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Evgeny A. Kuzmin (Russia)

A STUDY ON THE PROBLEMS
OF THE STRUCTURE OF
TRANSACTION COSTS

Abstract

The estimation of transaction costs is a well-known methodological problem, the solu-
tion of which determines the possibility, among other things, to estimate the conditions
for business operations. The growing complexity of the social and economic interaction
emphasizes the special role of transaction costs in regulation of the stability condition.
The article analyzes approaches to the determination of the essential characteristics of
transaction costs. The scientific evidence of dividing of transaction costs into normal
and recertative is provided. Their differentiation is connected to the impact of uncer-
tainty and also the principal unavoidability of transaction costs regardless the efficiency
of the economic mechanism and other factors. An important factor here is friction force
- flexibility of the economic space. The growth of transaction costs that is observed with
the increased uncertainty emphasizes only the revealed features in the friction force of
the economic environment. All this led to the conclusion on the availability of a general-
izing factor that estimates the conditions of exchange transactions. For this, the notion
of transaction capacity was introduced; it expresses the cumulative impact of the exter-
nal and internal conditions, which, this way or another, are understood by the special-
ists making the managerial decisions. The existence of some value of transaction costs
when transaction is declined presupposes an important assumption that the transaction
capacity has the same limits of dynamics. The obtained results allow us to build a func-
tion of transaction capacity, which shall be considered as a tool for risk-profile analysis.

Keywords transaction costs, flexibility of economic environment,

transaction capacity, normal transaction costs,
recertative transaction costs, Vistributivity

JEL Classification D23

INTRODUCTION

The determination of the economic essence of transaction costs is a prob-
lem for their study and measurement. The significant part of transac-
tion costs is intangible and invisible (Malakhov, 1996). The uncertainty
is a main assumption in the theory of transaction costs (Slater & Spencer,
2000). Nevertheless, the intention of most researchers to estimate transac-
tion costs is a fact.

Let us imagine the most competent research approaches. Thus, when esti-
mating the transaction costs, Wallis and North (1986) use the method of
distinguishing a share of transaction economy in the structure of the gross

domestic product. When determining transaction costs, V. V. Radaev, in

his calculations, took into account the “expenses related to the entrance

into the market and exit from the market, access to the resources, transfer,
specification and protection of property rights, establishments and main-
taining of business relations” (Radaev, 1999).

In his research, Islamutdinov (2009) reveals the dual role of taxes in the
transaction turnover. When determining some costs as transaction costs,
we reveal that the content of these costs of the particular good is heteroge-
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neous; the cost includes the transformation (manufacturing) costs and transaction costs in regard to the seller.
Depending upon the object of exchange or deal, the buyer can completely take these costs as transaction costs.
Kuzminov and Yudkevich (2002) reasonably confirm that “we receive the transaction goods from the state in

exchange for the tax payment”. Auzan (2006) substantiates the tax nature of a part of transaction costs when he

speaks about taxes coming to the state as a necessity allowing to solve the problems of specification and protec-
tion of property rights.

The basis of the conditions and factors determining the dynamics and the nature of changes of transaction
costs is the second important problem of neoclassical theories. The author’s view of the estimation of trans-
action costs proceeds from the fact that if a company exists (functions as a full unit of the economic activity
coordination), the level of its transaction costs is determined by the conditions of any exchange operations.
At the same time, the limitations are connected objectively with the nature of deals and the scale of activity:
firstly, due to the hidden character of most exchange operations (including those performed in the shadow
market), secondly, and this is the most important, the wider the scale of economic activity of the company
is, the more undetermined the border is, which separates the transformation costs from transaction costs.

To substantiate the author’s point of view on the estimation of transaction costs, we shall introduce the
notion of the total measure that characterizes the conditions of the performed exchange operations -

transaction capacity. The following theses specify the economic sense of this notion.

