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A Model of Self-Enforcing Agreement Use in Business-to-Business Exchange Relationships

Governance issues and the way exchange relationships and other alliances are structured has been

a key theme of much of the business-to-business marketing literature and the focus of

considerable empirical research in recent decades.  A number of frameworks, such as agency

theory (Jensen and Meckling 1976; Bergen, Dutta, and Walker 1992), interaction approach

(Håkansson 1982), interorganizational relationships (Johanson and Mattson 1987; Ring and Van

de Ven 1994), political economy (Achrol, Reve and Stern 1983), resource dependency (Pfeffer

and Salancik 1978), social exchange (Dwyer, Schurr, and Oh 1987; Hallén, Johanson, and Seyed-

Mohamed 1991), transaction cost analysis (TCA) (Williamson 1985; Rindfleish and Heide

1997), and others have provided the theoretical bases for this growing literature.  Drawn from

these origins, an array of governance mechanisms, such as incentive realignments (Shavell 1984),

hostages (Williamson 1983), monitoring (Ouchi 1979, 1980; Stinchcombe 1985), decision

control (Heide and John 1992), and qualification (Stump and Heide 1996), have been identified,

which may be used individually or in a combined fashion to govern these relationships (Bradach

and Eccles 1989; Heide 1994; Ouchi 1980).  Likewise, these same frameworks identify a range

of factors that influence the extent to which these specific governance mechanisms are used.

Little noted among this vast literature is the notion that an exchange relationship may be

structured as a self-enforcing agreement  (Telser 1980; Klein 1996; Koss and Eaton 1997).

Telser (1980, p. 27), defines self-enforcing agreements as a situation where:

“each party decides unilaterally whether he is better off continuing or stopping his

relationship with the other part[y].  He stops if and only if the current gain from

stopping exceeds the expected present value of his gains from continuing.  No

outside party intervenes to enforce the agreement, to determine whether there have

been violations, and to impose penalties.”

The dominant view expressed in the governance literature that certain trading hazards,

such as transaction specific assets (Williamson 1985) or environmental uncertainty (Pfeffer and

Salancik 1978), cause market failures such as the “hold-up” threat where one party may try to

alter the terms of the exchange to the detriment of the other after the transaction is consummated

(Klein, Crawford, and Alchian 1978).  Consequently, firms proactively craft ex ante and/or ex

post governance mechanisms within interfirm relationships or vertically integrate to ensure
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performance and protect their interests.  In contrast, the extant theory on self-enforcing

agreements focuses on when and why firms abstain from installing ex post governance

mechanisms, i.e., contractual arrangements that require the intervention of a third-party, vertical

integration, or alternative bonding mechanisms.

Surprisingly, there has been little empirical study of self-enforcing agreements to

determine whether the core premise espoused by Telser, i.e. that absence of ex post governance

mechanisms, does actually hold.  Moreover, there have been few attempts to extend this theory

by integrating insights from other frameworks and recent findings found in the governance

literature to delineate a more comprehensive array of factors that foster or impede the adoption of

self-enforcing agreements.  Thus, this article will address this gap in the literature by developing

a model of self-enforcing agreements that extends beyond the factors identified by Telser and

other industrial economists.

Conceptual Model

Self-enforcing agreements, like other governance alternatives, address the potential for a post-

contractual “hold-up” occurring, i.e., where one party does not perform as expected or belatedly

tries to alter the terms of the agreement to its advantage (Klein, Crawford, and Alchian 1978).

The gist of a self-enforcing agreement is that termination is the only effective means of recourse

available to one party when the partner is discovered to have violated the agreement between the

two parties (Telser 1980).  Both parties are expected to act in a self-interested manner and

calculate whether violating the agreement provides greater or lesser gain than the future net

benefits that would be foregone if the agreement were terminated by the other party upon

discovering the violation.  Self-enforcing agreements are expected to serve as a more efficient

alternative to the costly intervention of third parties to enforce agreements or assess damages for

violations, vertically integrating, or relying on other bonding mechanisms (Telser 1980; Koss and

Eaton 1997).

