3. Incomplete Contracts, Firm Organization, and Contract Design

The theory of incomplete contracts tries to explain the boundaries of the firm
Why do firms exist?

Why are some transactions performed in markets, whereas other transaction are performed within the institution that we call the firm?

Note that the boundaries of the firm are not clear‑cut

Long-term relations, such as in sub-contracting, bear similarities to contracts that govern firms internally.

What is the nature of relations between contracting parties …

… within the firm (intra‑firm relations)?

… among firms (inter‑firm relations)?

3.1 Intra‑Firm Relations

The analysis of intra‑firm relations deals with the design of the governance structure of the firm
Allocation of control rights among the contracting parties

Design of efficient incentive schemes within the firm.
The firm may be viewed as a nexus of contracts that governs the relations among the invested parties rights

All parties that are part of this nexus of contracts are invested (to a greater or lesser extent)

The main contracting parties are the shareholders, bond holders, workers, suppliers, customers, and the government.

A great deal of these investments are …

… specific to the existing relation

… based on implicit contracts, which are, by definition, not enforceable.

The contracting parties are vulnerable to hold-ups within this nexus of implicit contracts

Returns on relation-specific investments are quasi-rents

For any party, it is advantageous to breach the contract if the NPV of continuation turns negative

In anticipation of the expropriation of quasi‑rents, parties under‑invest.

The governance structure of the firm must be geared to forestalling opportunistic behavior.
Allocation of control rights

Shareholders (equity holders), by definition, hold the residual income rights
The shareholders’ claims are not contractually fixed, which makes the shareholders the party that is most vulnerable to hold‑ups

Consequently, shareholders should be allocated the (residual) control rights over the firm’s assets

Internalization of the consequences of decision‑making.

The firm’s governance structure tries to insulate the other parties against hold-ups by the shareholders.

3.1.1 The Stakeholder Approach

The stakeholder approach is closer to a normative statement than to a theory

The upshot of the stakeholder approach is that all parties invested in the firm should have a say in the decision‑making of the firm
The trouble with the stakeholder approach as a guiding principle of corporate governance

“Although the identities of the bearers of residual risk may differ [typically, these bearers of residual risk are the shareholders, FAS], all business organizations vest organization control rights in them.  For control to rest in any other group would be equivalent to allowing the group to play poker with someone else’s money and would create inefficiencies that lead to the possibility of failure.  The implicit denial of this basic proposition is the fallacy lying behind the so‑called stakeholder theory of the corporation.  According to this theory, the directors and managers of the corporations are to run it in the interest of all stakeholders, not just the residual claimants.
Unfortunately, proponents of stakeholder theory offer no explanation of how conflicts between different stakeholders are to be resolved.  This leaves managers with no principle on which to base decisions, making them accountable to no one but their own preferences—ironically, the very opposite results from [w]hat stakeholder theorists hope to achieve.”
Michael Jensen [3, page 2]

3.1.2 Case Study from Germany: Codetermination

References:

Gorton, Gary, and Frank A. Schmid (2004) “Capital, Labor, and the Firm: A Study of German Codetermination,” Journal of the European Economic Association 2, 863 905.

Codetermination (Arbeitnehmermitbestimmung) allocates (some) control rights to labor

Labor (via employee representatives) holds voting seats on the firm’s supervisory board (Aufsichtsrat)

Note that extensive codetermination at the board level is unique to Germany

Germany has a two‑tier board system, whereas in Anglo-Saxon countries there is only one corporate board, which consists of inside (United States:  executive) and outside (U.S.: non-executive) directors.

We confine the term codetermination to the presence of labor on supervisory boards

There are also works councils (Betriebsräte), which is institutionalized codetermination at the workshop level.

Codetermination uncouples control rights and residual income rights

If the consequences of decision‑making are not fully internalized, there are external effects
External effects are generally inefficient, except when they offset (neutralize) existing external effects

If codetermination is an efficient way of protecting labor from opportunistic behavior on part of the shareholders, codetermination may add value

The shareholders may behave opportunistically by expropriating labor of quasi‑rents—these quasi‑rents emanate from labor’s investment in relation‑specific assets or labor’s agreeing to (retention‑friendly) back‑loaded compensation.

Does codetermination benefit the shareholders?

Without ceding control rights to labor in restructuring decisions, the shareholders may not be able to commit credibly to honoring implicit contracts

If this were the case, codetermination would add value to the firm

The shareholders and labor would share the surplus

The shareholders would introduce codetermination voluntarily.

Labor may enjoy control benefits, but faces a wealth constraint in acquiring voting stock

Michael Jensen and William Meckling (1979, “Rights and Production Functions: An Application to Labor-Managed Firms and Codetermination,” Journal of Business 52, pp. 469-506)

The fact that shareholders have not introduced codetermination voluntarily (for instance, in Germany) proves that codetermination is harmful to shareholders and to society overall

Note that, if codetermination benefited society on a net basis, codetermination would emerge as a Coase solution
Some finance scholars argue that, while codetermination may harm the shareholders, it is beneficial to society on a net basis, because of positive external effects to society

Codetermination alleviates the capital-labor conflict
Transaction costs prevent a Coase solution, which is why codetermination must be introduced by law.

Major codetermination laws

(1) Montan-Mitbestimmungsgesetz (Montan Codetermination Act), 1951

Montan codetermination applies to a set of companies in the coal and steel industries

After WW II, the Western Allies drew up a list of companies that they declared subject to this specific form of codetermination.

