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Abstract

Vertical Coordination in agriculture is a complex problem.
Coordination arrangements have both technical and organizational
dimensions. This paper calls attention to the institutional
dimensions of vertical coordination. It applies concepts of insti-
tutional economics to vertical coordination prob]ems Finally,
the paper calls for an integration of economic techniques within
an institutional framework as an approach to research on vertical
coordination systems.
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AN INSTITUTIONAL APPROACH TO VEPTICAL COORDINATION IN AGRICULTURE

"The difficulty in-defining a field for the so-called Insti-
tutional Economics is the uncertainty of meaning of the word
institution. Sometimes an institution seems to be analogous to
a building, a sort of framework of laws and regulations, within .
which individuals act 1ike inmates. Sometimes it seems to mean
the "behavior" of the inmates themselves. Sometimes anything
additional to or critical of the classical or hedonic economics
is deemed to be institutional. Sometimes anything that is "dynamic"
instead of 'static," or a "process" instead of commodities, or ‘
activity instead of feelinas, or management instead of equilibrium,
or control instead of laissez-faire, seems to be institutional
economics." ‘ ’

‘John R. Commons, 1934

Institutional economics remains a difficult fie]dbto define. An increased
" interest in instftutioﬁal ecoﬁomics has:devéloped'ih recent years; This inter-
est has centered on‘jssues‘ofIWelfare‘economicsvand public choice. App]iﬁations
of ihstitutiona] ecohohics_in aQriculthké haye‘foéusedvattention on natural
resource problems and land tenure, | |

'The‘purpose of this paper is to brihq'cbncepts_of institutional economics
to bear od“yertical éodrdihation‘in‘aqriédlturé.lWWe éttémpt tokqiarify the
concepts by.develdbing an“insfitUtiona1 economic§‘frahéwofkffdk,gné1yiihq
vertical cdordination. We also attempt to anply the concepts within this

framework to contemporary vertical coordination problems in agriculture. .

An Historical Perspective

The work of John R. Commons is taken as central to the development of
‘institutional économics.lf, His work was deeply rootéd-in'thé historical evo-
lution of legal and economic systems. A major point of his analysis was the
‘transition from an economy where the major‘reason‘for‘prodUCtidn>was for an

individuals own use to an economy where production was mainly for exchange.



In the wor1d of product1on for one' s own use the 1mportance of econom1c '
interrelat1onsh1pse13-severejyvreduced When econom1c act1v1ty becomes
specia]iied and*dependent‘on-ekchange, the reTatjonship;betweep'economxc
un1ts becomes cr1t1ca1 | '

In the context of th1s paper we note that vert1ca1 coord1nat1on as an
econom1c prob]em also is assoc1ated w1th the. transit1on to a spec1alized
exchanae economv. In Adam Smith's p1n factory thevcoord1pat1on task was
simp]er when a sinq]e man shaped the heads, shaped»the~shaft, and qround'the
points.. wheo workmen specialize in the operations, the coordination of their.
work becomes a centra1 prob]em This is control and coordipation within the
f1rm. These coord1nat1on and contro] nroblems are further como11cated when

_the necessary operations are performed by separate f1rms : '_

In an: economy where product1on was mainly for persona] use; property
riahts protected the physical usefulness of_property. Thus, initially if
the phvsical productivity of property was not impaired, the courts,her that
nersons were not denr1ved of property. —/ ‘The leqal system‘evolvediso as to
protect not onlv the physical value of property but Ttsvfuture exchanqexvalue.éj
The courts held that not only were physical thingsvobjects of property but also
the exnected earn1no power of those things. The codrts.recognizedvboth use
value and exchanae va]ue They recognized thaf eVentsewhich‘reduced the‘future
income streams from exchange wasvsimi1ar ih effect to physical teking of

property.

