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1.Premise

In transaction costs economics long-term contraategimes are linked to exchanges that are
supported by high specific investments, demandgal leommitments and guarantees between the
parties and therefore require significant negatiatosts. On the other hand, whenever the effigienc

of the exchange is not based on asset specifitkyabsence of negotiating costs makes irrelevant
the identity of the parties and induces the devalm of short-term, ‘competitive’ relationships

presenting no contraints (or benefits) stemmingnftbe duration of the contract

Such prescriptions are contended by a wide empeigdence signalling the presence of long-term
contracts (or relationships) even when the exchanlges not need specific investménis the
negotiating costs are so low that the resort t@rapdex contractual regime is not justified. As a
result severe shortcomings in the coherence ofi¢beinstitutional model arise as well as difficesti

in providing a satisfactory framework to explaimtinuancy in the exchanges between firms

The starting hypothesis of the present work is tlbatrcoming the conflict existing on this issue
between theoretical assumptions and empirical agglerequires us to widen the neo-institutional
model by introducing a long disregarded categoryrafisaction costs that will be named, for the
lack of a better word, 'exchange operational toSeEnerally such costs are added to the negdatiatin
costs and are made up of the investment necessaly the following : (i) inform the potential
exchangers of the possibility and benefit of tlamsaction; (ii) single out the technical, econoamd
organizational solutions able to maximize the raltenefit the parties draw from the exchange;

! See Williamson (1985): "The influence of uncertgion economic organization is conditional. Speaifiy, an

increase in parametric uncertainty is matter dfeliconseguence for transaction that are nonspe@ince new
trading relations are easily arranged, continuéy little value, and behavioral uncertainty islevant. Accordingly,
market exchange continues and the discrete coimgaparadigm holds across standardized transactibal kinds,

whatever the degree of uncertainty. That is no déongp for transactions that are supported by iydiostic

investments. Whenever assets are specific in neialtdegree, increasing the degree of uncertamnakes it more
imperative that the parties devise a machineryworK things out" -since contractual gaps will begkr and the
occasions for sequential adaptations will incraaseumber and importance as the degree of uncéytaioreases”
(p.59).

2 See, among others, Lorenz (1989). In additionemework carried out by the author together withABu and G.

Seravalli, concerning a sample of 214 italian firtmdonging to food and mechanical engineering itriess

confirms such conclusions. Although the presenclmj-term relations binding buyer and supplierigh, cases
where the buyer imposes the realization of spedifiestments on the supplier are rare and oftemanaally

unimportant. In addition a comparative study conirey contractual regimes in manufacturing industiie Great
Britain, Germany and ltaly (Arrighetti, BachmanndaBeakin 1997) has shown that in long-term retetiops
between buyers and suppliers specialised investmfamt the production of customised products do leatd

automatically to continuous, legally binding cortsa

% For an explanatory theory of long-term relatiopshibetween firms not based on the presence ofarl@egotiating
costs see Telser (1980).



(i) communicate the content of the transactiontiie parties and (iv) carry out the transaction
logistically, administratively and financially. Sags in this class of costs, as argued furthervibelo
represent an important reason for resorting to-keng contracts.

This paper is organised in the following parts.skttions 2 a simplified version of the model is
provided: the relevance of the exchange operatostk in developing transactions between firms is
discussed and the effects of decreasing of numeni@nce of transactions on such costs are
examined. The empirical tests of the interpretasitieeme, preceeded by a methodological section
(83), are lllustrated in the second part of the kvdn the section 4 the costs structure and the
profitability levels of two samples of firms with @ifferent propensity in producing for the final
market and for other firms are examined. The vatdaof the hypothesis that the profitability
differentials are not due to the presence of teldgimal exclusivities is developed in the section 5
The impact of exchange operational costs on phulftsais explored in the last section (86).

2. Exchange operational costs

For a single firm, the exchange function encompassgotiating costs as well as a set of variables
linked to the informational and co-ordination cosik the transaction. The former have been
extensively analysed, whereas the latter have endsdly received less attention. Accordingly
economic debate neglects the fact that firms irteodrof incomplete information consume time and
resources not only in choosing what and how prodbae also in assessing how many potential
costumers to inform of the benefits of the excharagel which amongst them to involve in the
subsequent exchange relationships. In additionit dp@m the strictly contractual features, firms
have to sustain costs in specifying the technoddgieconomic and organizational content of the
transaction and to employ administrative, manaband financial inputs to carry out the exchange.
Finally, once the good to be exchanged is manufadiuthe firm has to convey it into the different
markets and pay the transport costs. This set afnegotiating costs will be named 'exchange
operational costs".

