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iem for very long (du o being1id offor acepeing another job), b wil o ivest as eavily
in Jarning th task a5 e otherwise would. For exampe, i you plan o transe o ancther
universityat he e ofthe semeste, you wil ot ivest ery heavly n earning how 1o e
the lbrary s at your presn university. The investment n lcaming about the bary
aciltie s an investment in human capal specific 1o your present university and will Bve
i value at amosheruniversty with a compleely diffres lbary seup.

‘Similar problems xis wi other 1pes of specialized nvetments. For cxample,if an
{npus supplicsmust st n  spocif machin o prducean input sed by & paricalar buyer
(physical st speificy),the upplic may nvest i  cheapes machine hat produces n fapu
ofnferio qualy. Thi i bocaus the supplie recognizcs that the mschine will kb el
e buyer decides 10 purchase from andher frm, 1o which case he supplics wilbe “suck™
ith an expensive machine it cannot use. Thus, ] Nalzed ivesuments may be lower han
optmal, resuling i igher trasacton costs bocausy e inpotprocuced i of i ualty

Opportunism and the “Hold-Up Problem”
When a specialize invesment must be made 0 acquire a inpu,the baye o sele may
ttcmpt 0 capiaiz on the“sunk” nature ofthe ivesiment by engaging in opportnsm, To
e concrcte,suppose the buyer of n nput must make 2 specifc inestment of S10—say, e
cost of verfying the qualty of  paricular supplier’ inpat. The manager knows there are
many frms willng o sel the inputa. ric of S100, 50 she g0 0 on ofthem at random:
and spends S10 nspecing the npat. Once e has paid his 10, the suppie ateanps 10 ake
advaniage of the specialized ivestment and behave in an opportuisic maaver I tempts
10 “hold up” the manager by asking for a priceof S109—S9 rore than theprce charged by
ll ober supplices. Since the manager has aleady spen S10 inspecting this s inpat,she
5 beteroffpaying the $109 than spending an addtional S10 lspecting ancths supplier's
gt Afe al.ven fthe oer supplicrdid ot cngage in opportistic behavor, it would
cos e frm S10.+ $100.= 110 10 spectand purchase anothce supplie’ inpu. This s e
“hold-up problem”. Once a firm makes  specialzed investmen,te otherparty may aiempt
105" il o is nvesmnt by aking advantage fthe iavesiment’ sunk natre. This behat-
for of coure, would make e relctant 0 cagage in elaionsip-specific invstments in
he st place uness they can Sructure contracts o g the hold-up robin,
In many instances, bothsids in  rading relationship are required 1o make specalized
ovestments, in which cas boh pates may g n opporuniam. Fo cxample, suppose
fonake s crankshats a n nput or making cngines. The crankshafs are a specialized
{nput deigned for use by that paricular automolile masafacturer and eguie an ivestent
by the producer in highly specialized capial quipment o produce them. I the crankshatl.
manufctuer does not sll i crankshafts 0 the swomaker, the automaker'simesiment in
continuing production of the engine will e cicctively worthles Simlaly, f e automobile
manufctuce docs ot buy he crankshats,te spplicrs invesment i e <apial equipment
kel t b wasied a well inc th cqipmen s not desgncd o erve the nceds of aher
automabil makers. The ivestments made by both partics have ied them together i a ela
tionsip-specifc xchange, giving cach iem  potnial incentiv 1o cogage n opportnisic
behavior Once the suppir has nvesed in the cpipment o make crankshats,the aomaker
may atempt o capalize on the sunk ptuc o h ivestment by aking for  lowe eice. On
e ohor hund,once the automalier raches th stage of roducton where it st havecrnk-
Shats o finsh he cas th crankshaft supplier may ask for aHigher pri 10 captalize n he
Sunk nvestment made by the automaicr. The esul s that the v partisspend consderabe
tim negosating overpeciscly o much wil b pad o he crankshal, thos inreasiog the
{ransaction coss of scqiring he ot
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INSIDE BUSINESS

‘The Cost of Using an Inefficient Method of Procuring Inputs

i teresting sty by Scot asten, ames Meshan, snd
Edvard Sy ot ony quaniles th transacion costs of
cquiingmuts bt o out e i cost o g of
sing an napproprste method o acqie an ot
Based on th procsement decisiors o a vl constc.
o fm,the study reves that ansacton cuts accout
for rougly 4 percentof e toflcosts o sipconstrucion.
s, ansacioncosts v anmportnt comporentof costs
maragers st consdr hem when ey ke cecsons.
What s e cost of ot crlully considedig ramsacion
cosswhen decding wich mtbod ouse o ciean pu?

e auborsof the sty repr tht sk igrason—
hat s, producig nrrally 3 component tat shou e
been puchased rom another em_incezsed rarsaction
costs by an averag f 70 percent. Subcontactng wor t
‘wou have been more afcietly perorned win the e
o e i hand, rsed tansacion cot b sknos 300
prcent Thepoena st saving o3 i hoass the
et methodof acucing s v s sustanal

S e, e, Gt S o o
o o s e et oy

OPTIMAL INPUT PROCUREMENT

Now we will examine how e manager should acquire nputs i such 8 way a5 0 misiize
costs. The cost-minimizing method will depen o th exiet 10 which there is lainship-
pecific cxchange.

Spot Exchange

“The mostsaghtforwan way ora fm 0 b nputs for  producton proces i 0 use spot
xchange. I thers ae o anscton cossandther e many bayersaseles i the npt mar-
K th marke price(sy ) s determined by he ntrsectonofthesupply and demand curves
for the inpt. The mansger can sl obtain the input from 3 supplir chosen s randomn by
Piying a price of p er unit o nut I ny supplic tcmpid 0 chrge pricegreser an .
b managercoud simply declin and urchase the input fom aodce spplcr t apic of .

‘Why,ten, would  manage ever wis 1 bear th expense of drafing & contact o have
th firm cxpen esurces 0 nigrat verticaly and manufacur the iguts 32 The esson
i that i the prescace of specialized ivestments, spot exchange docs o insulte  buyer
from opportumism, nd the partis may e up speading considerable i basgaining ove he
pice and ncur substanial cost f negotiations beak down. Thse problems wil oecur cach
e the buye attempts t cbtain aditonal units of the inpu. Alo, 2 we noted calcr,the
iaput puchased may be of inferior guality de 1o underavesment i specalizedivestments
newdd o facilitte the exching.

DEMONSTRATION PROBLEM

iy, o et el prosimstely .00 i bambrgers n g wek.
o met s demand.ifbures nds 2000 pounds fgound P delvered 0 premises ey
Moy moring by .00 14 .