1. TRANSACTION CAPACITY
AND FLEXIBILITY OF
ECONOMIC ENVIRONMENT

The analysis of transaction costs at the macro- and
meso-levels is performed by regions and types of
economic activity. Thus, the offer to calculate the
territorial and branch transaction capacity as inde-
pendent characteristics of the environment will be
completely reasonable. The economic sense of the in-
dex of transaction capacity is to characterize the vol-
ume of costs per value of transformation (manufac-
turing) costs. The conceptual essence of transaction
capacity can be briefly specified by the term “flexibil-
ity of environment” (economic space). Initially, the
term “flexibility of environment” was introduced by
Shevyakov and Kleiner (1993) to describe the com-
parative conditions of manufacturing and industrial
management. In their work, the flexibility of envi-
ronment is connected directly to the uncertainty and
risks to which an economic agent will be subjected:
“the higher the flexibility is, the more difficult it is to
concentrate the resources in the right direction in
the right time to withstand the unlucky course of
events and the higher is the degree of risks as fixed
factor of environment” (Kleiner, 1994).

In the later works, G. Kleiner focuses his attention
on such characteristic of the flexibility of envi-

ronment, which is designated as additional “sig-
nificant, sometimes unreasonable efforts” (Kleiner
et al., 1997), in terms of resources transition for
industrial management. But the most important
notice considers how this flexibility of environ-
ment is stipulated and to what extent it influences
the functioning of enterprises and organizations
of the real sector of economy. In his research, G.
Kleiner mentions that the “flexibility of econom-
ic environment creates the prerequisites for non-
uniformity in the conditions of functioning of not
only various branches and regions, but also the in-
dependent enterprises of the same branch located
in close proximity” (Kleiner et al., 1997, p. 26).

Taking into account that at the moment, there are
no basic indexes for the characteristics of the “flex-
ibility of environment”, in our opinion, the territo-
rial and branch transaction capacity can become
the proper indicator of the “friction force” when
performing transactions. The introduced notion
of “transaction capacity” expresses the aggregate
impact of external and internal conditions that
is accepted some way or another by the persons
making the managerial decisions.

The first step to estimation of the transaction ca-
pacity is to specify the method for calculation the
transaction costs. Based on the abovementioned
thoughts, one shall rely upon the following uni-
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versal approach that may be not without critical
comments, but still it covers the most part of the
interrelations of maintaining of the economic sys-
tem alive (Arrow, 1993) and conclusion of con-
tracts (Matthews, 1986):

TC, =CC,+MC, +[Ip, +Tr,], )
where 7TC, is the transaction costs of the i-th en-
terprise; CC, is the commercial costs of the i-th
enterprise; MC, is the managerial costs of the i-th

enterprise; Tp; is the profit tax of the i-th enter-
prise; 77, is other taxes of the i-th enterprise.

In the offered formula (1), a company is considered
as an independent business unit. But if for some
enterprises the obtaining of the particular good
is an operational need, for others (for example,
those that acquire the goods for its further resale),
it is the main type of activity. Therefore, the cor-
rectness of estimation of transaction costs can be
solved only at the level of a particular entity. Then,
if many entities reselling the goods are taken into
consideration, we can note the occurrence of the
effect of intermediate consumption of transaction
costs.

The abovementioned scheme of transaction costs
gives the ground for determination of the index
of transaction capacity. The optimal form of cal-
culation of transaction capacity is the following
equation:

TCE, =T—Ci or TCEi%zﬂ-IOO,
" PC, PC,

i 1

@

where TCE, is the transaction capacity of the i-th
enterprise; PC, is the production cost; TCE,%
is the relative transaction capacity of the i-th
enterprise.

Based upon the equation (1), we can estimate the
transaction capacity of the branch/regional econ-
omy using the formula:

>.1C, -IC
c P
TCE=———— or TCE="1——, (3)
> pC-IC Y PC-IC
i=1

i=1
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where TCE is the transaction capacity in absolute
terms; PC is a consolidated value of production
cost; IC is a value of intermediate consumption of
transaction costs.

Then, the calculation of transaction capacity in
relative terms can be presented as

>.1C,-IC
TCE% = -=———100, @
Y. pC-IC

i=1

where TCE% is a relative transaction capacity.

Obviously, the transaction capacity index can
hardly be considered the only measure that indi-
cates the presence or absence of the acceptable lev-
el of operational risks. But it allows to characterize
all the conditions of business operations. For ex-
ample, it is done by matching the transaction ca-
pacity with the number of economic agents func-
tioning in a separate territory. Conditionally, this
index can be shown as density of transaction costs.
The prototype of density of transaction costs is a
value of “cost of acquired goods per one transac-
tion agent” offered in the work of Popov (2011).