In more analytical terms such expenses can beedivial two features: (i) 'market-widening' and (ii)
‘administrative’ costs. The 'market-widening' exasn precede unsalvageable investments and
concern the costs the firm has to sustain asnalige to negotiating costs with the aim of
protecting the investment from opportunistic coridwf the agents involved in the transaction. The
characteristics of such costs and the main difteerfrom negotiation costs can be summed up as
following. The firm carrying out an investment aginat supporting the exchange with a single
customer (asset specificity) has, in addition t® tlvo solutions in the transaction costs scherae,
third mechanism of preserving the exchange: theckeand the involvement in the transaction of (at
least) one new firm that is willing to purchasatpof the output produced through the specific
investment. LetKs= specific investmentg = firm carrying outKg; PKg = property rights oKg Yq=
output produced througKg I = firm purchasingYs Yg = product purchased by, PlgePlg =
property rights concerning respectiviedyandlg, Tg= negotiating transactional costs, the above

* If the economic agents are imperfectly informed apportunistic, the negotiating (contractual)tse8 unless the
asset specificity=0 and exchange operationakce8t If agents are non-opportunistic the negatiptiosts=0, but
exchange operational costs remain >0.



mentioned hypothesis are:

Hq) PK ePl,PKc ¢ Pl Yy = Y, = T.)0
Ho) PK, ¢ Pl,PKc Pl Yy = Y, =T.=0
H3) PK, ePlg,PK 2Pl Yo =aYe  =T.=0 with a(1

In Hypothesis 1| carries out the specific investment, holds thepprty rights ofKg, but sustains
high transaction costs in defining with a (complete) long-term contract for buying theoleh
output (s). In Hypothesis 2lginvests in specific resources provided tlwabuy the property rights
of Kg Hypothesis 1 and 2 are standard transactionatisos: the risks of hold-up are reduced
either by supporting huge costs of defining thetamtual regime or by transferring the property
rights of the specific investment to the other ypart

On the other hand, Hypothesis 3 shows the pres#rtcansaction costs=0 as well as the endurance
of the property rights to the firm carrying out t@ecific investment. This result stems from tret fa
that I making adequate transactional search investmingle to single out and involve in the
exchange the firmgc=1. that purchasefl-«)Y, and acts, according to the hypothesis of 'second

sourcing' (Riordan e Sappington 1989), as detewétihe opportunism off.. In other words, the
agent realizing the specific investment, insteadcafiveying the property rights or defining a
complete contract, could prefer to assign a pérthe internal resources to wide the market
(increasing the number of subjects involved in ehe&hange relationship) with the purpose of
decreasing the specificity of the investment andndforming the negotiating costs of a
monopsonistic or bilateral monopolistic contracts@ltion into 'market-widening costs'.

The possibility of replacing the negotiating costgh these costs is based on the assumption that
frequently asset specificity is not a technologisalié®, but depends on the characteristics and size
of the markets and, on the investments necessamytrtmduce agents that are different from the
initial ones into the exchange

The 'market-widening costs(:l(,) can be expressed as:
Cp=Nge [1]

where Ng = number of buyers (suppliers) involved in the exafe ance = search (fixed) costs of
each (new) buyer (supplier). According to the oypdthesis, it is foreseen that exidig=Ng*
sufficiently great to cancel the specificity of timial investment as well as the constraintsrigks
stemming from the unevenness of the transactiaate implicit in contractual regimes involving a
plurality of anonymous agents in spot marketsc&My* is strictly dependent on the variance of the

® See also Seravalli 1993.

® The asset specificity is not a technological matiethe sense that an innovation in the technolafgfirm A that
generates an innovation in the output of firm Bsjgecific' onlyuntil firm B is not imitated by firm B, ... , B,
Extending the concept, highly 'generic’ equipmenghn be 'specific’ in a small market and highlpesfic'
equipment might be 'generic’ in a wide market.dditon the resource K might be 'generic' at tigiarid 'specific’ at
time t; and vice versa.

" The firm will choose among the different alternvasi on the basis of a comparison between thevelatists of the
workable solutions.



quantities of output traded in time with each big@goplier the more unstable the relationships are
between the parties, the higher should be the numbdirms involved in the exchange, and,
according to equation [1], the greater should be tésources assigned to 'market-widening'
investments.

On the other hand, whenever the stabilty of theharge between the parties increases, the
guantitative variance of the transactions relateddch single buyer/supplier will decrease, aed th
exchange operational costs can be reduced avadghingcrease in the hold-up risks at least until
when the constraint of having an alternative bsygaplier is satisfied. Therefore, the high elastici

of 'market-widening' costs to the variance oftbkime of the exchanges can explain the significant
interest shown by firms in most industries in adupmeasures aimed at reducing the unstability of
the transactioris In addition, and this is a major point in the gmet analysis, the benefits achieved
by reducing the 'market-widening' costs could fydtine resort to co-ordination regimes of the
transactions able to increase the stability ofékehanges ( long-term contracts), even when the
negotiating costs are very Iéw

The 'exchange administrative' expenses are thenddeature of the costs we are examining. Firms
have such expenses before as well after the wrifndhe contract. They are related to the costs

8 See the set of incentives (or constraints) thatfirms introduce in the transactions in orderetoew them with the
same parties. Significant share of advertising egpe and many investments to bring about switsts@nd create
reputation are spent on this (Milgrom and Robe®®&2] Stiglitz 1989).

