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ABSTRACT

This paper disausses ame of the dtempts e@namists have madein the lag ten yeasor so
to integrate norms into the theory of the firm. The paper arguesthat (a) athough noms ae
undoultedly very important both inside and between firms, incorporating them into the theory has
been very difficult andislikely to continue to be © in the nea future; (b) so far norms have not
added a grea ded to ou understanding d such issues aghe determinants of firm boundxries(the
“make-or-buy’ dedsion)—that is, at this point anorm-freetheory of the firm and anorm-rich

theory of the firm dorit seen to have very diff erent predictions.

JEL Nos. D2,G3, L2



1. Introduction

Most standard models of incentives and/or organizaions assme that econamic agents ae
sdf-intereded and must rely onformal contrads enforced bythe urtsto uphdd their
relationships. Inredity, of course many econamic transadions ae ustained by sdf-enforcing
(“implicit”) contrads, or norms of behavior, such ashoregy or trust. Anintereding quegionto
ak is, deesignaing nams/sdf-enforcing contrads lead to misleading conclusions? That is,
would atheory of incentivesor organizations that incorporated nams look very different from
the gandard theory?

In this paper, | will consider this quedion, focusing particularly onsome of the atempts
eoonamists have made in the lag ten yeas or so to integrate norms into the theory of the firm. |
will argue that (a) although noms ae undouliedly very important both inside and ketween firms,
incorporating them into the theory hasbeen very difficult andislikely to continueto be ©inthe
nea future; (b) so far norms have not added agrea ded to ou understanding d such isaues as
the determinants of firm boundries(the “make-or-buy’ dedsion)—that is, at this paint anorm-free
theory of the firm and anorm-rich theory of the firm dont seem to have very different

predictions.

2. Badkground

To begin with, it is worth mapping ou some of the territory. | will follow Richard Posner



in defininganormas “ . .arulethat is neither promulgated by an dfficial source such as a ourt
or alegidature, na enforced bythe threa of legal sanctions, yet isregularly complied with . . 7
(seePosner (1997). | will focuson namsin and ketween organizaions asoppced to societal
norms, even thoughthere is obviously an important connedion between the two. For example, a
society in which horedy is not taken very seiously is dso ore in which firmswill have alot of
difficulty sustaining trust. However, nams & the ocietal level are pretty slow to change, and, for
many pupaoses they can be taken as xogenouws. In contrad, namsin and between arganizaions
are cgable of being desgned.

A usdul starting pant is the ideathat organizational horms matter when parties cana
write goodcontrads; more predsdy, when transadion costs make mntradsincomplete.! That
is, inaworld where parties ca costlessy think and rnegatiate ebou the future, and judges ae
perfed, namswould na matter becaiseparties relationships awuld be governed by perfedly
enforcedle mntrads. A leading sourceof contradual incompleteness gems from the fad that
some eonamicdly significant variables aie obsevable to the parties bu not to ousiders, such as
ajudee. (Inthe parlance of ecnamics, thesevariables ae “obsevable, bu not verifiable.”) For
example, an ided contrad between an employer and an employeemight spedfy that the enployee
would be given abonus for good performance sncethis may encourage the employeeto work
hard. Both the anployer and the enployeemay know after the fad whether the anployee
performed well or nat, and therefore whether the bonus hasbeen earned, bu ajudge may nat

have thisinformation. As areallt, the cmntrad stating that the enployer will pay the enployee a

'For adisausson d the implications of transadion costs for contracual relationships, see
e.g., Williamson (1975.



bonwsif the latter performswell isnat legally enforcedle. Here anorm of horedy would be very
helpful. If the enployer can be trusted to keep her word, the agreament that the enployeewiill
recave abonuwsif he performswell can be sustained byinformal means rather than by formal ones

As anather example, consider a company’ s promiseto workersthat it will not lay any o
them off unless things aeredly bad.” Such apromisemight seve an important role in providing
risk-averseworkers with partial insurance @ou the future. However, enforcing such a promise
inthe ourtsislikely to be fraught with dfficulty becauseof disagreament abou the meaning d
the phrase things aeredly bad.” (Withou too much of a dretch o redity, it might be sad that
the event is obsavable but not verifiable) Again, nams of horegy and decency can help here. If
the firm can be trusted na to be oppatunistic, then aflexible outcome can be atieved through
an informal agreament: the company will reseve itsright to shed workersif a disaser occurs, bu
will not abusethisright by laying df workersin events that are merely bad.

