PLURAL FORMS AND INFORMATION ASYMMETRY: AN ANALYTIC ~ PROPOSAL

Abstract

This paper highlights the inability of the existitigeories in explaining the stability of plural has
over time. To this end, it presents various viewthe phenomenon and intends to shed new light
on the conceptual approaches devoted to understanti Through the proposal of a novel
analytical formulation, it is sought to determinbyfirms both make and buy, namely by bringing
together the cost of producing and that of tramsgathen choosing for a governance structure. It
also evidences the existence of an optimal contahanix, capable of providing the desired
incentives at a minimum cost. Therefore, the ingtlans drawn from this analysis indicate that
plural forms are efficient rent appropriation desdcaimed at allowing firms to economize on both
transaction and production costs, while prevenging fraud on the part of the members comprising
the transaction. Because this proposal remainglgttheoretical, future studies seeking to further
develop this line of investigation need to advaimte the empirical assessment of the conceptual
model herein presented.
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1. INTRODUCTION

Ronald Coase, when conceiving of the firm as a sefucontracts in his 1937 work, highlighted
the need for a theory of the firm that would mockdl world phenomena. With this respect, the
main contribution set forth by Coase’s work wad thare are costs associated with the use of the

price mechanism, which should be added to the Mesidal analyses of production costs.

Following Coase’s reflexion, various theoreticalpagaches have searched for the optimal
allocation of property rights as to maximize ecororafficiency and minimize the costs of

transacting; such as the Transaction Cost EconofWidiamson, 1973, 1985, 1996) - TCE. This

theory, thoroughly based on the Coasean legacystuasl out principally for enabling for the

generation of testable hypothesis.

The rationale to which much of TCE’s success ighatted relies on Williamson’s discriminating
alignment hypothesis, which determines that thecsein of the optimal governance structure
constitutes a discrete choice among the threenaliges: vertical integration, hybrid forms or
market (Williamson, 1985,1996). The hypothesissthassociates one single efficient governance
structure for each transaction, considering its etisions and the underlying behavioral

assumptions.



Although TCE proposals have been confirmed in weriempirical studies (Macher & Richman,
2006), some have demonstrated that there are @&fies in the theoretical approach developed by
Williamson (1985, 1996), principally in its capacto explain the simultaneous adoption of two or
more organizational forms in the governance ofrglsi transaction — the so-called plural forms
(Bradach & Eccles, 1989; Bradach, 1997; Heide, 20®&migiani, 2007). In the face of such
proposal emerges the first question to be treatetlis paper: why do firms opt to structure their

transactions through plural forms?

In this paper, we develop a conceptual model ireiotd respond to this question. To this end, our
analytic proposal is based as much on the theottyeofirm by Barzel (1982, 1997) as in those that
originated from the agency theory to the extent ithia permitted that the choice of organizational
arrangements be related to the economics in treosacosts arising from asymmetrical

information.

Therefore, according to the hypothesis underlymg $tudy, plurality would constitute an efficient
strategy for income appropriation in order to pmdjom the incentives necessary to impede any
fraud on the part of the members that comprise diganization or are related to it through
transactions (Heide, 2003). Such an approach axjaim even greater significance when the costs
of production are added to the traditional compagaanalysis of transaction costs, in accordance

with the suggestion that is implied in Demsetz'893) work.

Not only do we subscribe to his view, but also ssréhat accounting for the cost of production
within the governance decision could entail a ddfe efficient structure relative to the one
revealed by the discriminating alignment hypothéBiesmsetz, 1993). This is due to the fact that
acquiring the product either at the spot markehovugh contracts could provide firms with lower
production costs than those that would be incutvgdinternalizing the activity. Thereby, we

propose a theoretical model where plural forms wordsult from analyzing transaction and
production costs, allowing firms to economize othbwosts, while preventing any fraud on the part

of the members comprising the transaction.

It is worth noting that the above-mentioned propasavitably raises a second question, which will
also be addressed in this paper, although remastirajly limited to a theoretical formulation: Wil
there be an optimal contractual mix that wouldwalfor the desired incentives at a minimum cost?
The reasoning behind this question is that whileesgive internalization of activities would cause
elevated costs associated to the monitoring of eyegls, the absence of verticalization could be



insufficient to proportion the contracting firm tiriformation necessary to impede any fraud on the

part of the contracted, as foreseen by the Measne@ost Theory (Barzel, 1982).

This paper has been structured as follows: firspvesent the conception of plural forms to show
that they do differ relative to hybrids. Next, wepese various views of the phenomenon in order to
demonstrate the inability of the existing theoniesexplaining their stability over time. We then
attempt to advance into the understanding of pldoams by proposing a novel theoretical

approach. Finally, we draw some implications amdamks.

