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Abstract

In property rights theory, firm is an organizational response to reduce trans-
action cost associated with hold-up of using market mechanism. We claim that
strategic alliance — without changing firm boundaries or asset ownership — is
another type of organizational response. We construct a model to investigate
individual firms’ strategic choice on specialization or diversification when pro-
ducing intermediate products and their further choice of organizational form:
autarchy or forming strategic alliance. We introduce fixed learning costs as an
indicator of scales of economy and show that only if fixed learning costs are
large enough, will firms have incentive to be specialization and form strategic
alliance. We distinguish between asymmetric strategic alliance and symmetric
strategic alliance and show that transaction cost is not monotonic with respect
to fixed learning costs. In particular, for asymmetric strategic alliance, there
exists overinvestment with un-utilized capacity. Further, asymmetric strategic
alliance is always unstable, while symmetric strategic alliance is stable only if
fixed learning costs are large enough. The firm who is entitled with higher
learning cost gets higher payoff — rewards for the endeavor. If firms are more
patient, they are less likely to form strategic alliance.

JEL classification: D23, L14, L22
Keywords: Endogenous Transaction Cost, Hold-up, Specialization, Overin-
vestment, Strategic Alliance
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1 Introduction

“Hold-up arises when part of the return on an agents relationship-specific investments
is ex post expropriable by his trading partner.” (Che and Sakovics 2007) This leads
to underinvestment ex ante. As an organizational response, the inefficiency and the
corresponding transaction cost! could be reduced through vertical integration (Klein,
Crawford, and Alchian 1978, and Williamson 1979). This was formally incorporated
into property rights theory (Grossman and Hart 1986, Hart and Moore 1990), in
which the owner of the firm is entitled residual rights of control to minimize the
distortion of hold-up.

In contrast, we focus on another type of organizational form — strategic alliance,
“where non-integrated parties coordinate activities without changing firm boundaries
or asset ownership” (Baker and Gibbons 2002). A notable example is the shoe and
garment industry in Wenzhou, Zhejiang, China. Firms specialize on the productions
of some intermediate parts, exchange with others, and assemble them into brands of
their own.2 To be specialization, firms enjoy the benefit of scales of economy. To
be diversification, firms avoid the possible hold-up afterward. Due to this trade-off,
transaction cost is endogenized. We claim that strategic alliance — without changing
firm boundaries or asset ownership — is another type of organizational response to
reduce the transaction cost associated with hold-up.

In this paper, we construct a model to investigate individual firms’ strategic choice
on specialization or diversification when producing intermediate products and their
further choice of organizational form: autarchy or forming strategic alliance. In our
model, we introduce fixed learning costs in production of intermediate products as
an indicator of scales of economy. The larger fixed learning costs are, the larger the
benefit from specialization and forming strategic alliance are.

The discrepancy between our model and current property rights theory is that in
our model firms could form strategic alliance to take advantage of the specialization
and the associated scales of economy meanwhile keeping independence of each firm,
while in property rights theory firms may integrate to entitle residual rights of control
to the owner to reduce the transaction cost. Further, in property rights theory, firms
could negotiate for the optimal ownership structure ex ante. In contrast, in our
model, firms can not reach a contractible arrangement regarding specialization or
diversification ex ante. They have to rely on self-enforceable agreement, i.e. Nash
equilibrium.

Our main results are summarized below.

1. Only if fixed learning costs are large enough, will firms have incentive to be

LCoase (1937) suggested firm is the organizational form to reduce transaction cost of using market
mechanism.
2See the online report: http://www.efu.com.cn/data/2008/2008-01-29/227157.shtml.



specialization and form strategic alliance.

2. If fixed learning costs are in some middle range, one firm may diversify while
the other specializes on the intermediate product with lower learning cost and
they form asymmetric strategic alliance. If fixed learning costs are large,
both firms will be specialization and form symmetric strategic alliance.

3. We define transaction cost as the difference between firms’ total payoff at
the first best and that at the equilibrium choice. We show that transaction cost
is not monotonic with respect to fixed learning costs.

4. For the asymmetric strategic alliance, the firm diversified merely increases
its bargaining power through diversification during the negotiation afterward.
There exists overinvestment with un-utilized capacity since the firm di-
versified still specializes on producing the intermediate product with higher
learning cost according to the equilibrium agreement of the negotiation. In
contrast, if firms are diversification and autarchy, we also have overinvestment
but with fully utilized capacity.

5. The firm who is entitled with higher learning cost gets higher payoff — “rewards
for the endeavor”. Intuitively, in the asymmetric strategic alliance, the firm
diversified gets higher bargaining power through diversification and therefore
gets higher payoff.

6. The asymmetric strategic alliance is always unstable, while the symmetric
strategic alliance is unstable if fixed learning costs are small and stable if fixed
learning costs are large. Here, unstable means that if the game continues to
another stage the strategic alliance will be disbanded to autarchy.?

7. If firms are more patient, they are less likely to form strategic alliance since the
benefit from diversification is higher by avoiding the possible hold-up both in
the current period and in the future periods.

Our model is related to the literature on specialization and division of labor. Yang
and Borland (1991) provide a microeconomic mechanism to explain the evolution of
specialization. Their model begins with the consumer-producer role for each indi-
vidual. They point out the monopoly power accruing to producers due to the entry
barriers created by learning by doing and increasing returns. However, they nullify
the monopoly power by the assumption of the option contract in the future market,
which exempts presumptively the possibility for negotiation. Hence, they turn to a
Walrasian regime to describe the equilibrium of the division of labor. In our model,

3This supports the argument of Wang (2005) that most coalitions don’t last long. Only if the
stakes are high enough, will coalitions be sustainable.



we identify the key role of bargaining power created by fixed learning costs, and pro-
vide the possibility for negotiation, which thus enriches the story of the evolution of
specialization through a Nash equilibrium scheme. Becker and Murphy (1992) argue
that coordination costs and the amount and extent of knowledge are key factors in
determining the degree of specialization, which sharply contrast with the traditional
view emphasizing the limitations of specialization imposed by the thickness of the
market.