° It could be maintained that long-term relatiopshiare based on 'implicit specific' resources, thaspecific
investments aimed at achieving mutual knowledge @re carried out routinely by the parties befand after the
beginning of the exchange. The subjects involvertkpeated exchanges are not at the time ableatoage them but
become conscious of the importance of such cosenvdn exchanger decides to exit from the relatignghe
presence of specific resources hinders the repkateof the party with a more efficient one and teta extend the
duration of the exchange even when better alteremtare feasible. However the preceeding argumeerdni
unsatisfactory explanation of long-term relatiopshfor the following. The mutual knowledge investmenay be
divided into two parts: (i) an initial, preceeditite-exchange expense; (i) a post-contractual celsted to the
acquaintance of skills, procedures, current ecoonatjectives and scheduled technological improvemefthe other
party.

The only investment that preceedes the exchangeemosm 'selection' expenses for picking up amoriigrdnt
(buyers) suppliers the most efficient/profitableeoGenerally such an investment is not specific buén if it is, it
cannot hamper the substitution of the party. Thasaog is that specific search investments are ielecerrelated to
the differential of efficiency between the firmsé:the differentials are low and the ranking of plggion of firms is
difficult, the 'selection' costs are high; on ththes hand, if some feature of technogical exclusigs or monopoly
exist, the selection process is readily performed igs costs are low. Thus whenever selection invest is high, the
replacement of a party is easy because the alteesabre numerous. Alternatively, if search costs kw,
substitution is more difficult but not on accoumtspecific selection' investments.

As far as post-contractual costs are concernedretbaurces labelled 'mutual knowledge' are mostyrling effects
stemming simply from the repetition of the exchagad not demanding any (specific) expense by ithes ffor
gaining or exploiting them. However, even if ‘'sfiedinowledge investments' were carried out, thayld not impede
the substitution of one party. The investmentknowledge of the subject involved in the transactwesents two
main features: a) it cannot be protected contrélgtsance such an investment is not observabldt kg continuous
because it is subject to obsolescence and henceohbs frequently and repeatedly renewed. Consélyudhe
'specific’' investment is divided in time and reatizvith an temporal horizon of short period. Siné efficiency of the
transaction carried out with the previous agendrafsom the learning effects, is lower than a ilgl@schoice supplied
from other parties, the knowledge investment ipped and the exit of the exchange is accomplishitidout
sustaining significant sunk costs. Therefore tivestment in mutual knowledge cannot hinder sigaitly the
replacement of the exchanger and is unable totdffecduration of the transaction.



concerning the handling and the co-ordination eftiiansactio!i that are independent of measures
addressed to check the risks of moral hazard. y et average value of the (output sold to) input
bought from a single (buyer) supplief,= (yN) = total (output) inputN = number of (buyers)
suppliers, the level of the ‘exchange administeatosts C5) depends on the number of transactions
(T), the unit costs of the transactidf) @nd the parametersaandw.

Ca= (rE)T [2]

where ’
Y -1
r= O[[?j [3]
and
T
w= g [Nj (4]

For a given level of output, a rise in the numbértransactions yields an at least proportional
increase in the internal co-ordination costs (Radré®2) and in the costs of resorting to the the
market (channel diseconomies, delivery expenses, €n the other hand, an increase in the volume
of transaction for each client produces oppositeeces generating relevant savings in the
‘administrative’ costs

As for 'market-widening' costs, significant sawng '‘administrative’ expenses can be achieved by
modifying appropriate variables. Among those avai role is played biX ( number of subjects
involved in the exchange) and By(number of transactions necessary to sell theubutpt (to buy

the input)): coeteris paribus, a reduction of such variables determines sigmfieeconomies in the
‘administrative' costs.

% such costs encompass the formal specificationhef technical and economic content of the exchatfuye,
communication of information about the times and thodalities of carrying out the transaction, timaricial and
organizational management of the exchange andatineegance of the goods to the final market.

