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Abstract 

Worldwide, the establishment of national agricultural commodity exchanges has been considered a 

popular cure against underdeveloped agricultural markets and a means to promote smallholder 

inclusion ς under the premise that commodity exchanges reduce transaction costs. This thesis 

examines qualitatively how commodity exchanges influence the transaction cost environment of 

agricultural exchange relationships using the Malawian agricultural commodity exchange as a case. 

Literature on Transaction Cost Economics is used to develop a framework on the basis of which 

secondary interview data from 70 interviewees of the Malawian agricultural sector is analyzed. It was 

found that ACE provides infrastructure and institutions that allow for mitigating issues of 

environmental and behavioral uncertainty as well as asset specificity, eventually leading to a reduction 

in transaction costs for participating actors.
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1. Introduction 
The absence of well-functioning and accessible markets is regularly regarded as one major impediment 

ǘƻ ŘŜǾŜƭƻǇƳŜƴǘΣ ƘŀƳǇŜǊƛƴƎ ǇŜƻǇƭŜǎΩ ƭƛǾŜƭƛƘƻƻŘǎΣ ǎƻŎƛŀƭ ǊŜƭŀǘƛƻƴǎ ŀƴŘ ǿŜll-being as well as their 

relationships to natural resources. The market integration of the agricultural sector, therefore, has a 

high development potential for countries that depend strongly on that industry as economic driver. 

This is the case for most countries of the Southern African sub-region, whose production base is largely 

dominated by raw materials from agriculture and mining (UNECE, 2015). Malawi is a prime example 

for a country that leans heavily on agriculture (MoFEPD, 2016).  

Institutions to support market transactions have been attributed a key role in promoting agricultural 

development. However, while positive relationships between development and indicators of 

institutional success have been widely documented, only few studies establish links between specific 

institutions and specific outcomes (Islam, 2002). One practical approach that has been fairly popular 

over the recent decades involves the establishment of national commodity exchanges in developing 

countries. In Africa alone, the list of countries that started such exchange initiatives comprises 28 

nations, with South Africa, as measured by trade volumes, hosting by far the largest exchange, 

followed by a large margin by Ethiopia (Mbeng Mezui et al., 2013; Robbins, 2011).  

The United Nations Conference on Trade and Development attests to the positive contribution of 

commodity exchanges on efforts to reduce poverty and stimulate economic growth in developing 

countries (UNCTAD, 2009). The underlying rationale is strongly related to the notion of transaction 

ŎƻǎǘǎΦ ¢ƘŜ άǳǘƛƭƛǘȅ ƻŦ ŀ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜ ώΧϐ ƭƛŜǎ ƛƴ ƛǘǎ ƛƴǎǘƛǘǳǘƛƻƴŀƭ ŎŀǇŀŎƛǘȅ ǘƻ ǊŜƳƻǾŜ ƻǊ ǊŜŘǳŎŜ 

ǘƘŜ ƘƛƎƘ ǘǊŀƴǎŀŎǘƛƻƴ Ŏƻǎǘǎ ŦŀŎŜŘ ōȅ ŜƴǘƛǘƛŜǎ ŀƭƻƴƎ ŎƻƳƳƻŘƛǘȅ ǎǳǇǇƭȅ ŎƘŀƛƴǎ ƛƴ ŘŜǾŜƭƻǇƛƴƎ ŎƻǳƴǘǊƛŜǎέ 

(UNCTAD, 2007). However, the effectivity of spending significant amounts of money to set up 

ŀƎǊƛŎǳƭǘǳǊŀƭ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜǎ ƛƴ ŘŜǾŜƭƻǇƛƴƎ ŎƻǳƴǘǊƛŜǎ ƛǎ ƴƻǘ ǿƛǘƘƻǳǘ ŎƻƴǘǊƻǾŜǊǎȅΦ ά.ŜǘǘŜǊ ŀ 

ŦǳƴŎǘƛƻƴƛƴƎ ŜȄŎƘŀƴƎŜ ǎƻƳŜǿƘŜǊŜ ŜƭǎŜ ǘƘŀƴ ŀ ŘƛǎŀǇǇƻƛƴǘƛƴƎ ƻƴŜ ƻƴ ǘƘŜ ŘƻƻǊǎǘŜǇέ ǎǘŀǘŜŘ ǘƘŜ journal 

The Economist recently and referred to a number of African commodity exchanges, that have been set 

up over the last decade and that have shown a rather weak performance. Critics often point at low 

trade volumes and a dependency on donor funding and the comparison with established and 

functioning exchanges, such as the South African Futures Exchanges (SAFEX), tends to yield 

disappointing results  (Rashid, 2015; Robbins, 2011; Sitko & Jayne, 2012).  