In Telser’s treatise, he identifies a series of conditions that make it more or less likely that

an agreement to be structured in a self-enforcing fashion.  We expand on these and draw upon

the governance literature to propose a model that incorporates a more comprehensive array of

antecedent factors and explicates the process by which self-enforcing agreements are adopted.  In

particular, we are concerned with whether a newly originated transaction between two separately

owned firms is structured as a self-enforcing agreement, which in operational terms would mean:
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1) the absence of explicit contractual stipulations that would rely upon

adjudication or intervention by another third-party to enforce

performance or collect monetary damages if a violation of the terms of

the agreement later occurs (Crocker and Masten 1988; Joskow 1987;

Masten and Crocker 1985; Shavell 1984).

2) the absence of other bonding mechanisms that do not require the

intervention of others (e.g., exclusive dealing, exclusive territory

arrangements).

This model (displayed in Figure 1) depicts the use of self-enforcing agreements (SEA) as

being subject to the influence of a range of factors that include 1) procurement risk factors, 2)

structural aspects of the focal transaction, 3) the nature of the pre-existing relationship between

the two parties, 4) unilateral governance mechanisms available to the buyer, 5) task and macro

environmental characteristics.  We elaborate on each below and formalize these with a series of

research propositions.

Relative Importance of ItemRelative Importance of Item

Single Sourcing StrategySingle Sourcing Strategy

Self-Enforcing 
Agreement

Self-Enforcing 
Agreement

Transaction Length Transaction Length 

Co-Specific InvestmentsCo-Specific Investments

Tie StrengthTie Strength

Qualification EffortsQualification Efforts

Decision ControlDecision Control

Outcome MonitoringOutcome Monitoring

Performance AmbiguityPerformance Ambiguity

Technological UncertaintyTechnological Uncertainty

H1-a,b,c: (+)

H2: (+)

H5-a: (o)

H5-b: (+)

H4: (+)

H3: (+)

H6: (+)

H7: (-)

H8: (+)

H9: (-)

H10: (+)

Figure 1
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The buyer’s perceptions of risk.  Not all procurements pose equal risks to the buyer.  Thus

when assessing the relative efficacy of different governance options, buyers take into

consideration factors such as:

• The relative importance of the item being procured (Stump 1995).  Here the notion is

that buyers are likely to walk away from unsatisfactory transactions that have low

consequences to them since the cost of enforcement is likely to be perceived as being

prohibitively high in relation to the benefit from the item being procured.  Item

importance may be in terms of its functional criticality, degree of customization to the

buyer’s needs, and/or the dollar amount being procured.

Proposition 1: Procured items perceived to be unimportant because

they are: a) functionally non-critical, b) standardized/commodity-like, or c)

comprise little dollar risk will be positively associated with the use of self-

enforcing agreements.

How the focal transaction is structured.  Here the focus is on the buyer’s procurement

strategy, terms of the contractual agreement between the parties, which reflects the time horizon

of the transaction (Telser 1980), and whether credible commitments (Williamson 1983)

accompany the execution of the agreement.

• Whether the buyer is using a single source procurement strategy (Segal 1989; Stump

1995; Tullous and Utect (1992).  Here the expectation is that SEA will only exist in a

single sourcing situation since multisourcing can be construed as an alternative,

market based enforcement mechanism. This leads us to propose:

Proposition 2: A single source strategy will be positively associated

with the use of self-enforcing agreements.

• Whether the transaction has a finite length, with no or limited renewal provisions,

versus having “evergreen” renewals or an open-ended duration (Telser 1980).

Transaction length is expected to be positively associated with SEA as it approaches

an uncertain future horizon since it reduces the current gains of violating the

agreement and increase the retaliatory threat of lost future profits.

Proposition 3: Contracts with longer or indefinite term lengths will be

positively associated with the use of self-enforcing agreements.
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• Interdependence structure, or co-specific investments, i.e., considering both the

magnitude and symmetry of specialized investments (buyer specific asset - supplier

specific assets) (Anderson and Narus 1990; Grossman and Hart 1986; Gundlach and

Cadotte 1994; Koss and Eaton 1997; Kumar, Scheer, and Steenkamp 1995;

Williamson 1983).  Transactions where both parties are mutually dependent upon one

another are more prone to use self-enforcing agreements because specific asset

investments depict a relationship where the burdens and benefits are being shared and

where the potential payoff to behaving opportunistically is constrained.  Thus because

of these endogenous means, firms are less likely to seek outside intervention.