“Most of expected benefits concern costs of speaifythe contracts and transport costs, but savings
‘administrative’ expenses may affect positively greduction costs too. Given the output, the inseeén the
concentration of the exchanges upon a circumscritngmiber of clients and the enhancement of the temhpo
continuity of the transactions enable the suppliteischedule its own activity, maximising the petege of the
optimal batches on the production as a whole. Agendary benefit he can pursue a policy of puichasaw
materials and intermediate inputs which is mordifatade for prices as well as storage costs. Cansetly a shift in
the contractual regime from the short to the loagnt can entail significant reductions in produttipsts. This
conclusion, as we know, contrasts with the presiong of the new institutionalist economics thatpléitly
establishes the separability of the transactiotsdoem the production costs. As Dow (1987) notic¢a@s comparing
costs across governance structures, it is esseth@lthe relevant transaction be specified inddpetly of the
governance structure which is superimposed on the@vise, the claim that 'transaction X is orgathissder
governace structure Y' would express not an engditimith, but only a concealed tautology. If theibutes of a
transaction do not remain invariant when one gaegnstructure is replaced by another, the tramsaaosts
involved are meaningless"(p.18). For a discussiath@independency of production costs from tratisacosts and
of the consequence of such an assumption on thedagerent of the debate of firm theory, see Digt(it994).



That is, substituting [3] and [4] into [2] we alot

aET

@

[5]

This highlights the existence of a negative refeiop between the average value of output sold to
(purchased from) a single buyer/suppl@r énd the ‘administrative' costs.
In addition,

Ca{@jl [6]
5 )Y

This again shows a negative correlation betweerettehange administrative' costs and the number
of transactions per unit of (output) input.

From the preceeding discussion we can draw thelusion that whenever transactions demand high

exchange operational costs, relevant benefitsteamable:

I. in decreasing the number of transactions perafroutput) input;

ii. and meanwhile in replacing frequent and widegpr but unstable exchanges between firms with
relationships constrained to few parties, but cattus and durable.

3.Methodology of the empirical analysis

Shortcomings in the avaibility of statistical infieation hinder the verification of the exchange
operational costs hypothesis. However, acceshdoQRTE.ARC data base has recently been
opened, and as this contains figures on the costpasition of a large sample of small

manufacturing firms, some progress in this diractian now be made

It should be pointed out however that because dicpalr assumptions on the relationship between

variables and the extensive use made of proxyhlagan testing the hypotheses, the discussion
which follows is purely exploratory. The analysslimited to a comparison between the costs

structure and the profitability of two subsets wifadl firms. These two subsets operate in the same
sectors, but they have a different propensiorotdgicuous exchange. The first subset contains those
firms which work mainly, if not exclusively for o¢r firms® and the second subset are those which
produce goods exclusively for the final martket

2 This data base contains figures collected foritimit-output table of Lombardy Region in 1982, ethiwas
organised by the EEC and the Lombardy Regional €ibunThere are more than 606 firms in the survédyt if

firms with more than 20 employees are excluded] the criteria illustrated in Note 14 are applidtgere are in fact
only 406. The variables used in the direct sumveye the following: costs composition, persorgrabloyment and
expense, formation of fixed capital, purchasiegpenditure on services, output and sales. Tharkslue to Dr
Guido Gay and the IRER for making these figureslalke.

13 Firms where over 50% turnover (the average is 8§6&s on work commissioned by third party firmshoveupply
raw materials and semi-finished goods.

% In fact firms were selected in order to excludeesashere the classification into one subset orratatould be for
strictly technical reasons. Firms operating imdustries which our data base showed to work eia@lysfor the
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The first subset was expected to contain firms #natmore likely to be involved in stable exchange
relationships with other firms, or which are morequently oriented to develop relatively
continuous contractual relationships with purchasdn the second subset on the other hand, very
much less stable relationships would probably prelvacause of their nearness to the final
comsumer. Before presenting the results of oumtgssome of the features and methodological
options for constructing the main variables shdagdllustrated.

Exchange operational costs

Two strategies for constructing this variable wenginally considered. The first was narrower and
concerned a limited set of expenditures on sesvm&chased by the firm as a direct function of
carrying out market transactions. The secondegiyatvas broader and included, as well as the
preceding costs, also the cost of staff and theesbf internal resources used directly in the ingin
and administration of transactions (costs of stedponsible for purchasing and sales, part of the
costs of accounting and book-keeping staff, arshare of depreciation of fixed capital). An
intermediate strategy was adopted in the end, usec# was difficult to measure precisely and
separate out the individual costs. The exchanggabipnal costs were thus approximated to the
IEM/CT variable. This is the sum of services Eatrout by third parties, (supply agents and
intermediaries’ fees, various expenditure and glbaiscies), travel and freight costs, telephamd a
postal charges and running costs (advertisingupplying, bank commissions excluding negative
interest, market research, data processing)shara of total net costs

Net profitability
This is measured in terms of mark-up on net tazatsand is shown by the variable PROF1

Net total costs

This is the sum of fixed costs and running costsofi€osts of raw materials and and semi-finished
goods (variable CT). The two subsets show a giiffarence with regard to this costs, and it is
worthwhile to point this out because otherwise $ké of firms working with other firms would
appear to have consistently lower costs structues,well as higher profitablity, than the firms
which operate for the final market.