Transactions and Exchange

fommons believed that the transition to an exchanqe economy called for a
new focus. It was no Tonger sufficient to concentrate on COmmodities,”it was
necessary to concentrate on the exchanae process. Commons develops the trans-
action as the main unit of analysis. He distinqu{éhed transactiOns”from

exchange: Transactions involve the ledal transfer of ownership of things as



well as the phvs1ca1 transfer of th1nqs Exehanqe is the physical transfer :,
of th1nqs Thus, a transact1on 1nvolves exchanqe among 1nd1v1dua1s and the f
1eaa1 mechanxsms for ownership transfer the estab11shment of exchanqe rates
(prices), and settiement of-d1sputest Thevfocus of 1nst1tut1ona1'economics}
is transact1ons | ‘ | | i e

. More recently, Schm1d and Shaffer have deve]oped the 1dea of three
general transact1on systems &/ They‘are adm1n1strative, status, and bar-
aawned 5/ In an administrative transaction system, resOUrce:allotation'and
exchange ratios are doverned by those with po1itfca1 authority“‘In a-status
1system transact1ons are qoverned pr1mar1]y throuqh prescribed ro]es associ-
ated w1th soc1a1 pos1t1on Exchange rates tend to be f1xed or prescr1bed

by custdm 6/ In a barga1ned system, transact1ons are qoverned primar11y by
' a set of impersonal rules w1th1n ‘which exchanae rates .are estab11shed by
barqa1n1nq processes. - ‘Each of these transaction systems}ex1st to_a greater
or lesser extent in all economies. Thehimpbrtance;of“distineuishing these
systems is in their emphasis‘on h0w ru1es,forvtransaCtions are.estab1ished

and how exchange rates are discovered.

Institutions and Institutional Economics

Institutional economics focpses on transactions and transaction systems.
It examines the way in which economies and their subsystems are"organized._
Institutions are the orqahiiing mechanisms of afsoéiety. “As is clear from the
initia] quotatioh»in‘this haper (p. 1) the'definitiOn of an institution’is
COmplert Commons (1934;'p.69)‘aeffned instftutions as "...collective action
in control of individual action." Crucial to this definition is the concept
of collective aciton which we take to mean organized control of individual
activity. Collective action exists in a sole preprietorship with few workers
and in corporations and public aaencies with hundreds of thousands of workers.

It exists in the £irm and between firms.



Schmid (p. 893)vhas defined institutions as ordered sets of relation-

ships among people which define their riqhts,»exposure to the rights of others,

)
(

privileges and responsibilities. He qoes on to say that institutions involve

collective choice,pthouoh it,need‘not bevexpljcit., A description of property
}rights describes_the institution. A description of individual rights within'

and outside ab“firm",describes whether that ffirm“»is a‘corporation,_propriet—
orship, partnership, or cooperative. A description of the rights of individuals
in and to a public agency defines whether thattaqency is a part of a county,

a city, a state, or a federal government,

- Vertical Coordination

VertiCa1.coordination has been defined by Miqhe11'and Jones (p. 1) as

"... the ceneral term that inciudes all the ways of’harmoniZing the vertical
staoes of'production_and marketing." This has become an accepted definition
among aoricultura1'economists.‘ In the terms of’instttutional economics the
"ways of hannonizino" vertica]‘staoes:are‘transaction systems. They involve
"co11ect1ve actwon in contro1 of 1nd1v1dua1 act1on "“’They form'the web of
economic oroan1zat1on wh1ch is part of an economic system. 'Vertical‘coor-
d1nat10n»1s,'1n,short,:accomp11shed throuqh 1nst1tut1ons;‘ The}re]eyant
instftutionai context maV‘be within the firm, industry, or economy.

| The major focus of research on vertical coord1nat1on has been at the
1nterf1rm level, Th1s research has centered on the trans1t1on from baraained
1 transact1ons systems to adm1n1strat1ve transactions systems, from‘open bar-
gained exchanoe‘petween firms'to administered exchanoe within firms, or from.
nmarket”.coordination topverticalbinteqration. Some research has also focused
attention on the transttion from spot markets with imp]icit'nropertvbriqhts ’
structures to "contract" markets w1th exp]icit property r1qhts structures
Transact1ons with wr1tten contracts mav merely spec1fy 1n wr1tten 1an-'
guage the prov1s1on of transfer, what r1ghts of the contractjng part1es are

exchanged. In barqained exchance, without written contracts, the rtohts ex-



changed and rules of exchange exist but are not expTicitly specified.

