BS2243 — Lecture 9
Firms and transactions cost

Spring 2010
(Dr. Sumon Bhaumik)



Transactions cost — importance

Transactions cost refer to the cost of using a market to conduct
business

It explains why firms may produce some inputs internally, despite
the advantages of using a market

— What are the advantages of using a market? Consider an input whose
production is subject to economies of scale. The cost of this input
would then be reduced if the demand for this input can be aggregated.

The source of transactions cost includes the cost of identifying a
supplier, the cost of negotiating a contract with other interested
parties, monitoring others to ensure that they comply with the
terms of the contract (e.g., product quality), and the cost of
enforcing the contract (if necessary), etc.



Transactions cost — determinants

* Pre-conditions
— Bounded rationality
— Opportunism: “self-interest seeking with guile”

* Determinants
— Frequency of use

— Uncertainty

* Primary: circumstances can change and these changes cannot be
predicted perfectly

e Secondary: firms and individuals do not communicate with others and
hence do not know their plans

* Behavioural: arises from strategic or opportunistic disclosure of
information

— Asset specificity




Transactions cost — implication — |

* A MNE’s choice of entry mode in a country

— Greenfield: both tangible and intangible inputs have to be
procured from the market

— Acquisition: the firm that is acquired already has some
tangible and intangible assets

— Joint venture: tangible assets have to be acquired, but the
JV partner has intangible assets

Tangible asset need -0.22 *** 0.01 0.22 **
Intangible asset need -0.26 *** 0.02 ** 0.25 ***

Source: K.E. Meyer, S. Estrin, S.K. Bhaumik and M. Peng (2009) Institutions, Resources, and Entry Strategies in Emerging Economies,
Strategic Management Journab(1): 61-80.



Transactions cost — implication — |l

 Family firms and business groups ubiquitous in
emerging markets

* Reasons:
— Low cost of monitoring family members

— Low cost of settling disputes within families, often
using informal mechanisms like social sanctions

— Low cost of capital with internal capital markets
— Low cost of exercising rights over cash flow



Transactions cost — implication — Il

e Patents and copyrights
— Significant impact on R&D and innovation, and hence on productivity
— Significant externality

(@ 2. Innovation is key to growth...

Contributions to labour productivity growth, 1995-2006, in %6
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* Investment in intangibles and multi-factor productivity growth account
Jor between two-thirds and three-quarters of labour productivity growth. 5

Source: OECD



R&D and innovation — data — |

Sﬁg The What: Innovation is not only about
R&D ...

New to market product innovators with and without R&D, 2004-06 (or latest)
As a percentage of innovators

% mPercentage of firms without R&D among innovative firms Percentage of firms with in-house R&D among innovative firms
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R&D and innovation — data — ||

ESEC’D ... and technology is only one approach

to value creation
Non-technological innovators by sector, as a percentage of all firms, 2004-2006
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Source: OECD, based on CIS and national sources.



R&D and innovation — inter-connectivity
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Patents — some questions

If there were no patents or other government incentives,
would there be too little R&D?

If there is too little research, should the patent system be
used to encourage research rather than other incentives
such as prizes, research contracts and joint ventures?

How long should patent protection last to obtain the best
trade off between incentives to invest and harmful effects
of monopoly?

Are monopoly profits higher if a patent holder produces the
invention or licences it to others for production?

How does the structure of the product market affect the
incentives to conduct research and the timing of
innovations?



Patents — optimal research

e Assumptions:
Costs & Benefits — nfirmsin the industry

A — each undertakes one project with
Expected social MC=AC=1

benefits — probability of success of at least
one project increases with the
number of firms

— if successful, the new product will
generate value for the society of
magnitude B> 1

Social cost

e Optimal number of firms:

— Expected social benefit does not
rise fast after a certain number of
firms enter the industry

> — Social costis n

n* Firms — Net social benefit is maximised for
N* number of firms

Net social
benefits




Costi & Benefits

Alternatives to patent

Expected payoff
with prize B

Marginal

cost

Marginal social
benefit
>

n**

Firms

Government contract

Joint ventures

Benefits: reduces duplication of research;
gains from exchange of ideas

Cost: likelihood of tacit understanding
about products and prices, i.e., collusion

Prizes

Winner takes all
Expected payoff to each firm increases

In equilibrium, there are more firms in the
industry

The likelihood of success is higher, but not
commensurate with the cost



Strategic decision — manufacturing vs. licensing — |

Demand

Royalties

Derived demand
for licence

Q* Quantity

MR for licence

Patented technology reduces cost of
production from mto m

Firm can charge just less than m,
capture the entire market, and earn
Royalties

If firm licences the technology, others
will pay (m—m) until Q, less
thereafter, and zero at the new
market clearing output Q*

Given this derived demand curve for
licences, we get our MR curve

MC for licences is zero

MC = MR at output Q

Royalty rate is (p ¢ m) = (M ¢ m)

The profit maximising royalty equals
the amount that the firm would have
earned if it sold the product itself
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Strategic decision — manufacturing vs. licensing — I

Consider now a major technological
innovation that reduces cost
substantially

Now the firm can charge a price p
that is appreciably lower than m, and
sell quantity Q

Using the same logic as before, MC =
MR at Q

Lessons:

— If the patent holding firm can
produce as efficiently as others, it is
indifferent between selling the
product itself and licensing it

— Inventors can capture all the benefits
of a new technology if the invention
is minor, but not if it is major



