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The Transaction Cost Theory of the Nonprofit Firm:
Beyond Opportunism

Vladislav Valentinov
Leibniz Institute of Agricultural Development
in Central and Eastern Europe

Building on the transaction cost theory of the for-profit firm, the article argues that the
transaction cost-economizing role of the nonprofit firm has two distinct dimensions.
One of them consists of reducing the cost of searching for, processing, and communi-
cating information and the other minimizes opportunistic behavior by means of align-
ing incentives of concerned stakeholders. So far, the transaction cost theory of the
nonprofit firm has been emphasizing the second dimension while largely ignoring the
first one. The article fills this gap by demonstrating that nonprofit firms are able to
economize on transaction cost not only by minimizing opportunism but also by facili-
tating cooperation among those stakeholders who derive utility from contributing to
the realization of their nonprofit firm’s missions and hence would not be interested in
opportunistic behavior. The article concludes by emphasizing the complementarity of
the two dimensions of the nonprofit firm'’s transaction cost-economizing role.

Keywords: nonprofit firm; transaction cost; information cost; opportunism

The concept of transaction cost has figured prominently in a number of
important theoretical explanations of the existence of the nonprofit firm in a
market economy. The economic role of the nonprofit firm has been shown to
consist of ensuring a more efficient economizing on transaction cost than
could be achieved by alternative institutional arrangements for certain types
of transactions characterized by information asymmetry (Krashinsky, 1986).
The classic examples of these transactions include donative financing (Fama
& Jensen, 1983; Hansmann, 1980) and procurement of products and services
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whose quality cannot be properly evaluated by consumers (Ben-Ner, 1986;
Easley & O’Hara, 1986; Hansmann, 1980). Because the nondistribution con-
straint assures donors and consumers that the firm owners have no incen-
tives to opportunistically exploit the respective information asymmetry,
donors and consumers will regard these firms as more trustworthy and
hence will be more willing to realize the transaction in question.

In an important sense, these rationalizations of the nonprofit firm follow
the methodological pattern of some of the transaction cost theories of the for-
profit firm. Specifically, they visualize the nonprofit firm as an institution
achieving the minimization of opportunistic behavior through the appropri-
ate alignment of incentives of concerned stakeholders. Indeed, the for-profit
firm also has been explained as a contractual arrangement aimed at mini-
mizing opportunistic behavior that may occur in the framework of team pro-
duction (Alchian & Demsetz, 1972) or interfirm cooperation (Klein,
Crawford, & Alchian, 1978; Williamson, 1985). High transaction cost, infor-
mation asymmetries, and the structure of incentives naturally play a key role
in these explanations as well.

Yet, the transaction cost theory of the for-profit firm consists of two con-
ceptually distinct strands of literature, only one of which has been ade-
quately paralleled by the evolution of theoretical understanding of nonprofit
organization. These two strands can be designated as the incentive align-
ment approach and the Coasean approach. The former approach places the
economic role of the for-profit firm in the structuring of the economic agents’
incentives in such a way that opportunistic behavior is minimized, in spite
of the existing information asymmetries. By contrast, the latter approach is
more general in its assumptions. It does not assume information to be dis-
tributed in a specifically asymmetric fashion; rather, it assumes economic
agents to be equally limited in their capacity to search for, process, and com-
municate information. Accordingly, the latter approach locates the economic
role of the for-profit firm not in minimizing opportunism but in minimizing
the cost of handling information (i.e., transaction cost in the Coasean under-
standing'), without any recourse to the problem of opportunism and the
associated need to align incentives. The latter approach has been initiated by
Coase (1937) and continued in other writings emphasizing the role of the for-
profit firm in reducing the cost of searching for, processing, and communi-
cating information (e.g., Malmgren, 1961; Radner, 1992).

Clearly, the development of the transaction cost theory of the nonprofit
firm has proceeded so far basically in the tradition of the incentive alignment
approach. Indeed, the incentive alignment-related concepts of opportunism,
information asymmetries, output observability, monitoring cost, and trustwor-
thiness have been center stage in the available transaction cost analyses of non-
profit organization. Yet, the emphasis on incentive alignment, however relevant
and useful in itself, does not sufficiently bring to light the role of nonprofit firms
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in reducing the cost of searching for, processing, and communicating infor-
mation, regardless of the problem of opportunism. This article will seek to
make a first step in filling this gap; it will demonstrate that nonprofit firms are
able to economize on transaction cost not only in the form of aligning incen-
tives to minimize opportunistic behavior. In a sense, this article will seek to
draw the implications of Coase’s (1937) article for the context of nonprofit
organization.