Labor (employee representatives) and capital (shareholder representatives) hold the same number of (voting) seats on the supervisory board (equal representation)

There is a neutral member, to break ties.

Labor is represented on the management board (Vorstand) by a “labor director,” who cannot be appointed against the majority of the employee representatives on the supervisory board

Due to corporate reorganizations there is only a handful of Montan-codetermined companies left

For instance, prior to Fried. Krupp AG Hoesch-Krupp taking over Thyssen AG in 1998, Thyssen was subject to Montan codetermination, while Krupp was governed by the 1976 Codetermination Act

The new company (Thyssen Krupp AG) is not subject to Montan codetermination.

(2) Betriebsverfassungsgesetz (Works Industrial Relations Act), 1952

Corporations (Kapitalgesellschaften) with at least 500 employees must cede one‑third of the (voting) seats on the supervisory board to employee representatives.

(3) Mitbestimmungsgesetz (Codetermination Act), 1976

The Act applies to corporations with “regularly” more than 2,000 employees

Labor and capital hold the same number of (voting) seats (equal representation)

The chairman can cast a second vote when the ballot on an issue is tied for the second time

The voting mechanism for the supervisory board chairman is designed such that the shareholders’ candidate always wins out
Labor is represented on the management board (Vorstand) by a “labor director,” who, unlike in Montan codetermination, can be appointed against the majority of the employee representatives on the supervisory board.

Does equal representation matter?

Field studies show a stronger influence of labor in equal representation than in the “one‑third representation” regime

The supervisory board chairmen of companies that are subject to the 1976 Codetermination Act rarely use their second votes (to break ties)

There are gains from cooperation, especially in repeated games.

A 1998 bipartisan study finds that, with equal representation, labor uses its power on the supervisory board to resist restructuring, which impedes the firm’s flexibility

See Bertelsmann Stiftung and Hans-Böckler-Stiftung, eds., Bericht der Kommission Mitbestimmung: Mitbestimmung und neue Unternehmenskulturen—Bilanz und Perspektiven. Gütersloh: Verlag Bertelsmann Stiftung, 1998.

A simple model of codetermination with hold‑up

This model …

… analyzes in a two‑period setting the hold‑up problem that emanates from legally entrenched labor
… derives implications for investment decisions and the staffing level of codetermined firms.

The structure of the model

The firm is a contract between two groups of people, the shareholders and labor (the workers)

We assume that each group acts in a coordinated manner to further its interests—there is no conflict of interest within either group

The firm lives for two periods

The shareholders purchase operating assets and hire labor at the beginning of the first period, thus creating the firm

At the end of the second period, the firm liquidates.

The firm produces a single product (a “widget”)

At the beginning of each period, the firm must decide on whether to operate at large or at small scale by employing more or less labor and physical capital.

Timeline
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At the beginning of each period, the demand for widgets for that period becomes known

Demand for widgets is either high or low

If demand is low and the project is operated at large scale, there is surplus output, which can only be disposed of at a price of zero.

If demand is high in the first period, the shareholders pay 
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 to buy the operating assets, whereas if demand is low, the required initial investment is 
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The labor input of the firm, 
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, is determined by a Leontief production technology, 
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, where 
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 is the number of employees

The desired number of workers are offered contracts on a “take it or leave it” basis

It is assumed that the employees work a fixed number of hours, which, along with the wage, 
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, is determined outside the model

These assumptions are meant to resemble Germany’s collective wage bargaining arrangement (Flächentarifvertrag), which determines wages and standard weekly work hours.

For simplicity, we assume that the wage is fixed for two periods:  
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The only uncertainty in the model concerns the demand for the widget, which may be high or low in the second period
If demand is high in the second period, the firm’s profit is maximized by operating at large scale 
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If second‑period demand is low, the optimal scale is small 
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For simplicity, we assume capital does not depreciate

Given the optimal choice of physical capital and labor, the shareholders’ end‑of‑period return after paying wages at 
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 turns out to be 
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, where 
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 is the marginal opportunity cost of capital and 
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 is the project’s value added per unit of capital (or profitability).

Given ex ante uncertainty about second‑period demand and the possibility of adjusting production capacity (and labor input) at that time, there may be a surplus (net income) over which the shareholders and labor can bargain

This creates the hold‑up problem, for labor may be in a position to extract some (or all) of the firm’s surplus at the beginning of the second period.

First case: Assume that the shareholders possess all bargaining power at the beginning of the second period (at 
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Given that all the bargaining power is with the shareholders, labor is not entrenched and must accept any take-it-or-leave-it offer from the shareholders

At 
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, the beginning of the first period, the first‑period demand for widgets is revealed to all

If demand is low, the shareholders invest the amount 
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 to build the operating assets and hire the corresponding amount of labor, as determined by the Leontief technology, 
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This scale of operation implies a wage bill at the end of the first period equal to 
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At 
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, the beginning of the second period, the firm learns about the level of the second‑period demand for widgets

If demand remains low, the firm operates as in the first period

At the end of the second period, the operating assets are liquidated, and labor retires.