Given the link between nams andjudicia imperfedion, it is not surprising that much of
the eonamic literature on namsin organizations goesunder the heading d “self-enforcing
contrads.” However, it isimportant to redizethat norms dso matter when contrads ae
incomplete for other rea®ns, e.g., kecaisethe parties(themsdves are boundedly rational. For
example, if the parties cana think or negatiate ehead very well, then events will arisethat their
contrad doesnat cover. A norm of fairness ca help to fill i n the cmntradual gap in an
appropriate manner. For rea®ns of tradability, most of the emnamic literature rulesout
boundd rationality amongthe wntrading partiesthemsdves and so the role of fairnesstype

norms hasnat been much explored in an organizaional context®. In my disausson, | will follow

*But seeFehr and Gadter (2000 for arecent disausson.
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the literature in thisregard; it shoud be enphaszed, havever, that a cnsequenceof thisisthat

much of intered may be left out.

3. Moddling Difficulties

As|’ ve dready nded, theoretica progresson analyzing nams and aganizaions hasbeen
slow. The main rea®nisthat ecnamists do nd have avery goodway to formalizetrust. Three
main approacheshave been tried, and eat has sgnificant drawbadks. In this setion | will briefly
descibe them.

The most commonly used approad is basel onthe framework of infinitely repeaed
games Althoughthiswill be familiar to many, it is probably worth ill ustrating it sincel will useit
later on. Suppcsethat abuyer B and a sdler S want to trade awidget ead period. S can deliver
ahigh-quality widget or alow-quality widget; the former hasvalue that exceealsits wst, while the
latter has zeo cost and zero value. The quality of the widget is obsavable (to B and S), bu not
verifiable (in a wurt of law). In aone-shot version d this game, trade will not occur if the parties
are purely sdf-intereded (and rence ae nat trustworthy). Therea®nisthat if B promisesto pay
SaslongasS supgies ahigh-quality widget, then it is dwaysin B’sintered to claim that the
widget’s quality waslow, whether or nat thisistrue, and, anticipating this, S hasno incentive to
supdy high quality. (This example isisomorphic to the employer-employee example mentioned
ealier.)

If thisgame is repeaed infinitely often, havever, trade & the high-quality level can be

sustained. Theway thisworksis (rougHy) asfollows. B promisesto pay SapriceP per period,



where P liesbetween B’svalue and S's mst, aslongasthe widget quality is highin that period
(recdl that B obseveswidget quality). In return, S promisesto supdy ahigh-quality widget eat
period uriessin some previous period B hasbroken her promiseto pay, in which caseS supdies
low quality forever more.

It is eay to seethat thesepromises a mutually sdf-enforcing, aslongasthe partiesdo
not disoourt the future too much. Therea®nisthat, while B can gain something ead period by
pretending that S's quality islow and withhdding payment, this short-term gain is dwarfed byB’s
lossfrom never recaving a high-quality widget again.

Unfortunately, asiswell known, this goproach to explaining cooperation a trust runsinto
severd difficulties® First, it relies cucially onthe assmptionthat thereis no upger boundto the
number of timesthe gameis played. Suppasein contrag that it is known that the game will not
be played more than t times. Then, however large T is, the parties will realize that in the last
period B will break her promiseto pay S (asin the one-shot game, there is no future to
discourage her); anticipating this, Swill supply alow-quality widget in the last period; hence B
will have no incentive to pay in the previous period (he recognizes that this will have no effect on
what happensin the last period), etc. In other words, the self-enforcing contract unravels. The
conclusion is that, as in the one-period model, no trade will take place in any period, however big
TiS.

Unfortunately, the assumption that there is no upper bound to the number of times the
game will be played is hard to square with the fact that people have finite lives.

A second problem with the infinitely repeated game approach concerns the issue of

3For adisausson, seeFudenberg and Tirole (1991,Chapter 5).
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renegatiation. SuppacseB bredks her promisein some period. Accordingto the eyuili brium, Sis
meant to “punsh” B by suppdying alow-quality widget forever more (in effed notrade occurs).
However, by punshing B, Sis dso purishing hmsdf since he won't get any payment. The
guedionthen is, why dorit the partieslet bygoresbe bygores and reinstate the woperative
outcome. After al, it isnat asif S hasleaned anything adverse dou B. B’s dharaderistics ae
known, and the fad that B hasbroken her promisetoday tells S nothing abou whether she will do
So again.

