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Alliances and similar cooperative efforts are receiving increased attention in the strategic
management literature. These relationships differ in significant ways from those governed
by markets or hierarchies, and pose very different issues for researchers and managers. In
this paper we address alternative forms of governance in cases where multiple organizations
repeatedly cooperate. We explore their characteristics and follow this with a discussion of
criteria which we believe bear on the choice of governance: risk and reliance on trust. We
offer propositions on relationships between these criteria and the choice of governance
mechanisms. In the concluding section of the paper we explore the implications of our
analysis for managers and scholars.
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Rapid changes in technology, the competitive
environment, firm strategies and other pressures
are prompting many firms to seek continuing
cooperative relationships with other firms. These
joint efforts are seen as expeditious ways to keep
pace, especially when the firm is seeking unique
and pioneering resources. But why are firms
engaging in such repeated, contract-based trans-
actions of idiosyncratic assets with the same
organization when received theory (see. gener-
ally, Coase, 1937; Williamson, 1975, 1985)
predicts that they should be using hierarchical
arrangements? Powell (1987) suggests that these
firms are pursuing a diverse set of business
objectives that require cooperation because they
involve reciprocal dependencies.' The contract-

Key words: Governance structures, relational con-
tracts, recurrent contracts, reliance on trust, contract
risk

' These business objectives include gaining access to new
technologies or markets, benefiting from economies of scale
in joint research. production. and/or marketing. gaining
complementary skills by tapping into sources of know-how
located outside the boundaries of the firm. sharing the risks
for activities that are beyond the scope or capability of a
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based governance forms employed in pursuing
these diverse business objectives include strategic
alliances (e.g. James, 1985), partnerships (e.g.
Perlmutter and Heenan, 1986), coalitions (e.g.
Porter and Fuller, 1986), franchises (e.g. Fried-
lander and Gurney, 1981), research consortia
(Ouchi and Kremen-Bolton, 1988), and various
forms of network organizations (e.g. Eccles and
Crane, 1987, Jarillo, 1988; Lincoln, 1990; Powell,
1990).2

Comparative analysis of the mechanisms avail-

single organization. and gaining synergy by combining the
strengths and overcoming the weaknesses of firms in
undertaking a venture that is much broader and deeper than
a simple supplier relationship. marketing joint venture, or
technology licensing arrangement. Similar arrangements
appear to be emploved by organizations that contract out in
‘restructuring’ or in ‘downsizing® their operations (e.g.
Cameron. K.. Freeman. and Misha. 1991; Richardson. 1988;
Sutton and D'Aunno. 1989) or by governmental agencies
engaged in the privatization of public services (e.g. Bryson
and Ring. 1990).

= Our argument in this paper is solely with the adequacy of
the TCE literature in treating these interorganizational
relationships. Gray (1990) and Oliver (1990). however,
provide excellent reviews of the adequacy of the interorgani-
zational relations (IR) literature in dealing with these
emerging forms.
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484 P. S. Ring and A. H. Van de Ven
able to govern these kinds of business relation-
ships has been undertaken by scholars working
within a branch of institutional economics that
is now known as transaction cost economics
(TCE) (see, generally, Williamson, 1975, 1985).
Briefly, TCE analysis of governance structure
alternatives explores the following fundamental
question: when does a manager pursuing the
kinds of business objectives described above use
the market, rely on her own organization, or use
a mixed-mode relationship?

TCE researchers operate on an assumption
that in answering this question, managers will be
motivated solely by efficiency considerations; that
is, they will select the least costly of these
alternatives, taking account of the combined
effects of transaction and production costs (e.g.
Williamson, 1985: 61). Other motivations, such
as equitable outcomes, are understated in these
analyses. TCE analysis also assumes that econ-
omic actors are opportunistic. The implications
of trusting behavior in designing governance
mechanisms are generally ignored.

Williamson (1991: 269) has pointed out that
‘transaction cost economics has been criticized
because it deals with polar forms—markets and
hierarchies—to the neglect of intermediate or
hybrid forms.” More pointedly, Stinchcombe
(1990: 198) notes that:

[a] common danger with the ideal-type method
[employed in TCE literature] is that one of the
types, usually the most interesting, is defined
residually, by contrast with an empty ideal-type
into which few empirical observations fall. This
means not only that intermediate cases are
misanalyzed, but that even the poles of contract
and hierarchy are poorly defined (emphasis
added).

Although cognizant of alternative modes of
governance, the tendency to emphasize markets
and hierarchies in the formulation of the govern-
ance question leaves a significant void in our
understanding of alternatives. This is especially
the case in our understanding of alternative forms
for the governance of repeated transactions of
highly idiosyncratic assets under conditions of
uncertainty, and small numbers bargaining, such
as biotechnology research, transnational joint
ventures, or extractive resources exploration.
TCE theorists argue that these kinds of trans-
actions are best governed by hierarchy because

it solves many of the problems associated
with opportunistic behavior by the parties.
Stinchcombe (1990), however, provides a compel-
ling counter-argument: that when deemed neces-
sary, contracts can be constructed to simulate
hierarchies.

Stinchcombe's argument points out that this
substitution occurs through a ‘network of con-
tracts (1990: 236).” However, as Doz and Pra-
halad (1991: 148) note: ‘[tlhe usefulness of
transaction cost analysis for research on manage-
ment processes is limited by. . .its primary focus
on single transactions as units of analysis.” The
cooperative arrangements that are emerging
in many industries, however, involve repeated
transactions between the same partners. In
addition, although managers invariably confront
the make or buy decision in dynamic contexts,
facing real time constraints, TCE analysis is
static.”