In the study of vertical coordination, the‘diStinCtion between adminis-
trat1ve transact1on systems and bargained transact1on systems with written
agreements (1 e. contracts) has not been made clear. In fact, 1t,1s general]y
"accepted language to refer to Written“contractural agreements as shifts
towafd administered'exehange. If the terms of exchange and onnErship change
are the resnTt'ef bargaining within impensonalized,ru]es then the transaction
is bargained whether the terms are made explicit in writing or not. The
differentjation of contract and noncontract. exchange is misleading. Tne’
issues of reievance are how exchange terms are arrived at within rules of
exchange and the'eonstitutional question of how exchange rules are'1egitfmized.

'} In our view, an institutional approach to vertieai'coofdination focuses
attention on.transactions and}the way exchange rules are established, and
the way,indiyidua]s and_firns react tovand attempt to change’the ru]es. We
wf]]-atﬁempt to app]y”tnis approach in an initiaj wayito some_selected;con- B

temporary problems of vertical coordination.

AN INSTITUTIONAL APPROACH TO SELECTED VERTICAL COORDIHATION PROBLEMS

Efficiency -

: A traditional and contemporary problem in vertical coord1nat1on is the |
7 eff1c1ent vert1ca1 orqan1zat1on of product1on 1 Th1s 1nvo]ves the trad1-,
t1ona1 prob]em of determ1n1nq techn1ca1 comp]ementar1t1es between stages and
-harmon1zwng'the t1m1ng and level of production. The efficiency prob]em has
.genera11y been apnroached by asking "how much could the cost of producing X
‘be red0ced'by impro?ing‘the physicaT flow and timing, cobrdinatibn between

 production stages?" This question has sometimes been addressed using economic



engineeringttechniquesruh{ch Simu1ateuphysica11y°COordtnated‘production‘systems
and est1mate cost reduct1ons assoc1ated w1th 1mproved coord1nat10n (for example
see Snyder and Cand]er and Holtman Su111van, andeareto). _These studies
have several 11m1tat1ons A maJor limitation is the'fafiure to estimateithe‘
cost of estab11sh1nq the 1nst1tut1ona1 framework necessary to ach1eve the f*
degree of phys1ca1 coord1nat1on assumed ‘This 11mitat1on genera]]y may 1ead to
an overstatement of the qa1ns to be ach1eved from 1mproved vert1ca] coord1nat1on.
A second 11m1tat1on of eff1c1ency ana]ys1s of vert1ca1 coord1nat1on in-
volves’ the_measurement of eff1c1ency.; Phy51ca1 eff1c1ency of product1on relates
quantfty ofoinput'tobouaﬁtttytof output. Aicomparison-Of efficiehcyvof:tWo |
 vertical cOordinat10n7systems”reQufres that the”inputs and‘outputs be comparable.
A change in a'vertica1»coordination'system often‘resu1tsiin*chanoes'in the
1nput and output cateqor1es and may destroy the comparab111ty of 1nput output
vmeasuresc An examp1e may be drawn from the pou]try 1ndustry An}1ntegrated
brOi]er:product1on system m1qht be compared to a-system of 1ndependent'entre-
.»preneurshﬁp' If th1s compar1son on an eff1c1ency basis’ on]y Tooks at the
v‘pounds of bro1]ers produced per dol]ar of . cap1ta1 1nvested, it may over or
understate the chanqe in eff1c1ency The 1nteqrated ‘and non1nteqrated bro11er
oroduct1on systems may produce d1fferent outputs and use dIfferent 1nputs
Input qua11ty may vary cons1derab1y For examp]e the manaoement 1nput re—
'qu1red may be ent1re1y d1fferent in qual1ty between the two systems
The qua11ty of outputs may also vary. The comp1a1nt consumers voice over
-!the "tasteless" bro11er|nay 1nd1cate that the bro11er produced under an
c1ntegrated system 1s qua11tat1ve1y d1fferent Th1s 1nd1cates that the cost |
;per pound of bro11ers produced 1s not an accurate measure because 1t assumes
’ constant qua11ty | | »
| The cost per pound a]so may be a poor measure of eff1c1ency because the