Thetroubdeisthat, if B anticipatesthat cooperation will be redored after she breaks her
promiseg then thisincreased’sincentive to bregk her promisg and cooperation may na be
sustainable. In ather words, if the parties ae rational enoughto redizethat they will renegatiate
after abread, then this may prevent cooperation accurringin thefirst place i.e., the outcome
may be asin the one-shat game.*

Partly becauseof thesedifficultieswith the infinitely repeaed game gproadc, ancther
strand d the literature hasinstead suppcsed that the gameis played finitely many times-t say—bu
that the parties ae not perfedly informed abou eat ather: thereis aymmetric information ®
Suppase for example, that thereis a snall probability that B is someone who always keeps her
promisesno matter what. (Sheis “irrational.”) B knows whether sheisthe rational type or the

irrational type, bu Sdoesnat. Theninthe ealy stagesof the game, B has an incentive to pretend

“To be abit more predse suppasethat the gains from renegotiation are lit in afixed
(exogenows) way. Then if B gets most of the gains $e has alarge incentive nat to pay Sin any
period; whileif S gets most of the gains he has an incentive to renourcethe séf-enforcing
agreement at the beginning  a period (i.e., refuseto suppy) and regatiate abetter ded.

*SeeKreps d al. (1982.



to betheirrational type evenif sheisn’t, in order to encourage Sto trade with her. Infad, it can
be down that, if t islarge enough,then in every equili brium of the t-period game, cooperation
will be sustained almost all of the time.

The aymmetric information approad hasthe advantage over the infinitely repeaed game
approad in that it doesnot require an infinite horizon and can ded with the problem of
renegatiation. However, it faces acther difficulty. It turns out that the goproacd is very sensitive
to the predase haraderisticsof theirrational type, abou which we asmodelers know very littl e.
One way to seethisisthe following. Suppcsethat in additionto theirrational horeg type thereis
ancther “irrational type,” whoistotally dishored but, with some probability, has an irregstible
urgeto propcse a agreanent to trade in any period. Then thereis an equili brium of the
following form. The partiesdo nd trade in any period. Theirrational buyer who has a
irregstible urge propasesto Sthat they shoud trade: S turns her down becaisehe rationaly sees
that thistype of buyer will never pay him. The other buyer typespropcsenathing becaisethereis
no pant: they would be mnfused with theirregstible urge type and thought to be dishoreg and
not worth trading with. Thisway the no-trade equili brium is sustained however larget is.

The mnclusionisthat the aymmetric information approach deesnat provide avery solid
founcition for the ideathat cooperationwill necessaly occur when pay is repeaed many times

A third approadh is to move awvay from thinking abou the trustworthy type as dringe,
irrational agent andinstead to recognizethat all agents ae trustworthy to some extent. One way
to dothisisto suppasethat ead agent incurs apsychic cost $C if she bresks apromise where C
isdistributed in the popuation acwrding to a known probability distribution and a person’'s C,

although knavn to her, may or may nat be known to athers. This gpproad, like the aymmetric



information approach, can explain cooperationin afinite horizon model.* However, na
surprisingly, aswith the agymmetric information approacd, its mnclusions ae very sensitive to
assmptions made éou the distribution o C in the popuation and also abou the nature of
C—matters that again the modeler knows littl e bout. For example, suppcseB pays S dightly less
than what she promisad. Does $e incur the whole psychic cost C or just part of it? Or suppase
B promisesn dfferent sdl ersthat she will pay them if they perform well (they are workers, say)
and then simultaneously bregks her promiseto them al. DoesB incur atotal psychic cost of $C
or $nC? The nature of the optimal sdf-enforcing contrad is likely to be very dependent onthese
feauresof the model.

Not only are the aymmetric information and psychic cost approachesquite sasitive to
the predsemodeling assmptions made, bu also it turns out that these aproaches ae naot that
eay towork with in a contractual or organizational sedting. For theserea®ns, most reseachers
have used the infinitely repeaed game gproad, in spite of its shortcomings. In what foll ows, |
will dothe sane. Inthe next sedion, | usethe gproach to ill ustrate the df eds of sdf-enforcing

contrads on the determinants of firm boundries

4. Norms and Firm Boundaries

A goodapplicaion d normsin the organizational context isto the isaue of the
determinants of firm boundries(the “make-or-buy’ dedsion). Trust helps to sustain agreements
bath inside the firm and between firms. An intereging quegionto ask is. Doestrust favor one

type of transadion relative to the other?

