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The Organization of the Firm and Transactions Costs
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Most economic production occurs in large firms

e Procter and Gamble makes diverse household consumer

products but doesn’'t make cars.

* Mercedes Benz makes smart cars and trucks as well as regular
cars. It doesn’t make toothpaste.

* Microsoft licenses its software to many hardware makers while
Apple makes its own hardware using suppliers

e Starbucks owns most of its own stores while McDonald’s mainly
has franchisees.
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Markets do not work costlessly
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Ronald Coase and the “Theory of the Firm”
.

“In order to carry out a market fransaction it is
necessary to discover who it is that one wishes
to deal with, fo conduct negotiations leading
up to a bargain, to draw up the contract, to
undertake the inspection needed to make sure
that the terms of contracts are being observed,

and so on.”
The Nature of the Firm, 1937.

Ronald H. Coase (1910 -)
Awarded the Nobel Prize in Economic Sciences in 1991
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Many types of fransactions costs
.00V

e Information costs such as costs of locating a supplier, and
discovering what the prices are.

e Cost of negotiating the terms of the contracts
e Costs related to the policing and enforcement of contracts
e Risks on contracts being breached

When Airbus purchases digital heads-up displays for the cockpit of its A380 Super
Jumbo, it incurs costs that are greater than the price it pays for the component: Airbus
must expend energy and effort to acquire information about suppliers; bargain to
establish the price; write a contract; and, possibly, litigate should the displays not work

properly.
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Unforeseen confingencies raise the costs of contracts
.00V

* Most existing contracts do not specify many relevant contingencies.
* When these contingencies occur, conflicts are likely to arise.

s (‘PI COMPETITION POLICY
\ J INTERNATIONAL



Transaction costs determine market boundaries
e
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Opportunistic behavior and “hold-up”
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The causes and consequences of hold up
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Parts manufacturing and hold up

e Investment to design and make the first piece is considerable.

e However once investment and design is completed, the cost
of production is very low.

* The car manufacturer has an incentive to refuse to pay for

fixed costs. It is still optimal for the part maker to sell at
marginal cost.
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The adjacent monopoly problem
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The two monopolies charge two mark-ups
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An integrated monopolist is more efficient

Profits of an integrated Profits of separate
manufacturer-distributor manufacturer and distributor

n, = Manufacturer’s Profits
Tt >> m, + 7, n, = Retailer’s Profits

A = Loss in profits on
reduced output

Marginal revenue for
the manufacturer given
the demand schedule
" for the distributor

P*

Marginal revenue for
_ the distributor which
“““““ is demand schedule
““““““ for manufacturer

Profi

MC : MC

QN e Q o\ @ \ Q

N T T COMPETTION POLICY NOTE: manufacturing cost=MC, distribution cost=0
*‘ CP1 renon. (basic result holds when distribution cost is positive).



One monopolist is more efficient than two

* Charge a higher final price and sell less o consumers.
e Provide less consumer surplus.
* Make less total profit.
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Three major solutions to double mark-up problem

Note: This theory applies whenever there are related firms with market power.

It does not require a literal monopoly, only that each firm have the power to set
price above cost. The magnitude of the double mark-up problems depends on
degree of market power held by each firm.
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Transaction costs can encourage vertical
iINnfegration

e |f authorities are more hostile to vertical restraints and less
hostile to mergers, firms could tend to merge instead of
confracting and being subject to antitrust investigations.
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Costs and Benefits of Integration
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Costs of Integration
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Benefits of Integration
e

Shell began as a kerosene shipping company in 1892. In 1907, it merged
with Royal Dutch, which was developing oil fields in Asia but had only a
small fanker fleet.
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Benefits of Integration

* Example: By owning or conftrolling all its
coffee shops, Starbucks can ensure a
uniform quality all over the world, which B e
results in furn in a positive reputation
(externality between shops). (Couldn’t it l
achieve this through properly written
conftracts with franchisees?)
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Vertical organizational forms of enterprises
e

 Manufacturer-distributor: manufacturer sells product to
distributors who in turn sells to end users.

* Franchises: manufacturer licenses its brand names,
procedures, etc. to “independent” firms who get the risks
and rewards of success.

» Cooperatives: firms cooperate in the production of an
upstream input or the distribution of products downstream

e Joint ventures: upstream and downstream firms form
separate companies that split profits.
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Contracts can substitute for integration

e Decrease fransaction costs
» Guarantee the stability of prices

* Improve coordination of actions between players at different
stages of the vertical process or

* Induce a particular behavior.
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End of Part 1, Next Class Part 2
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