"soc1a1"vcosts,of,one system are djfferent than another. Th1s»aga1n relates



to the definition of input-output categories. Is the loss of individual
entrepreneurship-in the integrated broiler system a relevant cost of the
systeh? Is the increased'concentration of control in an integrated system’
a cost to a combetitive_economy? Are these and other”costs‘part‘of the input-
outputkcotegoriesfthat‘go into measures of efficiency?’ v

| The point~is thottthe~institutiona1 context defines the bounds of input-
output categor1es That wh1ch is. relevant to the input. side of the conven-
tional eff1c1ency anaTys1s is that wh1ch has. cost as expressed through
current.marketvmechan1sms. That which is reTevant to the output category 1s

that which has value in the current market.

Externalities

‘External impacts of firm decision making have received greatest atten-
tion in the environmental policy area' There have been several attempts to
icTassiify»andidefine'externaT effects (M1snan) A class1c "solution" for
:exterdality~pr0b1emehas{been‘to*internaTize the effects within_a single
decision unit‘(firm; county, ConServétiOn Djstrict,~etc.); Thus, if the
decisions Of‘hog‘prodUCers_have erternaT'effects‘on meat packers, one solution
might.be for meat packers tddinteqrate'into hog'prodUCtion;' External effects
_which'ere'the:resu1t7ofutechnica1 complementarities might also be handled by
vert1ca11y 1ntegrat1nq two firms with complementary processes 8/ The degree
: of’techn1cal complementarity between staqes of production and thus the poten-
tial eXternal impatts'if eaCh'staqe”were organized separately is a major |
“force def1n1nq the - "norma]" f1rms vert1ca1 structure I Tn:aoricuTture the :
I¢“norma1" hog produc1ng f1rm once conta1ned breed1nq-farrow1nq f1n1sh1ng
staqes Today the techn1ca1 comp]ementar1ty between these stages has been
reduced by techno]ogy whwch resu]ts in significant differences in scale
econom1es at each stace. Thus the "normal" hog product1on f1rm may contain

on]y one of the vertxcal stages.



A cr1t1ca1 1nst1tut1ona1 quest1on 1s how to organ1ze transact1ons so that
external effects both pos1t1ve and negat1ve w11] be taken 1nto account The
focus of 1nst1tut1ona1 ana1ys1s in vert1ca1 orqan1zat1on may be e1ther between
or w1th1n f1rms The rules under wh1ch transact1ons occur may, under current
organ1zat1on, appear to take external effects into account but in fact fa11 to
cons1der them The feed manufactur1ng 1ndustry in recent years attempted to |
stab111ze demand for the1r product by severa] d1fferent arranqements In one
case, manufacturers Teased sowsto hog producers to 1ncrease and stab111ze' o
vdemand for feed 0rgan1zat1on of th1s activity w1th1n the f1rm may 1TTustrate
‘bthe critical nature of ‘transactions rules and external effects. In some
corporat1ons; sow-leas1ng operat1onS'were set up as'separate‘“profiticenters";'
these operations were eXpected’to‘earn rates of'return“equivaient"tO’other
enterpriées "Uhdér accountfngfrules;of some firms»the‘Sow;TeaSe>p0rtion:of
the f1rm was not g1ven cred1t for 1ncreased feed sales generated In other
firms, the sow lease operat1on was part of the feed sales d1viswon and was
cons1dered a part,of the cost of,seTT1ng feed.» In»the first organizational
‘System;the»externaT“impactﬂbf sow-Teasfng'is'understated'and'theicontribution
“of sov-leasing fs'underestfmatediv'in’the other‘system;'the‘organfiatfbn is
consistentcwith»theﬂobjective: Sow 1eas1ng 1s cons1dered as part of the unit
where 1ts contr1but1on w1TT be counted toward the ob]ect1ve / The 1nst1tu-