O ST A rU—————
i ot b o st b
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2. At ranagrof i that sl roued bee,whst prblens ol o smicipte f o
o ol mes 1 fybrpes g spo xchange”

ANSWER:

1 Wil st ek s ety st ot ey of e o
o et i s e el vt 1 o ofdeted s
o et f bt e e g e,y vouh s ke
o e s showed 50 0 s a1 b the et s
iy e s would el i b stk o syt
o sty of st s ot st The spplee sy evn st 10 sl st ol
o . T, e bt et e e, R e
R A -

2. By showin ap it A0 ot with . ofmk. the i ks 7
ificimvetneet nseling o it Comsgucatythe spplic o sbict o
T T e —— T
e s o sho p Wil 100f st 500 .S cch sppler would
e o et a3 ow prce o 5ol e o g i e -
i 1 gt dsl s the et I this o each uppiit ks sl et o
i o ok l o 4k pcetod i perm b i 7k chchnge.

When the scqisiton of an opat reqires substantil specialized imvstmens, spot
exchange is kel o resul i igh ransacion costs du 0 opportuism, bagainng costs, and
undrimestment. Clearly, managers must conide aermaivcs (0 pot exchange when inputs
i substantil speialized ivesiments.

Contracts

Given the prospect of the hold-ap problemn and a nec 0 bugain ovr price cach fime an
npat is o be purchased,an alernative straegy s (0 cquire a inpt from 4 paricular sp-
pler under a sppropesiely siructursd contract. While 3 conract ften requires subsintial
up-font expenditres i trms of negotiaions, atorneys” ecs, and the ke, offers several
advaniages. i, contractcan speciy pices ofthe inpt befor the paries make specil-
0 invesiments. This fsture educes the magaiade of costly opportunism down the oad.
Foc cxampe, ifhe manage in Demonsration Probiom -2 had writen  contrct that speci-
e prce and a uantty of ground et befoe the specialized ivesimerts were made, they
‘Would o have b subject 0 the hld-up problm. Bodh partes would have beca Iegally
obligated t honor the conrcted price and guaniy.

‘Sccond, by suaaniceing an acceptable price for both partis foran extended ime hori-
200, contrac recces e incentive forcthe the uyer o the ele o skimpoa he specal-
e investmens required for the exchange. For exampie, a worker who has 2 conrict hat
‘Susranics cmploymentwith & particalarfirm for tree years will Bve 3 gresier ncenive o
favest n human capita specfic o that e, Silary i he e Knows the woeke will b
around for thre years it will b willing 1 ovest in more i fo the worke

DEMONSTRATION PROBLEM 6.

1 th sl vk, vty ll uchases vl s e ofpecilined ivement. Fox .
by i 1o il soperparket, 00 v e (s i) ot s vlible 10y ol
o s srcenes a i soprmshe. Why. L, o commers £ ot wilh s
ikt 0 reveo the supemakets o gaging i oportiism e they e sl he sore?

1
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vt Contnt g
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AnsweR:

o con ofdivin o st supermshe i you e e g i rlticly ow: The casbie
a0 cxvact m e ot o o b, bt ct i mor. Thus, e sociaiond
vt i oy sl s of eyt ol ot of b ek p b vy ow com-
e 1 e con o e ot prtct gt sch opportims. 1 dou' ke s 0
Py 2 ey S2001o e ot ot wouk el e o caly o cet. Mreonr
ey sl gincan e resizd by cosagin n cppontistic bk, the supermke will
AT T —————
S . tht v, In s e, the et e et e o the oo would 2t b
P —
ot 2 et e i calorecble n 3 coutof e, 0 tht el by commmers
e o Thin, when e st o pporaisthc behanoe e sl compared o e ot o
J T T N ———
ikt e, ol somacts e e vt eppchmis bk

Once the decision i made o use  cotrctt acuir an npat, o long should the con-
ract a2 T “optimal” omisct length reflects 3 udmenaleconomic rade-off between
the marginalcoss and marginal enefits o extendin th length of & cont. The marginal
cost (MC) of extending comract ength increass 35 comtrcts become longer, s ustaed
in Figue 6-2.This is because s 3 contrct g1 Ionge, more e and money must be spent
Wriin iato the contract # larer mumbc of incrasigly hypothetcal contingencies (for
xample, "I anIcc Age begin. the price will b __"). It may be casy o specfy a mutally
accepable price for  conractat 5 b execuied tomorow, bt with s 0-yer agreement
it dificlt (and expensiv) o writeclausesthat inclode contngencies and prics o cach
yearofthe contrct. Farthermore, the longe the contract,the mre ocked inthe buye is 104
porticular selle snd the restr the hkelibood that some other supplcecan provid the npat
2 Jowercost i the future. 1 ther words, the longerthe conract,the lessflexibility e frm.
s inchoosing an input supplir. Fo these reasons, the marginal costof contact lenglh n
Figure 6-2 s upward soping.

“The masginal benci (M5) of exending & conract o ancber year s the avoided trans-
action coss of opportaism and brgaining. Thes benclits may ary it the length of the
contract, but o simpliity we have drawn  lat M5 cure n Figure 6-2.The otimal contact
lengih £+ is the ot a whichthe marginalcosts nd marginal benclits of ongercontacts
arccqual
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T optimal contact length will incresse when the levl of specilized ivesument
requird o fcilfae an cxhang increases. T s ths, ot that 2 specilized ivesments
ecome mor importa, he parties fce higher tramaction costs one (e comrct expire.
Since thes costscan b avoided by wriing Jonger contraces, higher Ievels of specalied
ivestments incrcase the marginal Bneit of wring Jonger conacts rom MBS o MB'
Figure 6.3 Th resut i an ncrease n the ength ofthe optimalcorct from Loto Ly

T opimalcontractlengthsso depends o actor hataft the margnal cost of it
ing longer contracts. Asan inpu becomcs mor sandadized and the future cconomic cvi-
onment becomes more certan, the marginal cos of Wrting longer conracts n Fgure -4
decreases from MC® o M. This decrcase nthe complexityof the contracting enironmet
1cads o longe ptma comacs (rom Ly 0 L. Incontst,a h npat becomnesmre cot-
Pl and the e ceonomic cnvRoamEatbecomes more ncerin, conacts st be made
more detuled. Ths icrese i the compleiy f he contacing cviroament incecases the
marginal cost of wriin longe comtract from MC? o MC i Figure -4, Optimal conrcts,
s case, will be shore induraion.

"Asth contract engh shoten due 10 th compleity of te contractng cnvironment.
e st contioualy e e comircts 8 ciin ones Exe. Conslrsble eources
e spent o atorcys s and bargaiing over conirac s, and becaise of the compes
contacting envimament. i i no Ccen 10 WELE Ionge contracts 1o rodce these cost.
Faced with such  prospct, 2 manager may wish o us yet nother method o procur 3 e
coaryinput: avethe i o verically and e the inpat el

ure 6-4

Conscting Environment
ot o7
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INSIDE BUSINESS

‘What Determines Contract Length in Franchising?

