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Transaction management: value creation by reducing

transaction costs
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Abstract

In this era of globalization we see an increasspicialization: the production chain is
split up in more and more parts and the produaticthese parts is outsourced to those
places in the world where production is relativeliygapest and most efficient. It
implies that transaction costs, associated wittctedination of production and trade
in parts and components, become increasingly impartn small open service oriented
economies like the Netherlands, transaction coatsamount to up to 50% of total
value added. Therefore, the ability and skill tefxéransaction costs low is vital for the
competitive position of a firm or country. Thisvidat transaction management is about:
create value from these transactions by keepimga&@tion costs as low as possible.
Transaction management is based on modern thedriesnsaction costs economics,
institutional economics, industrial organizatiordanternational trade. It makes these
theories operational for strategic decision makmigdustry and government. This
chapter surveys how transaction management astagataool for the organization of
production has been inspired by these modern eciortbeories.
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1. Introduction

In this era of globalization and computerizatiba tlivision of labour and
specialization in production and services are théraources of economic prosperity.
Specialization uses economies of scale, and skilistools of others so that total
production costs become lower, or that the qualitshe product or service is improved.
This was already true in the time that Adam Smitbtesabout the gains from
specialisation in his "Wealth of Nations”, butstrnuch more true in these modern
times where production chains are split up furtmed further so that the fragmentation
of production increases. In contrast to a produwtey makes all parts and components
of the product him- or herself, specialisation iamafacturing of parts and components
and in services has become standard. Nowadaysalereimerous examples of the
outsourcing of tasks, especially outside the cariess of the organization (such as
catering or maintenance in an office building,h@ butsourcing of administrative
work). Instead of executing all tasks him- or hirsgke producer of a final product or
service has become the orchestrator who successtuihects the individual links of
the production chain to each other. The focus nasvdome to lie in the orchestrating
function which aims to exploit all advantages oéaplization and fragmentation of the
production as good as possibléis development is especially relevant for open
economies with a tradition as a trading natiore ttke Netherlands. Such nations can
be characterized @asansaction economig®r orchestrating economies). Transaction
economies focus more and more on the organizafiproduction and on creating
value in coordinating the supply chain.

This chapter takes transaction costs as a guidingiple. Apart from comparative
advantages in production, transaction costs arentie determinant of (international)
trade flows. Similarly, differences in transactmsts are crucial for the location and
investment decisions of firms on where to prodacel on where to organize and
orchestrate production in their headquarters. $ovledge on transaction costs, and on
how to manage these transactions, is vital forehesle and investment decisions.
Therefore, efficientransaction managementhich reduces transaction costs, will
make existing trade more profitable and will leadhtore trade. It strengthens the
competitive position of individual firms, and, tlugh spill-over effects, of the whole
nation so that it enhances welfare. In this wagduction of transaction costs creates
value for firms and society. The conundrum is thighh lower transaction costs total
transactions will rise more than proportionally tisat transaction costs will take a
larger share of total costs. It enhances the irapod and profitability of transaction
management. Hence, shortly statednsaction management is the ability to keep the
costs of trade transactions as low as possible so that the value creation from these
transactions is optimized.

The more knowledge we have on these aspects, whpartly tacit knowledge, the
better we can strengthen our position of managaugsactions. In the world of
globalisation and global (out)sourcing it is vital companies to preserve the
orchestrating function in the production, and ie temand and supply networks. Major
guestions in this respect are: where and how cabuyedeas for new products and
services, how do we obtain knowledge on makingelpeeducts and providing these
services, where do we find labour, and where amdd¢an we continue and improve
selling these products and services at the highasgin? Financing and risk



management are an important part of that managefection. It is this new role for
the professional traders, which is another focusasfsaction management.

The contents of the chapter is as follows. The tyiig argument of transaction
management is that much of the wealth in the woolties from specialization and
division of labour. That is what makes the fragraéiot of production of today pay off
and that is why the focus of value creation inareglg lies in the efficiency of
coordination. This is discussed in section 2.

Section 3 argues that the globalizing world witbrenand more specialization and an
extended division of labour brings about more tagtisns. Transaction economies
should focus continuously on reducing the transaatosts. The economic theory of
transaction costs teaches us which types of tréineatosts are involved and how
transaction costs affect the working of the econdirgppears that transaction
management can be, and is to be, applied to a broelder range of ‘transactions’ than
one is initially inclined to think.

A fundamental problem of exchange, that brings atramsaction costs, is that most
trade transactions are characterizes by a differehtiming -being sequential- between
the moment of agreement on the transaction anthtimeent of delivery. A solution to
this fundamental problem of exchange is institui@ing the game of trust. Section 4
extensively discusses this aspect of transactioragement.

Thanks to the reduction of transaction costs thinagood transaction management
more parts of the production can be outsourcedpplgers, subcontractors or
specialised plants of companies. Sometimes outsmuis in the home country, but
more often it is outsourcing abroad. It implieattbutsourcing and offshoring become
important strategic decision tools in the transacthanagement of businesses. As
mentioned before, it transforms the internationafigrating firms in the home country
from a on manufacturing oriented industry to onsdobon orchestration and
transaction management. This transition is veryhmmicat we observe in reality in the
globalizing world. It is discussed in section 5.agdcteristic for this is to let others
perform various tasks in the production chain, somes within another developed
economy but more so in major emerging economiefjdimg the BRIC's, where, for
the time being, wages are low.

Finally section 6 summarizes the findings by reviepthe characteristics of
transaction management.

2. Specialisation and coor dination
Comparative advantages

Most developed countries, especially when theyteaoharacterized as open
economies, with a high amount of trade, witnessdiie in employment in agriculture
and industry, while employment in trade and ses/gl@ows an increasing trend. This
trend has to do with the increasidigision of labour and specializatiobpth within
national economies and in the world as a wholeecBization means exploitation of
economies of scale and using the diversificatioskdfs and availability of resources in
the production of goods and services. Producti&es place there, where it is



relatively the cheapest. Availability in a countfyraw materials and of capital, both
physical capital and human capital, determines vghatoduced and what is traded.
These are theomparative advantages a country in international trade. Traditional
trade theory explains the goods and service tlasesffrom such comparative
advantages. A country with rich natural resoufesa competitive advantage in that
respect and will be able to sell these resourchstlver or not processed, profitable in
world markets. The same applies to a country wiadreur is relatively cheap, because
of low wages, or to be more precise, where theymtidty of labour is high relative to
wages. Then exports of labour intensive productissanvices are relatively profitable.

Yet these differences in available resources betweeantries - labour, capital and raw
materials - only partially explain internationaddie. When all comparative advantages
were fully exploited, world trade flows would be fgreater than they actually are (see
e.g. Trefler, 1995). The explanatory power of thjge of comparative advantages
appears limited in a modern economy. In internaidrade, and especially in those
countries where trade and transactions are a drfairce in the economy, other aspects
play a more important role. Here it is essentiaktlize that trade is not for free, but
brings about all sorts of costs. Indeed, the divisif labour and specialization on the
one hand has the effect that the production of g@odl services becomes more
efficient. This holds true both for the divisionlabour and for specialization within
firms, and between firms and countries. On thewoltiand, division of labour and
specialization also imply that the various actestare to be coordinated. All costs of
this coordination can, in a broad sense, be redaadiansaction cost¢see the next
section) In case of coordination between firms throughrttegket, these (business)
transactions imply a transfer of property rightstHis case of market transactions, we
have horizontal transaction costs. But in a mo@eonomy a large amount of
transactions takes place within companies. Patti@intracompany trade, where
sometimes market mechanisms for making the traiosesctost efficient are simulated
— a form of transaction management - , but alsa afltransactions occur within the
hierarchy of the firm. Here we have vertical trasigm costs. A part of transaction
costs of firms in a modern society is also reldatethe labour market, such as search
costs, hiring costs, firing costs and the costsuiling up firm specific human capital.

The balancing of on the one hand efficiency gaimb@n the other hand of transaction
costs due to specialization leads to an additidhedraditional Edgeworth box
diagram, which provides a stylized illustrationtlo¢ welfare gains of exchange (see
Box 1).

Box 1 Exchange and transaction management according to the Edgeworth box

Economic textbooks illustrate the way in which exchange brings about an increase in welfare
using the so-called Edgeworth box. This box of Figure 1 distinguishes two different goods (X
and Y) and two different persons (or firms) (A and B). The box shows which exchange
possibilities A and B have in the case of an initial distribution (endowment) of goods X and Y.
For person A the origin is OA and for person B OB. In the origin OA the initial endowment is
that person A owes nothing whereas person B owes the total available amount of goods X
and Y. In origin OB person A owes everything and person B nothing. From OA the
indifference curves UAI,UAII and UAIIl indicate which combinations of X and Y yield the
same amount of utility (welfare) for A. The further the indifference curves are located from
the origin, the higher the utility (welfare) for A. For person B the mirror image holds true from
origin OB with indifference curves UBI, UBIl and UBIII. The further UB is away from the




origin OB, the higher is the utility and welfare for person B.