: t1ona1 approach focuses attent1on on the way transact1ons are organ1zed In
- the above cwted case the analys1s qoes beyond the fact that the firm is
f]easwnq sows and asks how is this operat1on treated w1th1n the firm. We have
a case where there were. 1nternaT (w1th1n ‘the fzrm) externa]1t1es (betueen'v
- _d1v1s1ons) The 1nst1tut1ona1 ana]ys1s br1nds these externa11t1es to atten-
‘it1on and adds to the 1nformat1on ava11ab1e in evaluat1nq f1rm behav1or
| J An 1nst1tut1ona1 approach assumes that externaT effects are a maJor part
::of the orqan1zat1ona1 work of a transactlons svstem and quest1ons how external

1mpacts are“countedf»,Thfs 1nvolves exam1n1anWh1ch‘external 1mpacts count,



e., quality of hogs produced, and which are ignored, i.e., the incidence of
cancer from the use of pest1c1des. Samue1s has diScussed.the problem of
externa11t1es in the context of welfare econom1cs - He has shown that the
externa]1t1es,wh1ch are part of the»barqa)n1nq processvare 1arge1y‘determined
by the power of the barties‘effeoted’inc1uding their abj}ity,to influence,the
rules under which bargaining_takes place. With'different ru]es,vdifferent
externalities'are-eonsidered; With different transaction rules, the rights
of,onenparty may be:more important than the rights of the other. The abtlity
to influence thevru]es thus becomes a critical aspect of transaction system N

dynamics._ R

Control - Equ1ty - Freedom :

The assert1on of many proponents of vert1ca1 integration is that central-
ized control within a f1rm will result 1n "1mproved"‘vert1ca1 coordination.
This‘yieh often'appearsito faVOrya system in which optima1 vertical coordi-
nation is a mechaniStfc'stimUTus;response system,h we’haveiaTready'indicated
abové some ‘of the diffiCUTties"tn'achievinguorgénizationKWhich could coordi-
nate aetivity’to"this deqree* :whiie the~empirica1 observation of COntrol
'throuqh d1fferent 1nst1tut1ona1 arranqements is 1mportant our discussion will
concentrate on some broader aspects of control

We def1ne contro] as the ab111ty of 1nd1v1duals in a vertlca] system to
effect‘the terms and ru]es of-exchanqe in favor of the1r objectives. These
fobJect1ves may or may not be 1n harmony with the ob]ect1ves of other members

‘of the system or those outs1de the system The 1nv1s1b1e hand of compet1t1on

iexerc1ses control in a compet1t1ve economy throuqh the un1versa1 objective
'vof profjt:max1mlzat1on, ava11ab111ty of 1nformat1on, atomistic organ1zat1on of
; prodUCers and rational behavior of consumers. When perfect'competition is
vnot present control may be exercised in different ways The'que$tion‘becomes