®Seg e.g., Hart and Holmstrom (1987).



In the lad fifteen yeas or so aformal lit erature-the property rights goproach—has
developed that triesto explain firm boundariesin terms of the optimal all ocaion d assé
ownership (seeGrossman and Hart (1986 and Hart and Moore (1990).” Thisliterature ares
with the ealier transadion cost literature of Willi amson (1975, 198%and Klein, Crawford and
Alchian (1978 the view that firms ae important when contrads ae incomplete. It departs from
the transadion cost literature in being more explicit abou the role of dedsionrights and the link
between dedsionrights and assé ownership. Accordingto the property rights view, the owner of
anonhuman asséhasresdual rights of control over the asst i.e., theright to make dl dedsions
concerning that assé that have nat been spedfied in a mntrad or that are nat inconsistent with
some law. (When there ae multi ple owners of an asseor firm, they will typicdly delegate sme
of theresdual control rightsto aboard of diredors.) Resdual control or dedsionrights aelike
any ather good there will be an ogimal all ocaion d them. For example, suppcsethat
individuals 1 and 2are invalved in an econamic relationship. If it isimportant to encourage 1 to
make an assé- or relationship-spedfic invegment, it may be dficient to all ocate ownership of
some key nonhuman assésto 1. Thisway individual 1 is proteded to some extent against
“holdup’ by 2since, if the eonamic relationship with 2 daesr't work ou, 1 always hasthe option
to take her assés avay and trade with someone dse However, while dlocding assésto 1
proteds 1 from haldup by 2t hasthe oppaite dfed on 2 since2 hasfewer assésto take
elsavhere, 2is now more vulnerable to hddupand so will be lesswilli ngto make an assé or
relationship-spedfic invegment himsdf. Typicdly it will be optimal to dvide the assts between

the parties ® that eat party has ®me. If we view ead se of asséswith a wmmon owner as a

"For a simmary of this literature, seeHart (1995.
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firm, thisyields atheory of firm boundxries

The property rights theory hasin the main been applied to static or one-shat situations
where parties aie séf-intereded and nd trustworthy. However, it is natural to ak how the
optimal alocaion d assés or firm boundries diangeswhen nams and trust operate. Some
recant papers that study thisissue include Baker, Gibbors and Murphy (2001) and Halonen
(2000. Inwhat follows | will disauss ®me of the ideasbehind thesepapers, using as avehicle
the recent paper on trucking byBaker and Hubbard (2000 (the Baker-Hubbard paper is not itsdf
abou norms or trust).

Consider a hipper Swho at date 0 wants goods shipped from A to B. The hipper hires a
trucker T to dothis. The trucker may come with his own truck, in which caseheis an
independent contrador, or the shipper may provide the truck, in which casethe trucker is an
employee We will asaime that the sipper and trucker can contrad onthe sipment from A to B
(known asthe front-haul), bu that they cannat contrad on several other things. First, the shipper
may sometimeswant the trucker to engage in abadk-haul, i.e., transport a seond shipment of
goods from B to ancther dedination C. However, whether there will be abadk-haul andits
nature—how valuable the seond shipment is, whether it is eag to transport, and the identity of the
dedination C—are variablesthat are hard to forecas and become known ony when the trucker
arrives & B, at date 1 say. So contrading abou the badk-haul must wait until then® Second,the
parties cana contrad on maintenance how well the trucker drivesthe truck. The trucker may

have an incentiveto drive fag, take time off to visit afriend, and then spead again to read B; this

8For aformal justification o the ideathat, when the future is uncertain, many agpeds of a
contrad will be negoatiated ex post rather than ex ante, seeHart and Moore (1999.
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may be pleasat for the driver, but is bad for the truck. To make things smple, we will assime—at
some st of redi sm—that maintenanceis obsavable to the trucker and shipper but is not
verifiable.

Third, the trucker can spendtime seaching for aternative austomers ashe drivesfrom A
to B. (He has amobil e phore/accesgo the internet, etc.) For those seechesto pay off the
trucker must be aleto drive the truck away at date 1. Some such seaches ae productive-they
pay off in the ésence of a profitable badk-haul from B to C—bu others ae caried ou to improve
the bargaining pawer of the trucker when he negotiatesover the terms of the badk-haul at date 1.
To simplify we will follow Baker-Hubbard in asaiming that all seach adivities ae on average
unproductive, i.e., ther return islessthan their (effort) cost.