The distinction between the two above-mentioned approaches to the
theory of the for-profit firm has been proposed by Demsetz (1988). His aim,
though, of introducing it has been to some extent contrary to the aim of rein-
forcing it in the present article. Indeed, Demsetz sought to demonstrate
that the incentive alignment theories of the for-profit firm, while necessar-
ily building on the Coasean insights, significantly expand their explana-
tory power. In his own words, “moral hazard analysis, shirking, and
opportunism—the problems of incentive compatibility—yield explanations
of the internal organization of the firm that are difficult to derive from trans-
action cost considerations alone” (Demsetz, 1988, p. 153). His argument
reflected the dynamics of the evolution of the transaction cost theory of the
for-profit firm—from the general recognition that “there is a cost of using the
price mechanism” (Coase, 1937, p. 390) to its implication that incentive con-
figuration must matter. By contrast, the transaction cost theory of the non-
profit firm has started by envisaging it as a solution to the incentive
alignment problem while skipping, as it were, the more basic issues of cost
of processing and communicating information as emphasized in Coase’s
(1937) article and related works.

To reduce the risk of misinterpretation, let it be stated that both of the
above-mentioned strands in the transaction cost theory of the for-profit
firm—designated here as the incentive alignment approach and the Coasean
approach—must have been equally important for the development of that
theory, and there are no grounds for a different opinion on this point for the
case of the transaction cost theory of the nonprofit firm as well. Although
this article will discuss transaction cost-economizing in nonprofit firms
without recourse to any incentive alignment issues, such as trustworthiness
or output observability, it should not be taken to mean that these issues are
treated as unimportant or unrelated to the cost of transacting. Evidently,
understanding economic organization of both for-profit and nonprofit firms
requires paying attention to both of these approaches at the same time. The
exposition of the transaction cost-economizing role of the nonprofit firm in
this article will be one-sided in the sense of emphasizing only the Coasean
approach and will be intended to supplement the well-known theories
belonging to the incentive alignment approach.

The development of the transaction cost theory of the for-profit firm has
basically involved two steps: relaxing the zero-transaction cost assumption
of the neoclassical price theory and identifying the ways in which for-profit
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firms economize on positive transaction cost. This methodological pattern
will provide guidance for the construction of the argument in the present
article as well. The next section explores how the activities that are under-
taken by nonprofit firms in the real world would be organized in the zero-
transaction cost world assumed by the neoclassical economics. Subsequent
sections analyze how the organization of these activities would be affected
by relaxing the zero-transaction cost assumption and how real-world non-
profit firms arise to economize on transaction cost, beyond considerations of
minimizing opportunistic behavior by means of aligning incentives. Finally,
I will examine how the occurrence of opportunistic behavior in the real
world affects the realization of this opportunism-independent transaction
cost—economizing function by nonprofit firms.

DEFINING THE NEOCLASSICAL NONPROFIT FIRM

In the neoclassical price theory, for-profit firms are defined as the units of
production, just as households are defined as the units of consumption
(Putterman & Kroszner, 1996, p. 8). A crucial distinction between production
and consumption can be drawn with respect to their motivating mecha-
nisms. Demsetz (1988) formulates it as follows:

Consumption, by definition, creates utility, so the household’s deci-
sions in theory are utility-maximizing decisions. Production is devoid
of direct utility-creating activities (which are defined as consumption),
so the firm’s decisions are guided only by profit considerations.
However, the maximization of the firm’s profit delivers to its owners a
maximum capability for (indirect) utility-creating consumption in their
households. The entire process really is concerned with utility maxi-
mization, but some activities, identified as production (for use by
others), deliver utility indirectly to factor owners through the easing of
their household budget constraints. (p. 189)