4. Relationship between companies and costs structure

An empirical test of the hypothesis illustrated abdawill include statistical confirmation of the
following relationships.

a)Operational costs are expected to be negatimhelated to the incidence of work for other
companies on a firm’s total turnover;

b) It is expected that a significant concentratidnnternal resources in manufacturing activityl wil
be associated with a reduction in exchange ope@dtmosts, and that consequently there will be a
relative decrease in importance of internal teyti@sources;

final market or exclusively for other firms wereetkfore not included. These criteria, and the honmber of firms
examined, meant that those we selected belongieel €0 the textiles/clothing or to the mechangedtor.

!5 The IEM/CT variable also contains a share of niagiag costs. We presume that in small firms, stheosts can
be born by the entrepreneurial function and theeefto not largely appear in the set of costs erathi



c) There is expected to be a higher degree of ouliffarentiation in companies oriented to the lfina
market than in firms working for other companies;

d) It is predicted that the costs structure oftihie groups will not be significantly different. fact

the decision of whether to produce for the finakkea or to work within exchange relationships
with other companies, considering the selectioteri@a adopted, should not depend on the
technology used, on the type of product or orpiteeluction phase specialisation;

e)The level of profitablity is less simple to pretdi In fact it is expected that firms working migin
for other firms will not show lower levels than dinmarket oriented companies. There is
disagreement here with neo-instiutionalist ecomemidt may be however, that where exchange
relationships between companies are long term,sakings in operational costs and economies of
specialsation allow the company working with otlsempanies to exceed the average level of
profitablity.

The method of testing these hypotheses is basedl logistical equation with dependant variable
SETIMP=1 if the firm is mainly oriented to workirigr other companies and SETIMP=0 if the firm
produces for the final market. The independantalées are described in Table 1. The results of the
calculations confirm to a great extent the hypadessdiscussed (see Table 2). No significant
differences between the subsets regarding coststgte in fact emerge. The importance of labour
costs (W/CT), maintainance costs (MAIN/CT) fixeaptal (K/CT) and financial charges interest
(INC/CT) on total costs show a negative coefficienthis confirms that the production units in
exchange relationships with other firms are ablméde significant savings in this category of costs
Moreover, there are very clear differences betwibentwo types of firm regarding the degree of
specialisation of internal resources in carrying manufacturing activity. Firms producing for the
final market dedicate a significant share of theisources to tertiary activities, but supplier
companies show a much lower level of internal sesi They consequently show higher
specialisation of resources in manufacturing agtigee MANIF).

TABLE 1
INDEPENDENT VARIABLES IN LOGISTIC EQUATION

K/CT= FIXED CAPITAL OVER NET TOTAL COSTS

W/CT=LABOUR COST OVER NET TOTAL COSTS

MAIN/CT= EQUIPMENT MAINTENANCE COSTS OVER NET TOTAL COSTS

W/L=LABOUR COSTS PER EMPLOYEE

INT/CT=FINANCIAL CHARGES OVER NET TOTAL COSTS

|EM/CT=EXCHANGE OPERATIONAL COSTS OVER NET TOTAL COSTS

MANIF=NON MANUAL WORKERS OVER TOTAL EMPLOYMENT

DIV=DEGREE OF DIVERSFICATION (INCIDENCE OF MAIN PRODUCT OVER TOTAL TURNOVER; 4-DIGIT
ATECO 1981)

PROF2=LEVEL OF PROFITABILITY (P1) (DumMMY: 1=PI>PI; 0=Pi<PI)




The limited use made of tertiary input has nota&lflects on the demand for labour as well as on unit
cost. The lower incidence of tertiary work inpueans that the average cost of labour (WI/L) is
significantly lower in the first subset than in tecond. The hypothesis of a greater diversifaaiio
output from firms which produce for the final marke not in fact confirmed. Probably the limited
size of the production units examined and perhbapssector classification of output weaken the
discriminating capacity of variable DIV.

TABLE 2
LOGISTIC EQUATION OF SETIMP

Coeft. T
K/ICT 1.3601 .7229
W/CT .4086 .3347
MAIN/CT 3.5101 1.0734
W/L -.0001* -2.2207
INT/CT 4.1824 1.3488
IEM/CT -5.0451* -2.2767
MANIF 3.8571%* 3.2621
DIV 4131 .5865
PROF2 .5836* 1.9431
COSTANT -3.9975* -2.3436
LIKELIHOOD RATIO 58.016*+*
DF 396

**=| evel of significance 5%
***=] evel of significance 1%

The significance and the positive value of the grokfirm profitability (PROF 2) also support the
framework we are proposing. The fact that comaimeolved in exchange relationships with other
production units have a high probability of achigvbetter than average profit margins supports the
hypothesis of a positive correlation between deumlent of inter-firm relationships, efficiency
improvements and profit sharing. Linking this faath the preceding results, it seems that a first
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provisional conclusion can be reached regarding nhture of exchanges between firms in

examination. The overall evidence collected int faclicates that the increasing manufacturing

specialisation of companies, associated with tlkeiggon of operational costs, does not lead to a
systematic weakening of the contractual capacitthefsupplying company or expropriation by the

commissioning firm of the profits made in the tractson.