The obtained results allow to build the function of
transaction capacity that shall be considered as a
tool for risk-profile analysis. The author’s view of
the dynamic change of transaction capacity and
risk is shown in Figure 1.

The basis of the use of transaction capacity is in
the economic essence of efficiency of a company’s
activity. The dynamics of riskiness is shown in
Figure 1 by coloured areas: from minimal riski-
ness — in the situation when transaction capacity
reaches its lowest value to the maximal one - at its
peak. The exceeding of transaction capacity value
of the single unit demonstrates the inefficient work
of the economic agent. As we see, the existence of
some value of transaction costs when the transac-
tion is declined means an important assumption
that transaction capacity also has the similar lim-
its of dynamics. The formation and development
of the abilities to costs absorption can be in line
with institutional transformations (Barbakov &
Kuzmin, 2015), as well as in the direction of im-
provement of the transformation function.
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Costs of economic agent
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_____________________________________________________________________ TCE norm
Min Riskiness Max

Figure 1. Function of transaction capacity

The growth of transaction costs which is observed
together with the growth of uncertainty emphasiz-
es the revealed peculiarities in the friction force of
the economic environment. The attention shall be
paid to the fact that the friction force in the econ-
omy expressed by means of correlation of transac-
tion costs of various orders does not possess the con-
ceptual interpretation established in scientific dis-
course. For this, we offer to use the term vistributiv-
ity. Etymologically this term is originated from the
categories of “force” on the analogy with the Latin
word vis and “friction” — tritus. At the same time, to
simplify the reflection of the friction force in the eco-
nomic field (in other words, vistributivity) we also of-
fer to use the unified conventional unit of measure-
ment — vistribute (vst.), which allows to the include
the separate method into the generalized method-
ology of transaction costs. The notion vistributivity
characterizes the friction force of the environment
and reflects the capacity of the participants of the
economic exchange to conduct their activity within
the framework of the formed constitutional field and
mechanisms of the normal behavior. The deviation
from the formed norm creates various aspects of un-
certainty and forces to preventive actions of entropy
significance decrease and its control. Targeted im-
pact on uncertainty when concluding the deals obvi-
ously affects the size of transaction costs. As a result,
the level of flexibility or sliding in the environment
is changing.

The chaotic wandering of the economic agents
without the proper institutional structure gener-

ates the additional entropy of behavior of entities
within the limits of the organizational system,
and it influences also the changes of the normal
transaction costs used for calculation of the vis-
tributive environment. As a result, the friction
force in the economy is a dynamic value and the
measure of vistributivity in different states of
uncertainty may vary significantly. The friction
force in the economy is a dynamic value and the
measure of vistributivity in the different states of
uncertainty can differ significantly. It seems that
the growth of entropy bears a message of gap re-
duction between the normal values of transac-
tion costs (see section 3) simultaneously that as a
whole leads to the exponential change of the vis-
tributive environment.

The special saving of transaction costs in the form
of non-uniformity clusters of the economic space

- in the diversity of contracts, formal and informal
relations — is opposed to the absorption property
that has the particular similarities with the projec-
tion of economic mechanism. In our opinion, the
absorption is realized due to the coverage and size
of the economic agent, its specific dynamic capaci-
ties to transaction costs saturation.

In addition, it should be mentioned that studies
of similar nature were performed by Masters et
al. (2004), where they reasonably proved the hy-
potheses of building closer interrelations with
contractors depending upon the specific character
of assets and their corresponding impact on the
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reliability, probability of deal repetition, change of
uncertainty and risk. Other studies perceive risk
through the transaction costs in the context of the
management hierarchy, risk appetite of the man-
agement strategy and the level of the specific na-
ture of assets. An example of such research is the
work of Chiles and McMackin (1996).

It should be mentioned that the index of transac-
tion capacity is not the only measure indicating
the risk and uncertainty. The density of transac-
tion costs can be another index. The size of trans-
action costs that is average for every participant
can give the characteristics of the market harmony.