Want 10 open  MeDonal' o Starbucs s 3 ranchsee? To
400, you't need 10 5ign a contact it a Fancisor. The
contract you ign will spe cut dea of e eaionstp,
incucing e royaly, dvetsig e quoas, i You il
‘sohaveo agreeonaconract ngih

ity s ranchses mistmave some spedc e
menis incaig equpment, maketing, employee rinin,
and ofen f-ste g provided by e ancisor Inhe
o, we explin bow, all e equal, anciss requiing

Whic theory o he data suppot? Resrchers James
A ickey, Saniog Misa, and R. Lawrence Van Hom
{ested thse heories usingdat oncoiracting by eary
2,000 ranchisors. Theranlsissronly shows ht con-
{rac duration i creasing i hysicaland human capital
invesments, which are often fim speifc. In conast,
ey find no evidence supporting the nave francisee
view, 35 more experinced ranchisors acually tend
o afer longerter conracts compared 1o newer
ancisors

relaively mor specaized nvestments wil have longer
contacs. A ltermative theory—sometimes caled the
v fanchsee view—poposes tha rltvely ponert
rancises il “bully” e fanchisees o shortterm
Contacts, makin hemmore susceptile 0 lé p.

S . et S . e o o,
oDt e et el
o 5 2000 T

Vertical Integr

When spocalized iovesments gersetranscton oss (4 0 oppoTus, brgsning coss,
or underinvesiment), and when the product beng purcased s exiremly comples o the cco-
nomic cnvironment s plagued by uceraioty. complee contacts will b cxzemely cosly o
ven impossble o wrke. The only chice lf i fo the e o st up ity to prodece the
input el Thi process i referrd 1o a5 verical Inegrarion becaus it cals the fiem.
moving farther upthe producton sicam toward ncrasingly basi nputs. For cxample, st
ol mancturers make theis v enders fom shee e and plastics havin \eically
intgrsted up theprocuction seam from aomobil ssemby o the fbricstionof by pars.

“The advantage of verical inegeaion is tht the fem skips he middieman” by pro-
dcing s own inputs. This rduces opporunism by uniting previously disinct firms into
ivisions of  sigle, ntgratod fem. While this susigy might soem desirsbl in genersl
bocaue it miigtesransaction coss by liminatin the market s spprosch hs some dis-
advantages a5 well Managers mast replce the discipline ofthe market with an ntrnal s
ltoy mechanis,  fomidabe ask 1 anyone familie with th falur of cental planning
oftcn encounteed in poamarket cconomics In addifin,te i must bear the cost o seting
up producion facliiesfo prducing  procuct tat. at bes, may b tangentally relted o
the Tem' main lne of busincs: the i o longer specializes in doing what i dos bes
Becaus of thes difficlis, verical inegration should be viewed as  last s, ndertaken
oy when spo cxchangeor contacts have il

‘The Economic Trade-Off

“The cost-miimizing method of acqing an nput depends o he characeistcs of the ot
Whcthr 2 manager chooses spot xchange o an atemaive method such 25 4 conract o
vercalinegration depends o he importance ofthe specilzed incstments thatlead 0 rcla-
onsp-specifc xchange. The basic guestionsivoived are llustrated i Figare 5.
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INSIDE BUSINESS

‘The Evolution of Input Decisions in the Automobi

i tresingsccountof 3 moving o st exchnge
o3 ong erm contaculelatiorsipand il o verial
inegraion s povided by the General MotorsFiser Body
eltonstp, which s been exersely documented by
Berjami Kein nth el prt o he 20t century, car
bodies were prmarly open, wooden sirctures bl by
ratspeople win faily general sls. Ths, speciized
ivesimerts were reaey_ingortart, and General
Motor bt bodies for s crs g ot exchange.

' the auomoble ndusty developed. became appar.
et ot cosec metal bocies ok b 3 superior method
of mandaciuing . i fnding, bowver, iroduced
igh degre ofphysicataset spcicybecaise equred
investment in vy specaized macines o samp ot the
body parts. To constain pportnism General Motos and
Fer Body signed  10year convact that st th prce of
th arbodies ad oated Genera otors o purchaseal
of s cosed meal ar becies o Fhr Bcy.

Il i agreement worked well enough o perit the
patis 10 ke he necessryspecialzed nvestmeris. But
s time o, becam cese it e orgel greement

Industry

s ot nearly compiete, eaving umerous opporunies
o the pate 0 engage n cppotuism.Fo exampe the
pricing formul cotaned in e contac pemited Fser
Body o recoive 175 percent proft onlaberand anspor.
{ation costs. T encouraged Fsher f produce it et
entlabor tesietechnologesinemoely octed s
s onthecosts of eficincy o Geners Mot

In rerospec, it appers tatboth General Motors and
Fsner Body nderesimted th dficuty of writng  con
ract 1 govers e elatoshp. Rather than spend e
and money wiing  mare detsed contsct e prodem
s solet n 1926 when General Nators vericaly e
rated by purchasiog e By
S S e e o s O
Tt bySer ks iy Bt rll
Lo e e g g A g 52
[ ——————
o o e e o e 8
[ T ——
gy e i)
. ST el P By ettt on
e et 2000 . 6104
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When th desirsinpat docs no nvolve spialized investmens, the im can wse spot
exchange toabtain th input without concer for opporuRis and bargnin costs. By put-
Chasin e inp rom. supplic, th irm ca spcializ i doing what  docs best e han
Spending money writng contrcts o cngaging n vertial itgraton.

When substanalspecalized invstments ar reguired 1o fciliate xchange, managers
Should think twice about sing spo cxchange 1o puchase inputs. Specialzed ivestments
1cad 1 opporuunism, bargaining coss, and underavestment, and these ransacton coss of
using spo cxchange oicn can be rduced by using some othe methad 0 acqit an npul.
‘When the conracting cavironment i simple 0 the cost of wiling  contac s s than
the wansaction costs asocited with spot exchange, it s optmal 0 scquie the it hrugh
a contrct In this case, the optimal contract ength i determined by th itesection f the
margna cost and mangial benelits of wrting  longer conract, a5 we illszted previously
nFigue 62

Finaly. when subsantial specilized nvestments ar reuired and the dsired inpat has
complex characteristic ha e ificul 10 spcify i 2 conract,or when s very casly 1o
it it the contrsct sl the clauss necded t0 roiectthe arties from changes i fuure
conditons, he manager should integee vericaly o minimize the costof cquiing inputs
needed o producion—providedthe costs of itegratio ae ot 00 bigh.n this nsance, the
i producesth inpus ternally. The i 1o longer specialize in deing hat it does st
but the climinaion of pportunism, bagainng, and underavesiment moee than makes up o
lack of specalization

DEMONSTRATION PROBLEM B

Big Bind Al i el gt 0 purchse SO et engioes o ERUS t e end o two yers a3
i of S200000 er i, Confideo e petcad o oot it i ot B
i g kin sl b g 0 ERUS's i, D 0 sforescn vt e
ropace ey, he e yese of the contctERUS o bk of bkt 1l
it s i s the ngae price 0 30,00, i will 0 bkrup.

