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The application of transaction cost economics to the study of
command economies in transition is a natural extension of its
application in capitalist economies. Transaction cost
economists argue that transactions are internalized where they
are less efficiently handled between firms (in a market), and
that “this necessarily means replacing markets with non-market
mechanisms (hierarchies).” Through slight maodifications, ...
substantial insight into changes taking place in (formerly)
socialist countries around the world can be gained” (Sacks,
1988:865). These modifications consist mainly of considering
the question of intcrnalization in reverse, i.e., conceiving of the
circumstances under which transactions would move from
hierarchy to market. This paper responds to the challenge
offered by Kroll (1988:858), who asks: “What factors induce a
shift of transactions from the planning hierarchy to
decentralized modes of organization?”

Transaction cost economics asserts that firms form where
markets fail (Coase, 1937). When applied to the transition of
command economies from hierarchy to market, the less
common assertion, that firms need not fail when the market
forms, envisions the creation of markets without the failure of
firms as a consequence.

Conditions under which the fundamental transformation occurs
are pervasive (Williamson, 1985). Where asset specificity is
high, and where bounded rationality, opportunism, uncertainty,
and frequency characterize the transacting environment, the
fundamental transformation represents an increase in transaction
costs. High asset specificity implies high transaction costs,
which implies low transaction costs which implies market
governance (Williamson, 1991a).

Where command is an attribute of the economic structure (this
is assumed to continue during a continuing period of transition)
two types of policy error can occur as shown in Figure 1:
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Figure 1 - Maladaptions Due to Policy Emors
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Thus, where low asset specificity implies market governance,
attempts to govern transactions within a hierarchy constitute the
Type 1 policy error, the error committed during the era of state-
sponsored socialism manifest in the creation of centralized but
inefficient units of production. Alternatively, where high levels
of site or physical asset specificity would normally lead to’
hierarchy as the most efficient form of governance, attempts to
force these assets into a market governance arrangement would
also be expected to fail, a Type II policy error. Accordingly:

Proposition 1: To the extent that physical or site
specificity exists as a consequence of the former
command’ economic structure, transaction costs will
be minimized where hierarchies are left intact.

Further, under the weak property rights regime in Eastern
Europe or in the Republics of the former Soviet Union, the
fundamental transformation is induced at a lower level of asset
specificity since inducements exist for transactions to be
integrated (forward, backward, laterally) to mitigate
expropriation hazards (Teece, 1986). In essence, transacting
agents motivated through greed, toward “hostage taking,”
(Williamson, 1991b:84) raise the level of asset specificity such
that the safeguard of hierarchy is necessary. The cost of
hierarchy as a safeguard is an increase in transaction costs.
Thus,

Proposition 2: To the extent that property rights
are strengthened, transaction costs (especially in
terms of dislocation and chaos) will be attenuated.

Also, socialism’s “bureaucratization of economic life” (Lange,
1938: 109) resulted in a set of transaction costs due to waste of
all types. Waste and asset specificity, specifically human asset
specificity, are closely related. Asset specificity has
traditionally been defined as redeployability (Williamson, 1985:
1991b). Under a weak property rights regime economic agents
safeguard their transactions through the creation and |
perpetuation of informational asymmetries, pervasive
superior/subordinate bargaining, and the dysfunctional reliance
upon politicking and contacts to “get things done” (Pearce,
1991). Where maladaptively internalized assets are returned to
market governance through the elimination of waste (i.e.,
through alignment), a society is endowed with the benefit of
underutilized assets redeployed, and the likelihood that the firm
thus unburdened will fail is reduced. Hence:
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Then if one accepts that the level of both asset specificity and
alignment are responsive to strategic (policy level) influence, it
may be argued that societal actors are capable of raising
alignment while lowering asset specificity. Consider, for a
moment, how alignment and asset specificity operate. High
alignment implies hierarchical governance that economizes on
absolute transaction costs. Each impacts the nature of
economic substitutions at the margin, but in an inverse manner.
As alignment is increased, the absolute efficiency of the firm is
enhanced, thus reducing the likelihood of firm failures. As
asset specificity is reduced, the market is relatively more
efficient in transactional govermnance. Transactions move from
hicrarchy to market. Accordingly:

. Proposition 4: The pace of transition from hierarchy
to market, and thus the survival rate of firms, may be
influenced by policy level actions that simultaneously
raise alignment while lowering asset specificity.

The thesis of this paper, that firms need not fail when the
market forms, although less typical and somewhat preliminary
in its development, is inténded to stimulated comments and
future thought on the transaction cost implications of moving
command economies from hierarchy to market. It is hoped that
the propositions advanced are supportive of this purpose.
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