The distinction between utility and profit maximization provides a simple
(and somewhat paradoxical) definition of the neoclassical nonprofit firm:
This is a firm that maximizes not profit but utility. Put differently, similar to
the for-profit firm is the unit of profit-driven production; the nonprofit firm
is the unit of what may be termed utility-driven production. In itself, this is
of course not a new finding: Its early systematic treatment forms the core of
James’s (1983) model, which has been later extended in numerous ways to
take account of various aspects of utility, such as output, quality, technolog-
ical preference, and ideology (see, e.g., James & Rose-Ackerman, 1986).
Given the orientation of nonprofit firms toward utility rather than profit
maximization, the production that they engage in represents a peculiar
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hybrid between production and consumption, just as these firms themselves
can be designated as a hybrid between the profit-maximizing firm and the
utility-maximizing household. Specifically, the nonprofit firm is similar to
the profit-maximizing firm in that it carries out production; yet, it is dissim-
ilar from the profit-maximizing firm and similar to the household in that it
maximizes utility rather than profit.

The fact that a certain production is utility-driven is sufficient, by itself, to
explain why this production is undertaken on the nonprofit basis. The expla-
nation is simple: Economic agents will take actions that maximize their util-
ity and, accordingly, will carry out a utility-driven production for exactly
this purpose, without regard to whether this production is profitable (but
taking account, of course, of the opportunity costs of resources used up in
this production). Self-evident as it is, this (neoclassical) explanation of the
nonprofit firm stands in an interesting contrast to some of the existing neo-
classical models of the nonprofit firm, which assume that nonprofit man-
agers maximize utility because they cannot maximize profit due to the
nondistribution constraint (see James & Rose-Ackerman, 1986). The concept
of utility-driven production presupposes a reverse causation: Nonprofit
firms’ managers do not care about profit precisely because they seek to max-
imize their utility in the form of carrying out a certain production.

To be sure, the neoclassical definition of the nonprofit firm—as the unit of
utility-driven production—is no more helpful for understanding the opera-
tion of the real-world nonprofit firms than the neoclassical definition of the
for-profit firm is helpful for understanding the operation of the real-world
for-profits. Indeed, in the neoclassical zero-transaction cost world, profit-
driven production could be organized by what Putterman and Kroszner (1996)
call “momentary assemblages of cooperating factor suppliers,” implying that
these suppliers “agree today to contribute their inputs at the going rate so as
to produce something for which an unmet demand is perceived, divide any
surplus earnings, and go their separate ways tomorrow according to newly
observed opportunities” (p. 8). Clearly, in the zero-transaction cost world,
similar momentary assemblages based on voluntary cooperative agreements
could govern utility-driven production as well.

Needless to say, economic organization in the form of momentary assem-
blages is hard to reconcile with the way both for-profit and nonprofit firms
are organized in the real world. Specifically, the neoclassical price theory
cannot explain why the real-world firms, both for-profit and nonprofit,
(a) involve the reliance on long-term contracts between input providers and
(b) exhibit an assignment of control rights in which some agents hire others
and direct them in the activities of production (Putterman & Kroszner, 1996).
If the concept of the firm is defined by these two characteristics rather than
by its function of carrying out production, then firms have really no role to
play in a hypothetical economy based on the costless operation of the price
mechanism. As Coase insightfully observed in his 1937 article, the reliance
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on long-term contracts between input providers and the employment rela-
tionship become explicable only when the zero-transaction cost assumption
is dropped. The next section will analyze some implications of dropping this
assumption for explaining the real-world nonprofit organization.

INTRODUCING POSITIVE TRANSACTION COST

The transaction cost theory of the for-profit firm (more specifically, the
part of this theory that has been labeled above as the Coasean approach)
rationalizes this firm as a means of economizing on the cost of searching for,
processing, and communicating information that must be incurred by the
owners of production factors in the process of cooperating with each other.
In the positive transaction cost world, “momentary assemblages of cooper-
ating factor suppliers” would be too costly to maintain because their contin-
uous renegotiation would require extensive search for and exchange of
information, quite independently from the problem of opportunism. By
replacing these momentary assemblages with long-term contracts and
authority-based, rather than price-based, resource allocation, the for-profit
firm achieves a reduction in the cost of handling information to the level that
is bearable to the cooperating factor suppliers.