2. AFTER ALL, WHAT ARE PLURAL FORMS?

Much of what is now taken as early transaction eashomics literature relies on the make or buy
dichotomy that was introduced by Coase in 1937takdn up by Williamson in the early 70’s. It
was only in the mid 80’s that Williamson explicittgcognized that some transactions were neither
carried out in the spot market nor were they valfydntegrated - the so called hybrid forms. Thus,
transactions that remained in the “middle rangefenatroduced into Williamson’s framework in
1985 and were further conceived of by the authdr986 as bearing intermediate levels of all the

competences presented by the other two forms: rharkehierarchy.

Unlike Williamson’s broad and uniform conception lofbrids, Menard (2004) exposed a wide
variety of organizational arrangements which neitloenstituted hierarchies nor could be
adequately framed into the spot market. To this, ¢éne author presented a brief chronological
review of the literature regarding the study of in& organizational forms, which have gained
more importance in the field of the organizatioseiences, particularly since the 90’s (Menard,
2004).

Although this literature is comprised of many distiorganizational arrangements, some of its most
notorious forms include networks, franchising, cexgpives, alliances, joint ventures and so forth
(Menard, 2004). Whereas all the aforementioned $oamre certainly heterogeneous and bear
singular characteristics, they can be grouped hegdiecause there are some empirical regularities
that are recurrent in all hybrid configurations (Med, 2004). Those regularities are due the fact
that these forms rely on the distinctive allocatadmproperty rights among partners, while keeping
them as autonomous residual claimants (Menard,)2@@4a result, all hybrids are composed of the

pooling of resources, of contracting and of commze{Menard, 2004, 2006, 2011).



That is, an important contribution relative to thederstanding of hybrid forms that was brought by
Menard’s work consisted of the exposition that ¢hésrms are composed of several different
contractual arrangements endowed with unique ctarsiics, although presenting the same
empirical regularities; unlike Williamson’s uniforeonception. It is worth noting, however, that
despite Menard’s (2004) success in providing &beiderstanding relative to hybrid forms, both
Williamson (1996) and Menard (2004, 2006) sharevibe that each transaction should be entirely
governed by one single efficient governance strectamongst the three discrete alternatives.

In other words, the reasoning set forth by bothligfiison (1996) and Menard (2004, 2006) would
allow a given transaction to be modeled thoughfdhewing expression:aH + X + AM, where H,
X and M represent the pure forms hierarchy, hylnd market, respectively; and g andA, the
coefficients relative to the percentages of eacinfm the composition of the transaction. Hence, it

is reasonable to define+ g+ A = 1.

Because both Williamson’s (1996) and Menard’s (308gpbroaches solely admit pure forms, that
is, propose that each transaction should be entgelerned by one single discrete form; the
solutions the equatiom + B+ A = 1 are restricted to the following sets={l, =0, A=0} or {a=0,
B=1, =0} or {u=0, p=0, A=1}". This notation implies that the solutions listémbee correspond to
the discrete choice of the efficient governancecstire, as set forth in the discriminating alignten
hypothesis developed by Williamson (1996), to whénard (2004) also subscribes.

Unlike their views, various empirical studies haegealed the governance of a single transaction
through the simultaneous use of two or more orgditizal forms (Monteverde & Teece, 1982;
Bradach & Eccles, 1989; Bradach, 1997; Lafontain&lade, 1997; Heide, 2003; Jacobides &
Billinger, 2006; Puranam, Gulati & Bhattacharyap@0Parmigiani, 2007). In fact, one of the first
empirical evidences regarding this phenomenon d=tek to the early 80’s, when Monteverde and
Teece (1982) conducted a study aimed at analyzergcal integration decisions within the
automobile industry. By conceiving of vertical igtation as the in-house production of over 80%
of the analyzed components, the authors implicidgognized that such a transaction was
simultaneously governed by the market and by teeahthy, although this was definitely not their
aim. After all, at that time, the logic behind ttheeory of the firm still relied on the dichotomy of
the markets and hierarchies introduced by Coasg/{l&nd taken up by Williamson (1973).

! The set §=0, p=0, A=0} does not constitute a valid solution becausthis case, there would be no transaction to be
modeled.



Bradach & Eccles (1989) later questioned such #&adecnous conception by proposing the
existence of a continuum of non-mutually exclusivganizational forms, coordinated by authority,
price and trust mechanisms; between the polar moftidse market and the hierarchy. It is worth
noting, however, that although this view might sesmilar to that of Williamson’s (1996) and
Menard’s (2004) relative to hybrids, an importanhavation introduced by Bradach & Eccles
(1989) consisted of the idea that transactions evtw@l embedded into other transactions and into
their social context. In other words, the authatsoduced, for the first time, the concept of alur
forms as‘[...]an arrangement where distinct organizational cbmmechanisms are operated

simultaneously for the same function by the samme.fi(Bradach & Eccles, 1989: 112).