who will contro]’ Whose obgect1ves aro to count?
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| Inean‘imperfect world, the invisible hand does}not’aTWays work. If
perfett competition existed,'there would be no reason‘for flrms tO‘exist.f
Alchian'and'Demset;"(p'»794)~have emphasized the importance of firms as |
reSOUrce organiZErs They emphas1ze the ab1l1ty of the firm owner to detect
the performance of the team of 1nput owners  They state "No author1tar1an
control is 1nvolved the arranqement is simply a contractural [baroawned?]
structure subJect to cont1nuous renegot1at1on w1th the central aqent " Th1s'
analys1s 1gnores the p0551b1l1ty of 1nequ1table d1str1but1on of power among
1nput owners If there are d1fferences in power amonq resource owners, they'»
may effect'the terms of exchange. ““Control" may rest with a s1ngle 1nput
owner;v'Control exerclSed:through bargained transactions:may repreSent either
voluntary"or'VOlitiOnal‘cholce."'Partles‘mayﬁeither have complete freedom of
’choice (voluntary cholce-implied by perfecthOmpetition) or.they_may choose
from the alternatives available as set by someone else5(volitional'choice);]lfi

'In'thebyeqetaole"processinq indUstry, the objectiues of-qrowers and

processors Can'be in conflict. In pea product1on for example hlqhest yields
would be reached if peas were planted near some opt1mum date If all peas |
are planted.on this date, process1ng capac1ty would have to be very large to
process‘the entire pack durlnq peak'maturity; 'Thisaparticular problem‘has_
been resolved'by‘paylng’planting bonuses,tovspread_plantings over a wider
lseason and thus spread the harvest and canning season.v'Canning companies
issue’COntracts which control planting and harvest dates The problemlis a
‘_vert1cal coord1nat1on problem ‘Both growers and processors may be better off
if plant1ng dates are controlled To concentrate on the “pure“ phys1cal
_‘coord1nat1on problem of success1ve plant1ngs avo1ds the complex 1nst1tut1onal
. quest1ons in th1s dec151on An 1nst1tut1onal approach focuses on the quest1on
of how qrowers and processors resolve the1r vert1cal coord1nat1on confl1cts

Th1s focuses attent1on on leqal econom1c and soc1al 1nterrelat1onsh1ps



Thééé'may involve central mérkets,‘éollective bargaining, marketing orders,
vefticéle_intégrétéd firms, futures markets, forward éohtrébts‘and other |
ihstitutibhé] arraﬁgements. THe'todls of analySis'tbuld:ianIVé stahdafd
economic ané]yéésiof_mérket StrUCtOre; econometric analysis, systéméi":
modeling, and economic engineering studies. The institutional approach also
involves analysis of the pbﬁer of participants in the vertical coordination
process. This involves défining the‘diétributidn of control and the rules
vhich allow thiS'distributiOhbto exist..

An example may be helpful as follows. In the Wisconsin vegetable
industry, prdcééSingfvegetablés compete with corn and small grains for land
and other prodbction'inputé;‘ It is alleged that the returns from vegetables
for processing were bé]ow those for corn and small arains dufing moét of
the'1960T$; It is further alleged that the returns paid to vegetable produc-
ers were low because the a]]otménts‘in government price support programs
Teft Wiécohéin végefab]é‘@foWers with land which could npt be used for corn
‘or smal]lgrains;- If thegé ai]egatiohs can be suppbrtéd_with empirical
evidence, it wéuld demonétrate how_the rules of the‘pricebsupport program
impécted;on rEturﬁs to vegetab]e'produqers and,veqétab]e processors. ‘The
éhpirita} teéﬁ‘Ofvthe.aIIegAtjon would Tikely involve no new tools for the

keéondmiét. "If he héd-éha]yzed‘the situation (Tow returns to vegetable produc-
tibn) withodf examfning the_institutional‘séttinq, he would have missed a