Now suppose that point F represents the initial distribution of X and Y. It means that A owes
a lot more of good Y than B and B has initially about the same amount of good X than A.
Note that the total amount of goods X and Y determines the size of the box. The figure
shows that the initial endowment in point F allows for a welfare improvement of both persons
— or at least not a reduction of welfare for one of the persons — when exchange takes place
so that the distribution of goods X en Y moves to the area between the indifference curves
UAIl and UBI. This is a Pareto improvement where an exchange increases total wealth in
such a way that none of the persons looses wealth. The actual amount of exchange of goods
X and Y, and hence their relative prices, will depend on the bargaining power of both
persons. Ultimately that determines which point on the contract curve QR is reached. If the
initial endowment were more unequal in the sense that one person has more of X and the
other more of Y (point E in the figure), then the potential for exchange to be welfare
enhancing becomes larger. Now the area between UAI and UBI offers the possibility for a
Pareto-improvement. The final outcome of an efficient exchange contract is now on the PR
curve. The intuition is that specialization, where A produces one good and B the other good,
represents a situation where there will be more exchange and hence the welfare effects of
that exchange will be higher than in a situation where both persons are producers of both
goods It should be noted that such a Pareto-improvement does not bring about a
redistribution of welfare and that the government should not interfere with the exchange for
that reason. It only brings about more welfare, and the relative bargaining power solves the
distribution problem (which is different from the redistribution problem)

In the traditional description of barter exchange, the Edgeworth box assumes that exchange
is for free and that the negotiation about the exchange between the two parties does not
affect their production possibilities or endowment (the total amount of X and Y is equal for
any exchange). In other words: in the Edgeworth box there are no transaction costs.

The question now arises how the existence of efficiency gains due to specialization, but also
the transaction costs that the exchange will bring about, can be included in this simple
economic analysis of barter. Efficiency gains because of economies of scale in specialization
mean that A will be able to produce more of the good where he/she has comparative
advantages and B more of the other good. So in total more of X and Y becomes available. It
means that specialization makes the surface of the box is bigger. On the other hand,
increased specialization means that there will be more exchange and that therefore the
transaction costs increase. The time and effort that A and B have to spend on the exchange,
and the consequent transaction costs, will result that less X and Y can be produced.
Therefore the surface of the box becomes smaller. It is of importance to the welfare gain
specialization yields that the increase of the surface of the box because the efficiency gain
outweighs the decrease due to higher transaction costs. It is exactly what good transaction
management should do: keep transaction costs low so that the opportunities to benefit from
specialization can be exploited as much as possible. Moreover, keeping transaction costs
low will also reduce as much as possible the distortion in the allocation of goods and
services that transaction costs bring about. For that reason a role of the government is to
facilitate good transaction management (e.g. through a good system of legal protection of
property rights).




Figure 1 Edgeworth box
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The trend of a continuous increase in the divigiblabour and in specialization is not
that of today or tomorrow. As mentioned in theaxiiction, Adam Smith already
noted in his famous pin factory example how thesitim of tasks greatly increases
productivity. This increase in productivity eveally translates into higher wages, and
thus into more purchasing power. It is evident tir@alth, measured by material
wealth, has in the past century increased sigmifizamainly because of productivity
improvements which were the result of labour domsand specialization.

Obviously transaction costs, or to be more pretiseability to reduce transaction
costs, have much contributed to these developm&hé&supshot here is that transaction
costs can be too high so that no (business) triosadake place. In that case, the
benefits of division of labour and of specializati@are not sufficient to outweigh the
disadvantages, i.e. the coordination costs whielgigfisation brings about. In that case
a reduction of transaction costs may imply thathfeir specialization is profitable and
that therefore the amount of exchange (trade) as@e (see Box 1). It also means that
existing trade becomes cheaper. In both casesgedluetion in transaction costs
increasesvelfare.In the context of the debate on globalizatios iun important
guestion who receives most of the benefits of thake increase. So solving part of
the coordination problem evokes a distribution pgobof welfare. From the
perspective of the national interest it seems dbkrthat the benefit of the reduction of
the transaction costs accrues to the home counttige long run equilibrium situation
with well functioning markets eventually the domesbnsumer will benefit. However,
from the perspective of international solidaritynay be desirable for others to profit
from the welfare gain as well, preferably to aléei poverty in the world. In that sense
good transaction management does not only improavgpprity at home, but it can also
contribute to the welfare gains in the poor regiohthe world. It should be mentioned,
however, that there are still some snags to reseitferespect to the global distribution
problem of exploiting increased trade opportunjtgeh as the cumbersome
negotiations in the WTO (Doha Round) show.



Fragmentation of production

The trend of ongoing global specialization andigfsibn of labour has the effect that
production chains are more and more split up iluarparts. The result is an
increasingragmentation of productiorthose parts of the chain, which can be
produced elsewhere at a lower price, become owsduin fact, this fragmentation of
the production has so drastically changed the eatttrade that a different approach to
trade theory is needed. No longer do comparativarages in the production of
goods and services explain trade flows. Insteadoapative advantages in performing
tasks are the dominant determinant of internatitnaale flows. It is arade in tasksas
Grossman and Rossi-Hansberg (2006, 2008) argue id further discussed in the next
section.

The fragmentation of production takes place battomally and globally. At the
national level there is an increasing use of spistgubcontractors and suppliers. The
number of self-employed without personnel (SWP’&es significantly increased in
the recent period. At the global level the fragtagan of production and the ongoing
specialization is a major characteristic of thecpss of globalization. Thanks to a
steady reduction of transaction costs it has bedooreasingly attractive to produce or
buy components of products abroad. Outsourcinglméstablishment of foreign
branches (in the statistics recorded as foreigectlinvestment) are its visible effects.
Here the strategic decisions whether to ‘'make ¢t bad where to locate the
production — the location decision — are made thagomparison of the lower
production costs with the higher transaction cdstsbalization and the increasing
share of the transaction costs in total costs ntgk@ssible for an individual firm, but
also for a country as a whole, not only to spezgain the field of production, but also
in the field of fostering transactions and the diation that is needed for these
transactions to become and remain profitable. &tterlis what happens in a
transaction economy, assuming that such a transaetionomy has a comparative
advantage in conducting profitable transactiomsother words: a comparative
advantage as a trading nation. It is a good anolvemivetransaction managemente.
always finding new ways to create value in tranieast that is needed to safeguard the
comparative advantage in this field. This "spéz#ion" to a transaction-economy (or
orchestrating economy), implies that other coustricause of their specific
comparative advantages, such as availability ofmeaterials, cheap labour and/or
specific technical knowledge, will specialize irrteén types of production, or assembly.
(see e.g. Den Butter and Hayat, 2008)

3. Transaction costs economics

Categorization of transaction costs

The previous sections discuss the crucial impodgaridransaction costs in a world
with increasing specialization and division of labhoThe question now is how
transaction costs can be defined and what typasm$action costs can be
distinguished and categorized. Fragmentation adyction, where the production
chains of goods and services are split into a grgwumber of links, can be seen as a
feature of specialization in the globalizing woflche economic theory of industrial
organization partly explains how and to what extarg happens. Formerly this theory
was called the theory of ‘external organizatidn'an industrial organization with



fragmented production it is, from the analyticalgpective, essential to distinguish
between production costs and transaction costsgluetion costs can be defined as all
costs which are made within the links of the prditucchain, including development
costs. So, loosely speaking, transaction costalbogher costs which relate to
coordinating and connecting the various links ef poduction chain.

From that perspectivieansaction costan be defined ake costs which are made in
order to coordinate and connect all links in theguaction chainHence a considerable
part of transaction costs are in fact coordinatiosts. Transaction costs relate to both
coordination and transfer costs within firms wheoerdination takes place through the
hierarchy (vertical transaction costs), and toso$butsourcing and trade between
firms where coordination takes place via the mankethanism (horizontal transaction
costs). As mentioned before, sometimes pseudoehar&chanisms (e.g. through
competitive transfer prices) are introduced witaifirm in order to keep these costs
low and to promote internal efficiency. Thtrsnsaction costsan also be defined as
all costs of trade transactions in a broad ser@3fen, these costs relate to the "hassle"
associated with the buying and selling of goodssardices and with the relocation of
production. A firm that has the ability to creatmare attractive market situation for its
product by reducing the costs of trade, can benat®nally successful, as this type of
costs is important in international trade.