Following Bradach & Eccles (1989), various empiristudies have evidenced the existence of
plural forms. For instance, Parmigiani (2007) fotinat companies operating in the tooling industry
both made and bought metallic components, whichdgmominated “concurrent sourcing”. This
structure could be represented by the scheme ddpitfigure 1, where the dotted line denotes the
boundaries of firm 2 and the numbers, the positield by each agent in the supply chain.
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Figure 1 — Plural governance structure: sourcing

We note that firm 2 sources principally by transagivith external agents, either though contracts,
or in the spot market or even though a combinatiomoth. It is worth noting, however, that part of

this sourcing is integrated, as set forth by Paianig(2007).

Downstream, Lafontaine (1992) and Lafontaine & 8I4i997) pointed out the coexistence of
company owned and franchised outlets while Heid#032 found the simultaneous use of the
distribution channels owned by both firms and tipedties. In the agribusiness scenario, Mello &
Paulillo (2010) revealed that orange growers sldértproduct both by contracting and on the spot



market. Those structures could be representedebgaheme depicted in figure 2, where the dotted
line denotes the boundaries of firm 1 and the numlibe position held by each agent in the supply

chain.

2

Figure 2 — Plural governance structure: distribution

We note that firm 1 distributes its product priralp by transacting with external agents, either
though contracts, or in the spot market or evemghoa combination of both. It is worth noting,
however, that part of this distribution is inte@t as set forth by Lafontaine (1992), Heide (2003)
and Mello & Paulillo (2010).

Hence, it is worth noting that in all the aforemened examples, a single transaction is governed
by two or more organizational forms, unlike thedtetical approaches developed in accordance
with Williamson'’s rationale, which is limited insitcapacity to provide an explanation for this real

world phenomenon.

Such a restriction becomes even more significargnatonsidering Coase’s 1937 criticism to the
Neoclassical models which did not reflect the tesdi of the markets to which they sought
explanations. That is, Williamson'’s view (1985, 69% limiting because part of his explanatory
power is lost by restricting the analytical scopénis framework solely to the pure organizational
forms. It is worth highlighting, however, thatr@ugh this restriction has already been recognized
by several authors within the organizational ecoiesntiterature (Jacobides & Billinger, 2006;
Puranam, Gulati & Bhattacharya, 2006; Mello & Pimli2010), there has been an initial resistance
in admitting it. To this extent, various studiesigbt to frame the anomaly into TCE’s guidelines,

namely in three different ways, directed towardgidct aspects of the Transaction Cost Theory.



The first theoretical stream relies on the logiattplural forms do not govern a single transaction,
but rather a series of similar transactiofisat is, the fact that some firms acquire an irpath at

the market and internally would not compose a siriginsaction, but rather a combination of the
transactions carried out in the market with thagternalized As of this argument, plural forms
would be framed into the logic of TCE since ea@nsaction would present the three dimensions
specified by Williamson (1985, 1996) — asset sjpatyf frequency and uncertainty - in different
proportions, which would explain the discrepancusserved in the selection of the efficient
organizational form (Minkler & Park, 1994, Gonzal@ésufiada & Fernandez, 1999)hat is, as set
forth by the first strand, plural forms would cahdge a set of similar transactions, endowed with

distinct attributes, which would justify groupinggiether different governance structures.

In seeking to eliminate this restriction and to emsland plural forms as a single transaction
governed simultaneously by different organizatioftams, Parmigiani (2007) developed a new
approach to the explanation of the phenomenonoui still restricted to the asset specificity
reasoning set forth by TCE. According to this authioe concurrent sourcing of metal components
would be reasonably justified by the indifferencetieen two of Williamson's (1996)
organizational forms, in view of the asset spettifimvolved in the transaction. That is, accogdin
to the model set forth by Parmigiani (2007), firmasuld pick plural forms if they were indifferent
amongst two alternative organizational forms, ircomdance with the model developed by
Williamson (1996). Although her contribution is eglnt mainly because of its understanding of
plural forms as a single transaction, as opposddet@iew of the first theoretical stream devoted t

explaining the anomaly, one could not claim thesrfework free of inconsistencies.