5. Profitablity differentials and input composition

As we have seen, the results of the logistic egmashow that belonging to one or other of the two
subsets of firm cannot be explained by variables the nature of input or the incidence of labour
costs on total costs. The evidence seen so farev@wdoes not preclude that production
technology characteristics and in general the caitipa of input vary considerably among supplier
firms. Verifying this hypothesis involves two distt methodological operations. The first is
classifying supplier firms on the basis of inputtieres utilised so that eventual structural difiees
between the first subset of companies are cleahe Second step is to use the results of this
classification to examine the relationship betweégput quality and profitablity.

The classification of supplier companies was cdraat by cluster analysis with non fixed centroids,
based on variables:

LNWI/L = labour cost per employee

LNK/L = fixed capital (approximated to the value afnual costs of fixed capital net of annual
leasing charges and machine and equipment maiateosts) per employee (logarithm)

LNIEM/L = exchange operational costs per employegarithm).

The maximum Euclidean distance was reached forgmaps with the following features (see Table
3):

- Cluster 1- These are firms which have high leeéisechnology and high quality of input. There is
a comparitively high ratio of fixed capital per doyee, they have high operational costs of
coordinating exchanges and their labour force vesehigher than average renumeration or has
higher than average qualifications;

- Cluster 2- These are the firms that on the bafsisdicators chosen appear to have a low level of
labour and technology inputs. The ratio of fixegita per employee and labour cost per employee
are notably lower than average values of clustefhk value of LNIEM/L (exchange operational
costs per employee) is very modest. Finally thesegroup shows a high incidence of labour costs
over net total costs (W/CT), and low incidenceapital costs, and labour demand with average -
low qualifications (see WI/L).

Statistically significant differences in the compios of input between the two groups are
confirmed. Labour costs and the annual costs pitalanvestment as a proportion of total costs
(WICT and K/CT respectively) are in fact noticeathifferent. Technology used by the first group of
firms is also relatively more complex than thatdusecluster 2. (See the values given for MAIN/CT
= maintainance costs over total net ctists

% The difference in input composition gives rise aoratio of total net costs over employees (CT/L)ickhis
noticeably higher in the first cluster than in #econd, but these costs are not reflected inntidence of financial
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TABLE 3
COSTSAND PROFITABILITY IN FIRMS GROUPED IN CLUSTER 1 AND 2

Cluster 1 Cluster 2 F Sig.
W/CT 0,493 0.769 48.025 .000
KICT 0.184 0,063 23.435 .000
MAIN/CT 0.046 0.021 5.272 .025
WL 14.800 11.645 8.424 .005
CT/L 33.644 15.575 40.297 .000
INT/CT 0.040 0.035 0.169 .682
LAVIND/CT 0.074 0.043 1.124 .293
UB/Y 0.820 0.876 1.144 .289
IEM/CT 0.146 0.058 20.592 .000
PROF1 0.107 0.158 1.204 277
PROF2 0.524 0.650 0.902 .346

Keys:
W/CT=Labour cost over net total costs

K/CT= Fixed capital over net total costs

MAIN/CT= Equipment maintenance costs over net total costs

W/L=Labour costs per employee

CT/L=Net total cost per employee

INT/CT=Financial charges over net total costs

LAVIND/CT=Value of subcontracting over net total costs

SUB/Y=Value of subcontracting over turnover

|EM/CT=Exchange operational costs over net total costs

PROF1=Mark-up over net total costs

PROF2=Level of profitability (Pi) (Dummy: 1=Pi>Pi; 0=Pi<Ppi)

From the information available, it is predictedttbluster 1 firms will have technological exclusyi
high enough to determine stable contractual adgastavith regard to the subcontractor and higher

charges or subcontracting costs over net totasd®C/CT and LAVIND/CT respectively). Lastly,héy do not
modify the propension to offer subcontracting sesiof the two groups (see SUB/Y).
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than average profitability. The information cotied seems however to be very different from this
hypothesis. Profitability, as measured by two iatbes (PROF 1 and PROF 2) in fact appears
higher, although not to a significant level, Inster 2 companies rather than in cluster 1 conggani
Thus the hypothesis that profitability differergiavould be explained by the difference in productio
technology and the capacity of protection of thesjuents is not born out by the empirical
evidence. The analysis of the difference betweenwio clusters does seem to confirm that there is a
negative relationship between exchange operataosts (in terms of percentage importance on total
net costs IEM/CT)) and profitablity. The resulfslwe calculations therefore appear consistent with
the proposed model. There are in fact sufficiezdasons to believe that a) it is possible for
production units with no access to the final maraetl which have no exclusive technology to
develop exchange relationships with other compahjethey should be able to do this without being
automatically exposed to the risk of expropriatidrthe surplus of the exchange or the risk of being
confined below the normal levels of profitabilityrfthe industry.