The research of the economy transaction capacity
of regions and branches led to the study of trans-
action costs from the point of view of their divi-
sion into costs of reversible and irreversible nature.
In our opinion, the transaction costs of irrevers-
ible nature include the costs that can be designated
as normal. They arise due to the existence of the
economic mechanism itself.

2. NORMAL TRANSACTION
COSTS

The unavoidability of transaction costs indicates
the necessity of their standardization. The stating
point of this problem solving is a proven existence
of some normal value of transaction costs that can
be designated as a background or natural level.

The review and study of the scientific literature re-
garding the problem of normalization of costs has
not revealed a single approach to their determina-
tion. There are many different examples of use of
the normal costs in the scientific literature. With
regard to transaction costs, it is shown in the work
of Davidson (2002) (“normal transaction costs”)
and Harris (2003), where he connects the price dif-
ference of supply and demand with transaction
costs that are used for compensation of the normal
costs for business operations, etc. The costs that
can be designated as normal are the costs at the
maximally allowable efficiency of the resources
use. Therefore, the normal costs include two com-
ponents: firstly, the internal efficiency of resources
use; secondly, the impact of factors and conditions
of environment.
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The arguments of the position of normal trans-
action costs shall take into account that vari-
ous branches and regions possess different back-
ground (natural) level of transaction capacity.
The differentiation of transaction costs according
to various types of products is observed in the
work of Ya.I. Kuzminov, K. A. Bendukidze and
M. M. Yudkevich. They reasonably specify that a
“share of transaction costs in the total cost of pro-
duction of various products can be very much dif-
ferent” (Kuzminov et al.,, 2006). Indirectly, this
phenomenon is also mentioned in the work of
Mabher (1997); she pays attention to the fact that
the degree of transaction costs is different in vari-
ous branches and among the companies inside the
same branch as well.

Therefore, objectively, there are branches and re-
gions where a high share of transaction costs is
or can be normal to a certain extent. One and
the same branch in different regions can possess
a different background level of costs. At the same
time, when considering the regions the same ten-
dency will be observed due to the existing factors
and conditions, when, with the identical produc-
tion structure, the background level of transaction
costs is significantly different.

Taking into account the differentiation of the nor-
mal transaction costs, any critical value of costs
is a normal value of distinct order where the nor-
mal value of transaction costs of the first order is a
minimal size of such costs in the aggregate of the
existing factors and conditions. For the second or-
der, the optimal value of balance of the functions
of demand and supply; or for the third one, a criti-
cal value when the deal cancellation will take place.

Normal transaction costs
of the first order

2.1.

We offer the hypothesis to determine the normal
value of transaction costs of the first order - the
minimal value of costs can be achieved in the con-
ditions when the ideal planning of production ac-
tivity of the company (transformation function) is
reached. The essential characteristic of conditions
of the ideal planning that is connected to the sale
of products (finished products) is its turnover pe-
riod. The value of time used for search and conclu-
sion of deal determines to a large extent the size of



transaction costs. The peculiarities of the produc-
tion process of every branch make impact on the
turnover term of the finished products:

cr
C =—=.T, (5)
PM

where C, - the turnover term of the finished
products for a period; CV, - the average overplus
of finished products in the monetary calculation
for a period; PM, - the market revenue of the i-
th enterprise; T - the time interval of calculation.

In this context, we proceed from the fact that the
determination of the ratio limit of the turnover
terms of finished products in the actual and ideal
conditions is possible in two ways: first, it presup-
poses that the revenue is unchangeable; second, it
is based upon the idea that an average overplus of
the finished products is fixed. We rest upon the
second way of determination of the potential rev-
enue size when the turnover term of the finished
products tends to zero. Considering the approxi-
mate variant of calculation, we use the value of ra-
tio limits of terms of finished products turnover:

fact

t :U’

lim ———
C{zdwl*)o Ctl ea

(6)

at Cfde"l < min{Ctﬁ’“} ,

where U is a coefficient of revenue change of the
enterprise in the ideal conditions of planning.

The obtained coeflicient reflects the degree of rev-
enue change and, correspondingly, the degree of
change of commercial, managerial expenses and
taxes. Based on the equation of the calculation of
transaction costs for the i-th enterprise or orga-
nization, the determination of the normal value
of transaction costs of the first order in the ap-
proximate calculation, in the author’s opinion, is
possible by means of the following mathematical
equation:

TC[norm—] — CCz +MC1 +R T+
CC, +MC,

T+ Tr @)

+[(CC, + MM,) -
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where TCZ."””’“1 is a normal value of transaction
costs of the first order; P is the revenue before
taxation of the i-th enterprise; T is a taxation rate
on revenue.