In fact, an important restriction imposed by suctheoretical formulation consists of the possible
combinations of organizational forms in the composi of the plural structure. This limitation
occurs because the indifference points in Williams@¢1996) model correspond to the intersections
between the curves relative to the market and bwithforms and between those relative to hybrid
forms and to hierarchy. That is, according to Pgrami (2007), plural forms could be composed
solely of the combinations of the spot market witbntracting or of vertical integration and
contracting, neglecting all other combinations maiuded in the indifference points, or still, the

simultaneous use of three organizational forms.

Even if that view did not present such restraihis tapproach would be unable to justify the
adoption of different percentages of each orgawmzat form, in the composition of a given
transaction; that is, Parmiggiani (2007) would ewplain why some firms produce internally 80%



of the components and hire the rest while otherkenmaly 20% and carry out contracts to supply
the remaining demand. This limitation is due to #mificial framing of plural forms within the
logic of TCE, whose explanatory variables are appabe with regard to pure organizational forms,

but fail to provide conclusions in the context afral forms.

In addition to the two strands discussed earllegrd is a third conceptual line of reasoning which
also results into framing plural forms within TCHjsidelines. Although each author belonging to
this theoretical stream presents a different arguatien relative to their peers, their expected
results converge to the conclusion that plural ®@me a transitory and short-term phenomenon,
where a single organizational form should prevailhe long run (Caves & Murphy, 1976; Gallini
& Lutz, 1992; Zylbersztajn & Nogueira, 2002).

Unlike this perception, some studies have demaiestreoth empirically and through theoretical
arguments that plural forms are stable over timadBch, 1997; Lafontaine & Shaw, 1999, 2005;
Azevedo & Silva, 2001; Baker & Dunt, 2008).

It should be emphasized, therefore, that TCE idlento provide consistent explanations for the
stability of plural forms, empirically observed the real world; either through its direct and pure
application or through the artificial arrangememisned at framing the phenomenon into its
guidelines, as already discussed (Minkler & Pa®94t Gonzales, Aruiiada & Fernandez, 1999;
Parmigiani, 2007; Caves & Murphy, 1976, Gallini &tiz, 1992; Zylbersztajn & Nogueira, 2002).

In the face of such a fact, some contemporary asithave sought to understand this phenomenon
from the perspective of the firm's strategy, (Mieha2000; Heide, 2003; Penard, Raynaud &
Saussier, 2005; Jacobides & Billinger, 2006; Purmgn&ulati & Bhattacharya, 20064e &
Nickerson, 2006), although this theoretical litarathas not yet reached a consensus on the reasons
associated with the simultaneous adoption of mleltgpovernance structures, both upstream and

downstream.

Given this restriction and the absence of a conseimsthe literature devoted to understanding the
plural forms, this paper intends to shed new ligihtthe shy theoretical approach that is available
with respect to the phenomenon, by presenting a wewnceptual approach. To this end,

conceptualizing plural forms in accordance with mlegation that will be used in this study becomes

appropriate, as we shall see below.



As set forth in the discussion presented at thénbayy of this article, because both Williamson’s
(1996) and Menard’s (2004) approaches solely agmie forms, that is, propose that each
transaction should be entirely governed by onelsidggcrete form; the solutions the equatioth

B+ A = 1, wherea, B and) represent the percentages of each pure form bgrahybrid and
market- H, X, M- in the composition of the transactaH + X + AM, are restricted to the
following sets: §=1, p=0, A=0} or {0=0, p=1, A=0} or {a=0, p=0, A=1}. This notation implies that
the solutions listed above correspond to the disarkoice of the efficient governance structure, as
set forth in the discriminating alignment hypotlsedieveloped by Williamson (1996), to which
Menard (2004) also subscribes.

Unlike this perspective, we propose that the choicthe governance structure is not discrete, but
rather, continuous. In other words, the framewakem developed will be based on the assumption

that the equation + B + 1 = 1 could admit any solutidrtomprised of the combinations @fp and

A, as long asd, p and\ = B;+}

As a matter of parsimony, the scope of this work kg restricted to a logic very similar to that of
the dichotomous decision introduced by Coase (1@B79ngst producing in the marketplace or
within the firm, which was later taken up in Wiltnson’s conception of "markets and hierarchies”
(Williamson, 1973, 1975)Although the notion that such a classification nigbt be the most
appropriate one has already been widely incorpdriati® the literature, the research object of this
work lies precisely in determining the componertshe transaction that will be integrated or will
be obtained outside the fifmrhus, the sum of the coefficients associated thighhybrid forms and
the market A + 3 - will be denoted by 1e, wherea will be referred to as "vertical integration

degree”.