Essentially the same story can be told about nonprofit firms. Realization
of utility-driven production requires cooperation of factor suppliers. In the
positive transaction cost world, organization of this cooperation in the form
of momentary assemblages would be too costly. Thus, the real-world non-
profit firm emerges as a means of organizing utility-driven production
economically. The only distinction of cooperation of factor suppliers in
utility-driven production from their cooperation in profit-driven production
resides in the fact that in the former type of production, at least some of the
factor suppliers must enhance their utility by engaging in this production,
whereas profit-driven production is not required to directly affect anyone’s
utility. It is, however, noteworthy that utility-driven production does not
require all of the cooperating factor suppliers to derive positive utility from
it; those who do not derive such utility may participate in this production in
return for monetary compensation. Participation of such disinterested factor
suppliers is expedient if it allows realization of economies of scale (i.e.,
reduction in average production costs) that are capitalized by those factor
suppliers whose utility is directly affected by this production.

By analogy with the transaction cost theory of the for-profit firm, the exis-
tence of positive transaction cost must exert a twofold effect on the organi-
zation of utility-driven production. Namely, it must affect the total amount
of this production, which is actually undertaken in an economy, as well as the
delineation of organizational boundaries of individual nonprofit firms. In the
rest of this section, these relationships will be considered in more detail.
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The first of these relationships—the one between the total amount of
utility-driven production that is actually undertaken and the size of transac-
tion cost—can be inferred from Demsetz’s (1997) critique of the Coasean
theory of the for-profit firm. Demsetz (1997) argued that the size of transaction
cost in an economy determines the boundary between the reliance on special-
ization and exchange, on one hand, and self-sufficiency, on the other.
Specifically, an increase in transaction cost reduces the range of specialization
and exchange and thereby curtails the total extent of production activities
undertaken by for-profit firms. In the same vein, transaction cost stands in
the way of cooperation of factor suppliers in utility-driven production.
Organization of this production in the form of nonprofit firms, rather than
momentary assemblages, clearly reduces transaction cost but cannot elimi-
nate it completely. Hence, there will always remain in a real-world economy
some positive, residual transaction cost that cannot be reduced further and
therefore must be unavoidably incurred by economic agents. The size of
this residual transaction cost will determine the extent by which the over-
all volume of utility-driven production in the real world will fall short of
this volume in the hypothetical world of zero-transaction cost. This con-
clusion, though, does not allow any inferences regarding the size or orga-
nizational boundaries of individual nonprofit firms, which is the object of
the second above-mentioned relationship.

The second relationship—the one between the size of transaction cost and
the size of individual nonprofit firms—is more complex for nonprofit firms
than it is for for-profit ones. In the for-profit context, this relationship has
been formulated by Coase (1937) as follows: “A firm will tend to expand
until the costs of organizing an extra transaction within the firm become
equal to the costs of carrying out the same transaction by means of an
exchange on the open market” (p. 395). Evidently, in the determination of the
size of nonprofit firms, the comparison between intrafirm and extrafirm
transaction costs must be supplemented with the account of utility derivable
from production activities that can be placed either within or outside these
firms’ organizational boundaries. Specifically, decisions on vertical integra-
tion or disintegration (outsourcing) will be informed by the extent to which
particular production activities are utility-enhancing rather than be made on
the basis of transaction cost considerations alone. In contrast to the situation
in for-profit firms, nonprofit managers can decide to vertically integrate into
some activities because they consider these activities to be utility-enhancing
or they can decide to abstain from outsourcing some utility-enhancing activ-
ities even if this outsourcing is indicated by transaction cost-economizing
reasons. In a general case, there exists a trade-off between efficiency-related
and utility-related reasons for defining nonprofit firms’ organizational
boundaries.” Because the rationale behind the existence of nonprofit firms
consists of the enhancement of utility of at least some stakeholders, this
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trade-off will be principally resolved by sacrificing efficiency to obtain util-
ity. To be sure, this trade-off does not exist for those activities that are under-
taken by nonprofit firms for purely commercial reasons; the decisions on
vertically integrating into or outsourcing these activities will be taken in a
manner similar to that of for-profit firms.

HOW DO NONPROFIT FIRMS ECONOMIZE
ON TRANSACTION COST?

The objective of this section is to bring to light some of the ways in which
the real-world nonprofit firms economize on the cost of searching for, pro-
cessing, and communicating information, quite apart from their role in min-
imizing opportunistic behavior. These ways will be classified here into two
types, one of which can be designated as general, in the sense that they
equally apply for both for-profit and nonprofit firms, and the other as spe-
cific to nonprofit organization. The general ways in which nonprofit firms
economize on transaction cost can be directly inferred from Coase’s (1937)
article, which identifies two basic aspects of the transaction cost-economizing
role of for-profit firms.