[
2 How could i prbles hve b vedet?
3. Dk the manser o Big i A the g method of o ipts?

answeR:

. bt sttt e By
s e e e L
e s s e
et bt et et
B e e T
i S e e
e e ol
e S e
e e e e
S R e R S
oo i e e
A e oy
S e B
e
e A et
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1t oty e s pportaman. The s couk o b i bl
i B i cltas oo the ot prtced s ERUS s g bk
i war ok poile. o e el gt s e 0 o coinc

3. i it e s ot ety choe e wrg method of s e -
0w ot ol (o ok e b ey oty el the el comvact
prtecon gt ERUS's goin bkt and f e cot of vencally mgrating wokd.
oot the kel cont o oportanindu o ncomplls contrac the et e
e v S ———
v o, i wa ot e . s e complte contact Sl e b
it o Bi Bk shoukd v dcidod 1 ke 130w s

MANAGERIAL COMPENSATION AND THE
PRINCIPAL-AGENT PROBLEM

You o know the princial facor i selecting the best method o scquiing input. Our
ermlningtsk in i chaptc is o €xplin how o compensae abo npots 0 cnsurs tha hey
Put forth their "best” sffort. Afe complein this scton. you will betr understand why
estauant el on tps 10 compensate mployess, why secetrics usually re aid sn houry
wage, and ven whytexibook authors e paid royaltics We wil begi, however by cxamin.
g manageril compensation.

(One charcierstic of manylrge fms s the scparion of ownespand contrl: The v
ersofthe im e aredisanly ot stokbelders, and the fem s run o day-o-day basis by
S manger The fact e the G’ wners e ok physicaly s 1o monor the manager e
s fundamenal ncenive poblem. Suppos e ownerspay the manager a slary of SS0000
Peryr 0 g th i unc the e snnot monor e managr'seffr, i e fm s
st S million by year's end, they will o know whether the alt i with the manager o wilh
bl ok Unceraioty eganling whetherlow profis e du oo denand o o low it by -
manger makes i Giicul o the wpers o deerine prcisely why rofis e kow. Even i e
s wth e manager—perhaps e o she nver showed up at the plan but e ok an
extended fing wip—he manager can clim it was st 8" ycar” The manager might sy,
Yo should e ery gl you Hired me 5 your manage. Had ot worked 15 hour dys, you
company woukd e lost twice the moant i | vas cky 0 keepour o o s curet v,
ot T am confident hings Wil improve et ycar when ou new productlne his the ket
Since hecners ar ot et the i, they will o now h rue eason o e low profits

By creaing a fiom, an ovner ajoys the bencris of reduced ransaction osts. But when
wnersip i sparated from contro, thepricipatagen: prbiem emerge: I the owne is k.
present 10 morio the manager how ca she gt e mansge 0 do what i i her best nerest?

“The csscnce of the problem s that he manager ke o carn income, but e als fkes
o consume leisur. Clary. i the manager spent cvery waking hou on thejob, b would e
nable 10 consume any eisure. Bt e les e he spends on the o, the more time he as
o ball games,fising ips, and odher acivitis tht e alues. Thefob dscription indicates
{hat the manager s supposed o spend ight hours per day o the ob. The mportant guestion.
from the owner's poin of view. 1 how much Iesre (shirkin) the manager will consume
‘while onthe job. Shirking may (ake the form of excessve e break, long lanch ours.
Ieaving work cary, o, n the exireme case, ot showing up on the jobat all. Nose that whil
the mansger cajoys sirking, the v wapts th mansger o work hard 0 cabance profits.





image16.png
EEEY . e —"

When the manage s offred a fixe salary of 50,000 an the owner s ot physically
prsent a he workplace,he willreceve e same SS0.000 egardless of whether he works 1
Full ight hours (hcnc, doset i) or spends the nire day a bore sk cight hous).
“This sitation i lstrsted n Tble 6-1. From thepoin of view of the owner, e ied sy
docs o ive the manager  srong incomive 0 monor h cthr cnployees,andthis has
advere et on the e’ profs. Forexample, s Table 6-1 shows, if the mansger spends
et dayon the o monioing the other erployees (... making su tha they put out
maimum o). shiking i 2o and the fen's profisae 3 million. I the managee spends
the i day shiking. profts re scro. I the manager shirks two hours and thus works s
our,the fim's profits re 2. million.Since the ixed salry o S50,000 rovides the man-
ager with the same income rgardiess of his fTort lve, e has 3 strong incetive 1 Shirk
cight bour. n thiscas e profits ofthe fim ae 21, but e manager sl cans S50.000.

How can the owner o the frm get the manager o spend ime monitorin the produc-
on process? You might think i she paid the manage & igher salary. he manager would
work hrder But this will not work whe the owRer canoot observe he manager’ efort;
the cmployment contract i such that there is sheoltely oo cost o the manager of sikin.
Many managers would refer o carn money withouthavin 1 work fo i, and sch o contrac
allows this manage 0 do ust tht.

“Suppose the owne of the i offes the manager e following incentive contracr. The
managr s to receive 10 percen of rofits (ros of manageral compensation) cared by
th fm, Tl 6-2 summrizes the implicaions ofsuch & onisc. Noe hat i the manager
spends cight hours shiring. profits ae 2o and the manager cams odhing. But i the man-
ater docs ot shiek at ll, the frm carn 53 ilon i gr0s profits and th manager receves
compensation qual o 10 pescnt ofthos prfit: 300000

Ecactly what the manage docs under the profic starng compensation scheme depends
o i eeesencs or keure and money. Bt one thin i cler: I he masnager wants 1 carm
income. h cannot sirk he e day. The manage faces 2 tade-off: He ca consume more
Icsure o the b, butat acost ofwercompeasaton. For cxampl,suppose the manager has
Carcully evalunted the rad-off between isre an th job and ncore i Table 62 and wishes:
10 carn 250,000, H can achiee hi by working fiv hours inscad of siking allday. What
i the impact o the profi-sharng lan onthe ownc o the e? The manage hs decided o
ok i o 1o carn 250,00 incompensaton.The fve hours o manageril elfort gncrte

Table 6-1

Managerial Eanings and irm Profits under a Fxed Salary
Mg s e L e ottin
om0 0 0 Samaon
saom H ' 2s500m
saom . 2 preven
saom s H 2st00m
saom . . 2ommom
saom 3 s ooz
saom 2 B 1000
saom ' ’ amo
saom o . o
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Managerial Earmings and Firm Pofits with Profit Sharing
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525 millon ingross rofis o hefrm. Thus, by makif maageril compensaton dependent
on prformance, e goss profits or the owner s fom 2o (under the ised-slary arrane-
ment) 0 525 illon, N that even aftr doductng he manager's compensaton, he owner
ends p with ahefy 520,000 — 250,00 = 5225 illon i profis. The performance boms
asicreased o nlythe manager'scaming, but lo the wners et pofs.

