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understanding that tradeoffs in the real world take place on in- part of its return (p. 55). S i : fdanouﬁ,-‘ % ‘”x‘_
numerable different margins, many of which have been to realize lower technical P o"f“’%m
neglected in orthodox microeconomic theory. Williamson's investments are potentially hazar d:;odlmnon, hower
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informed. whenever asset specificity ispco““m. hnud:
Williamson’s lesson is that quantities and money prices are ty” and “opportunism”, With
not the only terms of exchange that matter. To make the Williamson’s use of
assumption that zechnical costs of production—and, hence, selling adopted from the wo;kth‘;- :lom ‘s’f boundeq
prices—are all that matter is to assume that the type and amount phasis is on man’s cognitive limis, | imon :
of capital used in production processes is given and fixed. is one objectively best course of mo‘n 1S P
However, in a world that uses capital goods in production, the given situation, but that man js for man g g,

security of exchange relationships is an important considera- of this optimal course. Furth ‘“mw Mjceﬂ’
tion. Secure exchange relationships encourage commitments son holds true for society. Simpl': hOlds tnle :
of wealth in the form of specific capital. A framework of tate that scarce cognitive ability':o'm DANCIples 1

respected rules among transactors is useful for enhancing the Opportunism is “self-interest °°000mm Don,
“integrity” (p. 41) of exchange relationships. Contracts among Although there are some ambj seckmg with gy e” (¢
transactors thus come into prominence, for contracting is a and discussion of oppomnismm(wm“?mwm
mutually beneficial way to explicate the rules by which part- it is sufficient for the purpose at lnn:emnahﬂe ve

ners to an exchange are to guide their behavior in the absence tunism as the absence of ezhica/ 0 understay d oppg
of complete knowledge of the future. Contracting, however, adhere to the spirit of their Contmcts Upon parties |
is not costless; tradeoffs typically must be made on margins quires that contracts provide an PPOrtunisy  thus re-
other than those of prices and quantities. Williamson's funda-  to willingly car Rend of themm incentive fg ' people
mental message is that “the object is not to h bargain.
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in standard theory by the .n,g,:m ek e o
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An Assessment of Transaction Costs

Williamson believes that orthodox theorists ignore :
portance of transaction costs because of their assump'..o'the ik
men possess unlimited cognitive abilities. This aswnp(n d:t
Icavmdmcamlystfmcwmodclallsmesofd)cwoddasm:
of optimizing behavior. This “production function framework™
(p. 393) thus cannot adequately explain institutions, for, i
Williamson's view, institutions survive only because dx; re(i;ol:
transaction costs. And transaction costs of the kind emphasized
by Williamson are prevalent because man’s cognitive abilitics
are scarce.

Williamson treats rationality like any other resource: It’s useful
and it’s scarce. These characteristics of rationality imply that
optimal patterns of allocation should allow for the scarcity of
man's mental abilities, just as they allow for the scarcity of man's
Physical abilities. It is in this context that Williamson explains
institutions as transaction-cost-minimizing devices.

But just what are transaction costs? Genuine transaction costs
exist when there are barriers to efficient exchange. But the effi-
ciency of exchange must be defined with respect to given tastes
technology, and resources. Transaction costs are constmint;
upon exchanges that would take place if only technical costs
of production are considered. These transaction costs are skill-
fully identified by Williamson. Undoubtedly, many institutions
canbcstbcundcrstoodassocialdcvimdlatscrvctominimizc
these costs. That orthodox economics has overlooked these
costs and institutions can only be explained by the Positivist
bent of most economists: Quantifiable prices and outputs are
alone considered relevant. Williamson’s accomplishment is
ls‘ho‘w that th";‘h constraints taken as given must include cogmmt/(c)
imitations. Theory is i i imitati
o e ry is incomplete if these limitations are not