First, according to Coase (1937),

Contracts are not eliminated when there is a firm but they are greatly
reduced. A factor of production . . . does not have to make a series of
contracts with the factors with whom he is cooperating within the firm,
as would be necessary, of course, if this cooperation were as a direct
result of the working of the price mechanism. (p. 391)

Clearly, the same reasoning applies to nonprofit firms as well. The existence
of nonprofit firms significantly reduces the number of contracts that would
have otherwise been concluded among all factor suppliers cooperating in a
given utility-driven production. Indeed, to participate in this production as
it occurs in the real world, each factor supplier needs to conclude a single
contract with the firm rather than multiple contracts with all other factor
suppliers concerned. The existence of nonprofit firms avoids the costs of
writing these multiple contracts.
Second, writes Coase (1937),

It may be desired to make a long-term contract for the supply of some
article or service. This may be due to the fact that if one contract is
made for a longer period, instead of several shorter ones, then certain
costs of making each contract will be avoided. (p. 391)

This aspect of economizing on transaction cost is closely related to the first
one, yet it has a different focus: It accentuates that each individual action
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undertaken by nonprofit firms does not require the concluding of new con-
tracts between the nonprofit firm and individual factor suppliers, let alone
multiple contracts between all cooperating factor suppliers. Rather, such
actions are undertaken in the framework of long-term contracts that are
based on relatively loose specification of the types of actions that might be
undertaken. Coase extends this reasoning to rationalize the employment
relationship in a for-profit firm. This reasoning basically holds for nonprofit
organization as well, with the understanding that the employment relation-
ship does not need to imply hierarchical subordination in every case. What
it implies is the agreement to perform activities within a prespecified range
during a certain period, and this is exactly what cooperation between indi-
vidual factor suppliers envisages.

The general ways in which nonprofit firms economize on transaction
cost—reduction in the number of contracts and the substitution of long-term
contracts for short-term contracts—are based on the assumption that coop-
erating factor suppliers are aware of each other’s existence. This awareness,
however, cannot be taken for granted; rather, it is created and maintained by
the continuous process of search undertaken by each individual factor sup-
plier. Needless to say, the search process involves a transaction cost of its
own. The special role of nonprofit firms in economizing on this element of
transaction cost follows from an important difference in the nature of the
search process required to enable cooperation in utility-driven production,
on one hand, and profit-driven production, on the other.

Specifically, the search process required for cooperation in profit-driven
production does not need to focus on identifying factor suppliers who are
motivated by the prospect of monetary gain because this motivation is
assumed as universally relevant (and directly following from the utility
maximization postulate). By contrast, utility-driven production is under-
taken by factor suppliers, at least some of which must be able to derive direct
satisfaction from this production, that is, have at least some arguments in
their utility functions in common. Clearly, this is a much more restrictive
motivational prerequisite than is presupposed by the prospect of monetary
gain. Hence, factor suppliers having a specific utility function will incur
greater cost of searching for other factor suppliers who have a similar utility
function than factor suppliers motivated by monetary gain will respectively
incur in locating other factor suppliers who also are motivated by monetary
gain. The greater search cost necessary for undertaking utility-driven pro-
duction can be reduced by nonprofit firms if they actively inform the general
public about their missions, activities, and resource requirements (particu-
larly in the form of fundraising campaigns). The information provided to the
general public reaches factor suppliers having utility functions of the
required kind. These factor suppliers (such as donors, volunteers, and indi-
viduals willing to accept relatively low wages) become thereby aware of the
existence of other similarly motivated factor suppliers without incurring the
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cost of individual search. As a result, they acquire a chance to join certain
established kinds of utility-driven production in nonprofit firms and thus
contribute to expanding the overall volume of utility-driven production in
an economy.’®

The ability of nonprofit firms to reduce search costs of individual factor
suppliers is particularly important in two cases: (a) when these factor sup-
pliers desire their own number to be large and (b) when they have only low
intensities of preference for specific kinds of utility-driven production. In the
former case, this desire may stem from the sheer fact that mutual communi-
cation of these factor suppliers directly enhances their utility, or it may be
explained by the reduction in average cost of utility-driven production if its
output expands (i.e., by the presence of economies of scale). Clearly, the
more factor suppliers must be involved, the higher must be the associated
search cost, and hence, the more important must be the transaction cost-
economizing role of nonprofit firms.