The relationship between exchange operational evgtgrofitability will be examined in more detail
in the next section.

6. Exchange operational costs and company profitability

Within the interpretation framework we are propgsimere, the measurement of the impact of
exchange operational costs and other variablesiron drofit levels is particularly crucial. The
analysis is however partial since in the modehesied profit differentials are compared exclusively
to proxy variables for fixed and semi-fixed costBhis limitation is partly a result of the shortagfe
information, but it is also partly intentional.

The objective in fact is to verify whether:

1) firms producing for the final market and suppliems face exogenous sunk costs that are very
similar and have a similar impact on profitability.

i) the two types of firm differ with regard to dgions on exchange operational costs and with
regard to the relationship between these costproftiablity.

The following analysis examines in more detail th&ationship between efficiency and long-term
inter-firm relationships. It also brings out arpapent area of conflict between the conclusiorthef
present work and much of the literature on thigestibIn fact it is commonly supposed that the
costs defined as ‘exchange operational costs’thamh they are investments aimed at widening the
market, bring about positive effects on profitiapil This supposition is based on the fact that as
elasticity of demand for non-salvageable endogemestment is higher than unit (Sutton 1991),
firms with high exchange operational costs canafispof demand that is constantly in equilibrium
with production capacity. This has important capsnces on the efficiency of the production
system and profit levels. It is predicted that tesults of the preceding discussion will be védid
firms producing for the final market (2nd typology)but not for companies working for other
companies (1st typology). In fact, firms whichoguce exclusively for the final market, using
investments of operational coordination of exchanges an instrument of extension and
consolidation of activity, are expected to showasitive relation between exchange operational
costs and profitablity. Companies working mainly éiher companies will be different. For them,
efficiency is based at least in part on limitinglsweosts. According to our hypothesis, savingdema
in resources invested in the coordination of exgkanconstitute one of the main advantages in

13



defining contracts or developing long-term relasioips. It is therefore expected that a reduction i

exchange operational costs be associated withcagaise in profitabilty, and a negative relatiopshi

is thus expected. The other hypotheses which nedx tverified are the influence that fixed costs
born by the firm and its size, can have on proffiitab If the these relationships were unambigyous
the typologies proposed would be supported, asgoiild confirm a high level of evenness in

conditions of technical efficiency between the camips examined. This result would indicate that
apart from the choices regarding the destinatiothefproduct (final market or other companies),
the companies do not differ significantly with regjao the use of fixed inptit

The model to be verified was thus specified agve!:

PROF]r=bO+b1DIMi+b2INT/CTi+b Ki+b4W/Li+b5IEM/CTi

3
where

PROF1= mark-up over net total costs

DIM= firm size (number of employees);

INT/CT=net financial charges over net total costs;

K=turnover net of purchaising of raw materials axtdrimediate inputs over fixed capital,
W/L=labour costs per employee;

|[EM/CT=exchange operational costs over net total costs.

Except for IEM/CT, the variables require some arption. K is used as a proxy of production
capital intensity and indirectly as an indicatortlé degree of non-salvageability of the production
technology. Variable DIM is introduced in orderrexord the effect that growth usually detemines
on the level and variance of profits. Variable /ST is intended to capture the effect that a recent
cycle of investments, financed by credit capitzdn have on company profits. The coefficient ef th
independent variables is expected to be negatesegept for IEM/CT which for the above stated
reasons is hypothesed to assume a different sigor@ging to which of the two categories of
company it is applied to. The other exception jswhich because of the way it is constructed will
be positive when it indicates an inverse relatignbltween profitablity and capital intensity.

Table 4 shows the results of the calculations. @&leulations of the equation 1 show that while
proxy variables of fixed production costs and s@e important in explaining the profitablity
differentials among companies, the coefficienexthange operational costs is mainly insignificant
This evidence support the hypothesis that, whetbempanies produce for the final market or work
mainly for other companies, there is little diflace between the two types regarding effects e fix
or semi-fixed costs on the profitability of prodiect units. The non-significance of the exchange
operational costs variable does not seem, on tier biand, to permit conclusive comment.