Proposition 4: Transactions accompanied by co-specific investments

will be positively associated with the use of self-enforcing agreements.

Relationship characteristics.  Here the concern is whether and how the past relationship

between the two exchange partners will alter the governance structure in a subsequent transaction

(Stump 1993).

• Tie strength, or extent of mutual impact, of the prior relationship between the buyer and

supplier (Koenig 1990; Stump 1994).  Telser (1980) argues that the probability of

continuing a relationship honestly should not hinge on the past experience with the other

party, deeming it to be “inconsistent with rational behavior” (p. 35).  On the other hand,

theories of social embeddedness (Granovetter 1985), relational norms (Macneil 1980),

and generalized safeguards (Stump and Joshi 1998) suggest that strong (close)

relationships that have developed though past exchange may attenuate the likelihood of

opportunism.

Proposition 5: Strong ties arising from past exchanges will: a) have

show no association (Telser’s view), or b) will be positively associated (view

expressed by the alternative theoretical frameworks) with the use of self-

enforcing agreements.

Unilateral governance actions undertaken by the buyer.  This aspect reflects the growing

body of theoretical development and empirical evidence of the use of plural governance forms

(Bradach and Eccles 1989), i.e., where multiple governance mechanisms are used in a

complementary fashion, and that certain governance mechanisms may be functional alternatives.
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• Qualification efforts, i.e., ex ante evaluation of the supplier’s ability and motivation to

meet the buyer’s needs and be a reliable source (Stump and Heide 1996).

Qualification efforts are deemed to make SEA more likely since the buyer will have

had a better chance to screen out an unreliable exchange partner, or the adverse

selection problem highlighted in agency theory (Jensen and Meckling 1976; Bergen,

Dutta, and Walker 1992).  Thus in this sense, qualification can be viewed as operate

in a complementary fashion by serving as a facilitator of SEA.

Proposition 6: Transactions preceded by extensive qualification efforts

will be positively associated with the use of self-enforcing agreements.

• Decision control, i.e., the extent to which a buyer obtains or shares decision authority

over particular areas related to the transaction that normally are considered to be in

the supplier’s realm (Heide and John 1992).  When greater decision control has

shifted from the supplier, the buyer’s ability to retaliate short of terminating the

agreement improves.  Thus this governance mechanism can be viewed a functional

alternative to SEA.

Proposition 7: Transactions where the buyer exhibits a high degree of

decision control will be negatively associated with the use of self-enforcing

agreements.

• Outcome monitoring, i.e. use of ex post surveillance or auditing activities to track

supplier performance (Williamson 1985; Heide and John 1990).  Monitoring can be

considered to be another facilitating governance mechanism in that it increases the

prospect of nonperformance being detected quickly, thereby reducing the incentive for

the supplier to act opportunistically.

Proposition 8: Transactions where the buyer engages in extensive

outcome monitoring efforts will be positively associated with the use of self-

enforcing agreements.

Task and macro characteristics.  The governance literature is replete with theoretical

bases and empirical evidence that interfirm relationships and transaction governance are

influenced by extra-dyadic factors (Pfeffer and Salancik 1978; Williamson 1985).

• Performance ambiguity, or difficulty monitoring supplier performance (Heide and John

1990; Stump and Heide 1996).  This variable is not expected to have a direct association
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with SEA, but instead is expected to moderate the effect of outcome monitoring.  SEA

rely upon the ability to clearly attribute malfeasance, whose detection is thwarted under

conditions of high performance ambiguity.

Proposition 9: Performance ambiguity will moderate the influence of

outcome monitoring.

• Environmental characteristics, in the form of technological uncertainty, or the inability to

predict changes in product and/or process technologies (Walker and Weber 1987; Heide

and John 1990).  Greater environmental uncertainty increases the likelihood that

extraneous conditions may cause the sequence of transactions to terminate regardless of

the actions of both parties to the agreement.  Thus, in this way it too would have an

indirect effect.  Still another view is that incomplete contracts reduce the rigidity that

would be created by negotiating and pre-specifying extensive contingency arrangements

that would require court-enforcement (Klein 1996).  Under this final scenario, the

influence of technological uncertainty is expected to be direct.

Proposition 10: Technological uncertainty will be positively associated

with the use of self-enforcing agreements.