In the case of 'real' trade through market tramsagwith horizontal transaction costs
there is a transfer of property rights. In suditaation of market trade, transaction
costs relate to finding a suitable trading partnegotiating, setting up and signing a
contract, monitoring compliance with the contrawtl @amposing fines if the agreements
are violated. Transaction costs are partly caugddrmal trade barriers such as import
tariffs, but an important part of these costs sterm informal barriers arising from
differences in language and culture, ignorancelacidof trust. This marks the
distinction between 'hard' and 'soft' transactiost€. Thehard transaction costs
include observable costs such as transport casp&rt duties and customs tariffs. The
soft transaction costsomprise all costs of making and monitoring coetsa

information costs, costs due to cultural differesnaad miscommunication, unwritten
laws, trust building, networking, risk costs, codie to safety regulations and
provisions, etc. These soft transaction costs arehrharder to quantify than the hard
transaction costs. It is likely that in this eragtisbalization these soft transaction costs,
where a good business sense is needed to estmeatsizes and, as much as possible
to avoid them, will become an increasingly impottaart of the total costs of economic
activities. Indeed, as the hard costs due to tilbdealization and reducing transport
costs decrease, the soft costs gain relative irapoet

Box 2 Transaction management and marketing

Marketing can be considered a form of transaction management in so far as it is intended to
provide information about the nature and quality of products or services. In principle, these
forms of providing information through marketing reduce the information costs to buyers so
that they will decide more often to purchase and make a transaction. The example of
marketing shows that the line between what can be considered as the real production costs
and what can be considered as transaction costs, is often difficult to draw. After all,
marketing can also contribute to the image of a product and thereby increase the emotional
value of the product. Think of all branded products and of the fact that some people are
prepared to pay additional money if they can play on the same brand of basketball shoes as




Michael Jordan did. That part of the marketing costs can, like the development costs and
direct production costs, be considered as part of the actual production costs. The same holds
true for television commercials. In principle, their intention is to provide information on
products and services, albeit biased. Therefore the costs of these commercials can be
considered part of transaction costs. However, for some, a television commercial is simply a
fun movie, and thus a consumer good. The costs of making such commercial would in that
case be categorized as production costs.

Hard and soft transaction costs not only play a mlthe normal commercial
transactions where goods or services change owperélso in case of hiring
personnel there are ample transaction costs tarikeccount: search costs,
information costs, application costs, the costgatfing acquainted with the job,
learning costs, redundancy costs and all costseopérsonnel department, including
advertising costs. Indeed, also here a contrantassense a form of transfer of
property rights of an employee to his or her bdesaddition, the costs of marketing
and information costs can partly been regardedaasaction costs (see Box 2). Within
companies all kinds of departmental meetings, dsioms about work routines,
regulatory measures and internal compliance briogiatransaction costs.

Economic theory of transaction costs

The focus of the economic theory on transactiomscdganot new: Coase (1937)
formulated the first ideas about it more than 7@rgeago. The reason for Coase to
consider transaction costs was to explain why fiofrgny size do exist in a world
where the invisible hand of the market mechanissupposed to provide an optimal
allocation of goods and resources. The answerlresdy been given: the allocation of
goods through market trade is not free but bridgmigall kinds of transaction costs.
According to this theory of Coase, firm size depedulectly on the nature of the
transaction. In the case that the (marginal) &ratisn costs are higher for exchange
within the hierarchy than for exchange throughrttegket, it is obvious that parts of the
firm are to be split and benefit from lower trartsac costs of trade through the market.
The firm size then decreases. The opposite - tctiosacosts are at the margin lower in
the hierarchy than through the market - provideargmment for an expansion of the
firm. Itis also a reason why a takeover of a fioma merger between firms, may be
considered to become successful. This argumeifitcigreent interest now that activist
shareholders (private equity, hedge funds) interfeore and more with the strategic
policies of firms in this respect. The perils sumding the credit crisis of 2007-2009
also show that when such strategic calculationis reispect to marginal transaction
costs subsequently prove to be wrong, it will brafgput huge societal transaction costs.

The further development and application of theneoaic theory of transaction costs to
exchange transactions in the (international) tiadé a much more recent date. This
trade oriented theory of transaction costs is baseal central notion in the work of
Douglass North (1990), namely that the ongoingratdeon between rules and players,
or between institutions and organizations, undetle success or failure of an
economy. That is why trade theory is linked with theory of institutional economics.
Institutions in the sense of North do not only ud# formal institutions, such as legal
rules and regulations. Informal institutions areyMenportant as well, or even more so.
These include socio-cultural phenomena such agréhailing values and norms,
mutual trust, and the commercial or mercantilelskif a nation. This is where the
"soft" transaction costs come into the picture.if©93,1994) has shown that



institutions play a crucial role in order to satiffie basic condition for exchange,
namely to be able to commit to a trade contraek (ke next section). In the early
Middle Ages Jewish merchants - the "Maghribi tratlerwere bound to keep their
promises on trade agreements through family tiesodher social networks, even
though their deeds could only be controlled mutérlbecause of the large distances
and time consuming travel. Later, this institutiosistem of using family ties was
replaced by legal systems as institutions.

Recent work by Helpman (2006) illustrates the inguace of the transaction costs for
the success of firms in internationalization. Thguanent is that doing international
business brings about considerably high costsarstart-up of, and during international
operations. The consequence is that internaticatadiz is only feasible for a firm of
sufficient size. This scale - or specializationnigeknowledgeable of doing
international business - makes it achievable towecthe investment costs on
knowledge on transaction costs in internationald@raver several transactions. Such
scale and specialized knowledge of internatiorslés is a prerequisite for firms to be
able and continue to operate successfully in theentistatus quo of "open borders". In
terms of the Edgeworth box the high transactionscosinternational trade should be
compensated by the large productivity gains duectmomies of scale within the
hierarchy of the firm.

Definition of transaction costs in the literature

As mentioned before, Coase (1937) was the firgittoduce the concept of transaction
costs in economic theory. His definition of tragtsan costs is short and compelling:
"The costs of using the price mechanism in the etark this perspective, transaction
costs are all costs the market mechanism and ttediduming of the market bring about.
The economic theory of transaction costs is suletyuelaborated by Oliver
Williamson, who, in 2009, joined Coase and Nortlwamers of the Nobel price in
economics. Williamson defines transaction cost$rescosts of running the economic
systerﬁ(see e.g. Williamson, 1975, who followed Arrow, 296ee also Williamson,
1993, 1998, 2000). Nowadays, the term transactistsanainly relates to the
transaction itself: it covemll costs involved in entering into, implementingla
complying with a transactionFrom that perspective Cheung (1987) defines aetitn
costs ‘as all costs that do not occur in "Robinson Cruseenomy of direct excharige
In other words all costs that in the descriptionveffare gains from exchange in the
Edgeworth box are not taken into account.

North and Wallis (1994) distinguish between transfation costs and transaction costs.
Transformation costs relate to the genuine proogssigoods or services which is to

be regarded as the actual production. In contir@stsaction costs occur when goods or
services change ownership. North (1991) obsenadghie neoclassical paradigm as
primary basis for traditional mainstream econorh@&oty only holds true when there

are no transaction costs. In other words, nedckgheory assumes a frictionless
economy. On the other hand, when there are trdosamists involved, they bring

about allocative distortions. In that case the eaonreaches a different equilibrium
than when there would be no transaction costs. Fnenviewpoint of allocative
efficiency, this new equilibrium is less than opinThis is another way to illustrate

that the lower the transaction costs are, the ibigiefor social welfare. In that case,
more welfare-enhancing transactions may occur.
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Williamson (1985) distinguishes three sourcegarigaction costs, namely:

- Bounded rationality,
- Opportunistic behavior and
- 'Asset specificity'.

Thebounded rationalityhas two reasons: (a) information complexity, and (
information uncertainty (Dietrich, 1994). Informatial complexity refers to the fact
that individuals have limited abilities to procedlsinformation that is available. Hence
an individual is unable to process all relevaneaspof a transaction. Informational
uncertainty on the other hand refers to the faat iths impossible to perfectly foresee
all future states of the world. Individuals engaged transaction can not perfectly
foresee all contingencies involved in a transactiod therefore suffer from incomplete
information (Tirole, 1988). When individuals aretmobally rational, but behave
according to bounded rationality, it is impossitdespecify complete contracts without
costs. Hence bounded rationality may lead to ti@iacosts. However, it is not a
sufficient condition for such costs to occur. Boeddationality is also cost-rational, if
the marginal benefits from additional informaticatigering no longer justify the
additional transaction costs due to incompletermfdion and the related incomplete
contracts.

Opportunistic behaviourefers to the ‘self-interest seeking behaviourinafividuals
(Williamson, 1985). Without opportunistic behaviouwould not be necessary to fully
specify complete contracts. Therefore, the traimaciosts which would arise through
bounded rationality do not exist per se, in cadéviduals do not want to gain
advantage over the loss of another individual. Hexewhen individuals exhibit
opportunistic behaviour the opposite is true. lidlials may use the incompleteness in
contracts, which exist through bounded rationatitytheir own gain. This opens up
opportunities for strategic behaviour, and exeeukigzards. This in its turn causes the
necessity for trading partners to monitor eachmtued to enforce contracts legally.
The next section discusses how mutual trust maycesthe opportunistic behaviour
and thereby imply lower transaction costs.

The third source of transaction costs that Wilkam (1985) distinguishes is the
existence ofsset specificityAsset specificity is defined as the extent to Wwhaa
investment supporting a transaction has more valtieat specific transaction, than in
any other purpose (McGuinness, 1994). Asset spégifietermines the scope of the
continuing interest of both contracting partiegath other (Williamson, 1985). When
there is no asset specificity, markets are pegfexthtestable, and individuals will not
want to invest in continuing economic relationshipgetrich, 1994).