Finally, we will assime that the owner of the truck beas dl the increase®r deaeasesn
the value of the truck; heisthe resdual income daimant. This may seen like arather traditional
view of ownership, andit is extreme (it rulesout value-sharing agreaments between the sipper
andthe trucker), bu it is cnsistent with the resdua control rights gproad in the foll owing
sense the owner hasthe (resdual) right to dedde to whom to sdl the truck, when and at what
price To the extent that the owner can always sdl the truck for one cent (the verifiable price)
and at the same time agreeto suppy ancther seviceto the buyer for an exorbitant price, he can
ensure that he never hasto share the sdesrevenue with anyore dse

The key quedionis, who shoud own the truck. Inthe gatic or one-shot version d the
model, the trade-off isthe following. If the trucker owns the truck he will maintain it (he beas
the value consequencey, bu he will engage in seach o rent-se&ing adivities(asowner of the

truck, he can exploit these atvities snce he hasthe right to drive avay the truck at date 1). On
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the other hand, if the shipper owns the truck, the trucker will not maintainit at all (he doesnot
bea the value mnsequencey, bu neither will he engage in rent-seding adivities(thesedo nd
pay off given that the trucker doesnot have theright to drive the truck away).

To simplify matters, | will assime that in the one-shat model encouraging maintenanceis
more important than dsmuraging rent-se&king and so it isbed for T to own the truck, i.e., T
shoud be an independent contrador rather than an employee To the extent that S owns other
assésthan the truck and T doesn't, | will r efer to this arangement asnonntegration, and to the
arrangement where S owns the truck (and therefore has d the assts) asintegration.

So far we have analyzed asséownership o firm boundiriesin atrustless avironment. |
now want to ak the following quedion: How doestrust affed the boundariesof the firm? To the
extent that thereis a @nventional wisdom on this matter, | susped that it isthat an increasen
trust will make it more likely that the partieswill “usethe market,” i.e., chocseto be independent
(nonntegration)—andto be linked by arelational contrad—rather than to become one firm
(integration). This cnventional wisdom can probably be traced to the fad that transadion cost
eoonamicstends to seethe market asthe first choiceif it isfeasble, andin a high-trust
environment it islikely to be feasble.

To analyzethis choicemore formaly, let’s proceeal asin Sedion 3and suppcsethat the
relationship between Sand T isrepeded infinitely often and that both partiesdisoourt the future
at the common dsoourt fador 3, where 0 <8 < 1. We are led to consider the following self-
enforcing contract: T promises to maintain the truck well and to engage in minimal rent-seeking
activity (search). Inreturn, S promises afixed payment P per period. The self-enforcing contract

issustained as follows: If either party breaches, we revert to the equilibrium of the one-shot game
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descibed above forever more. (In contrag to Sedion 3,this eyuili brium involves ®me trade
rather than notrade.) We will also suppase(following Baker et al. (2007), bu in contrad to
Halonen (2000) that ownership of the truck can be transferred at this paint, i.e., if Sownsthe
truck T will buyit. (Recdl that, given ou assimptions, it is dficient for T to own the truck in the
one-shot game.)

Note that 6 = 0 correponds to the one-shot game, since, if the future doesnot matter at
al, nocooperation can be sustained. At the other extreme 6 = 1 correponds to the casevhere
trust can easly be sustained sincethe future overwhelms the present in importance. Thus an
increasdan 6 can beinterpreted as amove to a higher trust environment.

Thusthe quedion, hav doestrust affed asse ownership o firm boundries can be
rephraseal as how does a increasen ¢ affed asséownership o firm boundaries?

The answer isthat it al depends: an increasan 6 doesnat have a ¢ea-cut effed onthe
choice between integration and nonntegration (seeBaker et al. (2001)). To seewhy, nde that an
increasean ¢ improves @l organizaional forms. If § is doseto 1,the first-bes—where T maintains
the truck well and deesnot engage in rent-seking—can be sustained under a séf-enforcing
contrad whether Sownsthetruck or T does Therea®nisthat no orewantsto bread a séf-
enforcing contrad sincethe future gains from cooperation are  large relative to the dort-run
gain from breading. On the other hand, if 5 is doseto zero, then norintegrationis bed (given
our assaimptions). This suggedsthat thereis no simple monaonic relation between optimal
organizaional form and the discourt fador 6.