If, on the other hand, demand is high in the second period (after having been low during the first period), shareholders invest the additional amount 
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Now assume that first‑period demand is high

If demand keeps being high in the second period, then the firm continues operating at large scale

If demand turns out to be low during the second period, then the firm, at 
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, liquidates capital at the amount 
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Because the workers have no bargaining power, they have no influence on the project size chosen at the beginning of the second period, or on the level of employment

Hence, there is no path dependency in the model, because the investment decision at the beginning of the second period is not influenced by the firm’s project choice at the beginning of the first period.
Second case: Now suppose labor is entrenched

The bargaining power of labor at 
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(the beginning of period 2, when uncertainty about the second‑period demand is resolved and re‑contracting is possible(is limited in several ways

First, the shareholders generally have the right to liquidate the firm at 
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 and invest the proceeds, 
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, at the opportunity cost (the return on an outside investment) during the second period

(We exclude the trivial case where the shareholders can liquidate the firm at 
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 and immediately reestablish it with a new workforce.)

Second, labor’s bargaining power only pertains to matters that are negotiable

Remember that we assume the wage rate and hours of work are determined outside the model through an industry‑wide collective bargaining agreement—hence, the only negotiable matter is the second‑period layoffs.

Incumbent (unlike potential, new) workers are represented on the supervisory board—thus, the only instance where labor puts its bargaining power to work is downsizing
If demand for the widget in the second period remains unchanged (at either the high or the low level), the shareholders do not propose any changes and, consequently, there are no negotiations

Similarly, when demand increases from low to high, labor has no incentive to resist expansion because the newly hired workforce does not affect the income of the incumbents.

Bargaining occurs only when demand drops from high to low, because, in this instance, the firm’s profit‑maximizing workforce drops by the amount 
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We assume that labor suffers a loss if laid off; otherwise, labor has no incentive to bargain

Such a loss may be due to switching costs or lack of alternative employment at the same wage

For instance, employed labor may earn a premium over the alternatives of early retirement or unemployment compensation.

We assume that the loss suffered by labor from being laid off equals a fraction 
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 of the current wage, 
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Thus, if the workforce adjusts to the optimal level at 
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 in response to a drop in demand for the widget, the loss to labor amounts to 
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 (in terms of 
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Note that, in a competitive labor market, 
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 would equal zero.  In a competitive labor market, labor is fully insured for loss in income, either through unemployment insurance or by means of a robust job market in which laid‑off workers quickly find new jobs that pay the worker’s marginal product.
The value at 
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 of labor income lost from being laid off, 
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, is the maximum amount labor can credibly bargain over

The value at 
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 of net income (income in excess of opportunity cost of capital) to the firm is 
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, which puts a limit on the amount labor can extract from the shareholders

Hence, the maximum amount labor can gain from bargaining at 
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 (expressed in terms of 
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Note that this amount may not be enough to maintain the workforce at the high‑demand level in a second‑period low‑demand state
All else equal, the more profitable a project is (the higher 
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 is), the more likely labor can extract a sufficient amount from shareholders to keep all workers employed

At the same time, the more profitable a project is, the more likely the shareholders’ second‑period net income will not be exhausted through wage payments.

In the case where labor has (some or all) bargaining power and demand is high in the first period, running the firm at large scale during the first period is not necessarily optimal

To see this, consider what will happen if demand drops to the low level in the second period

Labor will use its bargaining power to extract part or all of the firm’s second‑period net income, 
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Optimal investment when demand is high in the first period
Suppose the firm is a listed stock corporation whose investors are diversified and make investment decisions in a risk‑neutral manner

This means that the shareholders simply maximize expected final (
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) wealth.

Let 
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 be the probability that demand falls to the low level during the second period

The value added during the first period is invested outside the firm at the opportunity cost 
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If the shareholders choose to operate at small scale during the first period, their expected final wealth at 
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where 
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 is the shareholders’ wealth at the outset.

If, on the other hand, the shareholders choose to operate at large scale during the first period, their expected final wealth (at 
[image: image59.wmf] 2

t

) is:
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The difference in expected final wealth between operating the firm at small scale and operating it at large scale equals
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Clearly, the shareholders will under‑invest in the first period (that is, choose to run the project at small scale in spite of high first‑period demand) if (and only if) 
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On the other hand, for 
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, the shareholders will operate at large scale during the first period

Shareholders then are faced with the risk (as indicated by the probability 
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) that the firm will be overstaffed during the second period by the amount 
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Numerical examples

The examples illustrate the firm’s choice of investment scale at 
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 (the beginning of the first period) in the event that demand is high in the first period; the case of low first-period demand is trivial

We assume the following values:
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We consider in turn high and low values for the profitability of the project: 
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For low profitability (
[image: image73.wmf]0.1

k

=

), the difference in expected final wealth between running the project at small scale and running it at large scale during the first period equals:
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Clearly, the firm will choose to run the project at small scale, which implies underinvestment in the first period at the amount 
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There is no overstaffing during the second period, because no layoffs would ever be needed

The loss to the shareholders (valued at 
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)—this is also the loss in social welfare—amounts to 
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If, on the other hand, the profitability of the project is high (
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), the difference in expected final wealth resulting from small‑scale operation during the first period (as opposed to large‑scale operation) equals:
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In this high‑profitability case, the firm chooses to run the project at large scale during the first period(this holds in spite of a looming hold‑up situation, which will come to pass in the event that second‑period demand is low

There is no underinvestment, but, on average, the firm is overstaffed during the second period

There are no layoffs; the firm operates with the maximum amount of excess labor because its operations are highly profitable

The loss to the shareholders (valued at 
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There is no loss to society, because the wealth extracted by labor comes from the shareholders(it is sole redistribution of existing wealth.