Asset specificity relates to goods or services @natbound to certain specifications
When the first transaction has been defined andoapd with respect to these
specifications, the following transactions can tallgantage of the fact that the
specifications are known so that less transactisitscare to be made. On the other
hand, the more goods or services are tailoredetantttividual requirements of the
buyer, the higher the asset specificity. Thereftire degree of asset specificity can be
considered an important determinant of transactasts, and of how transaction
management can create value. It is obvious that bea relationship between asset
specificity and standardization (see Den Buttendéand Lazrak, 2007), as
standardization will make the specifications trarept and therefore will reduce asset
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specificity. Uniform standards ensure that tradesd to spend less time to define the
specifications of the goods or services, so thay thill encounter less transaction costs.
On the other hand, the demands of buyers to supplaa be so specific that standards
have to be developed that can only be used imptdicular situation. This makes the
mutual interest that buyers and supplier have imta@ing their trade relationship,
larger.

Modern theories on transaction costs and the orgaion of production

Section 2 already mentions that nowadays, withnfigtation of production and much
international outsourcing, comparative advantagesallonger, in the Ricardian sense,
relate to finished products and services, but rdtha trade in tasks. From that
perspective Grossmann and Rossi-Hansberg (20083mira model for the
determinants of international trade, which makesxgsiicit distinction between trade
in goods (which is the standard approach to madglhternational trade) and trade in
tasks. Here production involves conducting a contin of ‘tasks’. Different
economies are now not trading in finished goodsijttare these tasks, or sub-sets of
the production process, which are tradable. Soslestaay require high-skilled labour
input, while other tasks require low-skilled labaurdifferent categories of labour, or
even other factor inputs like capital and raw mater

Tasks can be performed abroad when it is lessyciosth firm to perform a task
offshore than domestically. Off shoring tasks iscwansaction costs. The crucial
assumption is that some tasks are moved abroadeasily than others. It implies that
moving some tasks abroad may incur more transactets than other tasks. So when
will firms choose to move tasks abroad? This willydbe the case when the joint costs
of foreign factor input and transaction costs ass ithan the domestic costs of factor
input. Hence in this framework, some tasks will s& performed at home, while
others can be performed abroad.

What are implications of this distinction betweeade in goods and trade in tasks? Let
us assume that only low-skilled tasks can be maiedad. By lowering transaction
costs it becomes profitable to move more low-gkiks abroad. Grossmann and Rossi-
Hansberg (2008) distinguish three effects of tlieicdon in transaction costs:

(i) a productivity effect;

(i) a relative-price effect and

(i) a labour-supply effect.

The productivity effect occurs through a declinghia costs of tasks being moved
abroad. Firms incur lower costs, since more taaksbe performed offshore less costly,
which drives up the demand for domestic factor faplience increasing the return to
domestic factors. The relative-price effect ocahreugh a change in the terms of trade
of a country. This effect is likely to influenceetheturn on low-skilled labour adversely.
An improvement in the terms of trade, defined by phice of exports in terms of
imports, will put downward pressure on low-skillgeasince the exporting, high-skill
industry becomes more profitable and will draw teses from the import-competing
sector. Finally the labour-supply effect occuretigh the release of domestic labour,
which is freed by moving labour abroad. This efiiedlso likely to depress low-skill
wages.
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Meanwhile the decrease in the costs of offshorffects high-skilled labour and other
factor inputs as well. Offshoring of low-skill taskas no productivity effect for other
factor inputs, since it has no direct effect onwlage bill of these other factors.
However, the relative-price effect and the labaysgy effect do have such a direct
effect. The relative-price effect, causing an iaseein the terms of trade, boosts the
high-skill intensive exporting industry and henbe teturn on high-skilled labour. The
labour-supply effect drives down relative pricesa¥-skilled labour, which is
equivalent to an increase in the relative prichigh-skilled labour.

All'in all, the conclusion from this theory on teah tasks is that a decrease in the costs
of offshoring can affect the returns on low- anghhskilled labour in different ways.
When, for low-skilled labour, the positive prodwdly effect outweighs the negative
relative-price and labour-supply effects, low-gdlllabour will benefit. Otherwise the
return on low-skilled labour decreases. The returtigh-skilled labour will increase

in all cases, since both the relative-price eftaat the labour-supply effect are positive.
So form the perspective of distribution the impottgsue is whether positive effects
for low-skilled labour outweigh the adverse effedisis appears to be different for a
small economy and for a large economy. In the &ieste domestic low-skilled labour
benefits from the increased offshoring and domésgh-skilled labour and other
factors are unaffected. In the case of a large@ugrlike for instance the United States,
which can influence world prices, the situatiowliiéerent. The question is whether the
productivity effect outweighs the relative-pricdeet. This depends, for example, on
the elasticity of demand of traded goods, whicledeines the relative strength of
price-movements. The conclusion is that it is elgyadssible for low-skilled labour to
benefit than it is to loose out from the reductiothe costs of offshoring. As before,

the return on high-skilled labour is only affect®dthe relative-price effect and hence
benefits from reducing the costs of offshoring. Jdeffects do not differ very much
when it is assumed that other tasks next to low-sigks become tradable as well.

However, the effect that domestic factors can f@im offshoring tasks could also be
predicted by Ricardian determinants like compaeatilvantages. So the question is
whether the trade in tasks model really makesfarédifice in explaining trade flows.
Baldwin and Robert-Nicaud (2010) argue that it ddd® special feature of the trade in
tasks model is that when certain tasks are movezhdbthis is done in all industries.
For example, when low-skill tasks are moved abrtiad is done both in the industry
which is intensive in low-skilled labour and in timelustry which is intensive in high-
skilled labour. Therefore trade in tasks will ewmtur when there are no differences in
relative endowments. This kind of trade is not expgd by the traditional Heckscher-
Ohlin framework. The trade in tasks model thus sastully links trade and transaction
costs to Trefler's (1995) ‘missing trade puzzle’.

Figures 1a and 1b picture the transition from triad&nished products and services to a
trade in tasks (see Berghuis and Den Butter, 2008jle induced by comparative costs
differences implies that a country will specialimeproducing goods or services where
its comparative cost advantage is largest as cadgarits trading partner. Figure 1la
illustrates this traditional Ricardian trade thefoytwo countries, A and B. Country A
produces product X and the whole production proeafstasks X1, X2 and X3 is
executed at home. A similar situation applies fourdry B with product Y. Here the
tasks Y1, Y2 and Y3 are conducted in the home egurt this traditional trade

13



situation comparative advantages in production teadtry A to export X to B and
country B exports product Y to A.

However when the potential for increased fragmeémadf production becomes
exploited, specialization will take place at a mdegailed level, namely at the level of
tasks. Now the international division of labourlanger covers the different products
but the tasks in production. The higher the degfestandardization and the less the
customer contact — so with less asset specifiditg easier it is to separate tasks that
can be outsourced. Figure 1b assumes that theipagi@n of the production of both
product X and product Y takes place in country ApArently this country has a
comparative advantage in orchestrating producAdirtasks with respect to product Y
are outsourced to country B, while for product Xydask X3 is conducted at home,
for instance because that task requires speciilis skhich cannot yet be outsourced or
because the transaction costs of outsourcing gheehthan the reduction of the costs of
execution of the task. It is clear that a majomgain trade flows between the
countries results from this new organization ofgurction. Country A is exporting both
products X and Y whereas it is importing tasksr éauntry B, which has a
comparative advantage in the execution of taskspgposite is true.

Figure la Traditional Ricardian explanation of inter national trade

Country A Country B
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Product > X Product
Task X1 TaskY1l
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Figure 1b International trade resulting from fragmentation of production and
tradein tasks
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This trade in tasks can imply that trade withidustries, so called intra-industry trade
increases. But that is not necessary. After ladl tasks that are outsourced can equally
well be executed as services that are attributedhter sectors. Think of the production
of chips that are used in products from differeadtsrs, or think of outsourcing the
administration and parts of the ICT. Whatever inayhe case, the increased focus on
trade in tasks shows that a productivity increasesdot solely have to be the
consequence of a technological innovation in prodacbut that also ransaction
innovation which reduces transaction costs through betteloéing trade in tasks, can
lead to an increase in measured productivity ofrtdestrial sector.

The black box of the production function

The obvious result of these changes in the waynatenal trade depends on
comparative advantages is that a new economicythemeeded for a good
understanding of the impact of globalization aradyinentation of production. The
traditional theory of economic growth has to béelated in order to really understand
what is happening. In their review article on theew theoretical developments Antras
and Rossi-Hansberg (2008) argue that the tradititveary of the production function
sees the way that production factors are transfortimea final product, as a black box.
The new theory seeks to open this black box. Mot the input volume of the
production factors and the possibilities for suhstin are important for the description
of the production process, but also the organinatigproduction should be made
endogenous. This creates a theory where elemettie tieory of industrial
organization are integrated into trade and groWw#oties. Transaction costs play a
major role in this combination of theories. An innfamt aspect of this theory is that the
heterogeneity of the production factors shouldaben into account. In this context
Grossman and Maggi (2000) describe how the clafioeganization of production
may depend on the available qualities of the woddoSo on the one hand there can be
a production process where the knowledge of sorfi@bt creative people is needed,
but on the other hand there can also be a produptincess that is based on established
procedures using reliable workers who are usednapty with a hierarchical working
environment. Firms may internally exploit thesdatiénces in talents for the
organization of production, but it can also givaerto an international trade in tasks
where one country is gifted with one type of tadesutd the other country with the other

type.