Thus, although TCE provides a sound theoreti-
cal foundation for the exploration of market
versus hierarchical mechanisms for solving stra-
tegic dependencies, it suffers from not adequately
exploring other available governance structures,
repeated transactions, the dynamic evolution of
governance and transactions, and the key roles
of trust and equity in any interorganizational
relationship. We seek to partially fill these
shortcomings in this paper.* We focus our
attention on recurrent and relational contracting,
and the inherent flexibility they provide parties

* A broader discussion of mergers is beyond the scope of
this paper (e.g. Berg. Duncan and Friedman, 1983: Harrigan,
1985. 1986; Killing. 1983; Walsh and Ellwood, 1991). Time
constraints may explain why. contrary to the logic of TCE,
firms acquire (or merge with) other firms to obtain assets
that are not idiosyncratic and will not be transacted for
repeatedly under conditions of uncertainty. As pointed out
by a reviewer of earlier drafts of this manuscript, acquiring
the whole when only a part is sought is inherently inefficient.
The static approach of TCE masks the conflict inherent in
many mergers: they provide a relatively faster, more certain,
and sometimes less expensive way of achieving the kinds of
business objectives Powell (1987) identifies, but at the risk
of diverted management attention. increased organizational
complexity and (more often than not) greater investment.
We argue that recognition of this conflict ultimately will lead
managers to consider relational contracting as an alternative
means of meeting these kinds of needs.

+ Although beyond the scope of this paper. we would argue
that the agency theory. for many of the same reasons, has
left a similar void in our understanding of the governance of
transactions within the hierarchy. We will touch briefly on
the implications of our argument as they relate to internal
governance in the concluding section of the paper.
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who can rely on trust in governing risk in
transactions. Indeed, relational contracting is
manifest in the extremely wide variety of new
forms governing repeated transactions among
organizations (e.g. Dore, 1983).

We begin with an analysis of the characteristics
of alternative governance mechanisms. We then
outline criteria which we believe bear on the choice
of governance. This is followed by a discussion of
relationships between these criteria and the choice
of governance mechanisms. In the concluding
section of the paper we explore the implications
of our analysis for managers and scholars.

ALTERNATIVE FORMS FOR
GOVERNING TRANSACTIONS

The characteristics of two polar forms for
governing transactions—market-based discrete
contracts and hierarchies—have been the focus
of intense scholarly interest by institutional
economists (Commons, 1934, 1950; Coase, 1937;
Williamson, 1975, 1981), organizational sociol-
ogists (Barney, 1990; Granovetter, 1985; Oliver,
1990; White, 1981), lawyers (Goldberg, 1980;
Klein, 1982; Macneil, 1974, 1978, 1980) and
strategic management and organizational theorists
(Barney and Ouchi, 1986; Donaldson, 1990; Hill
and Kim, 1988; Hill, 1990; Jones and Hill, 1988).
A very brief review of these characteristics is
instructive because they provide the basis for
exploring alternative frameworks for governing
transactions. In Table 1, some of the more
distinguishing characteristics of a broader set of
alternative governance mechanisms are outlined.
In this paper we explore the advantages of
recurrent and relational contracts, which, we will
argue, can provide transacting parties with an
ability to avoid many of the liabilities caused by
the use of discrete contracting and/or hierarchies
as governance mechanisms.

Market-based transactions can be simply
characterized as discrete contracts: relatively
short-term, bargaining relationships between
highly autonomous buyers and sellers designed
to facilitate an economically efficient transfer of
property rights. The conditions associated with
these transactions are ‘sharp in;’ that is, they are
accompanied by a clear-cut, complete, and
monetized agreement. They are also ‘sharp out,’
l.e., the seller’s debt of performance and the
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buyer’s debt of payment are unambiguous. Since
the property, products, or services exchanged
here tend towards the non-specific, and can be
transacted among many traders, the competitive
marketplace and classical contract law provide
efficient safeguards to the parties for governing
these transactions (Macneil, 1978; Williamson,
1985). When individuals contract on behalf of
their organizations, they require some security
that the terms of their transactions will be
enforceable. The laws of contract enable trans-
acting parties to appeal to the state’s powers of
coercion. Should conflict arise among the parties,
ultimate security is provided by the state which
enforces the terms of such a contract, if it is
judged to be lawful.

In such imperfectly competitive market circum-
stances, parties to a bargaining transaction are
assumed to be equal and legally free. Thus, social
relations between parties tend to be limited as
developing them can be costly. If they do exist,
social relations between the parties have come
to be viewed by many scholars as atomized and
irrelevant (e.g. Williamson, 1985: 69). Indeed,
as Adam Smith observed in 1776, social atomi-
zation is a prerequisite to perfect competition.

In contrast, hierarchical or managerial trans-
actions usually deal with the production of wealth
or the rationing of resources among superiors
and subordinates. Commons (1950) pointed out
that a lawful managerial transaction requires
legal ownership of property, obtained through
bargaining transactions. While the law of bargin-
ing transactions in markets sets up an ethical
ideal of persuasion between individuals who are
legally equal and free, the law of managerial
transactions rests on the legal right of the owner
to issue commands to laborers and on the
correlative duty of obedience by the laborers to
the commands of owners (Commons, 1950: 54).

Williamson (1975, 1985) proposes that where
transactions have highly uncertain outcomes,
recur frequently, and require unique or trans-
action-specific investments, they can be perfor-
med most efficiently within hierarchies. When
conflict arises, it is resolved by resort to the
authority or fiat that is embedded in the
asymmetrical command and obedience roles
relationships that are characteristic of hierarchy.
In these unified governance structures, the
employment contract is the relevant legal form
of governance.
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Quite different from the generally well under-
stood forms of market and hierarchical govern-
ance, the interorganizational relationships we
explore in this paper can be governed by two,
less well explored, types of contracting: recurrent
and relational. Recurrent contracts involve
repeated exchanges of assets that have moderate
degrees of transaction specificity.® The terms of
these exchanges tend to be certain, but some
contingencies may be left to future resolution.
Temporally, the duration of these contracts is
relatively short-term. The parties see themselves
as autonomous, legally equal, but contemplating
a more embedded relationship. They use the
recurrent contracting to explore outcomes driven
by motives other than efficiency, to experiment
with safeguards, and with alternative methods
for resolving conflict. Neoclassical contract law
(Macneil, 1974) provides the legal framework
within which these predominantly market-based
transactions are governed.

