
Direct and Indirect Bargaining Costs and the Scope of the Firm

June 2000

Duncan Simester

Massachusetts Institute of Technology

Marc Knez

University of Chicago

(FORTHCOMING PUBLICATION IN THE JOURNAL OF BUSINESS)

The paper has benefited from comments by Robert Gertner, Robert Gibbons, Raghuram Rajan and Birger
Wernerfelt.  We also wish to thank the company that provided data for this study.  Funding was provided by the
Center for Innovation and Product Development (CIPD) and by the Lean Aerospace Initiative (LAI), both at MIT.

brought to you by COREView metadata, citation and similar papers at core.ac.uk

provided by DSpace@MIT

https://core.ac.uk/display/19879151?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1


Direct and Indirect Bargaining Costs and the Scope of the Firm

We compare the magnitude of bargaining costs within and between firms.  The results are

derived from a unique dataset comparing internal and external transactions for the same

categories of parts at a single high-technology firm.  They confirm that direct bargaining costs

are higher with external suppliers, at least in part because there is more to bargain over.  The

need to negotiate price and formal contracts typically leads to longer ex ante negotiations and an

increased likelihood of ex post renegotiations when circumstances change.  We also observed

higher indirect bargaining costs with external suppliers.  The introduction of procurement

specialists to external supply relationships disperses information and decision-making more

widely across the organization.  Moreover, information that may hinder contractual negotiations

is often either suppressed or delayed and, because engineers are unable or unwilling to enforce

these information restrictions, all communication with external suppliers passes through

procurement personnel.  The data suggests that these differences greatly hinder coordination and

contribute to the determination of which parts are made internally versus externally.


