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Abstract

When offering a novel product, the entrepreneur desires the customer to choose to bbuyQ (from the

entrepreneur) rather than to bmake.QTransaction cost economics provides guidance to firms considering

a make-versus-buy decision. In this paper we extend transaction cost economics to examine the novel

transactions proposed by the entrepreneur. Application of the theory identifies three crucial

considerations for the transaction: the cost of quality measurement, the risk of overconfidence by the

entrepreneur (here termed identity risk), and the required cost of necessary transaction specific assets.

By extending transaction cost analysis to cover novel transactions across customers, entrepreneurship

can be analyzed using established theories and measures to generate novel propositions.
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1. Executive Summary

Much attention has rightly been focused on the entrepreneur as the agent of innovation, but

the customer of the entrepreneur has been much less examined. From the standpoint of the

customer of the entrepreneur, the entrepreneur proposes a transaction that causes the customer

to change fromproviding a product or service for himself to buying it from an outsider. In short,

the entrepreneur causes the customer to choose to buy rather than tomake. Considerable theory

exists regarding vertical integration, principally transaction cost economics. The purpose of

this paper is to apply the logic of transaction cost economics to the entrepreneurial transaction,

themake or buy decision by the customer of the entrepreneur, to examine how the entrepreneur
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can induce the customer to choose to buy rather than to make. The main analytical tool is

transaction cost economics, broadly defined, so the ideas developed here are termed

Transaction Cost Entrepreneurship.

When presented with a novel transaction representing the entrepreneur’s innovation,

how does the customer choose? Building on the two branches of transactions cost

economics, the measurement branch and the governance branch, theory suggests two

primary sources of uncertainty that can affect the choice of a customer to make rather than

to buy. First, the cost of quality measurement is an important transaction cost. No matter

how quality is defined, the customer must be assured that the product will perform as

expected. How quality is measured is a characteristic of the good, the transaction, and the

entrepreneur. In the absence of quality measurement, a market cannot form. The inability

to credibly measure and assure quality causes the customer to make rather than to buy.

Second, governance takes a different form when the entrepreneur proposes a novel

transaction. Identity risk is the risk that the entrepreneur will be unable to deliver on the

commitments necessary to fulfill the transaction. This identity risk occurs because the

entrepreneur is overconfident yet also uncertain regarding his or her own abilities. This

risk can arise from many sources. Given the strong psychological fact of entrepreneurial

overconfidence, it might represent a failure of the entrepreneur to assess his own abilities

correctly, whether it is particular skills or aptitude for self-employment generally.

A set of prescriptions for entrepreneurs follow from this theoretical model. Aspiring

entrepreneurs need to eliminate uncertainty for the customer by making quality

measurement simple and cheap, by eliminating or reducing identity risk, and by reducing

or eliminating the need for transaction specific investments that the customer forfeits

should the entrepreneur fail. Managerial prescriptions are likely to vary from venture to

venture, depending upon industry context, but every entrepreneur must be able to address

these three issues. In addition, measurement strategies can be used to offset identity risk

and identity strategies can be used to offset measurement risk. For example, the identity of

the entrepreneur can be an assurance of quality. Thus, the entrepreneur should stress

personal and professional capability as part of a measurement strategy.

Also, transaction cost entrepreneurship has application to transactions with other

resource suppliers of the entrepreneurial firm. Entrepreneurs must engage in transactions

with suppliers of raw materials, with prospective employees, and with financiers such as

banks and venture capitalists. Further study is warranted to explain how transactions with

those resource suppliers can be facilitated by entrepreneurs.

2. Introduction

At the heart of many definitions of entrepreneurship is innovation. Innovation can be

defined as the introduction of a new product, process, technology, system, technique, resource,

or capability to the firm or its customers (Covin andMiles, 1999). The entrepreneur introduces

innovation into the circular flow of the economic system, and receives a return commensurate

with monopoly profits for a time (Schumpeter, 1950, 1969). When innovation takes place, the

entrepreneur brings the innovation to the customer, functioning as the agent of change (Nelson,

1984). The entrepreneur innovates to offer a novel product that the customer considers buying.
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