In contrast, relational contracts tend to involve
long-term investments that stem from groundwork
laid by recurrent bargaining on the production and
transfer of property rights among these legally
equal and autonomous parties. The property,
products, or services jointly developed and
exchanged in these transactions entail highly specific
investments, in ventures that cannot be fully
specified or controlled by the parties in advance
of their execution. As a consequence, the parties
to these rational contracts are exposed to a much
broader variety of trading hazards than their
counterparts employing either market or hier-
archical transactions experience. Disputes are
resolved through internal mechanisms designed to
preserve the relationship and insure that both the
efficiency and equity outcomes sought in the long-
term relationship are realized. In contrast to the
unified governance typically attributed to hierarchy
(e.g. Williamson, 1985, 1991), bilateral governance
is employed in relational contracts.

CRITERIA BEARING ON CHOICE OF
GOVERNANCE FORMS

Our analysis of cooperative agreements that
are governed by recurrent and/or relational

* Williamson (1985) would characterize these as being mixed
idiosyncratic assets.
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contracting requires that we make a set of
assumptions about the transacting parties. First,
we assume that risk and trust are separable
concepts for transacting parties. Second,
employing a behavioral assumption of trustworthi-
ness (open, other-regarding behavior) rather than
opportunism (self-interest seeking with guile)
enables us to (a) define how firms might build
trust through recurrent contracts and (b) explore
the benefits of governing long-term uses of
idiosyncratic assets through relational contracts
in lieu of hierarchies. Third, we assume that
parties to contracts negotiated and agreed to on
the basis of trustworthiness are far less constrained
ex ante about the ex post contract implications
of their bounded rationality (i.e.. they trust each
other to deal fairly with gaps in the contract that
result from their inability to perfectly forsee the
future). These assumptions about conditions
under which relational contracting occurs are
associated with criteria that bear on the govern-
ance choices confronting transacting parties, a
premise we now develop in more detail.

Risk

A recurring source of risk in all transactions is
the need to make decisions in the face of the
uncertainty of accomplishing tasks that require
sustained cooperation with others, particularly
when they represent difficult or novel ventures
(Ring and Van de Ven, 1989). This uncertainty
can lead to various types of risk. Chakravarthy
(1985: 260) describes one form as commercial
risk (i.e.. the probabilities of finding
‘price-performance niches’ in the market) and
another as technological risk (i.e., the probability
of bringing technology to the market). Risk may
also reflect difficulty in establishing probabilities
to scientific (i.e. ‘a lack of fundamental
knowledge") or engineering (i.e. will a technology
work?) uncertainty (Marcus, 1988: 140). Finally,
risk may be defined in terms of ‘corporate risk’
(see. generally, Bromiley, 1991; Miller and
Bromiley, 1990). This kind of risk frequently
presents itself as managers confronting the need
for resources choose between a slower process
of further enhancing their own organization’s
capabilities, or acquiring those capabilities rap-
idly, but at high investment costs, through a
merger.

Deciding whether an organization should face
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488 P. S. Ring and A. H. Van de Ven
circumstances in which these forms of risk all
occur alone, or through cooperative arrange-
ments, leads to ‘corporate strategic risk’ (Baird
and Thomas, 1985). In their view, this kind of
risk involves ‘venturing into the unknown,
[moves] that may result in corporate ruin—moves
for which the outcomes and probabilities may be
only partially known and where hard to define
goals may not be met’ (Baird and Thomas,
1985:231-232).

In this paper we proceed on an assumption
that the degree of risk inherent in any transaction
generally will rise in direct proportion to decreases
in time, information, and control (MacCrimmon
and Wehrung, 1986: 14-19). Time accentuates
risk when demands for action are beyond the
control of the parties to a deal. For example,
fear of losing first-mover advantages can drive a
firm to prematurely market new products, even in
the face of high commerecial and/or technological
risk.

Unexpected natural events (earthquakes.,
blizzards) or environments that regulate the
activities of organizations (such as unions, quality
conscious buyers; e.g. Ring, 1989) can lead to
increased risk by reducing management’s control
over the way in which it manages its operations.
The absence of required resources also reduces
an organization’s control over its own actions
(e.g. Pfeffer and Salancik, 1978). And, as
MacCrimmon and Wehrung (1986) point out, a
lack of control is usually accompanied by a lack
of information. This lack of information also
affects the degree of risk faced by the parties to
a transaction.

The lack of information
of scientific or engineering
consequence of information asymmetries (e.g.
Arrow, 1971). Whatever its source, a lack of
information also will affect choices regarding the
design of transaction governance structure. In
dealing with risk, parties to a transaction will
select a governance structure that provides
appropriate safeguards against that risk. Those
safeguards, generally, will lead to more complex
governance structures as levels of risk increase.
Thus, consistent with Williamson (1975, 1985)
we propose:

may be a result
uncertainty, or a

P1: The greater the risk in a transaction, the
more complex the governance structure, Ceteris
paribus.

Trust

Although higher degrees of risk mean that
managers must focus more of their attention on
the commercial and financial characteristics of a
deal they are contemplating, the need to work
cooperatively over sustained periods of time
means that they must also concern themselves
with the trustworthiness of other parties to a
deal. Two different definitions of trust are
frequently used in the literature: (1) confidence
or predictability in one’s expectations (Zucker,
1986) and confidence in the other’s goodwill
(Friedman, 1991). We employ the second defi-
nition in this paper. We operate from the
perspective that personal embeddedness at a
minimum, is a necessary condition for trust (e.g.
Blau, 1964).