It should be remembered that this was partiallyfieel through estimates of the logit model ilkaged in Table 2.
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TABLE 4

REGRESSION EQUATIONS OF PROF 1 (T TESTSIN BRACKETS)

Eq.1 Eqg.2 Eq.3
DIM -.11650* -.13330* -.11918*
(-2.370) (-2.502) (-2.430)
INT/CT -.09776* -.10896** -.09424*
(-1.987) (-2.049) (-1.918)
K .16886*** .18559*** .16544**
(3.456) (3.502) (3.393)
W/L -.17855** -. 15011 % -.16978**
(-3.610) (-2.806) (-3.414)
IEM/CT .07339 .11431* .10937*
(1.482) (2.133) (2.090)
YTIP - - .15983*
(2.209)
YTIP*IEM/CT - - -.09961
(-1.397)
F 8.0297** 7.5757%* 6.4822%*
R2a 0.0832 .0913 0.0902
n. cases 406 340 406

*=Level of significance 10%
**=] evel of significance 5%
***=Level of significance 1%

Progress in interpreting the role of this variablenade possible by the calculations of equation 2,
from which the first group of companies was exctiidd he new equation shows a more significant
coefficient IEM/CT, as well as an increase in tieel of explained variance. Equation 3 gives
better results. It broadens the initial modelriyaducing dummy YTIP, identifying which typology
the companies belong to. (1 = supplying other comngga 0= working for the final market) and the
interaction YTP/IEMCT. As expected, the estimatmkfficients indicate that interaction is
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negative. It is thus confirmed that the two typéscompany show different effects of exchange
operational costs on profitablity. It is positive production units of the second type, which shows
that higher investment in this direction improvae tompetivity of the company on the final goods
market. It is negative for the first type of compgthose working for other companies) which

confirms that the development of relationships leemv firms can largely be explained by the
profitability advantages stemming from limiting &amge operational costs.

8. Conclusions

In the present work, an explanation model of timgiterm relationships between firms attempting to
overcome some of the shortcomings implicit in nestifutionalist hypothesis has been presented.
Applied to long-term exchanges, the transactiontscasheme can provide an interpretation
exclusively of the relationships that are basedpecific investments and therefore are justified by
savings in the negotiating costs between the gatfrcept in particular circumstances, such a model
prescribes that long-term contracts are affectedhigy risks of instabilty on account of the
emergence over time of asymmetries between thé&padnd the worsening of the profitability of
the production units less-informed and more distaomh the market. Such prescriptions differ with
much of the evidence available on the relationshgtsveen firms. In fact it indicates a widespread
resort to long-term relationships even when theharges are not linked to specific investment, and
shows that the profitability of the firms involved such contractual regimes is not statistically
different from the average.

The interpretative scheme proposed in surmountingh sleficiencies refers to a class of costs
neglected in the current neo-institutionalist &iterre: it concerns the resources the firm has to
employ, apart from the need to check the opponmunie acquire information about the possibility
and the benefit of the exchange and to carry thraygerationally the transaction. Such expenses,
named exchange operational costs, are mostly @usdble and are a direct function of the number
of transactions per unit of product traded, the sizthe relevant market and the (temporal) vaganc
of the transactions. In this approach, long-termtiazts are justified by the fact that the begignin
of continuous relationships between the partieailergignificant savings in the operational costs o
account of decreasing the number of clients aessenhing the variance of the exchanges. This
result is achieved avoiding the rise of contracasimmetries since exchange operational expenses
are able to reduce the idiosyncratic content of tth@saction and to preserve a second source
alternative.

The implications are that the long term contraetafionships, instead of regulatory devices ainted a
safeguarding specific investments carried lafiore the beginning of the exchange, might be viewed
as a co-ordination framework able to generate fgigni economies of specilization and efficency
improvementsafter the beginning of the transaction.

A first empirical verification of the proposed explive scheme has been successfully undertaken.
On the basis of information concerning the costscttire of a wide sample of small-medium
manufacturing firms, it has been possible to athaé
I. the exchange operational costs represents aorieng feature of the total costs and therefore
significantly affect the profitability of the firm;
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ii. the firms more oriented to establish exchangitionships with other firms have (i) lower
operational costs and (i) profitability equal aglrer than the firms mainly oriented to trade
with the final market;

iii. the reduction of exchange operational costhiemces positevely the profitability of the
supplier firms.

The previously discussed outcomes allow us to dtewvconclusion that the exchange operational
costs represent a useful analytical tool in undedihg some economic issues like the temporal
duration of the exchange relationships and featafdake vertical integration choice that currently

lack a satisfactory explanation. Finally the rete@ of the constraints stemming from asset
specificity shed a different light on the role béttransactional non-negotiating variables and emor

generally the importance of the learning factorshaping and conditioning the improvement of the
division of labor between firms.
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