The two foregoing examples illustrate cases of underinvestment and overstaffing, respectively

Underinvestment always creates a loss to society, while overstaffing never does

Overstaffing is simply a wealth transfer from the shareholders to labor and, hence, has no efficiency implications.

Empirical evidence on codetermination

Felix FitzRoy and Kornelius Kraft (1993, “Economic Effects of Codetermination,” Scandinavian Journal of Economics 95, pp. 365-375):

“… there have been few attempts to quantify economic effects, and they all suffer from inadequate data and methodology”
FitzRoy and Kraft (1993) …

… analyze 68 big German companies (AGs, GmbHs)

… compare the year 1983 to the year 1975

Remember that equal representation was introduced outside the Montan industry in 1976.

… show that equal representation reduces the firm’s “value added” (Wertschöpfung) by 19.7% (when benchmarked to one‑third representation).

Gorton and Schmid (2004), as FitzRoy and Kraft (1993), compare companies with equal representation with companies that are subject to one‑third representation

The dataset comprises the 250 largest traded German corporations at the end of 1993, covering the period 1989‑1993

About half the companies in the dataset are subject to equal representation, and the remainder is subject to one‑third representation

The authors show (among other things) that the equity of companies with equal representation on the supervisory board trade at a 31 percent discount as compared with companies that are subject to one‑third representation.

Little evidence has been presented to date that explains the reasons why equal representation (in comparison with one‑third representation) depresses the value of the firm

A 1998 report by the bipartisan Codetermination Committee (Kommission Mitbestimmung, 1998, Mitbestimmung und neue Unternehmenskulturen—Bilanz und Perspektiven, Gütersloh, Germany: Bertelsmann Stiftung) offers insights into how labor uses its power, and how this may affect firm performance

One of the topics highlighted by the report is the “employment‑preserving” role of codetermination (Chapter 6, Section 25)

In order to preserve its influence over the firm, labor seeks to maintain a high share in total input costs.

Gorton and Schmid (2004) find that …

… differences across codetermination regimes(equal representation versus one‑third representation(do not bear on the average wage at the firm level

This is in line with the separation of codetermination and collective wage bargaining as documented in Kommission Mitbestimmung (1998, Chapter 7, Section 6).

… equal representation is associated with higher staffing level; on average, companies with equal representation have a 55 percent higher payroll tab than companies with one‑third representation

If the reason for the higher staffing level were higher labor productivity, then the codetermined firm would trade at a premium (instead of a discount) in the stock market.

… the shareholders respond to codetermination by linking the pay of the management board more closely to firm performance and by levering up the firm

Equal representation increases the debt‑to‑equity ratio by 69 percent (not percentage points)

Note that debt significantly weakens labor’s bargaining position(see the theoretical model above

Studies of unionized companies in the United States have found that the shareholders use leverage to discipline labor.

A rational response of shareholders facing codetermination is to shift business activity to legal types of business establishment that are subject to less intrusive codetermination
The table below (Gorton and Schmid, 2004) shows that the fraction of total private‑sector employment that is accounted for by companies subject to “dual codetermination”(both shop‑level (Betriebsrat) and supervisory board‑level codetermination(stood at 30.5 percent in 1984

By the mid‑1990s, this fraction had shrunk to 24.5 percent

Conversely, the fraction of total private employment in the “codetermination‑free zone” of the economy increased from 50.6 percent to 60.5 percent.

A similar pattern has been observed for the economy as a whole, as Panel B of this table shows.
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Cross‑border acquisitions are a way of watering down the effects of codetermination and thereby increasing the value of the firm

As Kommission Mitbestimmung (1998, Chapter 6, Section 23, Paragraph 7) reports, coordination problems among the labor representatives of the various subsidiaries and the top tier (the parent firm) within groups of firms (Konzerne) substantially weaken the power of labor

Thus, German corporations may be attractive cross‑border takeover targets, if for no other reason than uncovering latent value that is pent up by codetermination‑driven overstaffing

The merger of Hoechst AG of Germany and Rhône‑Poulenc S.A. of France into Aventis S.A. in December 1999 is a case in point

Aventis S.A. is headquartered in Strasbourg, France.  Although the German subsidiary, Hoechst AG, is still subject to equal representation, the top decision‑making body, Aventis S.A., is out of the reach of German codetermination laws.

In 2002, the European Court of Justice ruled that a company doing business in Germany only could not be denied the right to incorporate in the United Kingdom

Further, in October 2003, the European Court of Justice decided that the Dutch government could not impose capital and publicity requirements on a company headquartered in the Netherlands but chartered as a limited company in the United Kingdom
The United Kingdom finally succeed in establishing the so dearly wanted competition of legal systems within the European Unions.

Conclusion

The simple two‑period model of the codetermined firm highlights the potential for entrenched labor to exert meaningful effects on firm decision‑making

The codetermined firm, on average, can be expected to under‑invest and be overstaffed.

There is empirical evidence that the codetermined firm trades at a discount in the stock market

What is more, there is empirical evidence that the codetermined firm is overstaffed

Further, there is empirical evidence that shareholders try to counteract the effect of codetermination on firm decision‑making.
The topic in the press
[image: image83.jpg]German companies flee to the

M Laws over worker representation spark flight B British registration curbs influence of staff B Air Berlin's move seen as a model

By Gerrit Wiesmann in Frankfurt
German companies are consider-
ing registering as public limited
companies in the UK ahead of
possible stock market listings, in
order to avoid rules in Germany
that give employees a big say in
company strategy.