Measurement of transaction costs

The characterization of various types of transactiosts and the split-up of total
production costs in actual production costs anastation costs has, up to now, only
been discussed from a theoretical and qualitagrspgective, However, in order to be
able to quantify the relative importance of trarigeccosts still a considerable amount
of research must be done. A first step is to cameedlear and operational classification
of the various forms of transaction costs. Thisaésessary in order to show how
important business transaction are for individirah$, and aggregated to the macro
level, for the country as a whole. It should bdized that transaction costs do not only
relate to trade and activities which are directiprected with the organization of
production. Also various business services whighpsrt these activities bring about
transaction costs. Consider the financial and lsgalices, and the bookkeeping and
control services of accountants. The latter sesv@esure that the official reporting of
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companies is correct so that everyone who has tittiache companies (suppliers,
customers, financiers, shareholders, governmenttisbliged to make (transaction)
costs to value the reporting by the companies thbms. Probably a calculation of
total transaction costs at the macro level willghbat these costs do increase, also
relatively in proportion to production costs. Teeems paradoxical when the strength
of a transaction economy is considered to be th#yatio reduce transaction costs.
Such result would mean that lower transaction amsiie than proportionally foster
transactions so that the higher volume of transagtiore than compensates the lower
unit price of transactions. It would corroborate gotential of the transaction economy.
The lower transaction costs may involve an incréasiee fragmentation of production,
so that more tasks of the production process asoorced. This will reduce the actual
production costs so that transaction costs cotstlarger proportion of the total value
added. The value creation in the transaction ecgrimenomes more transaction
intensive.

Making a clear cut split up of total costs in tractson costs and production costs is not
well feasible. McCann et al. (2005) provide an dree survey of these definition,
categorization and measurement problems, with asfoo the transaction costs of
government regulation. In spite of these probleamesattempts have been made to
estimate the size of transaction costs at the maued. Following the methodology of
North and Wallis (1986), De Vor (1994) asserted thd 990 total transaction costs in
the Netherlands economy amounted to almost 53%N\#.& implies that more than
half of value added in production in the Netherlrelates to conducting transactions.
In the period 1960-1990 total transaction costesiased with about 9 %-points. This
can be ascribed completely to an increase in tivatprsector. According to De Vor's
measurement transaction costs in the private saotdin 1990) over 5 times higher
than in the public sector. Van Dalen and Van Vuyg905) measurby means of
occupational data that in the Netherlands approtaln@5% of workers is employed in
transaction jobs, and 29% if one includes transjasits. However, these occupational
data do not take into account time spent on coatitin by production workers.
Klamer and McCloskey (1995) note that one quarteéne GDP is related to
persuasion, i.e. talks to make “real productiondgible. In their survey on “trade
costs”, Anderson and Van Wincoop (2004) illustitaie size of these trade costs by
means of the tax equivalent of these costs: whatdMoe the tax tariff on direct
production costs if all trade costs where regaaethxes — from a theoretical point of
view trade costs have the same distortional eff@etgroduct markets as taxes.
Anderson and Van Wincoop have a rather broad digiimof trade costs so that it
comprises most of the transaction costs discussiérein this section. Their main
finding is that trade costs are large and variahihe example of the Barby doll
illustrates these large costs. The direct prodnatimsts of the doll are $1, but they are
sold in the US for about 10$. So the costs of frartation, marketing, wholesaling and
retailing have aad valoremtax equivalent of 900%. In their calculations &ngbn

and Van Wincoop arrive at an estimate of the taxvadent of “representative” trade
costs for industrialized countries of 170%. The bambreaks down as follows: 21%
transportation costs, 44% border related tradedsarand 55% retail and wholesale
distribution costs (2.7 = 1.21*1.44*1.55).

4. The fundamental problem of exchange and transaction cost economics
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Transaction costs are associated with what Gréd@2labels the fundamental problem
of exchange. This fundamental problem is whetimer can ex ante commit to being
able and willing to fulfil contractual obligatiorsx postin other words, a necessary
condition for exchange is that for each partnehenexchange transaction there must
be certainty that the other partner will keep rtsnpise and deliver what has been
agreed upon. Greif approaches this issue by gtttatone will not enter into a
profitable exchange relationship until the othertyacan ex ante commit to fulfil his or
her contractual obligations ex po$dnly under that condition the exchange can be
mutually beneficial for both parties. This requissturity is often difficult to obtain
because of a typical feature of many exchangedrioss: it issequentiallt means

that contracts and promises about delivery are rnraddvance of actual delivery and
payment. This gives the party that is last to Flli§ or her obligations the opportunity
to behave opportunistically and benefit at the espeof the other party. This problem
becomes even worse when specific investments quéreel in a particular exchange
relationship. In this situation there is the threfa “hold-up”. Such hold-up — which is
called after a raid on a stagecoach in the WildtWamaplies that the last party to meet
the obligations misuses the opportunity to chahgeconditions of the exchange to his
or her advantage. In the case of a labour coreracid-up may happen where a
worker who has had high learning costs in ordeetioacquainted with the work and
become productive, demands at that time a highgewso that his or her boss is
unable to recover these learning costs. The tiofeehold-up constitutes an obstacle to
entering into a exchange contract and should tberdfe avoided. However, such a
hold-up can only be avoided, when for both pattiesassociated transaction costs with
keeping the contract are lower than of breakingctir@ract.

The fundamental problem of exchange thus esshribiails down to avoid the
opportunistic behaviour associated with the setjalerharacter of the exchange. In
game theoretic terms the fundamental exchangegmrobén be understood as a form
of the prisoners dilemma. The optimal solutiondmts of welfare for both parties (the
Pareto-optimal solution) implies that both sidek&w cooperatively. However, for
each party separately it is rational not doingvdach in principle results in a non
Pareto-optimal outcome. That is why trade institosi are needed in order to ensure
that there is an optimal solution in the prisondifemma, for example through the
enforcement of costly penalties if a party doescomhply with the contract. In more
general terms it is a solution thfe game of trust/hich is required. A major
observation in this respect is that institutions cantribute to this solution of the game
of trust. This is elaborated below.

In a commercial exchange transaction three staayede distinguished from the
perspective of transaction costs, namely:

- The contact stage;
- The contract stage and
- The control stage

In the contactstage of a potential transaction, the buyer i&itgpfor information

about his or her preferred product (price and ¢alotential suppliers, or, when the
product does not yet exist, which producer cowletim and/or produce it for her or him.
The seller is trying to find a buyer for his or lpgoduct through marketing activities.
Transaction costs come forth out the fact thatrmgtion is not free, not complete and
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not easily accessible. Traders have to investancee Evidently, this search for
information is more difficult when, in an internaial context, communication is
blurred by differences in language, differenceways of information distribution and
differences in culture based business norms. Rieduet the transaction costs of
contact involves a mechanism with two essentiatattaristics. Firstly, information
about business opportunities must be spread toatibers of the business community
who might be interested to be informed. Secondlinust be guaranteed that this
information is of high quality, i.e. the informati@an be trusted to be relevant and true.
The distribution of reliable information is a cheteristic function of networks (Casson,
1997). Mutual trust among the members of the ndtwareases the quality of the
information. Some empirical backing for this clasan be found in the studies of
Rauch (2001) and Rauch and Trindade (2002) that poithe role of co-ethnic
business networks in solving this problem of migsnformation about business
opportunities. Ethnic (Chinese) networks seem tmbee influential in bilateral trade
on differentiated than homogeneous goods. Portd&Rey (1999) note the importance
of the “geography of information”, measured by ¢edephone call traffic and
multinational bank branches, in a study on bildterass-border equity flows. Combes
et al. (2002) present empirical support for thérm that business and social networks
help to reduce informational trade barriers in Egn

Thecontractstage starts directly after the moment the paétrading partners have
found each other and are inclined to make a desk fansaction costs are made in
negotiating the terms of the contract. Parties haxdecide on how to make a
reasonable slit-up of the expected rents of thes&retion and what to write down in the
contract. They should not aim to put all eventigsdiin the contract. It is costly to write
out all detalils, it is useless because some arma@ges cannot be verified by third
parties (verification problems), it is impossiblechuse many eventualities can not be
foreseen (fundamental uncertainty) and it may hawearranted side-effects in the
form of growing distrust between the parties if oalees explicit account of everything
that might go wrong. Contracting becomes even mandan international context.
Parties have to learn the particularities of tlyalesystem of the other country. In
addition, cultural problems appear when one iseoplating what to write down (and
what not) in the contract. The appropriate busimesms vary between cultures. For
example, in the United Kingdom it is common to wmown every detail, while in
other cultures, like the Dutch, it is customaryust write down the rough outline of the
agreement and to fill in the details later, during fulfilment of the agreement. These
differences can lead to misunderstandings. Writiomyn all details creates a sphere of
security in one case (the contract provides aisoldior every problem that might
occur), but it can also give a signal of distrugly does the other party want to write
down all these eventualities, does he foresee @nodldoesn’t he or she trust me?).