Discussion

The prospect that firms will intentionally forego installing ex post governance

mechanisms has intriguing theoretical and managerial implications.  From a theoretical

perspective, we extend the theory of self-enforcing agreements drawn from industrial economics

by integrating it with other perspectives from the governance literature.  Our model has also

served to elaborate on the underlying process by which firm’s decide whether or not to structure

a transaction as a self-enforcing agreement, as well as to identify a broader range of factors that

impinge on this decision.  Furthermore, our series of research propositions directly lend

themselves to empirical testing.

From a managerial perspective, our model has normative implications.  It expands the

rationale for when self-enforcing agreements may be an efficient governance solution.  Our

model also provides a more comprehensive array of decision factors that firms should consider

than is presently espoused in the SEA literature.
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The logical next step is to empirically test the propositions posed herein and to assess

whether satisfactory performance outcomes do accrue from structuring transactions in this

manner.

References

Achrol, Ravi S., Torger Reve, and Louis W. Stern (1983), “The Environment of Marketing
Channel Dyads: A Framework for Competitive Analysis,” Journal of Marketing, 47
(Fall), 55-67.

Anderson, James C. and James A. Narus (1990), “A Model of Distributor Firm and Manufacturer
Firm Working Partnerships,” Journal of Marketing, 54 (1), 42-58.

Bergen, Mark, Shantanu Dutta, and Orville Walker (1992), “Agency Relationships in
Marketing: A Review of the Implications and Applications of Agency and Related
Theories,” Journal of Marketing, 56 (July), 1-24.

Bradach, Jeffrey L. and Robert G. Eccles (1989), “Price, Authority, and Trust: From Ideal Types
to Plural Forms,” Annual Review of Sociology, 15, 97-118.

Crocker, Keith J. and Scott E. Masten (1988), “Mitigating Contractual Hazards: Unilateral
Options and Contract Length,” Rand Journal of Economics, 19, 327-343.

Dwyer, F. Robert, Paul H. Schurr, and Sejo Oh (1987), “Developing Buyer-Supplier
Relationships,” Journal of Marketing, 51 (April), 11-27.

Granovetter, Mark S. (1985), “Economic Action and Social Structure: the Problem of
Embeddedness,” American Journal of Sociology, 91 (3), 481-510.

Grossman, S. J. and O. D. Hart (1986), “The Costs and Benefits of Ownership: A theory of
Vertical and Lateral Integration,” Journal of Political Economy, 94 (4), 691-719.

Gundlach, Gregory T. and Ernest R. Cadotte (1994), “Exchange Interdependence and Interfirm
Interaction: Research in a Simulated Channel Setting,” Journal of Marketing Research, 31
(4), 516-533.

Håkansson, Håkan (1982), International Marketing and Purchasing of Industrial Goods, New
York, NY: John Wiley and Sons.

Hallén, Lars, Jan Johanson, and Nazeem Seyed-Mohamed (1991), “Interfirm Adaptation in
Business Relationships,” Journal of Marketing, 55 (April), 29-37.

Heide, Jan B. and George John (1990), “Alliances in Industrial Purchasing: The Determinants of
Joint Action in buyer-Supplier Relationships,” Journal of Marketing Research, 27 (1), 24-
36.

Heide, Jan B. and George John (1992), “Do Norms Matter in Marketing Relationships?,” Journal
of Marketing, 56 (2), 32-44.

Heide, Jan B. (1994), “Interorganizational Governance in Marketing Channels,” Journal of
Marketing, 58 (January), 71-85.



10

Jensen, Michael C. and William H. Meckling (1976), “Theory of the Firm: Managerial
Behavior, Agency Costs, and Capital Structure,” Journal of Financial Economics, 3
(October), 305-60.

Johanson, Jan and Lars-Gunnar Mattson (1987), “Interorganizational Relations in Industrial
Systems: A Network Approach Compared with the Transaction-Cost Approach,”
International Studies of Management and Organization, 17 (1), 34-48.

Joskow, Paul L. (1987), “Contract Duration and Relation-Specific Investments: Empirical
Evidence from Coal Markets,” American Economic Review, 77 (1), 168-185.

Klein, Benjamin, Robert G. Crawford, and Armen A. Alchian (1978), “Vertical Integration,
Appropriable Rents and Competitive Contracting Process,” Journal of Law and
Economics, 21 (2), 297-326.