‘major explanatory variable,

Control and Adaptability

I wé dﬁéume thét We‘tan.create equitab]e‘institutional arrangemehts
for detérminin§ the objeétiye functibn for‘é system, will these arrangements
insure that the systém can adobt‘a new objective function? Will the system
be flexible? vfhe éhysica] cOordination process appears_fo_require 1essvf1ex-

ibility with ﬁnCreased’COOrdination; As the pkoductioh.staqes are specialized
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and harmonized,tthe optimal scale of operations and the products produced
seem to become increasinaly fixed. Thus, the system which is highly coor-
dinated in terms of physiéa]'produtthity’may have 1imited\f1exibi]1ty‘in"
terms of the qua1ity and quantity of ontput Further, if highly specialized
techno]oqy is necessary at several staqes, the ab111ty to shwft resources

out of a part1cu1ar vert1ca1 system may be reduced. }‘

‘It s not clear how particular institutions would rank'On a flexibility
scale. We might eXpeCt institutions Which'resnlt in a high degree of cen- |
tralized 'contro]lto be more flexible reTative‘toxchanges‘in the level of
~ output. Improved pricinn'efficiency or vertitalvcontrol'miqht lead to a more
rapidvresponse to small changes-invdemand.v If a centra11y controlled verti-
cal system is faced with major changes in objectives, it might be very inflex-
ihie. Céntra1ized‘control’may”1ead a'vertica11y coordinated system to resist
major changes which would disrupt current institutions and:eurrent income
patterns. How would the broiler complex react to a shift in environmental
control laws which reqUired’wide1y dispersed flocks? We don't know, but
we hyopthesize'that the current vertically intégrated broiler complex may
be much ‘more r1q1d in reaction to maJor chanqes than a more open system. We
may be creat1ng,throuqh adoptlon of h1qh1y 1ntegrated vert1ca1 systems, an
industrial pattern less capah]e of change.

COIf Gailbraith's thesis is correct reqardinq the sectors of our economy
wh1ch he calls the p]ann1nq system, then the h1qh1y coordxnated planned
~and contro1led system w111 use po]1t1ca1 and econom1c power to maintain a
course of act1on wh1ch favors its obJect1ve W1th a trans1t1on of aqr1cu1-
"ture toward a vert1ca11y adm1n1stered set of subsystems we may be creating
a r1g1d set of production and 1nst1tut1onal patterns which strongly res1st
change. Is there some level of centra11zed contro1.wh1ch'represents-a
critical 1evet; an'irreyersiblevpoint beyond which the system becomes

increasingly rigid?
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AN INSTITUTIONAL APPROACH RELATIVE TO OTHER APPROACHES

An instituttona] apprdach to vertical coordinatiOn is a way of looking}
at prob]ems of organ1zat1on of a vertical product1on system 4It'focuSes
attent1on on transact1ons and transactlons systems It calls to attention‘
problems in organjz1ng a system toward a set of obgectives.lgj

An institutional approach involves usinq conventional methodoloqies _
within a particu1ar‘framework Thus , market structure ana]ys1s subsector
analysis, econom1c enq1neer1ng stud1es econometric modeling, and systems-
simulation all are a part of the tools or methodologies available. The
application of these methods within an institutional approach requires a
synthesis of eConomichtheory with other social sciences. This is not to
say that as economists we need to become amateur sociologists or psycholo-
gistsgv It:does say that:the hypotheses relevant to:analyzing the vertical
}organization of a’productidn'system mayvcome from outside our theoretical
system; » | | :

.~ The inStitUtfdna1‘aobroach:depends’heavi1y on a descrtptiOn,of'a par-
ticolar’system'for ttsfhybotheses; It is a positive approach because it
asks’ fiow is aesystem current1y organized; what are its performance objec-
tiVes;’what arehthefrUTes; where’is'thefpomer; who has control; what is its
performance? When,these;questions}haVevbeen answered, an institutional
approach asksthow would'differenttrules different power distributions,
d1fferent obJect1ves effect performance " An institotiona1 apnroachddescribes
.;what 1s and asks what cou]d be ‘. | f | | : |

MaJor weaknesses of an 1nst1tut1ona1 approach are the temptation to
extreme emp1r1c1sm and the.11m1ts of the econom1st5'theoret1ca1 framework.
The . temptat1on to extreme emp1r1c1sm may result in analyses which become
anecdota1 In some 1nstances the pecu]ar1ties of a particular case may seem

to limit qenera11zat1on The challenge is to go beyond descr1pt1on of indi-
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vidua]ﬁcéSés to qenerate and test new hypotheses based on empirical observa-

tion.