There is pervasive evidence supporting the
inclusion of trust as a critical factor in a structural
model of transactions. For example, Arrow
(1973: 24) points out that *. . .ethical elements
enter in some measure into every contract;
without them, no market could function. There
is an element of trust in every transaction’ and
it varies with transacting parties. Fried (1982: 8)
argues:

when my confidence in your assistance derives
from my conviction that you will do what is
right (not just what is prudent), then I trust
you. and trust becomes a powerful tool for our
working our mutual wills in the world. So
powerful a tool is trust that we pursue it for its
own sake; we prefer doing things cooperatively
when we might have relied on fear or interest
or worked alone.

Thus, we conclude that some element of trust
will be required for any transaction in which
simultaneous exchange is unavailable to the
parties. Needless to say, the condition applies to
most modern business transactions. Williamson
(1985: 62-63) acknowledges the utility of trust.
He observes that ‘[o]ther things being equal,
idiosyncratic exchange relations that feature
personal trust will survive greater stress and will
display greater adaptability.’

Generally, trust emerges in two ways. First it
may be based on norms of equity which define
the degree to which one party judges that another
party will fulfill its commitments and that the
relationship is equitable (Van de Ven and Walker,
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1984). The concept of equity is developed in
exchange theory, which argues that participants
in a relationship desire: (1) reciprocity, by which
one is morally obligated to give something in
return for something received (Gouldner, 1959).
(2) fair rates of exchange between utilitarian
costs and benefits (Blau, 1964), and (3) distribu-
tive justice, through which all parties receive
benefits that are proportional to their investments
(Homans, 1961).

The desire to be viewed as trustworthy also
has more direct, utilitarian roots. First, there are
many non-legal sanctions which make it expedient
for individuals and organizations to fulfill commit-
ments (Macaulay, 1963). Repeated personal
interactions across firms encourage some mini-
mum level of courtesy and consideration, and
the prospect of ostracism among peers minimizes
individual opportunism. At the organizational
level, the prospect of repeat business discourages
attempts to seek a narrow, short-term advantage
(Maitland, Bryson and Van de Ven, 1985).

Thus, trust is more likely to be extended to
an organization when that organization earns a
reputation in the market place for following
norms of equity.® We argue, however, that a
reputation for trustworthiness, while necessary
for acting in reliance on trust in a business
relationship, is not sufficient.

Reliance on trust by organizations can be
expected to emerge between business partners
only when they have successfully completed
transactions in the past and they perceive one
another as complying with norms of equity. The
more frequently the parties have successfully
transacted, the more likely they will bring higher
levels of trust to subsequent transactions. As the
level of trust increases, greater reliance may be
placed on the actions of the trusted party. Thus,
we propose that:

P2: Trust is a necessary, but not sufficient,
condition for market transactions, ceteris par-
ibus.

P3: Reliance on trust will emerge only as a
consequence of repeated market transactions

© Weigelt and Camerer (1988) provide a very useful review
of reputation. Their analysis of reputation as a screcning
mechanism is pertinent to our approach, but a more detailed
explication is not essential to the arguments made here.
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between the parties affirming the observance of
norms of equity by both parties.

Risk and trust are related

Parties with a history of successful transactions
are less likely to suffer the adverse affects of
information asymmetry because they will share
information that reduces technological or com-
mercial risk more freely with each other. As they
transact repeatedly, and observe norms of equity
and reciprocity, they may place greater reliance
on parties not to act opportunistically when given
access to proprietary information. Moreover,
these same parties are likely to view the
information they received from each each as
more reliable (see, e.g. Normann, 1971 on the
effects of known intermediaries on information
exchanges).

As organizations transact more frequently, and
for very different reasons, with other parties, it
increases the likelihood that they will be able to
exercise greater autonomy without fearing a loss
of control in subsequent transactions. As they
observe norms of equity and reciprocity regarding
the ‘management’ and their contractual relation-
ships, they may loosen constraints on operating
autonomy that are employed to guard against
opportunistic behavior. These'controls’ manifest
themselves as ex post costs of contracting such
as bonding costs, or as ‘agency’ costs such
as monitoring expenditures of the parties as
principals (e.g. Jensen and Meckling, 1976).

The more frequently that an organization
transacts with different types of organizations,
the more its stock of information regarding the
predictability or reliability of parties is likely to
increase. Diversity in transactions is also likely
to increase its store of information regarding the
efficacy of contractual safeguards. Finally, even
though a lack of time is frequently something
over which all parties to a transaction have
relatively little control, a history of successful
past transactions may enable parties to prolong
the time within which decisions have to be made.
Past success can also diminish the time required
to gather information. Thus. we propose that:

P4:  The greater the ability to rely on trust,
the less the risk inherent in a transaction, ceteris
paribus.

Reproduced with permission of the:copyright:owner. Further reproduction prohibited without permissionyyapnw.manaraa.com



490 P. S. Ring and A. H. Van de Ven
RELATIONSHIPS BETWEEN
GOVERNANCE STRUCTURE, TRUST
AND RISK

The foregoing discussion implies that relation-
ships may exist between degrees of risk, reliance
on trust and the kind of governance structures
employed by parties to a transaction. More
explicitly, we offer the following propositions.

P5 : Varying levels of risk and reliance on
trust will explain the governance structures of
transactions.

P5a: Low risk, low reliance on trust trans-
actions will be governed by markets, ceteris
paribus.

P5b:  High risk, low reliance on trust trans-
actions will be governed by hierarchies, ceteris
paribus.

P5c:  Low risk, high reliance on trust trans-
actions will be governed by recurrent contracts,
ceteris paribus.

P5d: High risk, high reliance on trust trans-
actions will be governed by relational contracts,
ceteris paribus.

In Figure 1 we illustrate these propositions. In
the discussion which follows we expand upon the
logic that supports them.