The rest of the paper is organized as follows. Section 2 provides the setup of
our basic model and presents our main results. Section 3 considers the case if the
game continues to an unexpected second stage — myopic case. Section 4 considers the
case if the game continues to an expected second stage — foresighted case. Section 5
concludes.

2 The Basic Model

There are two firms M1 and M2. They need intermediate products x and y to
produce their own final goods. Each firm may produce z and y by itself (the case of
autarchy) or specialize and produce only one and exchange with the other firm (the
case of forming strategic alliance). For simplicity, we assume each firm has one unit
of labor endowment in the production of x and y. To produce x and y, each firm
has to incur some fixed learning cost a, and a,. That is, to be capable to produce
x, one has to spend a, unit of labor in advance; to be capable to produce y, one has
to spend a, unit of labor in advance. Further, we assume % > ap > a, > 0. If one
invests both a, and a, , this is the diversification case, denoted as D. We assume
that if M1 does not diversify, he can only choose to specialize on x, denoted as 5.
If M2 does not diversify, he can only choose to specialize on y, denoted as S,,.*

If one chooses D, the production function for x and y is z +y =1 — a, — a,. If
M1 chooses S, the production function for z is « = 1 — a,. If M2 chooses S, the
production function for y is y = 1 — a,. In addition, suppose M1 and M2 have the

same production function for final products, f(x,y) = x%y%.

At date 1.0, M1 and M2 learn to produce z, y, or both: specialization of diversi-
fication. At date 1.1, they negotiate to form strategic alliance. If negotiation breaks
down, they will be autarchy. If they agree to form strategic alliance, we assume they
will divide the trade surplus based on Nash Bargaining solution, in which the bar-
gaining weight of each firm is equalized to be 1/2. At date 1.2, z and y are produced
and exchanged according to the agreement at date 1.1 if there is any. The timing of
the model is illustrated in Figure 1.

Denote the choices of M1 and M2 at date 1.0 as (Cy,Cy), where C; € {S,, D}

4This will simplify our analysis and avoid the possible coordination failure from M1 and M?2.
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Figure 1: Timing

and Cy € {5y, D}. To the point view of social planner, clearly the first best solution
is (Sz,Sy). That is, M1 specializes on x and M2 specializes on y. Now we turn to the
question: what are the equilibrium choices of M1 and M2 at date 1.07 The following
lemma solves the payoffs at date 1.0 for all possible combinations of (Cy, Cy).

Lemma 1 The payoff matriz at date 1.0 is as described in table 1, where Uy =
%\/(1 —a; —ay)?, Uxp = %\/(1 —a;)(1—a; —ay), Upy = %\/(1 —a; — ay)(1 — ay),
Usy = 3/ = a1 —ay).

Table 1: Payoff matrix

M2
Sy D
M1 Sy Uxy,Uxy Uxp — %U/h Uxp + %UA
D | Upy + 3Ua, Upy — 5Ua Ua, Ua

Proof. See the Appendix. m

The following proposition shows that if the fixed learning cost a, and a, are
small, the equilibrium choice at date 1.0 will be (D, D) and M1 and M2 end up with
autarchy. If a, and a, are large, the equilibrium choice at date 1.0 will be (S5, Sy)
and M1 and M2 end up with forming symmetric strategic alliance, in which M1
and M2 have the symmetric bargaining position and get the same payoff. If a, and
a, are in some middle range, the equilibrium choice at date 1.0 may be (D, S,) and
M1 and M2 end up with forming asymmetric strategic alliance, in which M1
and M2 have the asymmetric bargaining position and get different payoff. Finally,
(Si, D) will never be an equilibrium and there may exist multiple equilibria.

Proposition 1 i) If the fized learning cost a, and a, are small, M1 and M2 end up
with (D, D) at date 1.0.



i) If a, and a, are large, M1 and M2 end up with (S, S,) at date 1.0.
iii) If a, and a, are in some middle range, M1 and M2 may end up with (D, S,).
iv) (Sz, D) will never be an equilibrium.

v) There may exist multiple equilibria.

Proof. See the Appendix. m

The intuition is that if learning costs are small, it is worth diversifying to avoid
the possible hold-up during the negotiation afterward. If learning costs are large,
it is better to specialize and form symmetric strategic alliance, in which the first
best is achieved. If learning costs are in some middle range, one may have incentive
to diversify while the other specializes on the one intermediate product with low
learning cost. In this case, they form asymmetric strategic alliance.” (See figure 2 for

the MATLAB simulation.)
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Figure 2: Nash Equilibrium

5By our assumption, not matter what, M1 has to spend a, to learn to produce x, while M2 has
to spend a, to learn to produce y. Since a, > a,, M1 has higher incentive to spend a, and diversify
than M2 to spend a, and diversify. That is to say, if (S, D) is an equilibrium, then for sure (D, S,)
will be an equilibrium.



Define transaction cost as the difference between the total payoff for M1 and
M2 at the first best and the total payoff for M1 and M2 at the equilibrium choice.
The following corollary says that transaction cost is not monotonic with respect to
fixed learning costs. (See figure 3 for the MATLAB simulation.)

Corollary 1 (Transaction Cost)

i) If a, and a, are small, transaction cost increases in a, and a,.

ii) If a, and a, are increasing to some extent, there may exist a jump down of the
transaction cost. After that, it increases in a, and a, again.

iii) If a, and a, are large enough, transaction cost jumps down to zero.