The move has been prompted
by Air Berlin, the low-cost airline
that opted to become Germany’s
first UK plc ahead of its listing in
Frankfurt this month.

Legal experts say several
medium-sized companies are
looking at converting. The trend

highlights the resentment that
many companies feel towards the
system of “co-determination”, or
Mitbestimmung.

It also shows the opportunities
within European Union law to
escape a system that is sacred to
Germany’s unions and the politi-
cal establishment.

Volker Triebel, a partner at
Lovells, said that the law firm
was “talking to several compa-
nies, especially in the Mittel-
stand” (small and medium-sized
companies) that are keen to
become a plc rather than an
Aktiengesellschaft (AG), to avoid

falling under Mitbestimmung
rules, as they grow. Norbert Win-
keljohann, a partner at account-
ants PwC, said several companies
“that view Mitbestimmung as an
ogre have approached us”.

The law demands that compa-
nies with 500 employees or more
must give one in three seats on
the supervisory board to staff
representatives, and that those
with 2,000-plus workers give
them half the votes.

German companies have long
complained that complex cor-
porate decision-making and job
reduction programmes can be

hamstrung by the supervisory
boards’ staff representatives.
SAP, Europe’s biggest software
group, has clashed with unions
over their influence this year.
This month Joachim Hunold,
the chief executive of Air Berlin,
registered his company as a plc
in the British city of Bristol. He
now runs it with a board of exec-
utive and non-executive directors
and no staff répresentatives.
Since a European High Court
ruling in 2002, companies in the
European Union are free to incor-
porate anywhere in the region.
Some 30,000 small German com-

panies have since registered in
the UK, mainly attracted by the
lower cost. The new Societas
Europaea, the EU-wide public
limited company, does not offer
an escape from German rules
unless the company relocates
outside the country.

Last year Allianz, Europe’s
leading insurer, became the big-
gest group to begin conversion to
SE status, but -will retain co-
determination, albeit with some
supervisory board members
drawn from outside Germany.
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Source: Financial Times, May 24, 2006.

The topic in the press, cont.
[image: image84.jpg]FINANCIAL TIMES THURSDAY JULY 14 2005

JOHN GAPPER

The most striking thing about the
bribery and corruption scandal that
has enveloped Volkswagen is the
evident relief of Bernd Pischetsrieder,
the company’s chief executive, that it
has occurred.

You might have thought that he
could live without suggestions that
VW bribed members of its 67-strong
works council by paying for their
foreign holidays and prostitutes. But
it has led to the departure of Peter
Hartz, VW’s director of personnel, and
given Mr Pischetsrieder a chance to
crack into the company’s ossified
structure of labour relations.

Looking at VW’s supervisory board,
with its 50 per cent labour and union
representation and seats for
politicians from the state of Lower
Saxony, which has an 18 per cent
stake, it is not surprising that VW has
problems taking tough decisions. The
board is so replete with insiders and
so painfully democratic it seems a
wonder any cars get made at all.

It probably ill-behoves an English
person to scoff at management in
Germany, given the lamentable record
of labour relations and productivity
among British-owned car companies.
Germany’s co-determination system -
the involvement of workers and
unions in management - did not
prevent it creating some of the
world’s great car companies.

As Britain’s automotive industry
foundered on the rocks of strikes and
low productivity in the 1970s and
1980s, we envied Germany’s way of -
persuading workers to co-operate. An
industrial democracy movement
sprung up and unions negotiated with
the government and businesses in the
awfully named - and awful - tripartite
era. It did little good.

So it is strange to witness — as the
remains of Rover are sold once again
— VW’s travails. Co-determination
helped VW to succeed for decades but
something that used to have a living,
breathing purpose has turned into a
relic. In place of worker participation,
there is union bureaucracy. In place
of shop-floor involvement, there is
expense-account shopping.

Even if the accusations against

VW’s works council (and by extension

Mr Hartz and other managers) are
proved, the bill for clearing away
insider obstacles to management

COMMENT

A system that no longer works for Germany

power was small beer. Compared with
the $32m that Morgan Stanley gave
Stephen Crawford, its co-president, to
go away, VW’s shareholders can count
themselves pretty lucky. ;

But while feather-bedding the works

council was inexpensive it has not
been effective. Mr Crawford is now
considering his options at home. The
VW works council — and its employee
representatives -on the supervisory
board - are still there. The latter will

| The problem is that

management, by balancing
power among insiders,
creaks under the strain of
global competition

oooooooooooooooooooooooooooooooooooooooooooooooooooo

have to approve the appointment of
whoever succeeds Mr Hartz on the
company’s management board.

In the 1990s, Mr Hartz was credited
with cultivating harmonious labour
relations that helped Volkswagen to
raise productivity and keep a large
manufacturing base in Germany. The
figures suggest VW did not get as

good a bargain as was advertised: its

main Wolfsburg plant is estimated by
managers to have 40 per cent higher

costs than competitors.

Now there is talk of how
Volkswagen took things too far by
involving workers in decisions on
future models and personnel matters —
an approach that it has dubbed
“co-management”. Mr Pischetsrieder
would probably like to regain
management fiat and perhaps limit
co-determination to consultation at
the plant level with formal worker
representation on the board.