In the second case, those factor suppliers whose respective preference
intensity is low are unlikely to participate in utility-driven production if they
have to incur a substantial search cost. Indeed, their participation becomes
realistic only when they can avoid the search cost by benefiting from the
information freely provided by the existing nonprofit firms. To give a hypo-
thetical example, in a society there might exist individuals with a low inten-
sity of preference for supporting people in the Third World. Accordingly,
these individuals would be ready to contribute certain resources for achiev-
ing this purpose, yet because their preference intensity is low, the size of
each individual contribution would be insignificant. If in this society there
are nonprofit firms whose mission is to support people in the Third World,
these firms can create the opportunity for making small donations while
providing the necessary information about the ways that these donations
will be utilized to achieve the above-mentioned purpose. Evidently, if the
opportunities of making these small but well-informed donations were not
available, many donations would not be made because the cost of searching
for an opportunity to support people in the Third World, given the low
intensity for this preference, might well exceed the utility derived from real-
izing this opportunity.

THE EFFECT OF OPPORTUNISM

The preceding discussion has demonstrated that in itself, the nonprofit
firms’ ability to reduce the cost of searching for, processing, and communi-
cating information does not depend on the existence of opportunistic behav-
ior of nonprofit firms’ stakeholders. Yet, such behavior is known to exist and
has even been found to be no less characteristic of nonprofit than of for-
profit firms (e.g., Ortmann & Schlesinger, 1997). Hence, it is legitimate to ask
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how the empirical existence of opportunistic behavior affects the way
nonprofit firms exercise their opportunism-independent transaction cost-
economizing function, even if their principal ability to do so is conceptually
unrelated to the occurrence of such behavior.*

Evidently, the answer to this question lies in recognizing that greater
expectations of being confronted with opportunism will generally reduce
the willingness of individuals to cooperate in utility-driven production, even
if these individuals incur only a low cost of searching for, processing, and
communicating information about opportunities of involvement in specific
nonprofit firms. Nonprofit firms can indeed lower the cost for individuals of
learning about these opportunities, yet the extent to which the concerned
individuals will respond to this cost reduction by expanding their demand
for such opportunities will depend on their trust that their involvement will
not be opportunistically exploited. The level of this trust, therefore, will
determine the extent to which the concerned individuals will make use of
the opportunism-independent transaction cost-economizing function of
nonprofit firms.

This trust can be promoted by a number of institutional devices, the most
important of which include the nondistribution constraint and the enhanced
consumer control, as follows from the trustworthiness and consumer control
theories of nonprofit organization (Ben-Ner, 1986; Hansmann, 1980), respec-
tively. By constraining the potential for opportunistic behavior, both the
nondistribution constraint and the enhanced consumer control increase the
value that individuals place on the nonprofit firms” ability to reduce the cost
of searching for, processing, and communicating information. Given that the
quality of enforcing these institutional devices may vary, better enforcement
will be associated with the greater use that will be made of this ability.

Furthermore, the likelihood of opportunistic behavior of nonprofit firms’
stakeholders can be reduced through signaling and screening mechanisms.
Signaling may involve, for example, acceptance by employees of lower
wages than they could earn elsewhere. The acceptance of lower wages is
only possible when the concerned employees obtain nonmonetary utility
that compensates them for the lack of the monetary remuneration. Clearly,
individuals who do not derive such utility and therefore would be particu-
larly prone to opportunism will perceive these wages as falling short of the
opportunity cost of their labor and will abstain from entering these firms.’
The screening role of the nonprofit organizational form is based on its ten-
dency to attract only those managers who can restrain their desire for earn-
ing profit (Young, 1983). Admittedly, those managers who can do so will be
less likely to engage in opportunistic behavior than those who cannot.