0.45
0 g
0.3
03
0.25
0.2.f

- learning cost of y

LwmaE e

2 or ARAMING ICUstir X Trangaction Cost - as a fraction of the first best

Figure 3: Transaction Cost

Intuitively, if fixed learning costs are small, the equilibrium choice at date 1.0 will
be (D, D) and M1 and M2 end up with autarchy. In this case, transaction cost is



2Uxy — 2U4, which is increasing in fixed learning costs. If fixed learning costs are
increasing to some extent, the equilibrium choice at date 1.0 may be (D, S,) and M1
and M2 end up with forming asymmetric strategic alliance. In this case, transaction
cost is 2Uxy — 2Upy, which is increasing in fixed learning costs. Since Uy < Upy,
there exists a jump down of transaction cost during the transition from (D, D) to
(D, S,). If fixed learning costs are large enough, the equilibrium choice at date 1.0
will be (S, S,) and M1 and M2 end up with forming symmetric strategic alliance,
which is the first best. Consequently, transaction cost jumps down to zero.

The following corollary says that if the equilibrium choice at date 1.0is (D, S,) and
M1 and M2 form asymmetric strategic alliance, there exists the case of un-utilized
capacity, in which M1 spends a, learns to produce y, but still specializes on producing
x during the production afterwards. The diversification of M1 merely serves as the
purpose of increasing its bargaining power during the negotiation of forming strategic
alliance.

Corollary 2 (overinvestment with un-utilized capacity)

If at date 1.0 the equilibrium choice is (D,S,), then at date 1.2 the equilibrium
result 1s M1 specializes on producing x and M2 specializes on producing y.

From the proof of proposition 1 part (iii), we have the above corollary. In this
case, there exists overinvestment with un-utilized capacity. In contrast, if M1 and
M2 end up with (D, D) at date 1.0 and being autarchy, we also have overinvestment
but with fully utilized capacity.

The following corollary says that M 1’s payoff will always be higher than or at least
equal to M2’s payoff. That is to say, the firm who is entitled with higher learning
cost gets higher payoff — “rewards for the endeavor”.

Corollary 3 (Rewards for the Endeavor)

At any equilibrium, M1’s payoff will always be higher than or at least equal to
M2’s payoff.

Intuitively, if at date 1.0 the equilibrium choice is (D, S,) and M1 and M2 end up
with forming asymmetric strategic alliance, M1 diversifies and gets higher bargaining
power and therefore gets higher payoff. If at date 1.0 the equilibrium choice is (D, D)
or (S, Sy), M1 and M2 get the same payoff from autarchy or symmetric strategic
alliance. Moreover, from proposition 1, (S,, D) will never be an equilibrium choice
at date 1.0. Thus, we have the corollary above.

Intuitively, to let (S, D) be an equilibrium at date 1.0, Uxp has to be large
enough. From the proof of proposition 1 part (iv), we must have

Uxp > 2Uax
Uxp > Uxy —3Ua



But according to our setting, if a, and a, are large enough such that first inequality
holds, then Uyxy will be too large such that the second inequality will not hold. If a,
and a, are small enough such that second inequality holds, then U, will be too large
such that the first inequality will not hold.

3 Two-stage Model: Myopic Case

Now consider the case if the game continues to a second stage. In this section, suppose
the second stage is unexpected at the beginning of the game. That is equivalent to
say M1 and M2 are myopic at the first stage. In this case, the fist stage game is same
as the basic model in section 2. The question is: if M1 and M2 are forming strategic
alliance at stage 1, do they have incentive to change to diversification and autarchy
at the second stage? In other words, is the strategic alliance at stage 1 stable?

Obviously, if the equilibrium choice at date 1.0 is (D, D), the payoffs at date 2.0
for M1 and M2 are (%, %) The following lemma solves the payoffs at date 2.0 given
the equilibrium choice at date 1.0 is (D, Sy), (Ss, Sy), and (S;, D) respectively.

Lemma 2 If the equilibrium choice at date 1.0 is (D, S,), (Sg,Sy), and (Sy, D) re-
spectively, the payoff matrix at date 2.0 is as described in table 2.

Proof. See the Appendix. m

The following proposition shows that if learning costs are high, M1 and M2 may
stick with specialization and the strategic alliance survives. Otherwise, they will
change to diversification and the strategic alliance will be disbanded to autarchy at
stage 2.

Proposition 2 i) If the equilibrium choice at date 1.0 is (D, S,) and M1 and M2
form asymmetric strategic alliance, then at the second stage M2 will change
to diversification and M1 and M2 end up with autarchy. That is to say, the
asymmetric strategic alliance at stage 1 is always unstable.

ii) If the equilibrium choice at date 1.0 is (S;, Sy) and M1 and M2 form symmetric
strategic alliance, then at the second stage M1 and M2 will change to diversifi-
cation and end up with autarchy if a, < 2v/3 — 3; they may stick with (S, Sy)
and the symmetric strategic alliance at stage 1 survives otherwise.

Proof. See the Appendix. m

The intuition is that only if learning costs are large enough, will M1 and M2 have
incentive to stick with specialization and the strategic alliance survives. Since at the
beginning of the first stage M1 and M2 have incurred at least some learning cost,



Table 2: Payoff matrix at date 2.0

i) given (D, S,) at date 1.0

M2
Sy D
31 T 1-a,
M1 D 17 27 9
ii) given (S, S,) at date 1.0
M?2
Sy D
1 1 Vi—ag 1—a, V1—az 1—a,
MlSI\/ 57?/ I SR S
1-a 1—ay 1-a 1—ay l—ay 1—aq,
D 2 - + 4 0~ 9 - - 4 PRI
iii) given (S,, D) at date 1.0
M?2
D
S, I3
M1 = LR
D PR

at date 2.0 the cost of becoming diversification is low. Thus, at the second stage,
M1 and M2 have higher incentive to diversify to avoid the possible hold-up during
the negotiation afterward. Moreover, if the equilibrium choice at date 1.0 is (S,,.S,)
and learning costs are large enough such that (S, S,) is still a Nash equilibrium at
date 2.0, (D, D) is also a Nash equilibrium at date 2.0, even though (D, D) is Pareto
dominated by (S, S,). In this case, we have a coordination game. In contrast, if the
equilibrium choice at at date 1.0 is (D, S,), according to proposition 1 this implies
learning costs are not large enough. Then for sure M2 will change to diversification at
date 2.0 and M1 and M2 end up with autarchy and the asymmetric strategic alliance
formed at stage 1 is always unstable. (See figure 4 for the MATLAB simulation.)