Cooray and Ratnatunga (2001) illustrate the probieanm interesting account of the
troublesome co-operation between a Japanese cusamah@n Australian producer.
They show how cultural differences lead to compeddferent perceptions about how
to build a co-operative relationship. The Japaheser was focused on developing a
long-term close relationship with his Australiantpar, because it is customary in
Japan to stay with a producer as long as the pevdiatls the product. It is a strategic
decision with long-term consequences for a Japdim@se¢o choose a supplier. The
Japanese therefore asked for much information abeujuality and price of the
product, and installed own personnel in the Australirm, also because they are
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accustomed to co-operate with their producers fwawe the product. The Australian
firm however was not used to provide such detaidémrmation about their production
process and costs. A second problem arose, bettauseistralians wanted to develop
the relationship along personal lines, while theadese counted on strict formal
control and evaluation procedures. In the erohkapin, with knowledge of both
cultures and companies, was hired to solve the ahatljustment problems. In general,
striving for low contract transaction costs implégegck negotiations that result in a fair
distribution of the rents.

The stage o€ontrol consists of the monitoring and enforcement ofcivgtract. Both
involve high transaction costs, especially at latggances. Monitoring means that
business partners check whether the other padwiig what he or she promised to do.
If the check turns out that this is not the calse,ntext step is enforcement of the
contract. The most common solution for enforcenei start a legal procedure.
Especially in international trading relationshitigs is often a troublesome affair. It
takes time and money in large quantities and forsig often feel being mistreated by
prejudiced national courts when they file a clagaiast a national company. The
outcome of the process can be quite uncertainemeigl, there is the verification
problem, which means that it is often very difficaf even impossible for third parties,
like judges, to value the quality of the goodsemwies delivered. Country specific
cultural values and norms also penetrate the ratiegal systems (see Bachmann
2001). In the United Kingdom, the law is commordgarded as a device to protect the
people from the government. The basic thoughtasttie government should not
interfere in private matters. British judges therefbase their decisions in legal
disputes extensively on what parties have voluigtagreed on, even when power
asymmetries might have influenced the voluntarynelet. In contrast the German and
Dutch legal systems take the idea that contracsldibe “reasonable” for both parties.
The government is seen as a mechanism to corjastioes. German and Dutch judges
therefore have and use the right to reinterpretrandnstruct contracts until their
outcome can be considered “reasonable” for bottigzaiThis means that two contracts
with the same wordings can lead to different legadisions, depending on the kind of
legal system in the country in which the file iaioied. Here, the control transaction
costs can be held low in cases where the transguticners comply to the terms of the
agreement, so that there is no need for intensiw@toring nor legal enforcement.

Table 1 summarizes the various types of transactists which are encountered in the
three stages. It also indicates the reasons feetbests. It should be noted that the
costs in the first stage, the contact stage, acaled sunk costs, which means that
these costs are also to be made when the contd¢ha ensuing trade exchange
eventually does not take place.
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Table 1 Transaction costsin different stages of trade transactions

Stage Type of Reason of Inter national Dueto:
transaction costs complications
Contact Investment ir Information is Hindered Differences ir
stage information about costly communication language
customer / supplie
or potential
producer
Investing in the Information is Differences in
relationship incomplete culture
Information is Differences in
unavailable means of
communication
Contract Investment in Distribution of Divergent Differences in
stage costs of preparingprofits expectations betweenculture
contract the parties, verificatio

problems and
uncertainty

Formulation Differences in
of Agreement legal system
Control Costs of Monitoring  Greater uncertainty Change of
stage compliance of  costs information by
agreement larger distance
Investing in Enforcement Problem of
continuing/ of contract interpretation in
improving the provisions verification

relationship
Ignorance of lav
and system of
values and norms

Solutions to the game of trust

As mentioned above, Greif's argument that findirgphution to the fundamental
problem of exchange is finding a solution to thengaof trust. Here trust may be a
substitute for extensive negotiations and draftihgontracts which can bring about a
lot of transaction costs, and which are, from tb@n@mic perspective, never
“complete”. Trust can be seen as an expectationtahe future behaviour of the
trading partner, where a false expectation mayghaimout considerable costs. When
both parties trust each other, it implies that hmhies expect a cooperative behaviour
of the other party and therefore expect explicingslicit compliance with the
agreements.
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In fact, in many circumstances trust between tiag@rties can be seen as a co-
operative solution of a prisoners’ dilemma wher tiigger mechanism built in the
repeated game does not completely exclude che&mglacing trust is not a free
lunch, there is a risk involved. That makes ageatdious to gather reliable
information about potential business partners @aitto carefully formulate the
agreement (contract) and to adequately monitoreafaice it (control). What do
people indulge to accept these risks and to thesbther, or how can this risk be
contaminated so trust can develop? To answer thastapn, two main types of trust
generating mechanisms can be distinguished, regplgcwith aformal and an
informal basis (Den Butter and Mosch, 2003, Mosch, 2004).

In the case of formal trust we can for instancektaf legal protection with respect to
agreements between parties, where fines, or eeeprédspect of going to jail, can
prevent opportunistic behaviour. More in generadtitutions constitute a major device
of solving the game of trust.

This “formal trust” is related to the rational ¢t® concept of trust (Coleman, 1990)
and extrinsic motivation (Frey and Jegen, 2001)nfed trust is closely linked to what

is known by other authors as instrumental trusipmal trust, calculative trust
(Williamson, 1993), self-interested trust (Lyonsldviehta, 1997), synthetic trust
(Putnam, 2000), fragile trust (Lindenberg, 200@xrow trust or egoistic trust
(Nooteboom, 2002) and, to some extent, system (tustmann, 1997, Bachmann,
2001). All these notions of trust are related tcheather, in the sense that they see this
type of trust as being about the calculation disieinterests in pecuniary terms. It
expects that people take into account all finariozntives involved, use a “rational
way of thinking” and are not “hindered” by emotio®®, if it is profitable to cheat, one
will cheat without remorse. People will act trustiindy when it pays to act
trustworthily. The main idea of this approach iattthe trust problem can be
understood as a social co-ordination problem. Bwgmt that both players end up in the
Nash equilibrium outcome of the prisoner’s dilemfinath players playing the
uncooperative or untrustworthy strategy), theretacesolutions.

The first is to play the game an indefinite numisietimes. In other words, a repeated
game is needed to solve the game of trust. Thosvalleputation effects to emerge.
Trustworthy behaviour in the past forms a valuadset, because it enhances the
chance of finding future business partners. Thategjpn mechanism works best, when
the time horizon of the players is large, whendlae many potential partners, and
when information about past behaviour is easilyeasible to all players. This forms an
important reason why trading networks exist, ag th#il these requirements. The
second solution is to change the outcomes of theega such a way that it becomes
favourable for the players to act in line with etgreement. On a bilateral level, this can
be organised by promising bonuses for good comgdiaor by taking “hostages” which
are returned when the agreement has been fulffledther way to invoke
trustworthiness is by using intermediaries, forrege banks that issue letters of credit.
The most important way of solving the trust problisrof course by relying on the
judicial power to enforce legal contracts. ThrezdtBnes and imprisonment scare
agents away from untrustworthy behaviour. So, atingrto this second solution a kind
of contract, which is hopefully self-enforcing amvents cheating, should preclude
the traders to end up in the non-co-operative pase dilemma solution of no trade.
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It should be noted that these trust mechanismsfomaal basis cannot take away all
risk. In the first place, bounded rationality andamplete information make it
impossible to make all necessary calculations. kg the behaviour of other people
is guided by fundamental uncertainty called frek (Mooteboom, 2002). Good prior
intentions can always change when unforeseen cstamoes occur. It has already be
noted that legal contracts can be expensive, intigriacomplete, possibly
unverifiable and subject to the particularitieshef addressed legal system. On top of
this, too much emphasis on formal trust might imfirmal trust. When relationships
are guided by too much formal trust, based onmsitrimotivations, this can “crowd-
out” informal trust which relies on intrinsic moétion (Tyler, 1998; Ostrom, 2000;
Frey and Jegen, 2001; Bénabou and Tirole, 2003).

Trust mechanisms with an informal basis cover éhational and social-cultural
mechanisms that build trust. Informal trust is lobge intrinsic motivations (Frey,
1993). This type of trust is closely related to tle@cepts of social trust, moral trust,
personal or blind trust (Williamson, 1993), sogiadriented trust (Lyons and Mehta,
1997), resilient trust (Lindenberg, 2000), broadlruistic trust (Nooteboom, 2002),
generalised trust (Putnam, 1993) and social caffitdduyama, 1995). Both at the
individual level and at the institutional leveletle are a number of different
mechanisms that generate informal trust.

