set up their own motor company (Hinckley Motor Company, 1913), finally being able to make a contract with GM “to purchase substantially all their output at cost + 17.6%, and 

GM having an approach of growing by buying existing enterprises, not being satisfied with the contract made with their largest and most critical supplier, FB, having concerns about failing to renew their contract on acceptable terms, learning that FB received a large order for closed bodies from Ford, solving this with a long term contract in 1919 but not not being satisfied with its long-term results given the lack of focus of FB on GM’s needs, necessity of better communication, the high cost of communicating transportation and data processing …  

it is apparent that Coas’s reasons are much more explanatory for this merger. 
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The Acquisition of Fisher Body By General Motors

MN415 Strategy A







Overview…

		GM merged vertically with Fisher Body, a maker of auto bodies purchasing 60 percent controlling interest



		Asset specificity & contractual hold up do not explain GM’s vertical integration into automobiles



		Enhance coordination between the two companies

		Assure adequate supplies of auto bodies

		Fisher body parts represent quality and comfort

		Competitive advantage

		Synchronize the two companies operations because of increased competition

		Management of inventories, production & purchasing given the transportation, communications, and data processing costs 

		Access to the executive talents of the Fisher brothers 





		Merger reflected economic conditions of the time







Originally thought that the merger was adopted as a result of inefficient production arrangements and a refusal to locate its plants near the GM assembly plants which lead to a situation intolerable to GM leading them to acquire Fisher









Is it Fisher that potentially holds up GM, GM hold up Fisher or both?

		Both Fisher & GM are mutually dependent on one another





		GM entered into a 10yr contract with Fisher where they agreed to buy substantially all its close bodies from Fisher





		Prevent GM from acting opportunistically by threatening to purchase bodies elsewhere and thus lowering the price after Fisher Body had made ‘specific investments in production capacity’



		Prevent Fisher from taking advantage of GM  under the exclusive dealing clause  achieved through price fixing



		Price charged could not be greater than that charged to other automobile manufactures and the average market price









Suppose that GM is worried about being held up by Fisher. If the nature of the hold up is simply that Fisher ‘extorts’ a higher price from GM would this be enough to trigger a take over?

		Higher prices can give rise to GM:

		finding another supplier of automobile bodies

		Vertically integrating with Fisher (take over)





Ignoring all other factors and focusing on price:



Takeover





	acquisition price < est. cash inflow of Fisher



GM will find another supplier if:



	acquisition price ≥ est. cash inflow of Fisher













Question 2 continued…

		A take-over would not be required if GM: 

		Was in a bargaining position

		Fisher supplies large number of automobile bodies to GM

		GM could use this to achieve lower prices by threatening Fisher

		Found another supplier 

		Achieve a lower price

		Interest of suppliers to co-operate with large firms like GM

		Very costly to change suppliers





		Long term it would be more beneficial for GM to take over





		Improves bargaining position















Question 2 continued….asset specificity

		More specific the asset, the harder it is to transact in the market because there is more scope for opportunistic behaviour.





		assets are specialised, coordination of production is important

		harder when dealing with an outside firm.





BUT



		Evidence that Fisher Body did not make significant relationship-specific investments in metal presses to manufacture the bodies for GM 

		automobile bodies were mostly made of wood, not metal. 

		styling of wood-framed bodies could be changed fairly easily 



		Problems resulting from asset specificity could not be a motivating factor to trigger takeover. Or could they?









Question 2 continued….asset specificity

		Fisher bodies were recognized throughout the trade

		Became associated in the public mind with a reputation of quality. 





		Existence of some form of asset specificity; 

		difficult for GM to get the same level of quality and reputation from another supplier

		if it did, it would essentially face similar hold up problems. 





		GM wanted access to the executive talents of the Fisher Brothers since the problem of identifying talented managers was especially acute for GM. 

		managing talent of the Fisher brothers  ‘specific asset’ 



 

		Integration is the natural way of convincing the Fishers to dedicate all of their time to GM. 

		R.H. Coase suggests that an asset specificity problem is normally best handled by a long-term contract rather than by vertical integration.



		Technical efficiency is another important issue here but it will be analysed later.



		Not clear whether this kind of hold up problem would be sufficient to trigger take-over, unless we ignore all other factors and focus only on price. 













Klien suggests that Fisher did not want to site its plants adjacent to GM factories. Coase Challenges the facts, but if Fisher were hoping to hold up GM would it be a good tactic to pick a remote location?

		Remote location – bad move



		Location far from GM

		If GM is Fisher’s only customer

		can add an surcharge on transportation costs

		as long as GM does not (and will not) have a choice of suppliers





		If GM is not Fisher’s only customer

		Can add an surcharge to supply to GM

		Can locate within distance to other customers – distribution advantages

		Can locate near suppliers (if clusters exist) – cost savings









Coase reports that prior to the 1926 merger many plants were owned by GM and leased to Fisher. What does this suggest about the nature of potential hold up?

		Supposed Hold Up Problem: Fisher Brothers were reluctant to build their plants near General Motors assembly plants.





		However, many plants were owned by GM and leased to Fisher, thus GM could interfere in the process of taking a decision where to locate a plant.





		Thus hold-up problem is non-existent. 









If Fisher and GM are engaged in a repeated relationship is the hold up problem potentially lessened?

		Hold-up problem happens due to the contractual incompleteness.





		So if the relationship is repeated contractual gaps can be reexamined.





		If the relationship is repeated (the investment has to be made each period) then it is possible that efficient outcome can be sustained.





		Hold up problem is most severe when relationship is one-shot.









According to Coase, the 1926 merger was prompted by the concern of GM that Fisher Brothers “…paid less attention to GM than GM would have liked”.



Does this indicate that there was a hold up problem?

		Suggests Fisher Body was developing competencies (efficiency) so as not to become dependent on GM

		And GM’s reliance on Fisher Body (asset specificity) – potential for hold-up

		No opportunistic behaviour described though





Why does vertical integration help?

		Avoid transaction costs (contracts, opportunism)

		Coordination of production flow

		Private information protection

		Greater efficiency in production (perhaps)





Would it have been enough for the Fisher bros. to hold GM shares?

		Depends how many shares

		Doesn’t guarantee elimination of transaction costs or leakage of private information

















Coase and Casadesus-Masanell and Spulber cite transaction cost savings and co-ordination benefits as the reason for the merger. How plausible are these factors in leading to vertical integration? Does the Williamson interpretation provide a better framework for understanding the issues in this case?

Reasons for the merger (Coase et al.)

		Transaction costs saving

		Coordination benefits

		Fisher paid lees attention to the needs of GM

		Geographic positioning of the plants not so important?

		GM already owned Fisher plants and rented them to Fisher



	But: Long term contract better than vertical integration (Coase)







Question 7 continued…Vertical Integration

		Fisher brothers participated in GM management

		Fisher’s technology was labour intensive and therefore flexible



			not transaction specific

		Vertical Integration gave GM more control

		Asset specificity and opportunism by parties



			more complex governance structures







Question 7 continued….Williamson Three Stages

		Autonomous contracting



	no large specific investments (wooden bodies)



		Shift in technology



	large specific investments (metal)



		Demand expansion, cost realizations



	site specific investments









A