Similar to the one stage static case in section 2, we have the corollary for “non-
monotonic transaction cost” and “rewards for the endeavor” at the second stage as
follows. But we don’t have the corollary for “un-utilized capacity” since at date
2.0 M1 and M2 will either stick with the symmetric strategic alliance or change to
diversification and end up with autarchy.

Corollary 4 (Transaction Cost — Myopic Case)

i) If a, and a, are small, transaction cost is zero.
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Figure 4: Nash Equilibrium at the Second Stage — Myopic Case

ii) Ifa, and a, are increasing to some extent, there may exist a jump up of transaction

cost. After that, it increases in a, and a, again.

iii) If a, and a, are large enough but still a, < 2v/3 — 3, there exists a jump up of

again after the jump.

and a,

transaction cost and it increases in a

iv) Ifa, > 2v/3 — 3, transaction cost jumps down to zero.

Proof. See the Appendix. m

Corollary 5 (Rewards for the Endeavor — Myopic Case)

s payoff will always be higher than or at least equal to

)

At any equilibrium, M1

M?2’s payoff.

From lemma 2 and proposition 2, clearly at any equilibrium, M1’s payoff will

always be higher than or at least equal to M2’s payoff.

: Foresighted Case

4 Two-stage Model

In this section, consider the case if the game continues to a second stage and the

That is equivalent to say

second stage is expected at the beginning of the game.

11



M1 and M2 are foresighted at the first stage. In this case, we need to use backward
induction, starting from the second stage.

Suppose M1 and M2 have the common discount factor is §. Combining lemma 1
and lemma 2, table 3 solves the discounted two-stage payoffs at date 1.0.5

Table 3: Discounted two-stage payoff matrix

i) if a, < 2v3 -3

M?2
S, D
A LS Uxy + 052, Uyy + 015% Uxp — 2Us + 6=, Uxp + LU + 63
D | Upy +3Us+03,Upy — U4 + 052 Ua+063,Us+ 63
i) if a, > 2v/3 — 3
M?2
S, D
e Uxy + 0%, Uxy + 62 Uxp — 2Us + 6=, Uxp + LU + 63
D | Upy + 3Ua+ 03, Upy — 5U4 + 015 Ua+065,Us+ 63

The following proposition shows that, if the fixed learning cost a, and a, are
small, M1 and M2 end up with (D, D) at date 1.0 and stick with (D, D) at date 2.0,
denoted as (D, D; D, D), where the first pair is the choice at date 1.0 and the second
pair is the choice at date 2.0. If a, and a, are large, M1 and M2 may end up with
(Szs Sy; Sz, Sy). If a, and a, are in some middle range, M1 and M2 may end up with
(D, Sy; D, D). M1 and M2 are more likely to end up with (D, D; D, D) if M1 and
M?2 are more patient.

Proposition 3 i) If the fized learning cost a, and a, are small, M1 and M2 end up
with (D, D; D, D).

ii) If a, > a, > 2v/3 — 3, M1 and M2 may end up with (Su, Sy; Sz, Sy). And the
symmetric strategic alliance at stage 1 survives.

iii) Ifa, anda, are in some middle range, M1 and M2 may end up with (D, S,; D, D)
or (S, Sy; Sz, Sy). And the strategic alliance at stage 1, either symmetric or
asymmetric, is unstable.

5For simplicity, we assume if there are multiple equilibria, M1 and M2 will end up with the
Poreto dominant one.

12



iv) As d increases, M1 and M2 are more likely to end up with (D, D; D, D).
v) There may ezist multiple equilibria.

vi) (Sy, D) will never be an equilibrium choice at date 1.0.

Proof. See the Appendix. m

The intuition is that if learning costs are large enough such that (S, Sy; Sz, Sy)
is a Subgame Perfect Nash equilibrium, (D, D; D, D) is also a Subgame Perfect Nash
equilibrium, even though (D, D; D, D) is Pareto dominated by (S;,Sy; Sz, Sy). In
this case, we have a coordination game. If M1 and M2 are more patient, they are
less likely to form strategic alliance since the benefit from diversification is higher by
avoiding the possible hold-up both in the current period and in the future period.
The exception is that if learning costs are large enough (a, > a, > 23 — 3), the
symmetric strategic alliance is sustainable. (See figure 5 and 6 for the MATLAB
simulation for ¢ = 0.1 and § = 0.5 respectively.)

Mash Equilibrium
0.5 T T T T T T T

045 red square -- (D,D) 7
o4k yellow diamond - (SX,SV) A
03 - blue triangle -- (SX, D) A

(-1-1-0-1-1-1-1-B-8-8-8-
BEEDDODOCC00000 00

03k green circle - (D,Sy)

BEDODOROCO0000O00 0
BEDODCCO00O0Q00000 00
BODGO000000000000000
BOS 0000000000000 0000 0
ERENENDDNENDEDDDDDDERNEREC 00 0000000000000 OC00CO

025+

- learning cost of y

02

¥

a

015 -

01

005 -

EEDDEDDDRENDEDDDDEDEREERC 0000 G000 0000000000000

ISR EDRENDENEDENENDDEDDEDEDEEREODODOOOOOR
ISR ENDEDNENONNONDDEDDEDOEREDODDROODOS
IEDNEDREDDEDDNDNDDDDDEDDEREDERDODODDRORSG SO

-]

-1}

[-1-1-]
oHaaEm

1111

oEEEER

oEEEEOED

IpEREEER

o
o
M
o
o
m
=]
[

5 0s

a, - leaming cost of x

Figure 5: Nash Equilibrium at date 1.0 — foresighted Case: § = 0.1

Similar to the one stage static case in section 2, we have the corollary for “non-
monotonic transaction cost”, “overinvestment — un-utilized capacity”, and “rewards
for the endeavor” as follows.