The problem is that management,
by balancing power among insiders -
from state government politicians to
bankers and workers — creaks under
the strain of global competition. The
stability that co-determination brought
to German companies helped them to
become big, but entrenchment of
insiders at every level now tends
towards corporate stasis.

Of course, workers are no more to
blame than anybody else for favouring
their own interests. “If employees sit
on corporate boards their interests
will diverge from those of investors
on some occasions. It does not matter
whether they are managers or salaried
workers,” says Espen Eckbo, a finance
professor at the Tuck Business School
at Dartmouth College in the US.

There is one difference. Workers are
more likely than managers to opt for
corporate stability instead of being
willing to take risks. That makes
sense from their point of view: like
bankers who want to preserve the
value of debt, workers want to keep
their jobs above all. This may act
against the interests of investors, who
prefer the company to take risks in
order to keep on growing.

Research by Gary Gorton and Frank
Schmid published by the Federal
Reserve Bank of St Louis found that
German companies with 50 per cent
worker representation on boards — as
is mandatory in companies with more
than 2,000 employees — were valued by
the stock market at a 26 per cent
discount to those at which worker
directors occupied one-third of seats.

This suggests that even modest
reforms of co-determination to allow
more flexibility — as German
employers want — would help. The
shenanigans at VW are an extreme
case but any company that allows
itself to become co-opted by insiders
runs the same risk. Twenty years ago,
as Britain flirted with tripartism,
Germany wrote the parity of workers
and shareholders into federal law. It
is time to think again.

john.gapper@ft.com





3.2 Inter‑Firm Relations
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As with intra‑firm relations, the problem with inter‑firm relations originates from the possibility of opportunistic behavior

The typical inter‑firm relation is a subcontracting situation.

The classic (and much-studied) hold‑up in a subcontracting relation is the case of Fisher Body and General Motors

The original production process for automobiles consisted of individually constructed open, largely wooden bodies

By 1919, the production process began to shift toward largely metal closed body construction for which specific stamping machines became important

In 1919, order to encourage Fisher Body to make the required investments, General Motors (GM) entered a ten‑year contractual agreement with Fisher for the supply of closed auto bodies

The contract had an exclusive dealing clause whereby General Motors agreed to buy substantially all of its closed bodies from Fisher

Since exclusive dealing arrangements are easy to specify and to enforce, GM’s incentive to behave opportunistically was eliminated

For Fisher, the exclusive dealing clause created the opportunity to hold up GM by demanding a monopoly price for the bodies

To reduce the potential for opportunistic behavior …

… the contract specified a pricing formula for the bodies

… GM took a 60% interest in Fisher Body (while the Fisher brothers held on to the remaining 40%).

The pricing formula for bodies specified that the price of the bodies equaled the minimum of the following three values:

17.6% above “variable production costs” (production cost net of interest on invested capital)

Average market price of similar bodies produced by companies other than Fisher Body

Price Fisher Body charges other automobile manufacturers for similar bodies.

Over the next couple of years there was a …

… large increase in demand for automobiles

… shift away from open bodies to the closed body styles supplied by Fisher

In 1924, more than 65% of automobiles produced by GM were of the closed body type.

GM was increasingly unhappy with the existing contract

The shift to closed bodies made Fisher one of GM’s most important suppliers, which lent importance to potential flaws in the pricing formula

The main flaw in the contract was the exclusion of capital costs from the markup pricing formula

The increase in automobile demand lead to decreasing capital costs per body produced

The pricing formula did not pass on these cost savings to GM.

Fisher Body had an incentive to produce (excessively) labor‑intensive, because it could pass on labor costs to GM

Fisher Body had no incentive to follow GM’s demand of locating its plants adjacent to GM’s assembly plants

The pricing formula allowed Fisher to pass on transportation costs to GM

(Note the resemblance that the location decision for Fisher plants bears to the mine‑mouth power plant example in the chapter “Incomplete Contracts and Opportunistic Behavior.”)

By 1924, GM had found the contractual relation with Fisher intolerable and began negotiations for the purchase of the remaining stock in Fisher body

In 1926, GM and Fisher Body agreed on GM buying out the Fisher brothers

The case of GM and Fisher body illustrates the role of vertical integration as a solution to the hold-up problem in a subcontracting relation.

3.2.1 Optimal Contract Design

Remember the nature of the subcontracting relation from the section “Traditional Theories of the Firm”

M2
M1
raw materials
“widget” (intermediate product)
final product


subcontractor
manufacturer

We analyze optimal contract design in a two‑period model:
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The situation of the manufacturer (M1)

M1 needs a widget at 
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M1 has no alternative supply for the widget in question at 
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Upon receiving the widget at 
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, M1 sells the final product in the market

The final product grosses 
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 undertaken by M1 at 
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The situation of the subcontractor (M2)

M2’s cost of supplying a widget, 
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 is the domain of possible states of nature

The state of nature is determined, for instance, by wages and commodity prices (prices of raw materials).

M2 has no alternative customer for the widget in question at 
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.

Technical assumptions

There is no time preference, i.e., there is no discounting of future cash flows

For any state of nature, M2’s cost of production is lower than M1’s payoff, even when M1 does not invest
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This assumption implies that there are always gains from trade.

The payoff on the first dollar that M1 invests exceeds $2
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This assumption implies that M1 invests even if it has to share the payoff with M2 in a Nash bargaining solution

In a Nash bargaining solution, the two parties share the surplus from cooperation (or trade) fifty-fifty.