Spedficdly, it is eay to construct caseshere integrationis superior to nonntegration

when ¢ isfairly closeto 1,even though nomtegrationis superior to integrationwhen é is doseto
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zeo. (Such casedurn the anventional wisdom onits head—a higher trust environment favors
large firms.) To seewhy, suppcsethat the st of maintenanceis very low but the value is very
high. In the gatic model (one-shot game), there will be no maintenance under integration, which
ishighly inefficient. But in the dynamic model it is eay to get maintenanceby offering T a snall
bonuwsif helooks dter the truck. Sincethe bonus mvers his (small) cost, T will maintain the
truck aslongashe expedsto recave the bonus; and Swill pay the bonws snce, giventhat it is
small, thereislittl e gain from not doing so. Finaly, thereisnoincentive for T to engage in rent-
sed&ing uncr integration sincehe can't drive avay with the truck. So in this casehe first-beg
can be adieved under integrationin the repeaed game even for moderate disaount fadors 6.

In contrad, uncer nonintegration, while T will maintain the truck (asin the gatic model),
he may neal qute alarge bonus from Sto be deterred from engaging in rent-seéing behavior;
but the promiseof alarge bonus givesS a drongincentive to bread. Henceit may beimpossble
to sustain the first-bed under a séf-enforcing contrad for moderate levels of 6 when T owns the
truck.

Note that, in spite of what | ealier cdled the mnventional wisdom, thereis ssme evidence
that trust doesindeel favor large firms rather than small ones onthis, seeLa Porta @ a. (1997
and Kumar et al. (1999.

It shoud be emphaszed that, while in this example nonintegrationis optimal when é is
small andintegrationisoptimal when 6 islarge, it is eag to construct another example basal on
the same model that yields the oppasite anclusion.

| think that the crred conclusionto draw from this disaussonisthe following. The

boundriesof the firm will be drawn to elicit appropriate adions from the parties-n this case
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truck maintenance and (abseance of) rent-seding. In broad termsthe choice between the two
organizaional formswill depend onthe importance of thesegoals and the easeavith which they
can be adieved. It is eager to encourage maintenanceif T ownsthe truck andto dsoourage
rent-sekingif Sdoes Thisistrue bath in the datic model and the repeaed game. Thusin

qualitative terms trust doesnat change things that much.®

5. The Role of Formal Contrads

So far | have disaussel the role of norms in situations where the oppatunitiesfor writing
formal contrads have been quite limited. In Sedion 3formal contrads were impossble andin
Sedion 4the only formal contrads cncerned the dl ocaion d asséownership and spot (one-
period) deds between Sand T.

In this setion | will make some brief remarks éou the general impaa of formal contrads
onthe sustainability of sdf-enforcing contrads, and mention ore implicaion for judicial attitudes
toward firms. Formal contrads have & leas two effeds on sdf-enforcing contrads. First, the
better formal contrads ae, the snaller isthe surplus remaining for the partiesto try to exploit via

a séf-enforcing contrad. This reducesthe incentive of partiesto bread a séf-enforcing contrad,

°A possble qualification shoud be noted. In the gatic models of Grossman and Hart
(1986 and Hart and Moore (1990, joint ownership of an asséisnever optimal. In contrag, the
repeaed game model descaibed in this setion can explain joint ownership of an asseif itis
suppasal that ownership of the assecanna be transferred after the bread of a séf-enforcing
contrad (seeHaonen (2000). Therea®nisthat, sincejoint ownership is subogimal in the
static model, the thred of it can suppat cooperative behavior in the dynamic model. Note,
however, that joint ownership can be optimal in more complicated versions of the gatic model,
whereit isimportant to dsaurage rent-seding behavior of bath parties seg e.g., Rajan and
Zingales(1998. (If neither party can walk away with the assg then ead party’ sincentive to
seach for aternative trading partnersisreduced.) Thusin fad joint ownership (or joint ventureg
can be explained bah in the datic (notrust) model andin the dynamic (trust) model.
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since, given that thereis less at stake, the gains from opportunistic behavior are lower. Second,
however, if a self-enforcing contract is breached, the penalty is also lower since the parties can
always rely on formal contracts in the post-breach, no-trust environment; as aresult, as argued by
Baker et al. (1994), the incentive to breach may rise.