Corollary 6 (Transaction Cost — foresighted Case)

13
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i) If Ay > 23 — 3, transaction cost is zero.

ii) Ifa, < 2v/3 — 3, Given § transaction cost is not monotonic with respect to a, and
ay; given a, and a,, transaction cost is non-decreasing with respect to 9.

Proof. See the Appendix. m

Corollary 7 (overinvestment with un-utilized capacity — foresighted Case)

If at date 1.0 M1 and M2 end up with (D, S,), then at date 1.2 the equilibrium
result 1s M1 specializes on producing x and M2 specializes on producing y.

From the proof of proposition 3, if at date 1.0 M1 and M2 end up with (D, S,),
then they form asymmetric strategic alliance, in which M1 specializes on producing
x and M2 specializes on producing y at date 1.2. But this asymmetric strategic
alliance is unstable. It will be disbanded to autarchy at stage 2 and consequently,
overinvestment with un-utilized capacity disappears.

Corollary 8 (Rewards for the Endeavor — foresighted Case)

At any equilibrium, M1’s payoff will always be higher than or at least equal to
M2’s payoff.
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From lemma ?? and proposition 3, clearly at any equilibrium, M1’s payoff will
always be higher than or at least equal to M2’s payoft.

5 Conclusion

In property rights theory, firm is an organizational response to reduce transaction
cost associated with hold-up of using market mechanism. We claim that strategic
alliance — without changing firm boundaries or asset ownership — is another type of
organizational response. We construct a model to investigate individual firms’ strate-
gic choice on specialization or diversification when producing intermediate products
and their further choice of organizational form: autarchy or forming strategic alliance.
To be specialization, firms enjoy the benefit of scales of economy. To be diversifica-
tion, firms avoid the possible hold-up afterward. Due to this trade-off, transaction
cost is endogenized. We introduce fixed learning costs as an indicator of scales of
economy. We show that only if fixed learning costs are large enough, will firms have
incentive to be specialization and form strategic alliance. We distinguish between
asymmetric strategic alliance and symmetric strategic alliance and show that trans-
action cost is not monotonic with respect to fixed learning costs. In particular, for
asymmetric strategic alliance, there exists overinvestment with un-utilized capacity
and the firm diversified merely increases its bargaining power through diversification
during the negotiation afterward. Further, asymmetric strategic alliance is always
unstable, while symmetric strategic alliance is stable only if fixed learning costs are
large enough. The firm who is entitled with higher learning cost gets higher payoff
— rewards for the endeavor. If firms are more patient, they are less likely to form
strategic alliance.

Appendix

Proof of Lemma 1

By backward induction, if (Cy, Cy) = (S, Sy), at date 1.1 when M1 and M2 negotiate
to form strategic alliance, the outside option for M1 and M2 is zero. Since we assume
if M1 and M2 form strategic alliance, they will divide the trade surplus through Nash
Bargaining solution and the bargaining weight of each firm is equalized to be 1/2, we
need to solve the following maximization problem.

max [U;(Sy, Sy) — 0][U2(Sz, Sy) — 0] = \/T1y1v/Z2Y2

T1,22,Y1,Y2
st. z1+z9=1—aqa,

y1+1y2=1-—a,

15



(Sl"?Sy) - U2(S$7 Sy) -

The solution is 21 = 25 = 5% and y; =y =
Uxy, where Uxy = /(1 — a,)(1 — ay).

If (C1,Cq) = (D, D), at date 1.1 when M1 and M2 negotiate to form strategic
alliance, the outside option for M1 and M2 is autarchy. The payoff from autarchy for
each firm, denoted as Uy, is equal to %\/ (1 —a, — ay)?. Similarly, solve the following
maximization problem.

max - [Uy(D, D) = Ual[Us(D, D) = Ua] = (Z1y1 — Ua)(V/T2y2 — Ua)

T1,22,Y1,Y2,T7,To

st x4 a9 = af + b

y1+y2:2(1—aw—ay)—x}f—x§

where 2} and 2} are the amount of z produced by M1 and M2 respectively. The solu-
tionisxy = a9 =y; = yo = 1“”—“3’ Thus, Uy (D, D) = Uy(D, D) = 31/(1 — a, — a,)* =
Ua.

If (Cy,Cy) = (S, D), at date 1.1 when M1 and M2 negotiate to form strategic
alliance, the outside option for M1 is zero and the outside option for M2 is Uy.
Similarly, solve the following maximization problem.

max p[Ul(Sxa D) = 0][U2(Sz, D) — U4l = (Va1y1)(Vx2y2 — Ua)
T1,22,Y1,Y2,To
st. xy+mx=1—a,+ b

h+ye=1—a, —a, —a}

. \/7\/ (1-az)(1—az—ay)—
2 \/1 Az —ay

(1—ag)(l—az—ay)—Ua

where x5 is the amount of 2 produced by M2. The solution is z; =

\/1 az—ay \/(1 az)(l—az—ay)—U

h Vi-ag 72 = 11— Qe = 2 \/1—ax—ay
=1 —ar—ay,— \/1 az—ay \/(1— az)\(/ll c; ) U g, Ui(S., D) = Uxp — U4 and

Us(Sz, D) =Uxp + §UA, where Uxp = 2\/ (1—a,)(1—a; —ay).