RISK OF THE DEAL
low high
1 2
low
markets hierarchy
RELIANCE ON TRUST
AMONG THE PARTIES 3 4
high recurrent contract relational contract

Figure 1. A typology of governance structures

Cell 1

In many business transactions, each party has
easy access to information needed to evaluate
commercial or technological risk. Time frames
within which the transaction is to be carried out
are short enough that the parties can exercise
appropriate levels of control. These transactions
reflect low risk. Thus, the parties need not
depend on a single partner to accomplish a
transaction or, for that matter, on any party’s
trustworthiness. Discrete contracts, classical con-
tract law and markets provide an ideal combi-
nation for governing these kinds of transactions.
Even when simultaneous exchange is not possible,
if these transacting parties encounter conflict,
mistrust, or malfeasance, they can seek recourse
from the courts rather than depending on the
party to ‘make things right’, and then ‘can simply
move on to the legion of other traders willing to
do business on market terms; social relations and
their details thus become frictional matters’
(Granovetter, 1985: 484). :

Consequently, while sufficient for transacting
in such circumstances, reliance on trust is not
necessary and, in fact, levels of trust may be
very low or nonexistent in many such transactions.
However, if parties wish to establish reputations
for trustworthiness in the market, they can only
do so by refraining from opportunistic behavior
in the course of negotiating and executing discrete
contracts.

Cell 2

In contexts in which high levels of risk may be
encountered, and economic efficiency is the sole
objective of the parties, hierarchical governance
structures generally provide the parties with appro-
priate safeguards. Dependence is eliminated on
complex and costly negotiations to anticipate
properly the totality of investments and all possible
outcome contingencies that may be entailed in
undertaking a high-risk venture through a discrete
contract-based market transaction. In addition, in
high-risk situations in which time is of the essence,
the parties may employ hierarchy as a governance
mechanism through a merger. But, this gives rise
to the conflicts outlined above.

Or, the parties can simply agree to create a
new hierarchy through a joint venture. This has
the effect of reducing some of the corporate risk
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in the transaction by limiting the degree of
investment in the hierarchy (in contrast to
merger, or acquisition, of the whole hierarchy of
another organization). In this ‘newco,” opportun-
ism is mitigated and constrained by the role and
authority relations that are prescribed. motivated,
and monitored in a unified governance structure.
By appeal to authority and fiat, internal organi-
zation is ‘an enormously efficient way to settle
instrumental differences’ (Williamson, 1975: 30).

Reliance on high levels of trust may be
sufficient for organizing such transactions within
the unified governance structure that charac-
terizes hierarchy, but it need not be necessary.
Indeed, in hierarchical governance structures,
dependence on maintaining good social relations
can be virtually eliminated. Role relations
between legally unequal superiors and subordi-
nates are substituted, and as they become
institutionalized their efficacy can grow.” In this
kind of context, Granovetter (1985) argues that
an over-socialized account of human action
emerges in which institutional role arrangements
attenuate the dependency on personal trust
characteristic of behavior in socially embedded
relationships. Thus, like the under-socialized.
atomistic view of social relations between parties
in simple market transactions, this over-socialized
view of role relationships between superiors and
subordinates in hierarchical transactions tends to
relegate social relations to frictional matters.

In sum, parties transacting by discrete contract
in markets or within hierarchies rely on atomistic
market norms or superior/subordinate role
relationships. In contrast, we argue that trust is
the principal mode of social control among parties
using recurrent or relational contracting as a
means of governance.

Cell 3

Nothing in the theory of transaction cost eco-
nomics requires that assumptions be made about

7 As most students of organizations will recognize. achieving
these kinds of results in practice is quite difficult. Authority
leads to its own abuses (e.g. Dow. 1987). Because decision-
making powers are not always clearly delineated. uncertainty
abounds within the hierarchy. Moreoever. information
asymmetries, organizational politics. rapid changes in internal
and external environments all create risk and give rise to the
need to establish and rely upon trust. We cxplore these issues
briefly in the conclusion.
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relationships between the transactions of a single
party. Thus, a transaction undertaken by a party
at time (r,) is made independent of the future
needs of that party, including the need for
transaction-specific assets at time (t,,).% The
static nature of TCE, and its focus on single
transactions, also means that transaction cost
analysis does not require explicit assumptions
regarding history between focal transacting par-
ties.

Recurrent contracting enables the parties to
build trust, by demonstrating norms of equity
and reciprocity. This form of governance also
enables them to experiment with elements of
hierarchy that can be incorporated into contract:
command structures and authority systems, incen-
tive systems. administered pricing systems (costs,
qualities, prices). a structure for the resolution
of conflict and standard operating procedures
(Stinchcombe, 1990).

If we assume that parties act strategically, then
recurrent contracting provides an approach to
governing transactions in time (z,) that would
not be efficient if no future transaction between
the parties was contemplated. As we have
suggested. the parties may experiment with
exogenous or endogenous safeguards that would
not be necessary if they were to rely solely on
the market as a governance mechanism. The
ability to rely on trust enables parties anticipating
the need for transaction-specific assets at time
(t,.,) to consider each other in time (f,) as
sources of those assets.

Thus, given the opportunity. parties may
engage in recurrent low-risk transactions within
market governance structures for purposes of
establishing higher levels of trust with their
partners.” Over time, recurrent contracting
between parties also permits experimentation
with safeguards calibrated to higher degrees
of risk and greater reliance on trust. These
safeguards, ultimately, may offset the need to
rely upon the more costly (both in production

~ The more likely implicit assumption in TCE is that if the
party is aware of the need for transaction-specific assets in
the future. they will understand that the most efficient way
of meeting the need is by resort to a hicrarchy.

Y Williamson (1985: 62-63) rccognizes that recurrent trans-
actions can reduce transaction costs that arise from the
‘fundamental transformation’ of a large numbers bidding
condition to a small numbers bidding condition. See, more
generally. Williamson {1985: 343-345).

Reproduced with permission of the:copyright:owner. Further reproduction prohibited without permissionyyapnw.manaraa.com



492 P. S. Ring and A. H. Van de Ven
and transaction costs) unified governance that
tends to accompany hierarchy. In the future they
may be able to pursue more flexible production
processes, by employing a governance structure
that does not create redundancies to existing.
hierarchically based solutions to engineering or
administrative problems (Miles and Snow, 1978).