Typcaly th chie exccutve officer of a corporston ecives stock options sd otber bonses
ety relted 1o prfits. I may be temping 10 arguc hat a CEO who carns over S1 millon
peryearis rceiving excessive compensation. What s impertan, however, i ow the excu-
v carn the S1 milon 1 the carings ar due argely 1 & performance bonus, it could e
 big mistake t0 educe th exccutve's compensaton. This pint i important because the
mediaofcn imply ha ¢ is s 1 heavl reward CEOS ofmajorcorportions. Remerber,
owever, thatperformance-based rewards enefit stockholdes s wellas CEOS, nd educing
Such rewards may result i deciing rofc o the e,

DEMONSTRATION PROBLEM 6.

You e snento the s sk et of IC Compay . low sharchoderpois
oot the e of IC carmed 100,000t yse, whie the s of v s, CUP
Entrpss, carad oly SSO000 A mticn i mde 0 lowr the by o PICs maser. Given
cnly s mkerticn, what shold you do?

ANSWER:

Thrs i st mugh oo o ke an i decision st e sycpcse vay 0 VA
you shoukd sk o sionl o, 1 o i oo, ou st e 1 4l the
i il s s ol skt st ings s he pit s
e e e p————— e —
bomuses, ad th e, Explsin to the s shrsholders tht the ol contnct wil evard the
s o bgh b FC' manir i s e o s g gk s P
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s of ighprofs,clisaain he B woukd s be pradest. O the cehr bl if CUP's
e b e e i ot i ha Youe antgs b fx FIC, Yoy wilh o
it Your mager's contct o el s s o those o e vl v gt
o CUP' s o work o PC.

External Incentives

“The proceding anlyss focuse on fctors withinth ficmthat rovid the manage with
iocentive to maximize profis. In addion, forcs owsid the i ofen provide maages
with sn incntive t maxinize prois.

Reputation

Managers have incrcas job mability when they can demonstrat 1 other firms tat they
Have the manageril sl heeded 10 mavimize profis. It osly o b a efecive manager.
many hours st b spent supervising workers and planning producion outays. These costs
represca a investment by e manager n  reputatin forbeing an excelent manager 1 he
long run, thi reputation can be oldat a premium n e market or managers, where aber
irms compet for the right 0 e the bes manager. Ths,cven when the cmployment con-
{ract dos ns explicty nclude  performanc bonus, a manager may choos 0 4o 500d o
f runningthe fiem i e o she wishs o work foranather fem at some fure ot

Takeovers
Anothe extrnal frc tht provides mansgers with a incenive 0 maximize profis i the
heatof a takovee. 1 & manage i o operating the frm in  profi-maxinizog manr,
iavestoeswill stempt 0 buy the i a relace management with nw mansgers who wi
By installing o beter manager, the s profts will s an the alo ofthe s stock will
incrcse. Thus, one cost 10 mansger of doing a poor job of running the i i he incressed
Tkl of & takeove. To avoid pying his cost, mansgers will work hrder thn tey ol
erwise would,even fthey are paid only  fixed salary.

THE MANAGER-WORKER
PRINCIPAL-AGENT PROBLEM

When we introduced he prncipl-—sgent problen, the cver of the firm was viewed s hav-
ing diffren objectives from the manager. Thre is nbingspecial ahout the owner_manager
relaionship tht givs e 10 the princpal—agen problem: indecd. there i 3 imilr problen
bermeenthe manager and e cnployes she o e superviscs.

“To s thi, suppos the manage s being puid  racton o profis and thus has an fncen-
vt increas the firm'sprofits. The mansge cannotbe in seversl places at the same time
and thus cannot morito every wker ven f he o she wantd t. The woekes, o te ber
Hand, would st soon gosip nd diak coffe 25 work How can the manage (b prnci-
) induce the workers (b agents) not o shirk?

Solutions to the Manager-Worker

Principal-Agent Problem

Profit Sharing

One mechanism the manager can use o cobance workes cffors s profit shring —making
the workers compensation dependent o the undeying profalsiky of the firm. Ofcing




image19.png
[ ——

‘workers compensationthat s i o underyin profiabilty provides an ncentive fo woekers
1o forh more ffc,

Revenue Sharing
Anodhcr meshanism forinducing grstr sffoct by workers i revenue sharing —linking com-
peasaton o the underlying revenues of thefem. Exammples of this ype of incenive scheme
{aclude tps and slescommissons. Fod serers usually receiv 3 very ow wage, plis 0ps.
Tips sre sinply 2 commission paid by the peron being served I the sever docs  terrible
o, he i low i the serve docs an exelent job,the G usealy is highe Similaly, car

e and insurance agents usually receive  preeniage ofthe sl they generate The:
e behind all these compensaton schemes i tat 1 dfFcul, if ot impossbl, fo he
‘manage o monitor these peopl’s et and thre is uncetsinty regarding what final slcs
Wll be. By making hese workers incomes dependent o thele performanee, he manager
gives workens a ncentiv o work ander than they aherwise would.By working hade, hey
Denefit both the fiem and themseles.

‘Revcnue sharing s parculry licive when workr productivity i resed o evenucs
Fathe than coss. For cample, (st mansgercan dsign 3 conirac whershy Servers g5t
some facton of  p:the p is resumed 10 be a icrcaing funcion of the sever” quality
(produciviy). The manager of & sales i can provide ncenives 1 cmployees by pying
hem aperccatag of th sl they gencat. I contast a et stoe thtHire sccuity gurd
10 prevent shopiifing will kel fin rvene shring with e secuity guard o be nefectve:
i produceivity s much mor stronglyrlated 1 he sor’scostscompard 0 s evenucs.

Onc problen with evenue-bas incenive schemes  that they o ot provide s ncen-
v for workers 1o inimize cost. For cxampl, a foodserver may aimpt 1o collecta big
by offeringth cusomer Larger portions,free drnks, and the ke, which will abance e
S theexpense of the resturant’s cost.

Piece Rates
An i compensaion method st pay woekers based on & pice e rther han on 3
ixed hourly wag. For cxample, by paying a data ety clek  fxed amount per word catred
ot e s dtabase,the eyt 1 the clek depends o the otputproducca. Tocan mare
money,the lrk must ener moee words nothe frn'sdtabasedurng  given time period.

X poteal problem with poying workes basd on & picc rte is that efon must be
expended in quality contol atherwise, wrkers may aiempt o produce quaniy at he
expense o qulity. One advntage of evenue o proft sharing s thal  edces the incetive
10 produce low-gualty products Lower guaity educes sacs, hus reducing compensation
hos recciving evenue. o profitshaing ncentivs.