If (Ch,C) = (D, S,), at date 1.1 when M1 and M2 negotiate to form strategic
alliance, the outside option for M1 is U4 and the outside option for M2 is zero.
Similarly, solve the following maximization problem.

max [Uy(D,S,) = Ua][Uz(D, Sy) = 0] = (v/x1y1 — Ua)(V/Z212)
x1,22,Y1,Y2,Y7
st. mi+ze=1—a, —a, —y)
h+y=1—a,+97

\/1 az—ay \/(1 az—ay)(l—ay)+Ua
2 V1-ay ’
\/l—am—ay \/(lfaz*ay)(lfay)+UA
2 \/17ay ’

where 3% is the amount of y produced by M1. The solution is z; =

. \/l—ay \/(lfazfay)(lfay)JrUA v
U1 2 \/lfazfay ) 2

=1-a, —ay, —
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and Yo = 1 — a, — \/1;ay \/(1—a\gg/—1€iy:(1_;ay)+UA‘ ThuS, Ul(D7Sy) = UDY + %UA and
Ux(D,S,) = Upy — %UA, where Upy = %\/(1 —a; —ay)(l1—a,). =

Proof of Proposition 1

i) If a, — 0 and a, — 0, then the payoff matrix in lemma 1 will converge to table

Table 4: Payoff matrix: a, — 0 and a, — 0
M2

n

T 1

x| 92032
M1 71
404

DO | i | =
DO | s | o

D will be the dominant strategy for both M1 and M2. And the unique Nash
Equilibrium is (D, D) at date 1.0.

1 and a, — %, then the payoff matrix in lemma 1 will converge to

i) If a, —

table 5.

1

Table 5: Payoff matrix: a, — % and a, — 3

M2

S, [ D

S, [L.I70.0
M1 D |0,0]0,0

Also, if a, — % and a, — %, we have Uxp — %UA > Uy and Upy — %UA > Uy.

Thus, S, will be the dominant strategy for M1 and S, will be the dominant strategy
for M2. The unique Nash Equilibrium is (S5,, S,) at date 1.0.

iii) For instance, if a, = 0.47 and a, = 0.2, we have %UA < Upy and UXY—%UA <
Upy. Then (D, S,) is a Nash Equilibrium.

iv) To let (S, D) be a Nash Equilibrium, we must have

Uxp — 5Ua > Ux
Uxp + 3Ua > Uxy

The first inequality implies y/(1 —a,) > 34/(1 — a, — a,). Rearrange the second

inequality and we have 1(1 — a, — ay) > /(1 — a,)[v/(1 — ay) — /(1 — az — a,)] >

17



3V —a, —ay)[\/(1 —ay)—+/(1 — a, — a,)]. Thisimplies \/(1 — a, —a,) > 21/(1 — a,).
That is to say, /(1 —a,) > /(1 —ay —a,) > $3/(1—a,) > /(1 —a,). Since

a; > ay, this is a contradiction.

v) For instance, if a, = 0.36 and a, = 0.3, we can check that both (D, D) and
(Sy, Sy) are Nash Equilibrium. m

Proof of Lemma 2

i) If the equilibrium choice at date 1.0 is (D, S,), M1 has learned to produce
both x and y and M2 has learned to produce y at the first stage. The question is

whether M2 will stick with .S, or learn to produce  and become diversification at
date 2.0.

Similar to the proof of lemma 1, if M2 sticks with S, at date 2.1 when M1 and
M2 negotiate to form strategic alliance, the outside option for M1 is autarchy and
the outside option for M2 is zero. The payoff from autarchy for M1 conditional on
diversification at the first stage, denoted as Uy|p, is equal to % We need to solve the
following maximization problem.

max  [U1(D,S,|D,S,) — Uap|[Us(D, Sy|D, Sy) — 0] = (o191 — 1)(\/ﬂﬁz?h)

731773271117?9273/{) 2
st. xpta=1—1yf

By =1+y]

where y is the amount of y produced by M1 at date 2.2. The solution is 21 = y; = %,
Lo = Yo = % ThIlS, Ul(D,Sy|D7Sy) = % and UQ(D,Sy|D,Sy) = i

If M2 learns to produce x and becomes diversification at date 2.0, when M1 and
M2 negotiate to form strategic alliance at date 2.1, the outside option for M1 and M2
are both autarchy. The payoff from autarchy for M1 conditional on diversification
at the first stage is Uy p, which is equal to % The payoff from autarchy for M2
conditional on specialization on y at the first stage, denoted as Uys,, is equal to
124z Similarly, solve the following maximization problem.

1—a,
2

max [U1(D,D|D,Sy) = Uapl[U2(D, DD, Sy) — Unjs,] = (Va1y1 — 1)(\/xzyz —

P .P
T1,22,Y1,Y2,L1,Ty 2

)

st x4z =2 + b

y1+y2 = (2 ag) — 2] — 2%
where 2 and 2} are the amount of x produced by M1 and M2 at date 2.2 respectively.
The solution is 1 = y1 = 3, 22 = yo = 5. Thus, U1(D, D|D, S,) = 1 = Uajp and
Us(D, DD, S,) = 58 = Uy, .

2
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ii) If the equilibrium choice at date 1.0 is (S;,S,), M1 has learned to produce
x and M2 has learned to produce y at the first stage. The question is whether M1
and/or M2 will stick with specialization or become diversification at date 2.0.

If M1 and M2 both stick with specialization, at date 2.1 when M1 and M2
negotiate to form strategic alliance, the outside option for M1 and M2 are zero.
Similarly, solve the following maximization problem.

max [Ul(Swa Sy|5x78y) - O] [U2(va Sy|5x78y) - O] = (v $1y1)(v$2y2)

Z1,72,Y1,Y2

st. x1+x=1

y1t+y2=1

The solution is x; = y; = 29 = Yy = % Thus, U;(Sy, Sy|Se, Sy) = Ua(Sz, Syl Sz, Sy) =

1

5

If M1 sticks with specialization and M2 becomes diversification, at date 2.1 when
M1 and M2 negotiate to form strategic alliance, the outside option for M1 is zero and
the outside option for M2 is autarchy. The payoff from autarchy for M2 conditional
on specialization on y at the first stage is Uyjs,, which is equal to 1‘% Similarly,
solve the following maximization problem.