The Timftshof’eébnbhicztheory in’explafningvbehaviOr tempts the analyst
fo‘beéomeﬁamateur‘psychOTogﬁsf, sociologist;>anthropdTogist, etc. The insti-
tutional éppfdach Wi11‘regdire dfaw{ng on other social science'distiplines. |
While we believe that economists géneré11y:need.to draw more heavily on the
other social sciences, few will be able to master other disciplines. Rather,
an institutfonal ébprbach Will'rEdUiréjdraWiHQIOn related social sciénceS‘bb
as wévhave thStatiSti¢s and mathematics. The ééonqmist will need to estab-
Tish’azbasiqluhderStandﬁngiof the other social sciences and draw in experts
- to aid in speCific appiicatﬁons.

Doing institutional ana]ysfs is a process. It implies a blend of hypo-
'thesis‘qeneratiné and hypothesis testina. In this sense, the neo-classical
and institutional 1iterature provide some hypothesis while the prob]em‘under
study a]solqenerates hypoﬁheses. lle believe that institutional analysis
'increases the breadth of understanding'qf'economic’phenomena. That while
many of the problehs called "institutional"'are currently fuzzy and difficult
to tackle, they are capable of analysis. Furthér, if we could increase our

efforts in the “institutional“ area, the lTong run pay offs may be large.
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FOOTHOTES -

While this paper devotes its major attention to the work of J. R. Commons,
readers are also referred to the work of Thorste1n Veblen, Wesley Mitche]l,
Clarence Ayres and others. : : . , S

Commons (p.11, 1924) illustrates this po1nt in h1s analysis of the S]auqh-»
terhouse Cases. Here courts upheld the right of the city to requlate use
of a slauahterhouse. The butchers had charged deprivation of property
because their incomes were reduced by the requlation. The court in essence

~ held that because the butchers were not depr1ved of physical property there

was no takina of property. The case of Munn versus I1Tinois also adhered
to the phys1ca1 definition of pronerty. :

The Minnesota Rate Case involved the leaislature's riaht to requlate rail
rates. The court neld that the ability to requlate exchanae values was a
question of judicial investigation requiring due process of law for its

determination. Thus, it accepted the importance of exchanqe value as we]]
as use value (Commons p.15, 1924).

Schmid and Shaffer use the term "exchanoe‘systemsﬁ although their classi-
fications are analogous to those by Commons of transaction systems.

*Thése“systems are similar to what Commons (1950, p.43) calls rat1on1nq,

managerial, and bargaining transactions. They are also. s1m11ar to Heil-

broners’ systems of tradition, command, and market.

This is part of the area which Bou]d1nq has called thé‘GrantS‘Economv.

Production is used here to mean al] components of the vert1ca1 va]ue addina
process.

This is a case of technology "forc1nq" 1nst1tut1ona1 chanoe Institutional
change may “force" technological change. The patent system is an institu-

tion to encourage techn1ca1 change _ The Land Grant Un1vers1ty 1s a s1m11ar
example

The costs of ofoani21no transactions between vertica] stagés also .influences
the definitijon of the "normal" firm. Coase in his classic article on the
nature of the firm examines the re]at1on of transactlons cost to firm orqan1-

~ zation in areat detail.

Firms have‘oenerallvbbeen‘encouraqéd to avoid "cross subsidization." Nove
has discussed the issue of internal economies and firm organization exten-
sively emphasizina the importance of "cross subs1d1zat1on "

For further d1scuss1on see Samuels.

For -an examp]e of an 1nst1tut1ona1 approach see Roberts.
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