We also argue that recurrent contracting
enables the parties to a transaction to more easily
pursue equitable outcomes that lead to higher
levels of trust. The low risk condition of recurrent
contracting solutions to governance enables the
parties to explore a wider variety of administered
pricing schemes, or to leave other performance
measures (e.g. quantities, quality, delivery time)
open to future determination.

Neoclassical contract law (e.g. Macneil, 1978)
provides parties engaged in recurrent contracting
with greater flexibility. This flexibility is denied
them by classical contract law that is most
efficiency applied in cases of discrete contracting
which, we argue, will be employed in the low-
risk, low-trust conditions of Cell 1 of our model.
As Williamson (1991: 271) observes:

Neoclassical contract law. . .relieves parties from
strict enforcement {in] contracts in which parties
to the transaction maintain autonomy but are
bilaterally dependent to a nontrivial degree.
Identity plainly matters if premature termination
of persistent maladaption would place burdens
on one or both parties.

The ability to engage in recurrent contracting
also provides parties anticipating the need to rely
on each other for idiosyncratic assets in the
future to guard against one final contingency. In
our discussion of risk and trust we made no
judgement about the impact, if any, time would
have on their variability. Now we make the
following assumption: parties will have the
opportunity to engage in riskier transactions
sooner than they can develop offsetting capabili-
ties to rely on trust between themselves. In such
situations, neoclassical contract law provides the
flexibility required to experiment with safeguards
that offset the parties’ inability to rely more
heavily on trust in governing the transaction.

Cell 4

The kinds of reciprocal dependencies described
in our opening paragraphs involve transactions

characterized by high asset specificity, uncer-
tainty, and recurrence in a small numbers
bargaining condition. In these high-risk trans-
actions, the TCE argument is that hierarchy is
the most efficient governance structure, ceteris
paribus. Lincoln (1990: 281) concludes, however,
that such an argument ‘stresses the cold, rational,
and formal side, [of transacting]’and ignores the
crucial role that informal, socially embedded
personal relationships have in producing stable
relations of trust, obligation, and custom among
formally independent firms."

The flexibility inherent in relational contracting
creates strong incentives to become involved with
parties in whose trustworthiness heavy reliance
can be placed. Among these flexibilities is the
ability to avoid the kinds of conflicts, previously
discussed, that arise in mergers, such as making
trade-offs between timeliness and high investment
costs.

Because risk is high in these transactions, high
levels of trust are not only sufficient; they are
also necessary. The degree to which the parties
rely on trust in designing endogenous safeguards
for their transaction will depend upon the degree
of risk the parties will face in their transaction.

Relational contracts require a more elaborate
internal governance structure than is associated
with discrete transactions, or recurrent con-
tracting. but one that is less elaborate than that
which accompanies unified governance. Whereas
discrete transactions rely heavily on public
ordering of legal and market sanctions, and
unified governance relies on elaborate authority
relationships, relational contracting rests much
more on private ordering emerging from what
Kronman (1985) describes as a ‘state of union’:
an evolving set of safeguards that are mutually
agreed to by, and for. the immediate parties

10 [ndeed. Dore (1983). Granovetter (1985), Lincoln (1990)
and Powell (1990) argue that occasional reliance on socially
embedded relations often produces sufficient levels of trust
and obligation between parties to efficiently avert market
failure and the need for full internalization of transactions
within a hierarchy. As exemplified in Eccles’ (1981) construc-
tion industry and investment banking (Eccles and Crane.
1987) studies. the overlay of long-term, personal relationships
on economic transactions between firms generates standards
of expected behavior. reliable information. and monitoring
procedures that are at least equal or superior to those of
internal hierarchical relations in discouraging malfeasance.
In this sense. relational contracting combines the efficiency
and flexibility of markets with the control and information-
processing advantages or organization (Lincoln, 1990: 281).
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because they see their interests as convergent.
In cases in which the parties face reciprocal
strategic dependencies of the types previously
described, interests do converge.

The successful reliance on high levels of trust
that can emerge from recurrent contracting enables
the parties to employ relational contracts in repeat
transacting for idiosyncratic assets, even in cases
in which ex ante transaction risk is very high. The
use of appropriate endogenous safeguards to
achieve an internal harmonizing of conflict and the
preservation of relationships built to solve strategic
dependencies is of paramount importance in
relational contracts (e.g. Macneil, 1978).

We argue that greater harmony (and an
enhanced ability to preserve a relationship) flows
from the increased production and transaction
flexibility available to the parties through
relational contracts. Authority and control sys-
tems related to performance outcomes can be
loosely specified in the contract. Incentive systems
can be left adaptable to the changing needs of
the specific relationship, and made independent
of other systems employed by the parties. Issues
such as costs, quality, prices, volume, and other
production-related matters can be left relatively
open-ended.

This flexibility obviates the necessity of leaving
gaps in the contract which, in all likelihood,
would render the contract void under classical
contract law. The ability to internally harmonize
conflict also enables the parties to avoid over-
specifying the contract, which could leave them
with little or no production or transaction-related
flexibility. Thus, we propose that:

P6: The elaborateness of safeguards in
relational contracts is a function of the perceived
level of risk in a transaction and the reliance
on trust by the parties to the exchange.

Broadly, these safeguards elaborate the rights
and duties of parties pertaining to the conditions
of the transaction.'' They will also govern claims

1! These broadly defined types of safeguards will also be
employed in governing the three other nodal types of
governance outlined in Table 1. In our brief discussion of
the kinds of contract law used in each type of governance
mechanism. we have touched on some of the issues related
to safeguards. Safeguard issues related to Cells 1 and 2 in
Figure 1 should be well understood. Our discussion of
recurrent contracting provides some insight into the oppor-
tunities to experiment with safeguards. In all of these cases.
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that may flow from the transaction due to conflict
between the parties, as well as the decision
processes, review provisions, and due process
appeals that may be followed by parties as they
seek (at a minimum) to insure that levels of
harmony that existed ex ante are maintained
throughout the duration of a relational contract,
or beyond, if the parties are interested in
employing relational contracts as a governance
structure for future transactions.