1—a,

max [Ul(Sasa D|Sma Sy) - 0] [U2(Sx7D|Sxa Sy) - UA|Sy] = (v T1Y1 — 0)(\/332:1/2 -

Z1,22,Y1,Y2,To 2

st. w1 +we=1+ab

)

?/1+y2=(1—%)—$§

where 25 is the amount of x produced by M2 at date 2.2. The solution is x; =

2 4 2 4

Ur(Ss, DS, Sy) = ¥5% — 1=a= and Uy(S,, D|Ss, S,) = Y5 + 1=t

If M1 becomes diversification and M2 sticks with specialization, at date 2.1 when
M1 and M2 negotiate to form strategic alliance, the outside option for M1 is autarchy
and the outside option for M2 is zero. The payoff from autarchy for M1 conditional
on specialization on x at the first stage is Ugas,, which is equal to 1_% Similarly,
solve the following maximization problem.

1 _
max [U1(D, Sy|Sz, Sy) — Uas,|[U2(D, Sy|Sx, Sy) — 0] = (/z131 — Qay)(\/xzyz —-0)

P
T1,%2,Y1,Y2,Y7

stz taza=(1—ay) — )
Y1ty =1+y]

where ¢} is the amount of y produced by M1 at date 2.2. The solution is x; =

(1—ay)(%+ﬂ)’ y1:%+\/m, x2:(1_ay)(1 ﬂ)) Yy = 1 \/E.

4 4 2

2 T 1

Thus, Uy(D, S,|Sx, S,) = Y5 + =% and Uy(D, S,|Sx, S,) =

2

1—ay 1—
-
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If both M1 and M2 become diversification, at date 2.1 when M1 and M2 negotiate
to form strategic alliance, the outside option for M1 and M2 are autarchy. The payoff
from autarchy for M1 conditional on specialization on x at the first stage is Uys,,
which is equal to 1_% The payoff from autarchy for M2 conditional on specialization
on y at the first stage is Uy|s,, which is equal to 1zgs

5~ Similarly, solve the following
maximization problem.

1—-a
max p[Ul(D,D|Sx, Sy) - UA‘SZ][UQ(D,D|Sx,Sy) - UA|Sy] = ( r1yr — Y

P
Z1,22,Y1,Y2,T7,To 2

st x4z =al + b
vty =2—a—ay) —af —aj
where z and x} are the amount of 2 produced by M1 and M2 at date 2.2 respectively.
The solution is z; = y; = 1_%, Ty = yp = 52, Thus, Uy(D, D|S,, Sy) = 1_2ay =

Uys, and Uy(D, D|S,,Sy) = 1ots = Uals,-

2

iii) If the equilibrium choice at date 1.0 is (S,, D), M1 has learned to produce
x and M2 has learned to produce both x and y at the first stage. The question is
whether M1 will stick with .S, or learn to produce y and become diversification at
date 2.0.

Similar to the proof of lemma 1, if M1 sticks with .S, at date 2.1 when M1 and
M2 negotiate to form strategic alliance, the outside option for M1 is zero and the
outside option for M2 is autarchy. The payoff from autarchy for M2 conditional on
diversification at the first stage is Uy p, which is equal to 1 We need to solve the

2
following maximization problem.

1
max p[U1<Sx,D|S$, D) - 0][U2(Sx, D|Sz, D) — UA|D} == (\/I1y1)<\/l‘2y2 — 5)
T1,22,Y1,Y2,T
st. @ +mxg=1+ab
Y1 +y2 =1—ab
where x4 is the amount of x produced by M2 at date 2.2. The solution is 21 = y; = i,

To = Yoy = % ThUS, Ul(Sx,D|Sx,D> = 411 and UQ(SI,D|SQC,D> = %

If M1 learns to produce y and becomes diversification, at date 2.1 when M1 and
M2 negotiate to form strategic alliance, the outside option for M1 and M2 are both
autarchy. The payoff from autarchy for M1 conditional on specialization on x at
the first stage is Ugs,, which is equal to 1_% The payoff from autarchy for M2
conditional on diversification at the first stage is U4 p, which is equal to % Similarly,
solve the following maximization problem.

1—-a
max [Ul(D,D|Sz,D) - UA‘SQC][UQ(D,D’S;E,D) — UA\D] = ( T1Y1 —
T175’327y17y271311)7$g 2
s.t. x1+ T30 = x]f + xg

y1 +y2 = (2 —ay) —af — b

20
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where 2 and 2} are the amount of & produced by M1 and M2 at date 2.2 respectively.

The solution is x; = y; = 1_%, To =Yg = % Thus, Uy(D, D|S,, D) = 1_2% = Uys,

and UQ(D,D|SJ;,D) = % = UA|D- |

Proof of Proposition 2

1_2‘“ > }L. The dominant strategy for M2 at date 2.0 is

i) Clearly, since a, < %,
D.

.o . 1 l—az  1—ag 1—ay 1-ay 1—ay _ lmay
ii) Since 0 < ay < a, < 3, ¥ 1 < 5= < 2. Further, ¥ T2 is

decreasing in a, and its supremum is i, while 1’% is decreasing in a, and its infimum

is 1. That is to say ~ 1; o 1_4% < =22 Thus, (D, D) is always a Nash equilibrium
at date 2.0.

Clearly, if a, > a, > 2v/3 — 3, VIQ_"“ e e 1;ay + 1_4% < 1. This implies

if a, > a, > 2v3 — 3, (S,,S,) is a Nash equilibrium at date 2.0. Otherwise, if
a, < 2V3 -3, ¥ 12_ay + % > % and definitely M1 will become diversification. In
this case, (D, D) is the unique Nash equilibrium at date 2.0. =

Proof of Corollary 4

Intuitively, if fixed learning costs are small, M1 and M2 will stick with (D, D). In this
case, transaction cost is zero. If fixed learning costs are increasing to some extent, M1

and M2 may switch from (D, S,) to (D, D) at date 2.0. By the proof of lemma 2 part
1y _ (1

(i), transaction cost is (2 +3)— (3 +15%) = %. If fixed learning costs are large enough

but still a, < 2v/3 — 3, M1 and M2 will switch from (S, S,) to (D, D) at date 2.0.