Klein, Benjamin (1996), “Why Hold-Ups Occur: The Self-Enforcing Range of Contractual
Relationships,” Economic Inquiry, 34 (3), 444-463.

Koenig, Hal F. (1990), “One Step toward Better Understanding channel Relationships: Tie
Strength,” in David Lichtenthal et al. (Eds.), 1990 AMA Winter Educators’ Conference
“Marketing theory and Applications,” Chicago, IL: American Marketing Association, 95-
101.

Koss, Patricia A. and B. Curtis Eaton (1997), “Co-specific Investments, Hold-Up and Self-
Enforcing Contracts,” Journal of Economic Behavior and Organization, 32, 457-470.

Kumar, Nirmalya, Lisa K. Scheer, and Jan-Benedict E. M. Steenkamp (1995), “The effects of
Perceived Interdependence on Dealer Attitudes,” Journal of Marketing Research, 32 (3),
348-356.

Macneil, Ian R. (1980), The New Social Contract, New Haven: Yale University Press.

Masten, Scott. E. and Keith J. Crocker (1985), “Efficient Adaptation in Long-Term Contracts:
Take or Pay Provisions for Natural Gas,” American Economic Review, 75, 1083-1093.

Ouchi, William G. (1979), “A Conceptual Framework for the Design of Organizational Control
Mechanisms,” Management Science, 25 (9), 833-848.

Ouchi, William G. (1980), “Markets, Bureaucracies, and Clans,” Administrative Science
Quarterly, 25 (March), 129-141.

Pfeffer, Jeffrey and Gerald R. Salancik (1978), The External Control of Organizations: A
Resource Dependency Perspective, New York, NY: Harper and Row.

Rindfleish, Aric and Jan B. Heide (1997), “Transaction Cost Analysis: past, Present, and Future
Applications,” Journal of Marketing, 61 (October), 30-54.

Ring, Smith Peter and Andrew H. Van de Ven (1994), “Developmental Processes of Cooperative
Interorganizational Relationships,” Academy of Management Review, 19 (1), 90-118.

Segal, Madhav N. (1989), “Implications of Single vs. Multiple Buying Sources, Industrial
Marketing Management, 18 (3), 163-178.

Shavell, Steven (1984), The Design of Contracts and Remedies for Breach,” Quarterly Journal of
Economics, 99 (1), 121-148.



11

Stinchcombe, Arthur L. (1985), Contracts as Hierarchical Documents,” in A L. Stinchcombe
(Ed.), Organizational Theory and Project Management, Bergen, Norway: Norwegian
University Press, 121-171.

Stump, Rodney L. (1994), “Using Tie Strength as an Indicator of Buyer-Supplier Closeness:
Theoretical and Empirical Bases,” 1994 Research Conference in Relationship
Marketing, Emory University.

Stump, Rodney L. (1995), “Antecedents of Purchasing Concentration: A Transaction Cost
Explanation,” Journal of Business Research, 34 (2), 145-157.

Stump, Rodney L. and Jan B. Heide (1996), “Controlling Supplier Opportunism in Industrial
Relationships,” Journal of Marketing Research, 33 (4), 431-441.

Stump, Rodney L. and Ashwin W. Joshi (1998), “To Be or Not to Be [Locked In], That Is the
Question: An Investigation of Buyers’ Commitments of Dedicated Investments to Support
New Transactions,” Journal of Business-to-Business Marketing, 5 (3), 33-63.

Telser, Lester G. (1980), “A theory of Self-Enforcing Agreements,” Journal of Business, 53 (1),
27-44.

Tullous, Raydel and Richard L. Utect (1992), “Multiple or Single Sourcing?,” Journal of
Business and Industrial Marketing, 7 (Summer), 5-18.

Walker, Gordon and David Weber (1987), “Supplier Competition, Uncertainty and Make-or-Buy
Decisions,” Academy of Management Journal, 30 (3), 589-596.

Williamson, Oliver E. (1983), “Credible Commitments: Using Hostages to Support Exchange,
American Economic Review, 73 (4), 519-540.

Williamson, Oliver E. (1985), The Economic Institutions of Capitalism, New York, NY: the Free
Press.