We can go beyond Williamson, ho ecognize
.tran.sac‘tion costs are not the only rcaws‘:;/ncr f'o:nt(:l; existen: by
institutions. In particular, transaction costs cannot be c:cOf
responsible for the fact that we do not live in an Arrow-Deb ¥
\yorld. To use transaction costs willy-nilly to explain o d::vm-r'cu
tion of reality from general-equilibrium perfection is tocvl:Iyd
action costs responsible for the fact that economists’ -
tion of f'lqu tastes, technology, and resources g
tive of reality. However, absence of a compk:tcaar:ranOt it
Debreu forwm:d markets is not attributable to transau:ny qf):"czs‘:s.

RiSugRest (pp. 44-45). A more
o these markets is that
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technology, resources, and, especially, tastes are in fact 2o/ fixed.
Williamson explains institutions only as devices to minimize

transaction costs. This explanation is unobjectionable as far as
it goes, because his model is of a \\'oﬂd of fixed tastes,
rechnology, and resources. Although Williamson takes us on
a necessary step down the road to understanding insticutions,
a next step is to better explain institutions in the context of
chamging wastes, technology, and resources, for that is tl_)c con-
text in which real-world institutions emerge and survive.

When it is recognized that an optimal pattern of resource

allocation does not exist independent of the process that
generates resource-allocation patterns, the problem is no longer
confined to using given resources in the best way possible as
implied by independently given technology and tastes; no longer
is there a single objectively best pattern of resource allocation
implied in the data. It follows that Knightian uncertainty is a
feature of the real world.’ To mistake the legitimate assump-
tion of fixed tastes, technology, and resources for a descrip-
tion of reality is to commit the fallacy of what Fritz Machlup
called “misplaced concreteness”. Thus, there is the necessity
to explain the forces at work determining the particular
framework of tastes, technology, and resources upon which the
price system performs the well-understood “marvel” of
cconomizing. Although it requires a broader perspective than
that which economists have normally taken since the marginalist
revolution, it is not an abrogation of one’s theoretical duty to
address these issues.
For example, as economists we know that #f the market price
of a particular good is higher than the cost of producing and
marketing this good, more of this good will be produced. But
by what mechanism does this good come into being in the first
place? It is common practice to assume the good to exist in
well-defined form so that it is included in the standard ‘givens’
of economic analysis. And this assumption is indispensable for
many legitimate purposes of economic theory. In the real world,
however, a commitment of resources must be made on a basis
other than a simple comparison of prices to costs whenever
(especially new) goods and services are produced for market.
Without such entrepreneurial decisions, or ‘judgments” as Knight
called them, the assumption of given tastes is empty.

Here we find a rationale for the institution of the firm. If
resource commitments are often made without an objective
probability estimate of the demand price of the output, then
the value of the inputs used in such production processes are
not known—or “implied"—at the time such commitments are
made. Unless the owners of each input to a production pro-
cess agree that their compensation will be a certain percent-
age of the actual price of the output, someone must act as a
guarantor of the returns to those input owners who will profit-
ably contribute to the production effort only for secure
payments. The resulting contractual arrangement is a firm. In
a fully determinate world there would be no need for such

arrangements.
Undoubtedly, one role of institutions is to help man optimize
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extensive literature explaining why regulato 3 is an
to identify accurately true costs of productioz aﬁcnts e
son says dispels the reader’s intuition that frz;nch' oty
more likely to be compelled to reveal their try " biddey -
regulated firms. © €0StS than are

Williamson also fears that politi i i
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out of hand. Nevertheless, his conclusion that govmdlsmmdmem
regulation is therefore superior to franchise bidding does
follow. Williamson displays a naivete regarding the instj o
within which the regulatory process is carried out: “To the
tent that political skills override objective cconomic skills, :
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Problem #3 is not really a problem from the perspective of *The author would like to thank
consumers: Williamson believes that franchise bidding loses its 1. Williamson favorably cites D°" Lavoie for useful suggestions.
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