Several corollaries to Proposition 6 become
evident when we further consider the main and
interaction effects of trust and risk on the
structuring of safeguards for relational contracts.
Under conditions of high contracting risk and
high levels reliance on trust.'” parties will seek

the safeguards will be designed to take account of the
following legal and managerial requirements.

To be lawful. contracts must involve an agreement between
competent persons. They must be based on consideration,
which can be defined as a right. interest, profit or other form
of benefit that accrues to onc party or some detriment,
disadvantage, responsibility or loss assumed by the other
party (c.g. Becker v. Colonial Life Ins. Co.. 138 NYS 491
[1912]). Thus, consideration reflects a promise (or a set of
promises) to do or not to do something. In designing the
contract, it is essential that both parties agree to the same
thing in the same sense and that they enjoy a meeting of the
minds on the cssential terms and conditions of the contract
(e.g. Patrick v. Bowman, 149 US 411, 37 Led 790. 13 SCt
811, [1893]). This mutual consent must be evident in the
language that the parties employ, or from their words or
actions. Finally, what parties promise must be valid subject
matter: that is. it should not be contrary to public law,
general policy or public justice, or violate provisions of
federal or state constitutions. federal or state statutes. or the
common law (¢.g. Ard Bottling Co. v. Dr. Pepper Co., 202
F2d 372 [1953]). Where these four primary ingredients are
present. a contract is formed and the promise (or multiple
promises). if breached. will be remedied. Conversely, when
a contract is formed. performance of its terms will be
recognized, in some way. as a duty (sec. generally, American
Law Institute. Restatement. Second, Contracts. 1981).

To be managenally relevant. contracts must adequately

specify the nature of the parties’ relationship of five critical
dimensions: (1) risk. the level and nature of the risks accepted
or imposed on transacting parties by their inability to control
the future; (2) returns. the parties’ expected rewards and
outcomes given the assct commitments made by each party;
(3) control, the structures and procedures for allocating
authority and responsibility between the parties; (4) duration,
the length of time during which the parties are committed
to a transaction (Klein., 1982): and (5) termination. the events
and procedures which allow parties the right of exit from a
transaction.
12 When we describe varying risk-trust contexts as high or
low we are. of course. speaking in rclative terms. Because
we are focused here on relational contracts as the governance
mechanism, we are operating within a high risk-high trust
context in general. but accept the fact that among parties to
transactions degrees of risk and trust will remain variable.
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to draft relational contracts that increase the
timeliness and amount of information collectively
available to them, yet safeguard control over
proprietary know-how. The objective of these
safeguards is to immunize the parties from the
adverse consequences that could flow from
unanticipated commercial or technological risks
(Chakravarthy, 1985).

High levels of risk and trust typically will be
present in cases where organizations use relational
contracts to govern joint R&D, technology,
or product development ventures. Among the
employed safeguards, we would expect to find
provisions that facilitate a just distribution of the
tacit know-how assets (Winter, 1987) that are
produced through such cooperative ventures. By
its nature, tacit know-how is difficult to ‘divide
up’, and it is virtually impossible to do so in
advance of its creation. We would also expect to
find provisions on how the parties would jointly
deal with other opportunistic actors, e.g. collec-
tively or individually funding efforts to create
stronger regimes of appropriability (Teece,
1986).'3

Consultation designed to reduce information
asymmetries (Williamson, 1985: 307) is one safe-
guard offered by TCE theory that can be
employed by parties to relational contracts. An
attorney friend of one of the authors, specializing
in relational contracts between U.S. and Japanese
firms, argues that he frequently uses:

clauses which state how parties will work together
on key matters. . .without getting involved in
procedural mechanics and details. The annual
and long range business plan provisions are an
‘invention’ of mine and [ believe they work to
eliminate disputes by putting the parties together
in constructive planning environments on a
regular basis. (personal communication. 1990).

An example of this kind of language follows:

The parties agree that [name omitted] and [name
omitted] are authorized to consult and agree
with respect to major policy decisions for the
[name omitted] in accordance with procedures
agree upon between them in order to enable the

'* Home or host country laws might prevent parties to a
relational contract from different countries from engaging in
‘political” activities. Consequently. onc party might have to
assume some or all of the costs of attempting to safeguard
both from opportunism by a third.

making of such decisions conveniently and
effectively for [name omitted].

Another safeguard in such cases involves
developing machinery for gathering and dissemi-
nating information while recording reputational
effects (Williamson, 1985: 121). Supplier associ-
ations are offered by Williamson as an exemplar
of these kinds of safeguards.

High-risk relational transactions in which par-
ties may still be learning to rely more heavily on
trust are likely to make extensive use of hostages
and collateral as a means of reducing risk
otherwise surrounding a lack of exclusive control
over idiosyncratic assets. In such cases the parties
may seek to guard against risks related to a lack
of information or information asymmetry by
requiring reciprocity (Williamson, 1985: 190),
especially in the exchange of tacit know-how
(Winter, 1987). These forms of consultation may
not be sufficient in cases in which heavy
investments in idiosyncratic physical or site-
specific assets are involved in the transaction. In
such cases, control risks may be safeguarded
by requiring partial financing through equity
collateral, or by the exercise of voting rights that
accompany equity positions or membership on a
board of directors (Williamson, 1985: 307).