The marginal payoff decreases with the amount invested
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There is an optimal amount of fixed investment 
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Parties write contract?
M2 produces and delivers widget

M1 invests?
M1 sells final product

Note that, because cooperative behavior (trade) is advantageous, M2 will definitively deliver the widget and, hence, M1 will sell the final product.

Nash bargaining solution

At 
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, the parties share the surplus from trade evenly

The parties are locked in, because neither party has outside opportunities

M2 has no alternative customer

M1 has no alternative supplier.

Assume that the parties do not write a contract (at 
[image: image104.wmf]t

0

)

The reason for not writing a contract may be that the properties of the widget are not yet known at 
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Assume that M1 invests an amount 
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As assumed above, trade (at 
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) is worthwhile in any state of nature 
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M2 produces and delivers the widget (at 
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M1 sells the final product in the market, which fetches 
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The surplus at 
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Half the surplus goes to M1, while the other half goes to M2, each party receiving 
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For M2 to wind up with 
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, the following must hold for the price of the widget:
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At 
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-investment of 
[image: image122.wmf]i

>

0

 is a bygone, i.e., it lends no bargaining power to M1 at 
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Hence, M1’s profit equals:
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When M1 makes the profit-maximizing investment decision at 
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, M1 anticipates the following situation:
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private return on investment = (private=social) marginal cost of investment

M1 under‑invests (from a social point of view)

M1 should keep investing (keep notching up 
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, the social optimum materializes, as the marginal dollar invested pays off one dollar (to society)

(Note that we assume diminishing marginal returns on investment, which implies that 
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 decreases in the amount invested, 
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Because M1 receives only half the marginal surplus, M1 stops investing when its private payoff reaches $1, which is where the marginal social payoff (marginal payoff to M1 [$1] plus payoff to M2 [$1]) equals $2.

There is underinvestment because, at the margin, half the payoff on a dollar invested by M1 goes to M2.

Assume that the parties write a contract at 
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In a first case, we assume that the properties of the widget are known at 
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Further, we assume that the properties of the widget are verifiable and that the contract is enforceable
The contract, written at 
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, specifies the properties of the widget, the price of the widget, and the penalty M2 has to pay to M1 in the event of defaulting on delivery.

It is in the parties’ common interest to maximize the surplus, which leads to the socially optimal amount of investment 
[image: image136.wmf]i

*

, where 
[image: image137.wmf]¢

=

R

i

(

)

1

*


When M1 invests (at 
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), it exposes itself to opportunistic behavior by M2 (at 
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M1 insists on a clause that imposes a penalty, 
[image: image140.wmf]f

, on M2 (payable to M1) for defaulting on delivering the widget.

Participation constraints

M1
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Hence, we obtain for the price of the widget (as contractually specified):
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M2 has no incentive to hold up M1 if the penalty, 
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, is at least as high as M1’s payoff at 
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, the contract is not renegotiation-proof.

M1’s optimization problem
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The efficient outcome, 
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Weaknesses of this contract:
The properties of the widget may not be known at 
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New information about the desired properties of the widget may arrive between 
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M2 may face a wealth constraint and, thus, may not be able to pay the penalty
In this case then, the contract is not renegotiation‑proof.

In a second case, we assume that the properties of the widget are not known before 
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We assume that M2’s production costs, 
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, are (observable and) verifiable

The contract, written at 
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, specifies the price of the widget as the sum of M2’s production costs and a (percentage) cost markup:
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Again, when M1 invests (at 
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), it makes itself vulnerable to opportunistic behavior by M2 (at 
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Hence, the contract includes the same penalty clause as in the previous case (as discussed above).

The participation constraints are unchanged:

M1
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M1’s optimization problem reads, again:


[image: image161.wmf]i

R

i

p

i

Max

 

(

)

-

-


The efficient outcome, 
[image: image162.wmf]¢

=

R

i

(

)

1

, materializes.

Weakness of this contract:
M2’s production cost may not be verifiable (or not even observable)

· M2 has an incentive to overstate its production cost.

Conclusion

Frequently, contracts are not renegotiation‑proof because (at least) one party cannot credibly commit

Lack of commitment leads to incomplete contracts

Incomplete contracts give rise to opportunistic behavior, which, when anticipated, causes underinvestment (ex‑ante inefficiency)

Ways of overcoming this inefficiency are vertical integration and bonding
For a case of bonding, where both parties have substantial assets at stake, see the following case study “Subcontracting and the Hold‑up Problem.”
3.2.2 Case Study from Japan: Subcontracting and the Hold-up Problem

Banri Asanuma (1989) analyzes subcontracting relations in the Japanese automobile and electronics industries

For the automobile industry, Asanuma focused on Toyota Motor Company.

The following figure shows a core firm (a manufacturer of final products) in the electronics industry whose intermediate products (i.e., inputs) can be categorized by …

… the degree of product customization (left column)

… the degree of vertical integration (right column).
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Source: Asanuma (1989, p. 10).

“Purchased goods” are non‑customized, whereas “ordered goods” are customized

The core firm differentiates between “common subcontractors” and “excellent subcontractors” by rating them

Excellent subcontractors are earmarked for long-term relations.