It should be emphasized, however, that this modekdot contradict the results laid down by the
discrete form, widely acknowledged in the literatuput rather, constitutes a generalization of that
notion. In other words, it is by no means our ititamto contradict the logic of the discriminating
alignment hypothesis, but to develop a more genalternative to the discrete choice among
alternative governance structures. In fact, ourceptual proposition does approach Williamson’s
rationale in the sense that it admits the existef@n optimal structure, in view of the competence

and the costs associated with each organizationail. f

2 Except for the setof=0, p=0, A=0}.

*That is, we propose an approach in which both tire pnarket form and the hybrids, or still a combioma of both
governance structures are grouped into a singégoay, to the extent that in these cases, the ptimuoccurs outside
the hierarchical scope, although it is not therititm of this study to question the different cluaesistics underlying
each of these organizational forms.



As we shall discuss next, the theoretical appradeieloped in this study will be based on the
reasoning introduced by Demsetz’s (1993) work, Wiemphasizes that analyzing the information
cost plays a major role when choosing the allocatibproduction among economic agents. As of
this conception, both Barzel's (1982, 1997, 200byknand those derived from the agency theory
will be used in support of the thesis that the d$iameous adoption of multiple governance

structures mitigates information asymmetries amuangies, at a minimum cost.
3. ADDING THE COSTS OF PRODUCING AND NEGOTIATING

Although “TCE is an empirical success story” (Walhison, 2000:605), such a theoretical
formulation has been widely debated in severalistudith respect to various distinct aspects of

Williamson’s (1985) governance approach

Demsetz (1993), in criticizing the neo institutibapproaches aimed at justifying the boundaries of
the firm, suggests that these views tend to discegeoduction cosbs that is, Demsetz (1993)
proposes that the approaches based on Williamsatimale take to an extreme the view that the
boundaries of the firm are shaped by the analydimnsaction costs, disregarding the gains that ar
brought by joint productich

As Demsetz (1993) points out, the definition of @easean firm based on the contradistinction of
transaction costs with the marginal cost losesyéical power by observing only the logic of the
organizational strategy from the perspective ohgeation costs. That is, for the author, the
rationale introduced by Coase (1937) that profikimézation (efficiency) requires the institution of
the firm rather than the market if the cost of gsihe market becomes relatively higher than the

cost running the hierarchy is actually incomplete.

According to the author, such contradistinction liif)y assumes that all firms would present

identical costs of production, being perfectly ditbtable amongst themselves or for the market.

“Some of these inquiries concern the behavioralmagans, such as in the works of Granovetter (1988)oshal &
Moran (1996) and Demsetz (1993). Others relatéststatic and short-term view, as evidenced by las@1992) or
even to the operational limitations exposed by B&{2002), among others.

°Although Williamson himself (1991) recognized thaportance of considering production costs in theegoance
decision, his approach remained absolutely resttitd the analysis of transaction costs.

Swilliamson (1999, p.1103), in Strategy researchiegnance and competence perspectives, recogniedsntitis of
his theory “What is the best generic mode (markghbrid, firm, or bureau) to organize X?', whichtlie traditional
transaction cost query, the question to be pueatstis 'How should firm A-which has pre-existingesgths and
weaknesses (core competences and disabilitiesjpamX?"”



That is, it is assumed that the production of daamcould be perfectly replicated by others, asd a
a result, make or buy decisions would be made dégss of the differences in production costs. For
this reason, Demsetz (1993) states that TCE intlgliassumes that firms would be homogerious

and under stimulated to search for differentiatittgbutes.

That is, Demsetz (1993) argues that the issuedanted by Coase (1937) and taken up to the
extreme in most theories of the firm based on Vftison’s rationale should instead be based on the
comparison of the sums of transaction costs andadimeinistration cost of both the firm and the
market. In this respect, Demsetz (1993) statesathdiing the cost of producing to the key variables
that make up TCE’s analytical framework could yiegdults that differ from those predicted by the

pure coasean/williamsonian logic.

In other words, Demsetz (1993) argues that theigired power of most theories that are based on
the coasean/williamsonian approach is limited fohté to focusing exclusively on transaction costs
and by the implicit assumption that firms and m&skeould be perfectly substitutable. As set forth

by Demsetz (1993), although transaction costs dertesignificant influence in shaping the

organization of production, they do not constittite key variable in such scenario, which should
also account for the production cost. Instead, #mE 993) proposes that central to the economic
organization problem is the analysis of informatgmsts, important components of both the cost of

transacting and of the internal organization.

Barzel (1997, 2001) retrieves Demsetz’s (1993\wvby proposing the Measurement Cost Thoery
to the extent that measurement constitutes the tijoation of information relative to the

agreement reached by the parties involved in Hresaction.

