Cooperative Investments and the Value of Contracting
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Recent articles have shown that contracts can support the efficient outcome for
bilateral trade, even in the face of specific investments and incomplete contract-
ing. These studies typically considered ‘‘selfish’’ investments that benefit the in-
vestor (e.g., the seller’s investment reduces her production costs). We find very
different results for “‘cooperative’’ investments that directly benefit the investor’s
partner (e.g., the seller’s investment improves the buyer’s value of the good).
Most importantly, if committing not to renegotiate the contract is impossible, then
contracting has no value, i.e., the parties cannot do better than to abandon con-
tracting altogether in favor of ex post negotiation. (JEL C70, J41, K12, L.22)

Holdups arise in bilateral trade when spe-
cific investments are involved and contracting
is incomplete. Specific investments, which
create more value inside a relationship or a
transaction than outside, render market forces
unreliable in curbing the parties’ opportunistic
behavior. Contracts could be used to correct
opportunism if investment-related information
can be specified. That is often difficult,
though.' The resulting incompleteness of con-
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' The difficulty is for many reasons. For instance, spe-
cific investments often take a nonmonetary, intangible
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tracts, together with opportunistic expropria-
tion by the trading partner, means that parties
will invest at less than the socially optimal lev-
els (Paul Grout, 1984; Oliver Williamson,
1985; Jean Tirole, 1986; Jerry Green and Jean-
Jacques Laffont, 1988; Oliver Hart and John
Moore, 1988). The holdup problem has led
many authors to propose various organiza-
tional interventions as remedies, including
vertical integration (Benjamin Klein et al.,
1978; Williamson, 1979), exchanging hos-
tages (Williamson, 1983), shifting property
rights (Sanford Grossman and Hart, 1986;
Hart and Moore, 1990), allocating control
rights (Philippe Aghion and Patrick Bolton,
1992), and designing an authority relationship
(Aghion and Tirole, 1997).2

Recently, however, the incomplete contract-
ing paradigm has been challenged by several
authors who argue that simple (incomplete)
contracts can solve the holdup problem. Tai-
Yeong Chung (1991), Aghion et al. (1994),
and Georg Noldeke and Klaus Schmidt (1995)
analyze contracts that, while incomplete, can
achieve the efficient outcome. In these papers,

form, such as human capital investment. Also, the investor
might be able to shift costs from one investment to an-
other. Contracting on the gains to trade is also problematic
because specific investments often deliver benefits that are
nonstandard and idiosyncratic, making objective measures
of the benefits unlikely to be available.

% The focus of this paper is contracting, but our conclu-
sions section briefly discusses implications of our results
for some of these organizational responses.
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if the contract specifies an ex post inefficient
level of trade, the parties renegotiate to the ef-
ficient level. An important aspect of renego-
tiation in all of these papers is that one party
holds the entire bargaining power.? That party,
by essentially becoming a residual claimant to
the transaction, has the incentive to invest ef-
ficiently.* While the schemes developed in
these papers are ingenious, the assumption that
bargaining power can be manipulated ex ante
and enforced seems incongruous with an en-
vironment that renders contracting incomplete.
For example, in Chung’s model, the initial
contract stipulates that one party has the right
to make a take-it-or-leave-it offer in the rene-
gotiation phase. The other party can accept the
offer or reject it, which ends the game. Such a
scheme may not work if the parties cannot
commit to end the game in the event of a re-
jected offer (and not engage in counteroffers).

Aaron Edlin and Stefan Reichelstein
(1996a, b) avoid criticism about ex ante ma-
nipulation of bargaining power. They suppose
that the parties have exogenously specified
bargaining power. Their scheme begins with a
simple contract that specifies a fixed trade
price and quantity. After realizing the gains to
trade, the parties renegotiate to the quantity
that is ex post efficient, with the bargaining
surplus divided between them according to
their relative bargaining strengths. This rene-
gotiation process by itself generates less than
full incentives for the investments, leading to
underinvestment. However, each party has an
additional incentive to invest in order to im-
prove its status quo (disagreement) outcome.
(Increased investment by the seller to reduce

3 This feature of one party holding all the bargaining
power arises in different ways in these papers. Chung
(1991) simply assumes it. Noldeke and Schmidt (1995)
generate it through the use of a particular bargaining pro-
cedure. Aghion et al. (1994) endogenizes the design of a
renegotiation game with this feature through an elaborate
scheme of bonding, which controls the ‘‘patience’’ of par-
ties. Their scheme will not work if parties face financial
constraints, and is rarely seen in practice.

“The other party’s incentive to invest arises through
the initial contract’s specification of a status quo outcome,
an outcome that will be implemented if the renegotiation
breaks down. Investing improves the weak party’s posi-
tion in the status quo outcome, and an appropriate choice
of the status quo outcome leads to efficient investment.
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cost, for example, improves her status quo
payoff by lowering her cost of producing the
status quo quantity.) Edlin and Reichelstein
show that, with certain conditions, an appro-
priately chosen initial contract can provide the
right incentives for investments.

Edlin and Reichelstein’s efficiency result is
limited by their restriction on the nature of the
specific investments. They, and most of the lit-
erature on specific investments, suppose that a
seller invests to reduce her cost or a buyer in-
vests to increase his benefit from the procured
good or service (henceforth called ‘‘selfish in-
vestments’’). Our interest is in ‘‘cooperative
investments’’ that generate a direct benefit for
the trading partner. A cooperative investment
is “‘pure’’ if it offers no (or negative) accom-
panying direct benefits to the investor, and it
is “‘hybrid’’ if it offers direct benefits to both
parties, i.e., has both cooperative and selfish
elements.

Cooperative investments have received little
attention, despite being common in practice
and present in several classic settings.” For ex-
ample, the famous General Motors-Fisher
Body example deals with Fisher Body’s de-
cision of whether to build a plant adjacent to
General Motors. Such an arrangement, by low-
ering shipping costs and improving supply re-
liability, offered benefits to both parties (i.e.,
a hybrid investment). Another important ex-
ample is the principal —agent literature, which,
while not explicit about it, generally analyzes
cooperative investments (i.e., effort made by
the agent that directly benefits the principal ).°

> W. Bentley MacLeod and James Malcomson (1993)
and Che and Chung (1999) are the first theoretical treat-
ments of cooperative investments. The latter paper derives
a special case of the irrelevance of contracting result that
we develop here. It assumes a binary production technol-
ogy and deals only with fixed-price contracting schemes.
(Its focus is on alternative legal rules for breach of a con-
tract.) B. Douglas Bernheim and Michael Whinston
(1998) also observe difficulties with motivating cooper-
ative investments.

“In the standard principal—agent setting, the agent’s
effort is unobserved by the principal but there exists a
verifiable signal of that investment (e.g., quantity or qual-
ity of output) which is contractible (see, for example,
Bengt Holmstrom [1979]). In our setting, both parties ob-
serve several signals of investments, including their levels,
but none of them are verifiable.