At the individual level, the way in which peopleadlevith uncertainty varies from
person to person. Responsible for this is the éxtiefontological security” a person
experiences (Giddens, 1991). This has a direaienfte on the individual “natural”

level of trust in others, called “basic trust” (@&hs, 1991) or “trusting impulse”
(Sztompka, 1999). In (bilateral) relationships, pneblem of incomplete information is
countered by the psychological mechanism of saimgfi(Simon, 1983). Agents collect
and process information unto a certain aspirateoerll When co-operation goes on for
a while, a personal relationship develops betwbercontracting partners and custom
and routine slip in. This is a rational way to de&h bounded rationality, because the
limited processing capacity of the human brainasdistracted by operations that go
well. When the relationship proceeds within certamerance boundaries”, attention
can be given to other problems (Nooteboom, 2002)ef\these boundaries are crossed,
the routine aspect of the trust relationship disaipg and agents will pay close attention
again to the relationship, collect information goussibly narrow the tolerance
boundaries. When the relationship gets a very der@iaracter, agents might reach the
stage that they start to identify with each othred aach others interests. This will first
lead to making the relationship informally. Ethiesd moral considerations start to
rule the relationship. This can even lead to aodisin of the perception of the
trustworthiness of the other party. An exampleho$ ts cognitive dissonance.
Contradictions between facts (about the behavibtlieoother party) and beliefs (about
the trustworthiness of the other party) give anasydeeling, which is solved by
reinterpreting the facts in such a way that théefeetan hold. Then the relationship can
be called one of blind trust. Apparently such gitrashould be avoided from the
perspective of good transaction management, agyitintur unnecessarily high
transaction costs.

Informal trust mechanisms are also active at a roollective level: in organisations,

villages, cities, ethnic groups, networks and coest In these groups, a trust culture
might develop among its members. This is “a systémiles — norms and values —
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regulating granting trust and meeting, returnimyg] eeciprocating trust; in short, rules
about trust and trustworthiness” (Sztompka, 1999: ® social control is effective,
breaking such rules is followed by serious so@alcsions.

The advantage of informal trust mechanisms aborradbtrust mechanisms is that one
does not have to pay to keep afloat an entire gsiem with its lawmakers, lawyers,
judges and police. However, building informal traah be a very difficult and lengthy
process, especially when one wants to enter a gronptwork of which the
membership ties are based on kinship, ethnicitigiosity or place of birth. Examples
of such closed trade network date from the Maghrédaers in the eleventh century
(Greif, 1989, 1993), the Jewish diamond merchantee 1960s (Wechsberg, 1966), to
nowadays ethnic Chinese networks (Rauch and Treyd2@D2), mentioned before.

Micro economic game experiments suggest that tinésemal forms of trust are
relevant to explain human behaviour in some ecoagaitiiations. A common
conclusion of those experiments — often shaped@also-ordination problems — is
that people are indeed inclined to behave trustiagt trustworthily (guided by norms
as reciprocity and fairness), instead of playirg‘tiational” strategy of non co-
operation. This result even holds true when highsaof money are at stake, when the
participants are not students, and when no reputafifects can be built up (one-shot
interaction with anonymous strangers); see CanaréiThaler (1995), Berg, Dickhaut
and McCabe (1995), Cameron (1999), Fehr and G&{2@e0) and Ostrom (2000).

A related informal form of trust is based on commafues and norms. Being a
member of the same cultural or religious society mduce people to trust and be
trusted without any formal guarantee. This forntroét can primarily be found in
homogenous communities with common values and narmese the “institutional
setting” assures that in case of cheating the camtynwill provide a costly
punishment. These communities can consist of faroibse friends, colleagues,
members of the same profession, but also of caizemm the same village, region or
country

It is difficult to judge which one of these differtetypes of trust has most practical
relevance. First there will be a substitution effeden the legal system is better
developed, the effects of corporate reputationsaroial networks are less important.
Furthermore, there is complementarity: withoutasmably functioning legal system,
reliance on an informal form of trust may also beeamore costly. In most practical
situations there is generally a combination of twzes of trust and their relevance may
differ from situation to situation. In this respeitte question also arises to what extent
both types of trust rely on rational behaviour ot.rHere the distinction can be made
betweercalculative trustandmoral trust Apparently formal trust can be associated
with calculative trust and rational behaviour. Buhay be true that reliance on
informal trust can also be regarded as rationaioRality, in this case, refers to a
balancing of benefits and costs of cheating. Fstaince, when it has been very costly
to build up a reputation of trustworthiness, ane&whby cheating this reputation gets
lost whereas keeping the reputation will considigradduce future transaction costs, it
becomes rational not to cheat. This is exactlyépeated game character of the
institutions for informal trust where a high pricas to be paid for being expelled from
the family or community, or for a loss of face. §may even explain why altruism has
been detected in laboratory experiments with olé games: the rationality to do so
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may be found in a intrinsic drive to conform to isb®abits, or even in a fear of “God”.

Trust is related to various forms of transactiostsoThese transaction costs both
comprise the costs made in order to the establish lbased on formal institutions
(contract drafting costs, investment costs in kmalgke of foreign law, costs of
monitoring arrangements, costs of legal proceedimigson-compliance) and to
transaction costs associated with informal or iatatl aspects of trust (building
common bonds and friendships, learning foreiggl@ages and about foreign cultures).
In terms of calculative trust all of these costslm#o establish trust should be recoverd
by the lower transaction costs that the reputatfdoeing trustworthy brings about. It
should be mentioned that this building up of tfoestrade relationships brings about
positive externalities. Not only the traders thelmesg benefit from it in the negotiation
of a transaction, the social welfare will also s&se due to the benefits of
specialization and scale effects which result ftbenadditional transactions. This
emphasizes that the provision of an efficient wagkiinternational) legal system and
education in foreign languages and cultures pagl/the character of a public good
and should be considered a reason for involvemethieogovernment, e.g. by the
establishment of institutions which contribute tecdution of the game of trust at low
transaction costs. Problems of trust between casnivill impede trade. Increased trust
among countries will remove these informal barrtergade and will foster trade.

All'in all, the literature on trust provides instghin some general mechanisms, which
govern the relationship between trade, transactisits and trust. It gives rise to the
following hypotheses:

1. Trust problems are a source of trade barriers @msaction costs. More trust
means less trade barriers and less transactios. ddgis, more trust leads to more
trade.

2. Two types of trust can be distinguished: formastand informal trust. Both types
are important in international trade.

3. Another distinction is between calculative trustl amoral trust. Although at first
sight calculative trust, which is considered tarsteom rational behaviour, seems
to be linked to formal trust, whereas informal trean be identified with moral trust,
this may not be true. In fact, many types of infaftnust also stem from rational
behaviour in the sense that cheating brings alesstdgains than the costs of loss of
reputation. Here the solution of the game of tisigtstitutionalized as a repeated
game.

5 Theeconomics of orchestration
Orchestrating the production chain

As has been noted previously the global fragmenntadf production that breaking up
the production chain and outsourcing parts of ttercto be produced abroad becomes
increasingly important. To know how to do thisprecisely what creates value in the
era of globalization. This decoupling of the prodme chain and creating value by
outsourcing requires a good skill of organizing andrdinating the whole production
process. This is what the orchestrating functiaalisbout. Transaction economies like
the Netherlands focus increasingly on this orclagisty function, presumably because
of their comparative advantages in specific knogéednd infrastructure.. It induces a
shift of economic activity from production itsetf brganizing production. This
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orchestration of the production based on the apfa@pcost considerations of what,
where and by whom to produce, is a vital issudrBorsaction management.

Orchestration gains importance with fragmentatidrpooduction

We can distinguish between comparative advantegee various stages of production,
and comparative advantadestweerdifferent links of the chain. Large scale
production, technological progress and procesgaodict innovation within a link of
the chain provide an advantage in direct produatmsts. It will bring about an

increase in productivity within the specific stagjghe production process and cause a
competitive advantage for making that specific pathe product.

Organizational innovations and innovations thatriovg the coordination between the
links of the production chain, reduce transactiostg and thus create value by
increasing productivity in the orchestrating funati This implies a competitive
advantage in orchestration In a transaction ecgnaiti a tradition of trading the
focuses is primarily on these kind of innovatiomattreduce transaction costs. Hence
in such transaction economy economic activitiesvanee and more directed toward the
orchestrating function.

The increasing orientation of the industry sectotsansaction economies toward the
orchestration function is inevitable in this eragtidbalization and fragmentation of
production. Only those parts of the production chalnere these economies have a real
comparative advantage, are preserved for produatibome. These are the parts of the
chain which require very specific knowledge and rehtée coordination costs of
outsourcing or subcontracting are higher than #reefits of specialization. (see also
figure 1b). The trend, however, is that the berefftoutsourcing or subcontracting
increasingly outweigh coordination costs. Thatrescgsely why much of the actual
industrial production and even production of se¥sits no longer located in the
transaction economies. It is a development thptasent within many traditional
industries and the boundaries between industrysandce sectors become increasingly
blurred. The required knowledge for orchestratias & general and a firm-specific
component, but it can be expected that the impoetah sector-specific knowledge will
diminish.