Because these two effects are opposing, it is hard to draw clear-cut conclusions about
whether formal contracts will make it easier to sustain self-enforcing contracts (i.e., formal and
informal contracts are complements), or more difficult (i.e., formal and informal contracts are
substitutes). Which way it goes would seem to depend on the circumstances.

In their interesting recent paper, Rock and Wachter (2001) take the position that one
would expect to see few formal contracts inside the firm given the concentration of residual
control rightsin the hands of one party (the board of directors): rather the firm is a place where
informal agreements will flourish™®. My interpretation of (one part of) their argument isthat it is
hard to imagine two divisions of afirm being bound by aformal contract. The reason isthat
either party can be prevented from fulfilling the contract by the board of directors, who can
always ex post deny the members of the divisions (including the division heads) access to key
nonhuman assets or key decision-making authority. Division members are unlikely to be prepared
to enter into formal agreements which require them to pay damages in the event of breach, given
that they have so little power to ensure that these agreements are implemented.

Not only do Rock-Wachter provide a persuasive argument as to why formal contracts may

be difficult to sustain inside the firm, but also the discussion of this section suggests a reason why

19A related, but distinct, ideais that firms will arise in situations where it isimportant to
suppress individual incentives and foster cooperative behavior. See Holmstrom (1999).

16



formal contrads may be undesrable even if they are feasble: they may in some casesnake it
harder to sustain sdf-enforcing contrads (the caseof substitutesdescibed abowe). This may
provide some justificaion for the view that the murts shoud be hestant to intervenein the firm’'s
informal business that is, they shoud take ahands-off attitude even in casesvhere they have the

ability or expertiseto intervene.

6. Summary and Open Quegions

In this aticle, | have agued that it hasbeen dfficult to incorporate norms into the theory
of organizaions; and also that, althoughthere hasbeen some intereding recent work onthis
topic, thiswork hasnot to date gredly changed ou views @ou the determinants of
organizaional form.

| want to conclude by making a further qualification abou the material disausseal above.
The infinitely repeaed game models of Sedions 3 and 4are redly models of individual reputation
or trustworthiness That is, while it istemptingto think of the buyer andthe sdler in Sedion 3,
andthe shipper in Sedion 4,asrepreseiting firms, an extra gep isredly required for the
argument to work. This gep involves eplaining why a particular s of norms or reputationis
as®ciated with afirm or organization rather than with an individual or se of individuals who
work there.

To pu it in stark terms: what ensuresthat, when the CEO of a company that is known for
hightrust leaves the high-trust reputation deear't gowith her? Somehow there hasto be sme

stickinessin the firm or system, so that afirm’s reputation can be sgoarated from that of key
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personnel. To pu it ancther way, afirm’sreputation hasto have some of the charaderisticsof a
nonhuman assé However, exadly how this comes dou isfar from obvious.

One dtempt to explain how areputation can be anboded in afirm rather than a sé of
individualsis contained in arecent paper by Tadelis (1999. ** Tadelis cmnsiders the relationship
between afirm andits consumers. Think of the way afirm tredasits austomers, e.g., the way it
savicesits product, as anorm. Tadelis asamesthat every consumer obsavesthisnorm, i.e.,
they know how pad customers have been treaed, bu that consumers do nd know who awvns (or
manages the firm. If ownership changes customers do nd seethis and so assime that the firm
will continueto trea its austomersin the saneway. As areallt afirm that hastreaed its
customers well i n the pag will have avaluable reputation: moreover, ouside buyers may be
prepared to pay alot for thisreputation since d leas in the hort run—urtil and uriessthey show
that they canna maintain the reputation-they can charge more for their product than if they
started from saatch (withou areputation).

The Tadelis model provides ausdul starting pant in helping to understand why afirm’'s
intangible assts can be valuable. However, the ideathat a firm’s reputation matters only when (a
significant fradion d) consumers canna obseave a tange in ovnership isnaot that plausible. Itis
to be hoped that in the future it will be passble to relax the informational assimptions of the
model. For the moment the aedion d atheory of norms atached to afirm or organizaion
seans an even more challenging gal than the development of such atheory for the caseof an

individual .

"ror ealier work, seeKreps (1990 and Tirole (1996).
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