In fact, the theory of the firm, as defined by BAr£1997, 2001), is based primarily on the
information that is available in order to protecogerty rights and to prevent the capture of value.
According to this author, perfectly delineating peay rights depends upon the disclosure of full
information regarding all the attributes that and@wved with some value, both by its proprietor and
by others. In the real world, however, obtaininfprmation is not costless: high information costs
yield transaction costs, which in turn, are asgediavith the protection and transfer of property
rights (Barzel, 1997, 2005).

" Although Demsetz’s (1993) criticism to TCE relafmarily to production costs, other authors basadnight’s

(1921) rationale, such as Foss (2004, 2007) anth KBO07), tend to agree with this view. Other augh such as
Peteraf (1993) subscribe to such criticism becdeg are based on the logic of the Resource-Based V RBV,

according to which the development of differentiatesources among firms underlies the existenceoofpetitive

advantage, though not necessarily related solgbydduction costs.



Positive transaction costs hamper a comprehengireittbn of property rights among the parties
involved in a transaction because some of the amsabutes present high measurement costs
relative to their value (Barzel, 1982, 1997). Aseault, some of those attributes are never fully
known by its current or potential owners, who imtuwould incur significant expenses in seeking

for the most relevant ones in order to approptiaed value.

As set forth by Barzel (1997), because transaatasts could become prohibitively high, property
rights would remain ill-defined. The author furteehis view by proposing that the harder it is to
gather precise and complete information relativeh&variability to which the transacted attributes
are subject, the more difficult it will be to prapedefine property rights.

As noted earlier, high measurement costs relativeime or to all the asset attributes may imply in
value capture within the transaction. It is wortbting that this scenario would be equivalent to
placing either the asset itself or some of itslaites in the public domain (Barzel, 1997); that is

firms incur losses arising from their engagemerddtivities aimed to capture and protect value.

Moreover, it should be highlighted that the needntasure transacted attributes arises as a means
of hindering the capture of value on behalf of dtiger party within the transaction. For this reason
Barzel (1997) recommends that only those trangagtichose attributes can be easily measured be
carried out in the marketplace; while others, enebwith high measurement costs, should be

vertically integrated.

In other words, the internalization of some tratisas could be justified by the difficulty in
monitoring and controlling the contracted party®i@ns, which could lead it into cheating or
capturing value, in the face of ill-defined propgentights. It is worth noting that although
internalizing activities might provide firms witlower measurement costs while hindering any
possibility of cheating on behalf its partners,sas forth by the Measurement Cost Theory, it also
gives rise to other costs aimed at promoting cafmer among the employees comprising the

hierarchy.

That is, while vertically integrating might redutteose costs associated with inducing cooperation

among the contracted parties, it also gives risetl@r costs associated with the establishment of



organizational practices destined to withhold shigkand value capture on behalf of the employees

comprising it, in accordance with the agency litiere.

As Eggertsson (1990) points out, an agency relstipnoccurs when the principal delegates some
rights, such as those associated with the usereg@urce, to an agent who represents his interests
for a fee. This matter acquires an even greateraakce in the context of the internal organization
of the firm due to the separation of ownership aadtrol set forth by Berle and Means back in
1932. According to the authors, such segregatiomldvaccrue a conflict of interest among
company owners and the managers representing thibmjn turn could be induced into making

decisions that would satisfy their personal desimstead of those of company owners.

This issue occurs because there are informatiommagjries in agency relationships, since agents
generally posses more information relative to thtaits of the tasks they perform than principals
do. In view of this assumption, Alchian and Demg&&72) expose the difficulty in measuring each
employee’s individual contribution to the teamwdinkat is characteristic in economic organizations.
Therefore, they highlight the need for a monitagg&rtsson (1990) subscribes to this view and adds

that the difficulty in measuring teamwork might i@ employees to behave opportunistically

That is why Demsetz (1983) highlights that the nammg costs aimed at reducing information

asymmetries among company owners and managers, @ouldn, allow the members comprising

the organization to capture its residual value.h&spoints out, this capture could occur through
various kinds of shirking: employees could redueartefforts; or make decisions in view of their

own desires instead of those of the entire orgéinizaor even incur in non-negotiated on the job
amenities (Demsetz, 1983, 1997).

As we see next, in this paper we assume that teeassociated with monitoring employees and
with providing them with incentives aimed to attatelithe agency issue becomes significantly
higher as companies bear more emploYfedhe same could be inferred with regard to comgsni

that are more geographically dispersed. Next, vedl pinesent a conceptual approach to the choice

of a plural structure based on the theoreticaludision presented above.

8 This literature also constitutes a branch of Taatien Cost Economics, mainly the positive appra@cthe agency
issue, which relates to information and monitorwogts (Eggertsson, 1990).