It should be mentioned that as the transaction
costs are in the linear dependence with the fac-
tors, such calculation of the normal value of costs
is rather reliable. More accurate calculations pre-
suppose finding the coeflicient of revenue change
by building the dynamics function of transaction
costs and finished products turnover term that
gets a non-linear form. The approximate calcula-
tion according to the formula (7) reflects the pos-
sible state of business system in the conditions
of the ideal planning and is rather conditional.
However, to determine the level of riskiness, such
calculations can be sufficient.

2.2. Normal transaction costs of the
second and third order

To determine the risk zones using the estimations
of transaction costs, it is necessary to find a nor-
mal value of the second and third order. Their cal-
culation will allow to establish the boundaries of
the risk zones and consequently to form correctly
the response managerial actions.

The value of transaction costs of the second order
is rather difficult to calculate, because the opti-
mal level of costs (expenses of the second order)
is connected to the notion of the normal profit,
the understanding of which is ambiguous. But the
formalized formula of finding of this value is as
follows:

TC"™?* = PM, - PC,, ®)

at PC,+TC,+P =PM, and (F,>0), and also

P, <P, (at the same utility)

O(P,,)-(P,+K-B,)<B,

where TC'”™ is a normal value of transaction
costs of the third order; PC, is a production cost
of product;  F,, is a weighted market price of
products; P, is a weighted market price of eco-
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nomic good-substitute; K is a factor of change of
the number of economic goods-complements; F,

is a price of economic goods-complements; B isa
costs budget for the complex of economic goods.

The normal value of transaction costs of the third
order presupposes that when it is reached, the op-
erations or deals performance between the eco-
nomic entities is economically unreasonable. The
only condition when the economic reasonability
of the operations is lost is a situation of exceed-
ing of the sum of transformation and transaction
costs above the profit of operation. At the same
time, there is a breach of efficiency inequality of
the economic agent.

Thus, the equation of the normal value of transac-
tion costs of the third order can be presented as
the following equation:

anorm—3 — PMI _PCi, (9)

at PC,+TC,=PM,and F,=0 (£ <0), and
also P, > P, (at the same utility)

o(F,) (B, +K-F)=B.

The riskiness of the operation performance in-
creases when the actual values of transaction costs
approach to their upper critical value. The reverse
situation occurs when approaching of the actual
observed transaction costs to the normal value of
the first order - risk is decreased in such case up
to its minimal value.

3. DISCUSSION

The implementation of the notion of normal trans-
action costs into the scientific discourse leads to
the necessity of their additional decomposition
according to the components. The principal un-
avoidability of transaction costs leads to the con-
clusion that apart from normal costs, there are al-
so costs that are determined by the inefficiency of
the economic mechanism, occurrence of the un-
certainty and risk of transactions, incomplete use
of resources and other factors.

It should be mentioned that many scientists do
not make any distinctions in the types of trans-
action costs that are determined by the appear-
ing of uncertainty in those costs that are neces-
sary minimum when following the institutional
protocol in the conditions of the ideal planning.
Thus, Tatarkin (2004) fairly notices that “trans-
action costs grow together with uncertainty”, but
this growth shall be differentiated according to its
sources. Kokorev (1998) directly points this out
confirming our idea and concludes that “efficient
and real transaction costs are distinguished”.

Similar to the assumption of A.I Tatarkin, the
idea was expressed by Stroev et al. (1995) who see
differently the reasons of transaction costs chang-
es, declaring that the growth of these costs takes
place together with the growth of complexity. As
far as it is known, the complexity is one of the at-
tribute sources of uncertainty, which is expressed
in the quantitative increase in the number of the
system elements and the qualitative growth of
connection procedures between them.

TCinorm—l + T irc — TCl

Risk free part Risk component

TC™ ; . :
Note: ; 1srecertative transaction costs.