Outsourcing: location and ‘make or buy’ decision

The above arguments make clear that fragmentatiproduction can take place in
various ways. It has already been indicated tHimsaimportant choice to be made for
the organization of production is whether to cooatie through the hierarchy or
through the market: thenake or buy'-decisionThis choice depends in conformity
with the theory of Coase (1937) on the size ofttAesaction costs at the margin: when
these marginal transaction costs are higher fatymtion within a plant owned by the
firm than when purchasing products from outsideptigps in the market, then
production should be outsourced to the market.offpmsite is true when purchasing at
the market brings about more transaction costsyhen vertical transaction costs are
lower at the margin than horizontal transactiortos

The second important choice is between foreigndmmdestic production, and more
generally the choice is to determine where theviddal components of the production
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will be carried out. This is thecation choicgsee Box 3). Again, it are transaction
costs at the margin which determine the choice.réleeation of production activities
abroad - in general terms labelled as outsouramgodfshoring - where the transaction
costs of moving production abroad are smaller thargains through the decline in
production costs, is now subject of much reseahaltase of outsourcing through the
market it is indeed labelled and registered asoomtsng. In the case of foreign
production in a plant owned by the firm, for examfiirough a subsidiary, it is labelled
and registered as foreign direct investment (FG§ins from moving production
abroad, either through outsourcing or through Rrill,eventually stem from those
parts of the production where production abroadush cheaper, e.g. because of low
wages. In case of FDI, these are\keical FDI. The resulting trade, which is
intracompany trade, can directly be explained ftbentheory of comparative
advantages in trade in tasks. However, much oFiehas ahorizontalnature: the
same goods and services are produced abroad asat Here access to the local
market is often seen as an opportunity, where émefits of direct access outweigh the
transaction costs of relocation and potential disemies of scale. It should be noted
that the gains of direct market access can beagarreduction of transaction costs, so
that both vertical and horizontal FDI can be expdi by comparative advantages in
transaction costs. Incidentally, Helpman (200@)as that the distinction between
horizontal and vertical FDI gradually disappears tluthe development of more
complex integration strategies.

Table 2 summarizes the various choices to be nmatteilocation and ‘make or buy’
decisions.

Table2 Make or buy and location decision

OwnershifMake Buy
Location
Home Domestic Domestic outsourcing
integration (subcontracting)
Abroad (off Foreign direct  |International outsourcing
shoring) investment

Box 3 Krugman, winner of the Nobel price in economics in 2008 and the New Economic
Geography

The location choice plays an important role in the theory of the New Economic Geography by
Paul Krugman, winner of the Nobel Prize in Economics in 2008. It provides a complement to
his ideas on international trade. Like in the theory of transaction management in this
chapter, in Krugman's theory the focus is on the falling costs of transportation and
interactions. As a result, economies of scale in production can be better exploited. It
promotes global specialization and induces a greater product variety, and hence it results in
higher real wages. Moreover, such a reduction of transaction costs causes migration to the
cities, which leads to a larger population in urban areas. This phenomenon is especially
apparent in developing countries. But also in the industrial world, this migration to the city
has a self-reinforcing effect which creates a highly developed urban center with a periphery
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lagging behind in development. Krugman's ideas are very influential in policy analysis. An
example is the analysis of the impact of the accession of new members to the European
Union which is largely based on Krugman’s approach. Something similar holds true for the
regional policy of the European Union. Krugman has also shown that fears of a "race to the
bottom" is unfounded in a world where scale effects of agglomeration economies are strong
enough (Brakman et al, 2008).

The role of transaction costs and productivity gamoutsourcing can be illustrated in
the following stylized numerical example. Suppadem has 10 employees which
produce 100 units of a product. There is no capitallved. At a wage level of 10, the
labour costs are 100. Now the firm decides toamutse production to a country where
production costs are half of those at home. Inrikis situation the 10 employees are
transferred from production at home to the orclagisin in the low wage country where
they are able to achieve an output of 400 unitedirction costs are now 200 (400 x
0.5) and the transaction costs of outsourcing p@9 for employees in the
orchestrating function). Total costs are thereR#@, so that productivity rises with
100% (from 100 to 200). These profits can be digted among the employees so that
their wage increases to 20, or they can be use@flucing the price of the product.(or
it can be reinvested or be paid to shareholderbptéver is the case, in the current
compilation method of the National Accounts, thedurctivity gains are seen as to
increase the productivity of the industry, whiler@ality it should be attributed to trade
and transaction innovations and not to processamyet innovations, such is usually
the case with economic analyses of productivitymginain industry. Instead, it is the
productivity effect of outsourcing, described byo&man and Hansi-Rosberg (2008) in
their theory on the trade in tasks, which causissitierease in productivity in industry.

For the reason of simplicity the numerical examgdsumes that employment at home
does not change. The 10 employees who first werduation workers, are now
engaged in organizing and coordinating the produadti the low wage country. In this
example the outsourcing of production, and regyliticrease in the production will
create new employment abroad. How many new jobsragged in the low-wage
country depends on the relative productivity ang@gin that country . If productivity
in the low wage country is half of that at home (B wages in the low wage country
are assumed to be % of the wages at home (2iBjplies that the additional
employment in the low wage country is 80 (400 X®Q)).

The numerical example shows a number of straisgiues which should be taken into
account in the decision to move production abroad:

+ the size of the transaction costs of relocati@mefalso long term effects and
risks should be considered.

« the price elasticity of demand, i.e. the abilaysell more products and the
room it gives to reduce the product price as aegmsnce of the productivity
gain; in other words, the issue is the distributidiproductivity gains between
consumers and producers.

+ the future development of wages in the countryreteethe production is
outsourced; may be at the time the decision istakeges are still low, but
maybe for the foreseeable future a significantaase will take place.
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- the development of wages at home, including taesition costs of training of
the employees for their new jobs as orchestratwiscaordinators; these
transition costs can be considered a non recupaahf transaction costs. In
this example these training costs are not takenaotount. Furthermore it is
assumed that the wage of employees with a orchiesffanction is equal to
that of those with a production function.

It is clear that the strategic decision of firrmsriove production abroad is a difficult
one and requires a lot of good information andifitta (which can be characterized as
good trading skills and an entrepreneurial spidt)derestimation of transaction costs
associated with such outsourcing may cause thateaky outsourcing does not
appear to be beneficial after all and that theaurtsng of production is reversed.
Another reason to regret the strategic decisiasuteource may be that too much
weight is given to labour costs and that the caltdifferences in countries with low
wages (eg in Asia) are not properly taken into antoThese additional and unforeseen
transaction costs may even be so large that Itimately better and more profitable to
outsource to countries with higher wages (eg Eagterope) but where the cultural
barriers are lower. Moreover, the numerical exanagkumes that the quality of the
outsourced production is equal to the quality @fdoiction at home. Maintaining such
guality in outsourced production may also entaéxpectedly high transaction costs, or
it may lead to a poorer product quality so thatdalkes revenue decrease. It will also
make outsourcing less profitable than originallpeocted.

6 Conclusions

This chapter outlines the importance of transaati@nagement for the Dutch
economy and for similar modern open economies wivettare creation depends much
on trade and the organization of production. Is ttintextransaction management is
the skill and ability to keep transaction costd@s as possible in all given
circumstancesHowever, this proposition does not yet providdear picture of what
transaction management really is, and of the resastiy it is an important method of
strategic analysis in policy decisions for the isttyy  First some possible
misconceptions about transaction management anéggoout.

«  Transaction management goes far beyond its toadikimeaning, namely
minimizing the transaction costs of financial tractsons, such as payment and
administrative services. Yet it is noted that theywransaction management is
elaborated in this chapter encompasses this ofigareow connotation of
transaction management.

«  On the other hand, transaction management is macea for all problems
where there is a need for cost reduction: it isag of analysis from a specific
perspective, namely that of the transaction costs.

- Transaction management does not solely seek tmeeekisting transaction
costs: there should be a good balance betweernngxastid possible future
transaction costs due to increased risks (e.gs cdsafety).

- Transaction management is not one of the manydteumanagement
principles or tools: instead it is based on themsitlic theory of transaction cost
economics, a theory that was conveyed by NobeeRvinners (Coase, North
and Williamson) and that has been elaborated idestin all leading economic
journals.
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- Transaction management is no less relevant waesdction costs do get
reduced by good transaction management. On theargnthanks to good
transaction management the globalized world hakwalh increasingly
become more transaction intensive so that the itapoe of transaction
management also increases. Transaction costsapesattion may decrease, but
just because of transactions become less expeitserebles more
fragmentation of production and trade in taskghst in the end the ratio of
transaction costs to sheer production costs ineseas

The above list already implicitly gives a numbéchbaracteristics of transaction
management. What other aspects of transactiongeament are worth mentioning?

Transaction management is a skill that createst gmdue especially in a
transaction economy. Therefore it should be reghedea key competence for
the business sector in such transaction econoaneésthe education and science
policy should be aware of that crucial role.

«  Transaction management relates both to (horizphteiness transactions
through the market and to (vertical) transactiémsugh the hierarchy or
through alliance agreements within companies.

- Transaction management translates theoreticallletige of the economic
theory of transaction costs (which combines pdrte@macro oriented theories
of institutional economics, industrial organizatemd international economics)
to a practical decision method.

«  Transaction management creates value in a glahglzorld by promoting a
further fragmentation of production. It implies tlt@mpanies in transaction
economies will increasingly be engaged in the atriadion of production and
in the 'make or buy' and location decisions wittpet to outsourcing of tasks.

« The fact that transaction management acts asd@petence also means that

trading nations remain an attractive location faefgn head offices from where

the orchestrating function is performed.
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