® Ghoshal and Moran (1996) present a critique keaid TCE’s behavioral assumption of opportunistagihg that it
refers solely to the dimension that takes placsidetthe organization; i.e., TCE does not accoombpportunism with
respect to the members comprising the hierarchynde¢z (1993) also implies a similar criticism.

10 |f each employee’s individual contribution is iao measure, as set forth by Alchian and DemsiE373). Such
difficulty depends on the nature of the tasks timpleyee performs.



4. PROPOSAL OF A CONCEPTUAL APPROACH TO PLURAL FORM S

In this section, we propose a theoretical decisnmulel didactically segmented into two stages. In
the first step, the firm decides whether to strietihe transaction through plural forms; whereas in
the second, it determines the optimal degree dicatrintegration ¢) within the plural structure.

The scheme depicted in figure 3 represents botisides.

/ Estimation of
Selection of ! the optimal

a plural vertical
structure . Integration
\ _f"'/ \._\..‘\ d e g r e e I//e"
\\ /_/ \\_\ . A

Figure 3 — Two stage decision model

To begin with, suppose that a firm is faced witk thitial decision to produce internally or to
acquire the product at the marketplace. The detism purchase could be determined by a
comparative analysis of the cost of producing n&tato that of buying: if the internal production
yields a higher cost compared to that offered hexs, it would be reasonable to assume that the

firm would decide to get the product from the markd other things being equal.

It is worth noting that in order to carry out thengparative analysis presented earlier, it is nergss

to have previously established the desired prodootblume; i.e. the first step should begin with
defining the targeted production scale, and thethbycomparative analysis of the production cost.
In addition to that comparison, the firm still nedd undertake a second type of cost analysisein th
first stage: that relative to measurement costes&hcosts, in particular, become significantly

relevant when dealing with differentiatégroducts.

" product differentiation can be horizontal, comipdsfor example, variation in hard to measure duaditributes, or
vertical, where the brand is a sign of productedihtiation. According to Barzel (2000, 2004), @mibducts present
some degree of horizontal differentiation, to thgest that its attributes vary. However, standagdizommodities tend
to present very similar attributes, approachingrthe the perfectly competitive market. Thus, meamant costs are



The second analysis, therefore, should assumeagurtbe cost of production and be carried out in
accordance with the propositions set forth by Ba(¥®82, 1997, 2000, 2001, 2004, 2005), who
suggests vertically integrating the transactioméfasurement costs are too high.

Although both the analyses conducted in the fitages might seem relatively unrelated because
each of them assumes constant the other cost cgtdbey are in fact very related since high
measurement costs would prevent firms from takidgaatage of the lower costs of production

offered at the market.

As of the discussion presented in the previousi@gchigh measurement costs hamper the
definition of property rights, yielding losses toetfirm seeking for value protection, since the
contracted party may pursue to appropriate it. @fidae consequences of this pursuit is that high
measurement costs favor cheating on behalf ofdh&racted parties. For this reason, Barzel (1982,

1997) suggests vertically integrating the transacshould the measurement cost be too high.

Therefore, by integrating part of its productiohe tfirm would acquire information as to reduce
measurement costs and induce the other part toseehaaccordance with their initial agreement.
Hence, vertically integrating part of their prodoat would allow firms to benefit from the lower
cost of production offered at the marketplace, eween measurement costs are too high to allow
them to do so in the absence of monitoring. Thapligral forms would allow firms to obtain the

cost advantages available at the market, even Wigepure form presents high measurement costs.

Thus, we propose that the option for a plural famyuld be triggered by the combination of the
lower production cost available at the marketplagth high measurement costs; providing those
transactions with a more efficient governance a#gve with respect to production and transaction
costs. Figure 4, presented below, depicts a scheswanmary of the first stage of our conceptual
model, in which the decision for a plural form tak#ace.

positive and significant when the degree of horiabproduct differentiation is high enough to cawssgnificant
variations in the quality and price of goods, oewlthere is vertical product differentiation.
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Figure 4 — First stage of the decision model: chaoof a plural form

Following the decision to carry out the transactimough plural forms, it is necessary to determine
the degree of vertical integration that should depaed within the plurality. Thus, in the second
stage of our model, we propose a rationale aimguaatiding an answer to the inquiry as of what

percentage of the transaction should be interréheesus purchased.

As noted earlier, information asymmetries give bs¢h to internal and external monitoring costs;
relating respectively to agency and measuremeris.c¥ge propose that the degree of vertical
integration within plural forms should be deterntrgy the relationship between those two costs:
the higher the costs associated with monitoring ehgployees and managers comprising the
organization relative to that of monitoring the trasted party, the less vertically integrated the

firm should be.