“Related companies” are subcontractors in which the core firm took equity stakes

The table above shows that the degree of vertical integration (closeness of the subcontracting relation) increases with the degree of product customization
There is an affinity between …

… “purchased goods” and “suppliers in general” and

… “ordered goods” on one hand, and “subcontractors” and “related companies” on the other hand.

The two-vendor policy

Typically, the core firm receives inputs from two vendors: a subcontractor and an in‑house production unit

The core firm displayed in the above chart manufactures about 25 percent of the components in‑house.

The two-vendor policy …

… largely insulates the core firm from hold‑ups by subcontractors

Relying on two vendors also offers (some) insurance for disruptions caused by natural disasters.

… puts competitive pressure on the subcontractor, which lessens moral hazard that emanates from risk‑sharing in mark‑up pricing schemes.

By not having more than two vendors, the core firm keeps low duplications in (both) R&D and fixed investments

In fixed investments, such as investments in dies (for stamping machines), duplication is avoided by allowing vendors to specialize within product categories

For instance, the subcontractor produces brakes for model A, while the in-house plant produces brakes for model B.

The nature of Toyota’s subcontracting relation

At the beginning of a relation, Toyota offers the subcontractors a “basic contract,” which has the following properties:

The contract lasts one year

The contract is rather vague, specifying only general obligations

The price is (re)negotiated every six months

The contract is renewed automatically if neither party opts out.

Toyota’s subcontracting relations are very stable

In 1984, Kyohokai, an association of Toyota subcontractors, had 171 members

In the period 1973‑1984 …

… 153 companies were members continually

… 21 entries and 3 exits were recorded.

The degree of vertical integration varies greatly over the spectrum of suppliers, ranging from “suppliers in general” to “own plants”
Toyota distinguishes two kinds of customized supplies, which are categorized by the degree of vertical integration
DS (drawings supplied) supplies (taiyozu)

All R&D are undertaken by the core firm (Toyota), which provides the blueprints for the product

Product and processing technology have a low degree of specificity to the core firm or the respective industry in general.

DA (drawings approved) supplies (shoninzu)

The supplier shares into (or does all the) R&D and provides blueprints to the core firm (Toyota) for approval

Product and processing technology have high degrees of specificity to the core firm and the respective industry in general.

DS and DA supplies are purchased from subcontractors (“common” and “excellent”) and from “related companies,” whereas non‑customized parts are purchased from “suppliers in general.”
In Table II, columns I through III characterize DS relations, while columns IV through VI typify DA relations
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Source: Asanuma (1989, p. 16).

In DA relations, the hold‑up problem is of greater significance (to both parties) than in DS relations

Both parties have a great deal at stake in DA relations

The core firm (Toyota) and the supplier have(at least in the short run(little outside opportunities in terms of alternative vendors (core firm) or alternative customers (supplier)

By leaving (a great deal or all of) R&D to the vendor, the core firm (Toyota) foregoes manufacturing competence

The vendor, by mounting relation‑specific R&D efforts and undertaking product‑specific fixed investments (for instance, investments in dies) incurs sunk costs.

10
F.A. Schmid – Corporate Governance – Spring 2006 – Chapter 3 – April 21, 2006 – Page 1 of 48

_1074408409

_1074426670

_1074428809

_1074429403

_1074436688

_1084709193

_1130671653

_1130671672

_1130666865

_1074436726

_1074436749

_1074436765

_1074436703

_1074429959

_1074430304

_1074430458

_1074430463

_1074430347

_1074430303

_1074429481

_1074429181

_1074429341

_1074429394

_1074429189

_1074429088

_1074429103

_1074428817

_1074428124

_1074428578

_1074428667

_1074428796

_1074428610

_1074428592

_1074428566

_1074428572

_1074428513

_1074428544

_1074428550

_1074428149

_1074427639

_1074428025

_1074428030

_1074427641

_1074426684

_1074426689

_1074427638

_1074426678

_1074424143

_1074425288

_1074426321

_1074426578

_1074426587

_1074426567

_1074426572

_1074425519

_1074426320

_1074425511

_1074425506

_1074424736

_1074424895

_1074424900

_1074424740

_1074424186

_1074424730

_1074424147

_1074422904

_1074423703

_1074423741

_1074424083

_1074423710

_1074423537

_1074423555

_1074423370

_1074422715

_1074422802

_1074422812

_1074422781

_1074422792

_1074414404

_1039729995

_1039730041

_1039730058

_1039796924

_1039797062

_1039797118

_1053083898

_1039797311

_1039797070

_1039796933

_1039797051

_1039730067

_1039730071

_1039730076

_1039730080

_1039730084

_1039730078

_1039730074

_1039730069

_1039730063

_1039730065

_1039730060

_1039730050

_1039730054

_1039730056

_1039730052

_1039730045

_1039730047

_1039730043

_1039730021

_1039730032

_1039730036

_1039730039

_1039730034

_1039730026

_1039730028

_1039730023

_1039730010

_1039730017

_1039730019

_1039730012

_1039729999

_1039730004

_1039729997

_1039729954

_1039729971

_1039729980

_1039729988

_1039729993

_1039729982

_1039729975

_1039729978

_1039729973

_1039729962

_1039729967

_1039729969

_1039729965

_1039729958

_1039729960

_1039729956

_1039729936

_1039729945

_1039729949

_1039729951

_1039729947

_1039729941

_1039729943

_1039729938

_1039729928

_1039729932

_1039729934

_1039729930

_1039729923

_1039729925

_1027230731

_1027230726

_1027230728