Thus, the account of opportunistic behavior reveals a peculiar comple-
mentarity between the Coasean and the incentive alignment approaches to
understanding the transaction cost-economizing function of nonprofit firms.
Although the Coasean approach, which is advocated here, rationalizes this func-
tion without recourse to the task of minimizing opportunism, its empirical
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relevance is circumscribed by the operation of institutional devices ensuring
that opportunistic behavior is kept within bounds. The importance of these
devices is emphasized by those theories that locate the nonprofit firms’ role
in aligning their stakeholders’ incentives. To be sure, this complementarity
can be conceptualized from the obverse side as well: The empirical impor-
tance of the nonprofit firms’ role in aligning incentives is enhanced when
nonprofit firms can effectively lower the cost of searching for, processing,
and communicating information. Because lowering this cost makes engag-
ing in utility-driven production more attractive, the issues of ensuring incen-
tive compatibility will thereby become increasingly relevant.

CONCLUDING REMARKS

This article can be summarized by considering a hypothetical question:
Would nonprofit firms have a role to play in an economy where information
is scarce but people are not prone to opportunism? Evidently, theories ratio-
nalizing the nonprofit firm as a means of minimizing opportunistic behav-
ior, such as the trustworthiness theory (Hansmann, 1980) and the consumer
control theory (Ben-Ner, 1986), must answer this question negatively. By
contrast, this article suggested that even if people are not opportunistic, their
cooperation in the realization of utility-driven production involves a trans-
action cost associated with the processes of searching for, processing, and
communicating information, which are unrelated to the problem of prevent-
ing opportunism. Nonprofit firms arise to economize on this transaction cost
by reducing the number of contracts that needs to be made among the par-
ticipants of utility-driven production, by replacing short-term contracts with
long-term ones, and by reducing the cost to the participants of searching for
opportunities of involvement in this production.

The validity of this argument, of course, does not depend on the assump-
tion that people are not prone to opportunism. Indeed, they are, as has been
forcefully postulated by Williamson’s (1985) version of transaction cost eco-
nomics. The proclivity to opportunism suggests that the economic role of non-
profit firms in the real world is twofold. On one hand, nonprofit firms do
reduce opportunism by means of aligning incentives among concerned stake-
holders, as argued by Hansmann (1980), Ben-Ner (1986), Easley and O’Hara
(1986), Krashinsky (1986), and others. On the other, they also economize on
the cost of searching for, processing, and communicating information. These
are two complementary aspects of the general transaction cost-economizing
role of nonprofit firms. Moreover, these aspects are mutually reinforcing in the
sense that the range of empirical relevance of each of them is circumscribed by
the extent to which the other aspect is effectively realized.

Although these two aspects must be equally important in principle, it
might be conjectured that their actual relative importance can vary across
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different (classes of) nonprofit firms. Indeed, the cases of fraud and self-dealing
occasionally observed in some nonprofit firms (e.g., Gibelman & Gelman, 2001,
2004) suggest that these firms sometimes do not manage to suppress oppor-
tunism sufficiently. In these cases, can minimization of opportunism be
regarded as the major rationale behind these firms’ existence? Or, do these
firms exist mainly because they effectively reduce the cost of searching for, pro-
cessing, and communicating information? Answering these questions must
be left to empirical research.

Notes

1. It is noteworthy that Coase’s (1937) seminal article, while laying the foundation for the
modern transaction cost theory of the firm, never mentions the issue of incentive alignment
aimed at minimizing opportunism. The argument of Coase is wholly in terms of cost of search-
ing for, processing, and communicating information.

2.1 am thankful to one of the anonymous reviewers for suggesting this trade-off to me. The
discussion of the trade-off follows the implicit Coasean assumption of zero production cost dif-
ferences between intrafirm and extrafirm organization of production activities. This assumption
can be relaxed by permitting these differences to enter into the efficiency-related rationale for
specific delineation of organizational boundaries as opposed to utility-related rationale. The
nature of the trade-off is clearly not affected by this extension.

3. To be sure, it may happen that no factor suppliers with the required utility function can
be identified in a given society; this fact cannot be changed by an active informational policy of
nonprofit firms. Or, nonprofits may manage to convince some individuals of the importance of
their missions, thus changing these individuals’ utility functions, but the activity of convincing
falls outside the scope of economizing on transaction cost.

4. I am thankful to one of the anonymous reviewers for suggesting this question to me.

5. This argument is corroborated by the empirical findings that nonprofit firms do tend to
pay lower salaries than for-profit ones (Handy & Katz, 1998; Preston, 1989; Steinberg, 1990;
Weisbrod, 1983).
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