DEMONSTRATION PROBLEM 6-6

Yourbow, who st card m MEA,fissbed e Chpter  of 3 st csmmics ook She
s oy he G ey et s oy s e f s o  percenage o e
e e ——

ANSWER:

Ioctive contrats i i s snd et ki e esigrod 0o picips-opent e
e when o st omerable There s e e o v i o 1o e
T S A T S ——
o they wlly s withinthe s’ yesightand thee S mmeros oportuis 1 e

3

revenue sharing
et

[ov—
ot prosem st
et confoayste
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INSIDE BUSINESS 6

Paying for Performance

e neesing sty by Edvrd Lzear o the emplomert
pracices o the Sdelte Gl Compraton documes o
imporance o propery ctring cenies. Th company's
viage it pr ke mresad by st 0 pecer
‘whentchanged compensaon o oy wage o3 pice-
1o sstm Morove heaverage wotker' pa reased by
about 10 percnt nder pcesat compersaton. By more
olyaliqng heincntve of wakers e fm o e
e i cmplyees bt o h change.

Payfor prormanceconsacts ae most eflecive e
onmens where  worker' responsibbies e eary et
e s e workr's it becively measised.They
v st i th messremenof il e
‘Gartled o when 1 ot possbl o wie  onac to o
imprtan specs ofworerberaor Fornsance, e sl
Denets o oy for prmance s e v e pr-
octonproces reqiesateam of worers i e, wark-
s my s nancipaton o bong abl 0 “piagock”
on lher emplopees’ hard wok (i boavr s called “Tee
i i h economicslerae). Liewse when coiacs
v compee g powered contacs may e o s
‘onal b For example,werers mayfocus xcsively
onthoseaspec ofthk s whereprormances revcrded

For these easons, the optimlty and prevence of
i ponred inceniv chenc e plc e syt vary
actoss diferent ypes of ccuptans. s te ocompanying
{abl sows,pece e pay s move common i occupaons
her cipu s caly measurblean ualy s relatiey
imimpartant (such 25 fam I8, 1 5 much s common
Rt ———

The Percentage of Young Workers Paid
3 Piece Rate i Seected Occupations
Pearios e
ocapsion oy
- o

S s e sy s ey
e i e 000 g 13 Crce s
i o e . sl o o
[ty

Time Clocks and Spot Checks

Many fims s e clocks o assist managers in mriring workers. Howewer, e clocks
e genrally not userul in ddresing the principal-agent probem. Time clocks sl ae
desiged o verty whenancmploye arivesand depart o the o They dono monfoe el
rater,theysimply ocasre prscnce st e workplace at h begoning and nd f the workday
A more uscful mechanim for moniloring workers is o 3 manager 0 cagage n spot
checks of the workplce. I thi case, the manage ener the workplac from e o e to
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‘monito workes. Spot checks llow the manager t veriy ot only thatworkers e physically
preseat butaso that worke ffort athe quslity ofthe work ae ssifactory.

"The advantage of spo checks i tha they reduce the costof monioring workers. With
Spot check, the manage need' be in several placs at the same time. Because workers o
ot Know when the managee will o p,they will ot forth mors effrt than hey would ot
erwise snce gting caught "goofng of” may lad 0 dsmissal o 3 reduction i pay. This,
1o he eifeciv,spot checks need o be random: that s, workersshould ot be bl 1 predict
‘when the mansges will b moritring the workplace.

A disadvantage of spot checks i thatthey must occur requently caough o induce wark-
er o 0 sk geting caught shikin and they mustentail some penaty for workers caught
Siking. Spos checks work. i ffct, trough hreat Prformance bonass, o e b hand.
work thraugh 2 promise of reward. Thes characteristics can hav diffrat pychalogical
efects on workers.

ANSWERING THE headLINE

Smaohans softare and harcare requie g cea of teraperabilyfo work well
togetner Ths means that both ihe sofware producers and nardiare manufacturers
often must make substanial specialied investmens. Google's purchase of Molorola
Moty gves  drect conuol o the specialzed hardware Investments made by Motorola
Mobilty,ensuing ey wil be alred fo Googl'ssofware products and avoiding any
iskofhkup. The highfech naure of the smarphon market s makes forsgniicant
uncertanty abou fulre products and market condiions, esuling Ina complex conrac-
g eniconment. Cansequenty. the = ound sconomi raonsle fo verical intgation.
but before making such a recommendation you should verty that the expecied bene-

15 of avoded hocup problems and qualy mprovements sty th costs of vrtcal
ntegraton

SUMMARY

In tis chaper, we cxamined the optimal insintionsl
choice for input procurement and the principal-ager
problem 35 it rlates o mansgerisl compensation and
worke ncetivs. The mansger st decide which nputs
‘will b purchase from otber s snd which inputs e
fiem will manufacture itel. Sp exchange generally i
he most desiabl arnative when thee arc many bay-
ersand selles and how trnsaction coss. 1t becomes less
‘Stacive when substanial spcialized invesiments gencr:
st opportmism, rsuling n ransaction costsassociaed
with usin 3 marker.

When marke ansacion costs ar High.the manager
‘may wish o urchaseiputs from  pecific supplicring
a contract or, alimatively, forgo the marke enircly and
ave the fim et up & subsidiary o produce the requirsd

input incrnally. In 2 fiy simple contrctng environ-
meat,  contractmay be the most ffecive solution But as
e contracting covioament becomes more complx and
ncertain, ineral producion theough vrical integration
becomes an suactive mansgeril srsigy.

“The chaper sl demonsinted ¢ solution (0 the
principl-sgent problens: Rewards must b consructed 30
a5 o nducethe activites dsird of workers For cxample,
il  mansger wants from 3 worker i for th worker
Show up at the workplace, an hourly wage at and a e
ok form a excllent incentivescheme. I t s deiable
o produce s igh el of output with very e cmphasis
o' quality. piece-rate pay schemes work wel. Howeve,
i both quaniy and qualit of outpot are concerns, profit
Sharing s an excellet motvaor
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LEARNING OBJECTIVES

‘After completing this chapter you willbe able o:

LOT  Discuss the economic tade-offs sssociated wih btaining nputs tough
Spot exchange, contract,or verical Inegraton.

102 identy four ypes of specialized Investmen's, and expiai how each can
lead 1o costy bargaining, underinvestment andor a olé-up protiem.

Explain the optimalmanner o procusing iferent ypes ofnputs.
Descrie the princpal-agent problem s  rlaes to owners and managers.

Descrie the pincipat-agent poblem a 1 reates to managers and workers.

Discuss four ol the manager can useto migate inceniive problems n
e workplace.