Figure 2. Scheme of component ratio of normal and recertative transaction costs
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On the one hand, it is indirect normal costs of the
first order as the inevitable costs that arise due to
the existence of the economic mechanism itself
and they reflect the costs at the conditionally ideal
planning. On the other hand, they are transaction
costs in the form of difference between the actual
and normal costs. In our opinion, these costs can
be called recertative transaction costs, the essence
and estimation of which will be described later.
The ratio of components is shown in Figure 2.

The etymology of the term of recertative transac-
tion costs is connected to the notion “recerte” that
is used by the authors to name the unit of change
of uncertainty in the organizational and econom-
ic systems (Kuzmin, 2012). Recertative costs are
determined by the inefficiency of the economic
mechanism, rise of uncertainty and risk of the
transaction, incomplete use of resources and oth-
er factors that influence the agents in the form of
the additional wasteful expenditures. At the same
time, the risk in this context is identified with the
“success” of the company’s work when the high lev-
el of transaction capacity decreases the chances of
the company to exchange and trade. The uncer-
tainty stipulates only a part of transaction costs
that got the name of recertative that is connected
to the inefficiency of the institutional structure.

In our opinion, the internal and external efficien-
cy of the economic mechanism and institutes are
something undivided, despite they possess the
distinct criteria of determination. Vistibutivity
unites them into a universal degree of friction
force in which on one side there is a formed un-
certainty and on the other side there is a degree

Problems and Perspectives in Management, Volume 15, Issue 3, 2017

of impact of entropy on the creation process, risk
generation. Together they lead to the formation of
parts of transaction costs that are used to elimi-
nate the uncertainty and risks in the activity of the
economic agents — recertative transaction costs.

According to the concept of the author’s approach,
the normal costs reflected the immediacy of the
transaction commitment when there are no other
costs of information search, negotiations and even
the conclusion of a contract. The costs in such
cases are standardized by the typical contract in
the conditions of uncertainty. The real unpredict-
ability and uncertainty of the economic landscape
add the recertative component to them. The dis-
tinguishing of normal and recertative compo-
nents in the transactional costs approaches the
solving of the problem of optimization within
normal limits. Scientific argument of conclusion
about the possibility to use the index of transac-
tion capacity when estimating the flexibility of
economic environment is in the essence of trans-
action costs, i.e. in that part that reflects the com-
ponent of the general economic risk - recertative
transaction costs. The growth of uncertainty and
risks leads to the growth of recertative transaction
costs; at the same time, the normal costs change
insignificantly.

Recertative transaction costs are rather flexible,
dynamic and variable. Actually, they are the re-
sult of uncertainty that means the constantly
changing conditions of the activity, ambiguity
of the managerial decisions and consequences of
these decisions and also the situation of change of
“game rules”.

CONCLUSION

Summarizing all which was said above, we can say that transaction costs in the economic relations are
the basic index using which we can estimate the value of risk and uncertainty. The unavoidability of
transaction costs points out the necessity of their standardization. The initial point of solving of this
problem is the proven existence of the normal value of transaction costs that can be designated as the
background (or natural) level. All this led to the division into costs of reversible and irreversible nature.
In our opinion, the transaction costs of irreversible nature include those costs that can be designated as
normal. They arise due to the existence of the economic mechanism itself.

The notion of transaction capacity is introduced to characterize the conditions of improvement of the

operation performance. The economic sense of the index is to characterize the volume of costs per the
value of transformation (production) costs. The conceptual essence of the transaction capacity can be
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simply designated by the term of flexibility of environment (economic space). The growth of transaction
costs that is observed together with the increase in uncertainty emphasizes the revealed peculiarities in
the friction force of the economic environment (property of vistributivity).

According to the results of the research, we can make some conclusions regarding the peculiarities that
were revealed during the analysis of the ratio of normal and actual transaction costs. Firstly, the mini-
mal value of costs can be reached in the conditions when the ideal planning of the production activity of
the company is achieved (transformation function). Secondly, in addition to normal costs there are also
the costs (recertative transaction costs) that are determined by the inefficiency of the economic mecha-
nism, occurrence of uncertainty and risk of transaction, incomplete use of resources and other factors
that cannot be explained due to the natural factor and characterizes the uncertainty, imperfection of the
institutional environment and flexibility of the economic environment.
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