Because the full potential of relying on high
trust is yet to be realized, in these kinds of cases
the parties may also provide for numerous
procedural safeguards, review provisions, and
either bilateral or trilateral (Williamson, 1985)
mechanisms for dispute resolution. In determin-
ing which of these kinds of safeguards are more
efficacious, the parties are likely to consider the
extent to which the review procedure minimizes
risk associated with a lack of control over time.
Extensive provisions for allocating benefits and
burdens as well as due process appeals will be
required because parties want some assessment
of the time that will be associated with the
procedures for conflict resolution as a means to
minimize unjust or inequitable outcomes to
future contingencies with other parties whose
trustworthiness is questioned (Bies, Shapiro and
Cummings, 1988). An alternative approach in
such cases is to increase trustworthiness, perhaps
by requiring the ‘social conditioning” or ‘edu-
cation’ of one or both of the parties (Williamson,
1985: 247, 311).

These high-risk, trust,

lower reliance on
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relational contracting transactions are likely to
occur in cases in which parties find it necessary
to transact in new ‘markets’ in order to maintain
their global competitiveness. They may take
the form of joint marketing agreements, joint
manufacturing agreements, etc. In some of these
cases the safeguards may also include customer
or territorial restrictions. For many of these kinds
of relational contracts, the resemblance to unified
governance will be considerable. but may remain
in place only so long as it takes to establish an
ability to rely more heavily on trust.

Under conditions in which risk is low but
reliance on trust is high, parties to a relational
contract transaction can be expected to resort to
even more efficient informal ‘handshakes,” or as
is the case in Japan, to fe-uchi (the clapping of
hands) in governing their relationships. These
relational contracts are likely to contain few
endogenous safeguards because of the parties’
reliance on the trust that they have for each
other as a result of prior recurrent or relational
contracts, or for reasons that stem from the social
embeddedness of the transaction. These types of
transactions are exemplified in the socially
embedded relationships often found between
recurrent contractors and subcontractors in the
building construction industry.

CONCLUSION

This paper has provided a conceptual framework
for understanding a broader variety of governance
mechanisms than those typically accompanying a
focus on markets and hierarchies. We have
explored varying combinations of risk and reliance
on trust that will lead transacting parties to select
among four nodal forms of governance: discrete,
recurrent, or relational contracting, or hierarchy,
in governing their transactions. We have argued
that trust is central to understanding bargaining
transactions, but has been assumed away as a
frictional matter in prior treatments of simple
market or hierarchical transactions. Many of the
observations and propositions about the structure
of relational bargaining transactions presented
here were inferred from an interdisciplinary
literature in law, economics, sociology, and
management and from inductive observations of
a small number of cooperative interorganizational
relationships over time (Garud and Van de Ven,
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1989; Ring and Rands, 1989; Ring and Van de
Ven, 1989). We hope that they will stimulate
further theoretical and empirical work.

The model developed thus far describes the
antecedents and structural forms of relational
contracts in relatively static terms. However, our
analysis implies that the emergence of these
relational contracts is a dynamic process. Levels
of risk in deals and reliance on trust between
parties can and will change over time, and with
these changes parties will alter their choices in
governance structures and accompanying safe-
guards. Our argument implies a number of
paths by which parties use different governance
structures, as risk and reliance on trust vary
across individual transactions. In general, the
foregoing discussion implied a progression from
discrete to recurrent to relational contracting.
Alternatively, we have observed that a firm might
move from hierarchical governance to governance
by recurrent contracting, to relational contracting
as it contracts out functions it previously found
to be more efficiently governed through hier-
archy. An appreciation of the dynamics associated
with shifting across governance mechanisms
requires a processual understanding of how and
why recurrent and relational contracts develop,
evolve, and dissolve over time. However, an
explication of these processes is beyond the scope
of this analysis (Van de Ven and Ring, 1991).

For example, our propositions about the actions
of transacting parties have been developed
independently of the environment in which a
firm is operating at the time a transaction is
undertaken. Further elaboration of the frame-
work should consider its operation in the specific
contexts in which organizations find themselves
as parties to a transaction. For example, the
extent to which specific industry contexts lead to
higher or lower levels of risk or trust was beyond
the discussion of those concepts required here.
These contexts might include the strategy which
a firm was pursuing, its strategic predisposition,
or the stage of industry or product life cycle
which the firm confronts (e.g. Hudson and Ring,
1986: Van de Ven and Garud, 1989). Moreover,
in this global economy, relational bargaining
transactions are increasingly occurring between
parties from different nation states, cultures, and
languages. They represent a much more complex
set of conditions than have been examined
here. While these more complex environmental
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conditions can be incorporated in the conceptual
framework developed here (e.g. Ring, 1991),
their systematic development will require a much
better understanding of how trust is developed,
or manifested, in different cultures than currently
provided in the literature. In addition to these
macro level issues, we also ignore the potential
effects of individual differences (e.g. how they
are likely to alter perceptions of risk and trust).
The conceptual framework presented here also
applies to the use of recurrent or relational
contracts within complex multidivisional organi-
zational hierarchies. If, as Stinchcombe (1990)
argues, contracts can simulate critical elements of
hierarchy in the market, then contracts within
organizations can be similarly employed. As Ouchi
(1984) has argued, recurrent transactions among
divisions in these quasi-market M-form organiza-
tions are based more on trust and equity than on
the limited monitoring and control capabilities of
hierarchy. Perhaps in high-risk cases in which
reliance on high levels of trust is possible, we will
find hierarchies that look more like clans, or
networks of contracts to employ Stinchcombe’s
(1990) concept, than current M-form organiza-
tions.'* Bromiley and Cummings (1990) are
extending this scheme by pointing to the increased
efficiencies that are produced when socially embed-
ded hierarchical reporting relationships are
designed to promote trust. Bowie (1990) speculates
on similar phenomena while considering the firm
as a moral community. And, as we have noted,
the ability to rely on trust in high-risk situations
can lead organizations to consider relational con-
tracting as a means of restructuring the hierarchy.
Only through such research will we begin to
develop an empirical grounding of the transaction
structures which organizations and their agents will
find helpful to design. maintain., and conclude
cooperative relationships between organizations.
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