Loz
Los
LOS  Discus hree forces that owners can use t dscplne managers.
106
o7

headLINE

Google Buys Motorola Mobilityto Vertically Integrate

'3 bold move, Google purchasea Motarola Mabilty—he recenty <pur-of cellar s
of Motorol-fr $125 billon. Tis move marks an aem by Googl 1 vericaly e
Grats Inta the smartphane harare market. Indusny xperts note hat he purchase il
Sl Gongie 1 buld protaypes and adanced hariare deces that i help o poit
15 software business partnrs In he direction Google wans 1o . Google | banking on
theInressed coordinaton between 15 Sofuare and Matorol' harware and th recic
tonin isks assoclated withverica negraton outwelghing the coss.

fyou were a decision maker a Google, would you have recommended veica
tegraton?

e R S S SR —
b s s G, ot 5.0
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INTRODUCTION
1 Chaptr 5 we s how & manager ca slect hemix. of inpots that miimizes the cost of
procducton. However, our analysi i that chaptcr it unresolved two impertant questions.
Fist, what i the optimal way o Scquie this fficent mix of npuis? Second, how can the
owns ofafrm cnsue hat workers put foth e maximum ffort consisent with thie caps-
il n thischapter, we addess these two s,

Figure 61 illsrates why it s imporant o reslvethese two quesions. The cost func-
on defines the mimimum possbl cost of producing esch eve of ousput. Poit A core-
Sponds 0 the situstion where 4 frm B costs i exces of te U oSt necessary o
prcuce a given evel of ouput. At poin A, 10 it of utputae being produced for 2 total
Cost o S100. Note tht thiscos i great than S50, wich is the i ot necessry
0 produce 10 units of cutpt. Even f the e s th ight i o inpus, 1 did ot i
them cficiatly o i workers are ot expending the masimaum cffort consisten with teir
capabiliies,the imy's costs wil b bigher than the minimum ossble coss.

Inthischaper we consider technique i canuse 0 cnsue ht i 5 oersing o the
cost runcton (poin i Figure 6-1)an ok above i (oiat A). We begin by discusing throe
mcthods managenscan e 10 cbain nputs nceded i production: spo exchange, conracts,
and vertical ntgraton. To minimizecoss,  firm must ot only se al inpots cfcently (e
MRTS,, = wir rle discussd in Chaptr 5t must us th Iast-cos.method of obeaing
b it We il explain when it s optimal 0 acguir npots (1) via sp exchange., 2) by
‘Wriing contracts withinpt suppir.or (3) by producing e inputs withn the im (et
calntegrason). Thus, the fist partoftis chaptr provides managees withth information
e 0 cquie  given et of nputs inthe opnal manncr.

“Thesccond patof e chaptc examines bow a femcan ensure tht libor input, nclc-
ing both manages and workes, put foth the masimum cfTort consisent with thie capa-
biliie. This s an important consideration becsuse conflits of erst offen arise smong
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Worker, managers, and the imy's owners. For xampie, he manager may wish (0 spend the
s resources o ploh offcecarpting or corportejts. while th owners prfe ha the
funds b investd 10 increase profits, whichacere 1 them by Vit of thei s 15 own-
ers. O workers may wish Lo spend most of tei day gosipng  the lunchroom intcad of
‘working. When employecs and owners have conflcting iterss, principal-agen problem
s s o exist. We will e how manager and woker compensaton planscan be consruced
1o casure that sl crmplopeesputforth hie highest evelsof efot.

METHODS OF PROCURING INPUTS
A mansgercan use severalapprosches 0 bt theinputs nded o produce  final product,
(Considr the manager of aca ratal company. One it needed 0 produce ouput (retal
car)is automobile servicin (une-ups, ol changes,lab jobs, s the ke, The mansger
s thrc optons: (1) smply tak the car to 3 firm tht ervices automobils and pay the
marke pice fo the srvices; (2) sig 3 contrac with & frm that servies automobiles and.
‘when sevic s needed,paythe price egosiatd i the ontract forthat particalar servic; o
(3 crate within the firm  divison tht servies antomables. Each of these mehods of
servicing automobiles gaeraly will imply ifeeatcost fuctions for producing ca retal
Services. The manager’s o s  choose 1 method that miniizescoss. Before we evamine
o o dtermine the best et f cquiing 3 i (ype of nput. it i usful 0 provide 3
brosd verview of thes trse methods of sequiing ious,

Purchase the Inputs Using Spot Exchange

One method of scqiring iapus 10 use pot xchange. Spot exchange cccurs when the
uyr a sellr of an npat moct, exchange,and hen £0 thei spara ways. I the manager
f . car rental company imply skes 5 a0 oneof iy frs hat provide utomobil cr
Viing and pays T he scrvis the manager has used spot cxchange 10 oba utomobile
servicing. Wi hespot exchang. bayes and seles csentally are “aponymous”: the parics
may make an exchange without even knowing cach cter’s names, and there i o ormal
(legal)rlaonship between buyer and e

"Akey advantge o aquiing inputswith ot cxchange i ht the fim gts o specialize
1 doing what it docs bt comverting the inputs o output. The input manufacurer specal-
{208 wht i docsbest: producing nputs. Spotcxchangs ofen i used when inpus sr st

Acquire Inputs Under a Contract

A contractis a legal document tht creates an extended relaionsip between  paricular
uyer and seller of a input It spcifie the terms under which hey agree 0 cxchange over
2 given time Borizon, say. hre years. For example, the manager of 4 ca retal im might
choose to formalize her relatonship with » patculr frm that services sutomobies by
Sgning & contract. Such a contract spcifes the range of srvices conered,the eic of cach
service, and e hours duing which thecarswil b serviced. As long s he service equire-
meats forthe automobilesar undersood beforehand. (e parics can addrssal e import-
ant ssus inthe writen contrac.Howevr, i he ummberof srvics neded durin the trm
ot cotract s very g, ot f sometypes ofunanticipated brcakdowns ocur, the contact

spot exchange.
e et
e e
pary s ottgaeao
St o specac s
py

Jrs——
[
ooty
ey el

e
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may b incomplte. A conrsct i ncomplee i, for example,  ca s #new trsnsmision
and the contract dos no spciy the rice st which the servicing e will proide s ser.
Vice. OF cours,this opens the door o dispute Betwoea he two partes eganting e price of
th srvie needed bt ot speliedout i th contsc

By scquiing inputs with conircts.the purchasing fem cajoys the benefis of specil-
iring in wha it does best because the dherfrm actally produces the inputs he purchasing
irm needs. Conracts slo allow the purchaing i a rete abily o purchise “nonsian-
dant oputs for which ther may ot be many suppliers. This method of obtsnig inputs
works el when s relatively casy o write 3 conract that descrbes the haracterstics of
b inpts nocded. One key isadvantage of contactsis hat hey arecosly o Wi i tkes
e, ofcnIga s, draw p  conracthat specifies precsly th ablgations o bodh
partics. Alo, it can e xiemely diffclt o cove al e contingencies tha could ccur i he
uture. Thas, in complex contacing environments, contrcts il necesarly be incomplte

Produce the Inputs Internally

Finally, 2 manager may choos 1 produce the inputs nccded fo production wihinthe frm.
1 this ivaion the manage o the car rentalcompany dispenss with outside service ims
enirel. She sets p a fclty 1o service the sutomobile et with her own emplopess a5
ervicepersnne. The firm thus bypasses th srviee marketcompletely and doe the work
e, When  frm shuns other supplics and chooses o produce a input ntrnall, it has
engagedin veticalinegration.