By the proof of lemma 2 part (i), transaction cost is (5 + 1) — (5% + 1_2%) =ttt

If a, > 2v/3 — 3, M1 and M2 will stick with (S,,S,) at date 2.0. In this case,
transaction cost is zero. (See figure 7 for the MATLAB simulation.) m

Proof of Proposition 3

i) Similar to the proof of proposition 1, if a, — 0 and a, — 0, then the payoff
matrix in lemma 1 will converge to table 6. Clearly, D is the dominant strategy for
both M1 and M2 at date 1.0.

1—ay

Since o 1’% <ot <o %, comparing table 1 and the top half of table 3, we find
that D will always be the dominant strategy for both M1 and M2 at date 1.0 in
the discounted two stage game if D is the dominant strategy for both M1 and M2
at date 1.0 in the static one stage game. Adding the second stage discounted payoff
only reinforces the dominance of D. In this case, the unique Nash Equilibrium is
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ii) Similar to the proof of proposition 1, if a, —

0250

Figure 7: Transaction Cost

Myopic Case

Table 6: Payoft matrix: a, — 0 and a, — 0

M?2
T 1 T 1 1D% T
S, 5"‘55 §+5§ 1+6§’2+5§
D | $+05,;+05]5+05,5+0;

1
3 and a, —

Transaction Cost - as a fraction of the first best

then the pay-

off matrix in lemma 1 will converge to table 7. Clearly, (S;,S,; Sz, Sy) is a Nash

equilibrium.

In this case, we may have multiple equilibria. (D, D; D, D) may still be a Nash

equilibrium, even though it is Pareto dominated by (S, Sy; Sz, Sy)-
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1

Table 7: Payoff matrix: a, — % and a, — 3

M?2
S, D
1 1 1
1 LS Z+5%,i+61§ 0+5%,0+5?
D | 0+403,0+6; [0+01,0403

iii) For instance, if 6 = 0.1, a, = 0.49 and a, = 0.25, we can check that
(D, S,; D, D) is a Nash equilibrium.

If 6 = 0.3, a, = 0.45 and a, = 0.35, we can check that (S, Sy; D, D) is a Nash
equilibrium.

. . _ 1— _
iv) Since 6158 < §=— 1t

51—2%’ and ¢ % are increasing in o, comparing table 1 and table 3, clearly D is more

likely to be the choice for both M1 and M2 at date 1.0 if ¢ increases. Therefore, M1
and M2 are more likely to end up with (D, D; D, D) if they are more patient.

v) According to the proof in part ii) above, if a, > 2v/3 — 3, (S,, Sy; Sz, S,) is a
Nash equilibrium. Similarly, according to 7, (D, D; D, D) is also a Nash equilibrium.
In this case, we have a coordination game.

vi) If a, > 2v/3 — 3, according to the bottom half of table 2, to let (S,, D) be an
equilibrium choice at date 1.0, we must have

<40 % and the absolute value of differences between ¢

Uxp — %UA+51_2% > UA-i-(%

UXD+%UA+5% > UXY+5%
This implies

UXD—%UA > UA+5%“’ > Uy

Uxp + 3Ua > Uxy

Back to the proof in proposition 1, clearly this is impossible for 0 < a, < a, < %

If a, < 21/3—3, according to the top half of table 2, to let (S, D) be an equilibrium
choice at date 1.0, we must have

{ Uxp — %UA+51_2% > UA+5%

Uxp + %UA+5% > UXY—F(Sl_;Z

Using the exhaustion method, by Matlab simulation (see figure 8), the above two
inequalities will not hold at the same time for 0 < a, < a, < % and0<6<1. m
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Proof of Corollary 6

i) If a, > 2v/3 — 3, according to the payoff matrix in table 3, the first best is
2Uxy + 6. Thus, the transaction cost under different combination of choices at date
1.0 are as described in table 8.

Table 8: Transcation Cost — Foresighted Case: a, > 23 -3

M2
S, D
115 0 AUy — Uxp) + 02
D | 2(Uxy — Upy) + 0% 2(Uxy —Ua)

According to proposition 3, if a, > 21/3 — 3 the symmetric strategic alliance is
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sustainable. Thus, transaction cost is zero.

ii) If a, < 2v/3 — 3, according to the payoff matrix in table 3, the first best is
2Uxy + 0. Thus, the transaction cost under different combination of choices at date
1.0 are as described in table 9.

Table 9: Transcation Cost — Foresighted Case: a, < 2v/3 -3

M2
S, D
e 6(% 4+ %) 2(Uxy — Uxp) + 0%
D [ 2(Uxy —Upy) + 6% 2(Uxy — Uy)

Similar to the proof of corollary 1, given 4, transaction cost is not monotonic with
respect to a, and a,. In particular, if fixed learning costs are small, the equilibrium
choice at date 1.0 will be (D, D) and M1 and M2 end up with autarchy. In this case,
transaction cost is 2Uxy — 2U4, which is increasing in fixed learning costs. If fixed
learning costs are increasing to some extent, the equilibrium choice at date 1.0 may be
(D, Sy) and M1 and M2 may end up with forming asymmetric strategic alliance. In
this case, transaction cost is 2Uxy — 2Upy + 0%+, which is increasing in fixed learning
costs. Using the exhaustion method, by Matlab simulation, there exists a jump down
of transaction cost during the transition from (D, D) to (D, S,). If fixed learning costs
are large enough but still a, < 2v/3 — 3, the equilibrium choice at date 1.0 will be
(Sz,Sy) and M1 and M2 end up with forming symmetric strategic alliance (unstable
— disbanded to autarchy at stage 2). In this case, transaction cost is (% + %y),
which is increasing in fixed learning costs. Using the exhaustion method, by Matlab
simulation, there exists a jump down of transaction cost during the transition from
(D, D) or (D,S,) to (S, Sy)-

Further, given a, and a,, transaction cost is non-decreasing with respect to .
From the proof of proposition 3, as ¢ increases, the possible transition of equilibrium
choice at date 1.0 is from (S5, S,) to (D,S,) then to (D, D). Using the exhaustion
method, by Matlab simulation, transaction cost is non-decreasing with respect to o
during these transitions. m
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