On the other hand, a low vertical integration degomuld be insufficient to proportion the
contracting firm the information necessary to impé&a@ud on the part of the contracted, as foreseen
by the Measurement Cost Theory (Barzel, 1982). theerowords, there is a tradeoff between
measurement and agency costs within plural forniereas high agency costs relative to those of
measurement imply vertical disintegration, high surament costs relative to agency costs would

evoke a higher probability to vertically integrate.

Figure 5 depicts the aforementioned tradeoff betweeasurement and agency costs when defining
the vertical integration degree within the plu@n. It also shows a third curve, relative to thens

of both costs, which will be referred to as thakatansaction cost.
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Figure 5 — Second stage of the decision model: viedl integration degree and transaction costs

With reference to figure 5, it is worth highlighgirthat in this case, the vertical integration degre
relative to the intersection between the agencyrardsurement cost curves also corresponds to
that yielding the minimum total transaction ¢8stThis finding suggests that such a vertical
integration degree would actually constitute antine@ solution, enabling for the economics of

both transaction costs.

The figure also suggests that firms would tendotonfat their transactions as to frame them within
the optimal vertical integration degree since firthat are at the right side of would be too
integrated, whereas those at its left side woulddn& further vertically integrate. That is,
distancing the vertical integration degree from tmimal one would not provide firms with
transaction cost advantages, since unilateral eom@msin measurement costs would be insufficient

to cover additional agency costs and vice versa.

1

12 As of the graphical representation, set measurewasts (MC) to MC =In{z) | agency costs (AC) to A€ln{a)

1
. —— 4+ In(=)
and the total transaction cost (TTC) to TTC= MC+ AlB(e) :

8TTC _ (n(a) — 1Mn(=) + 1) _ 1
The minimal point of the TTC curve isda aln® (a) , whose roots aré: - %" 2 . At the

. . lﬂ{ﬂ]=L |:t=r3'£-'|:t=1 ..
intersection of both MC and AC: MC=AC= In(ee); whose roots are: & . Therefore, the minimum
point relative to the TTC curve corresponds topbet where MC=AC, for MC, AC and TTC given earli®¥e note
that such a result is valid in this case and da¢shacessarily hold for other curves. Therefore hypothesize that a
full set of variables would determine the paranset#rthose cost curves, resulting in horizontal gedical shifts of
the optimal solution.




In view of the argumentation presented in thisisacand of the results associated with both stages
of our decision model, it would be reasonable tsua®e that firms should establish their plural
organizational arrangements in considering thdiogiships between production, measurement and
agency costs. Thus, plural forms would allow firtoseconomize on production and transaction
costs (measurement and agency) and, thereforedprthem with a more cost efficient governance

structure, capable of maximizing their income appidion.

5. FINAL REMARKS

In this theoretical paper, we highlighted the ihigpiof the existing theories in explaining the
stability of plural forms over time. First, we sheavthat just as the initial conception of “markets
and hierarchies” has been further developed inrdadaccount for the wide variety of contractual
arrangements that remained in the “middle ranga$tieg theories need to be complemented as to
account for plural forms. In this respect, not odigt we seek to stress their differences relative t
hybrids but also, to present the various viewshef phenomenon, in addition to the one derived

from our own understanding.

As noted earlier, in view of the poor theoreticatnfiulation devoted to understanding the plural
forms, we proposed an analytical conceptual modeta@ to explain why firms both make and buy,
as opposed to the traditional make or buy paradi@uor. conceptual propositions were built on
Demsetz’'s (1993) work and sought to bring the awfsroduction into the transaction cost
framework. The model herein discussed also accdufde the information costs arising from
monitoring both contracted parties and the membersprising the organization; suggesting the
existence of an optimal vertical integration degr8ach a governance structure would provide
firms with a more cost efficient alternative relaito the pure organizational forms, and therefore,

allow them to enhance their income appropriation.

Although this paper has shed new light on the &gzl understanding of plural forms, a crucial
aspect in this respect still remained unexplorédt bf empirically testing our implications. As
Williamson himself (2000: 607) pointed out, becauye..]good theories are rarely fully developed
at the outset, the theory and the evidence are ofteractive.” Therefore, future studies seekimg t
further develop this line of investigation needcattvance particularly into the empirical assessment
our conceptual model, as to give rise to a moreprehensive theory devoted to analyzing the
plural forms and enhance the interactions betwbaennbvel theories and their evidences. More



specifically, we would suggest testing our concapapproach upstream, especially with regard to
credence goods; as opposed to the broad literdaw@ted to franchising. Regardless of the path yet
to be trailed, the discussion herein presentedtitotesl an initial attempt to further advance the

existing theories of the firm into the field of phhforms.
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