‘Wit vertical inegration, however,  fsm loses he gains in specalzaion it would
selize were th inputs purchased fromsn ndependent supplier. Moreove, the i now s
o manage the production of inputs 43 well 8 the producton o te fnal product produced
with thos inputs Thi eads o the burcaucatc costs ssociated with  arer organization.
On the oher hand. by peoducing the iputs i nceds itermlly, the Fem 50 longe has o 16l
o other fims 0 provide the desired saputs. This allows the frm 0 utilize highly “oon-
Sandard” s, even those for which wriig a contrct with an owtside suppier would
be diffic

DEMONSTRATION PROBLEM 6-1

P —

. Cloae 1 PC i gally gt o pchase 300 compe chipsech s o the e e
e from AN The price paid i h iy s $200 e chip,ad the rc s diing
e o and iy by the s oo b whch the Mol ric s s
pre—

2. Clone: PC s 300 compues chips fom s ot advertsemen i the

bk of s computer gz
3. Clone 3 PC e s v o s comptescip o s persnsl

compues.
answeR:
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TRANSACTION COSTS

‘When  fiem acqpires a ot it may incue costs i excss of the actual amount psid o the
{nput supplie. These costs a known s transaction costs and lay crucial ol i dec
mining optimal input procurcment.

“The ransaction costs of scquiring sn inpu st the coss of ocsing & sellr of the

{nput, negotainga pric a which the input will b parchased, and puting e nput 10 .
Trnsaction oss include

1. The cos ofscrching fo  supplice willing 05l  gven npat.

2. The costs f negodating rie at whic e inputwill be urchased. These costs
may b e of e opporuniy ost o e, egal e, and 50 forh.

3. Othe vestments and expenditures requiced o il xchange,

Many ransacton coss ae cbvious. For example, i an input supplice charges  price
o S10 per uai bt requiresyou o Furnish your own rucks and drver o pick up the iput.
the transacion costs 1o your feminclde the cos f th trucks and the personnc nesded 1
“delve” the inpt 0 your plan.Cleary, the rlevant pric of the inpt 0 your i ncludes
ot only the S10 per unit but s th trapsacton cost of ging the nput 0 your lan.
‘Some importan tansacion costs, howeves,ae les obvious. To tderstnd these “hid-
den” ansacion costs, we st disinguish between transacion coss hat ae spcific 0.3
particala trading lationship and those that are gacral n patore. The key t s distinction
5 the notion of a specialized inestment. A specalized ivestment i simply n ivesinnt
4 partculrcxchange that cannot b recovered inanather tadin relationship. For cample.
suppose tha o ascertan the guaity of bl it i ncessary o spend S100 on 3 machine that
1o the bols” tength. I the machin i wiful only for testing 4 paticular mamfactrer’s
bols and the investment i the machine is a sunk (and thereors onrecoverabl) cost, it is
= spcialized investment.In conrast, i the machine ca be resold t s puchase pice o
s 0 et the guality of bols prodiced by cber s, it docs ot represent a specilzed
When specalized investments ae rquired o fclfate an exchange, the esuling el
tioasip between the parte is known s 3 relaionship-specifc exchange. The distinguish-
g estureof relatonshi-specific xchange s tha th two parties re “d ogether” becsuse
Of the speciic ivestments made o acliae exchange between them. As we will e this
et often cresis transaction costs du 0 th sunk nture of the speifc imesimens.

Types of Specialized Investments

Beore we cxamine how spcialized ivesannts affct ransactioncost nd th optinal et
of cquiring input, i i mportant 0 recogaiz tht specilized nvestments oceur in many
forms. Common examples of difeent ypes of spcilized ivestnets s provided st

Site Specificity
Sie specifcit oceurs when the buye and th sl of an ot mustLcat the lans close
10 cachcher o b able o engage i exchange. For example, clectric powerplants ftcn ocite
close 13 parculr coa mine (0 minimize the transporiaton coss of obainng coal e
output eecrcity) is s xpensive o ship than the inp coaD. Thecos of uidin the two
lats cose 0 ach the eprscats  spcilzed mestment that would ave Lt value i e
partis were not involed i exchange.
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Physical-Asset Specificity
Physicalasse specifco e 3 situation wher the capial cquiprment nesded 10 roduce
an nput i desgned 1o mect the necds of  aricular buyer and canot b readly adapicd
o produce inputs nccded by other buyers. Forexample, if producing 3 lswn mower agine
requins  specisl machin that s usfulonly for producing engines for & paticula buyer, the
machine i 5 specific physicl st for producing the engines.

Dedicated Assets
Dedicatd asset e gencealinvestments made by i hat allow i 1 exchange with  par-
ular buyer For cxample. suppose & computes manufactureopens & ew asembly e 10
enable it produce nough computes fo e government purchase. If openin th W
sy lin s proftable only if the government setully putchases the frn's computrs,
the ivestment represents  dedicated seet.

Human Capital
A fourthtype of spcialized investant i uman il In many cployment rlainships,
‘workers st ese spsific skills o work o s particala e, I hese Skl ar no wseful o
ransersbie toothr mployers,they represent 8 specalized ivestnent

Implications of Specialized Investments

Now that you havea broad ndersanding of specaizedinvestments o elatonsip-specfi:
xchange we will consder how e presence of specilzed nvestmeats ca afect he tans
action costs of acquiring inpts. Specialized imestments inresse (ransacion csts because
ey lead 0 (1) cotly bargalnin. (2)underavcsment, and (3) opportunism.

Costly Bargaining
1 sittions where ransaction costs e low and th desite inpu s of o quality and
S0k by many T, the ric o the inpu i deermined by he focesof Supply and demand.
When specilized investments are not reqired to facliae exchange, very e ime i
expended negotaing  price. The scenario diffr, however, if specialized inestments are
equid 0 bisn the it

Spcialized nvestments mply tht aly e paries e peeparcd fo 3 radin retion-
hip. Thereis no dber supplie capaie of poviding the desird iput at  moment's ot
buinin the inpot the buyer noeds requires making a specalzedinvestment blore the input
becomes avlabie.Conseguenty. e genrally s o “market pic” o the npu; he two par-
e intherlationshi-specifc cxchangs bargin withcach olcrove  rce st which e gt
ill e boughtandsod.The bargaining process geneall s costly, a achsde cmploys negoi-
tors oo e crsbi price. The partcs may o behvesrticlly o cobancetheir
barginingposiions. For cxampl,the buyer may efuse 0 accep delvry o frc the selr 1o
accept e pric. Ulimatums sy b iven. The supplie may rcuc the gualiyof theinput
a0 the buyer may complin bout the npur's quality through company stomeys, All of tese
icorsgeneai rsnsacion costs 5 the (o s negoi  price fo he iput.

Underinvestment
When specialized invesimentsar reguird o faciliae xchange,the leve of the specalized
iavestment ot i owe han the optiml evl To se this, suppos the specalized mvest-
ment i hurnan cpital. To work fo  prticularfirm.  woeker st s st his v tme
in earing how 1 perform some task. IFth woeker pereives tht he may not work 2 the