The Malawian Agricultural Commodity Exchange for Africa (ACE), stands exemplary for a commodity 

change, that through the provision of several market-supporting institutions (MSI), wants to contribute 

to the market development of the national agricultural sector. It was established in 2004 as part of a 

USAID ǇǊƻƧŜŎǘ ŀƴŘ ƛƴ ŎƭƻǎŜ ŎƻƻǇŜǊŀǘƛƻƴ ǿƛǘƘ ǘƘŜ ŎƻǳƴǘǊȅΩǎ ƭŀǊƎŜǎǘ ŦŀǊƳŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴΣ ǘƘŜ bŀǘƛonal 

{ƳŀƭƭƘƻƭŘŜǊ CŀǊƳŜǊΩǎ !ǎǎƻŎƛŀǘƛƻƴ ƻŦ aŀƭŀǿƛ όb!{C!a) and started operations in 2006 (Mbeng Mezui 
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et al., 2013). Despite rising trade volumes, it has been subject to the same sort of criticism as other 

African exchanges have (Rashid, 2015; Robbins, 2011). While trade volumes and cost-coverage 

certainly represent good indicators to assess aggregate performance, they provide little information 

about the complex interplay between commodity exchanges and the agricultural commodity chains 

they relate to. This lack of understanding about the underlying mechanisms through which commodity 

exchanges can (and cannot) bring about structural changes in the agri-food markets of developing 

countries makes it difficult to assess the theoretical potentials and practical performances of 

exchanges ς ƻǊΣ ŀǎ {ƛǘƪƻ ŀƴŘ WŀȅƴŜ όнлмнύ Ǉǳǘ ƛǘΣ άLǘ ǎƘƻǳƭŘ ƴƻǘ ōŜ ŀǎǎǳƳŜŘ ǘƘŀǘ ōȅ ǘƘŜƛǊ ǾŜǊȅ ŜȄƛǎǘŜƴŎŜ 

commodity exchanges will lower transaction costs in food market, promote price discovery, and price 

ǘǊŀƴǎǇŀǊŜƴŎȅέΦ ¢ƘŜ ŎƻƴŘƛǘƛƻƴǎ ǳƴŘŜǊ ǿƘƛŎƘ ǘƘŜǎŜ ŘŜǎƛǊŜŘ ŜŦŦŜŎǘǎ Řƻ ƻŎŎǳǊ Ŏŀƴ ƻƴƭȅ ōŜ Ŧǳƭƭȅ ƳŀŘŜ ǎŜƴǎŜ 

of, when the mechanisms themselves are understood.  

Using ACE as a case, this research attempts to provide a thorough analysis of the impact that the 

commodity exchange, as a provider of market-supporting institutions, has on transactional 

relationships within staple food value chains. In order to do so, this research will describe selected 

transactional relationships among Malawian actors in agricultural value chains before and after the 

establishment of ACE. By using an analytical approach grounded in Transaction Cost Economics, this 

research puts a strong emphasis on understanding the underlying causes of potential changes in 

transactional relationships. 

These objectives translate into the following main research question: 

What are the impacts of the market-supporting institutions, that are provided by ACE, on the 

transactional relationships among actors of Malawian staple food value chains? 

To provide a guideline for answering this question the following sub-questions (SQ) have been 

formulated: 

¶ SQ1: How can Malawian staple food value chains and transactional relationships within these 
value chains be categorized and characterized? 

¶ SQ2: What are the characteristics of the MSI provided by ACE? 

¶ SQ3: How can changes in the transactional relationships of value chain actors be explained? 

¶ SQ4: How do market-supporting institutions influence market transactions? 

 

The thesis will be structured as follows: Chapter 2 provides background information on staple food 

value chains in Malawi and the commodity exchange ACE; Chapter 3 provides the theoretical 

foundation of the empirical examination; Chapter 4 introduces the methodological approach as well 

as the data used; Chapter 5 presents the results of the empirical analysis; and Chapter 6 discusses 

these results and the limitations of this study.  
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2. Case-specific background information 
The Malawian commodity exchange ACE represents the object of this case study. To be able to 

understand the empirical results of this case in their context, it is necessary to have some background 

knowledge about Malawian staple food value chains (Section 2.1.) and the commodity exchange ACE 

(Section 2.2.).   

2.1. Malawian staple food value chains 
Malawi, situated in Eastern Africa and without access to the sea, is a country that depends heavily on 

agriculture. More than 80% of the Malawian population relies on subsistence farming as main source 

of income (USAID 2013). At the same time, the agricultural sector is responsible for almost one third 

of the national GDP. Accordingly, the Ministry of Finance and Development Planning designates the 

agricultural sector as a key priority area for future development (MoFEPD, 2016). An introduction to 

the notion of agricultural value chains and the features of Malawian value chains is necessary to put 

the empirical results into context. Accordingly, this chapter first introduces the concept of agricultural 

value chains to subsequently describe the specific characteristic of Malawian staple food value chains. 

As ACE predominantly engages in services related to the maize and legumes industries, the focus of 

this chapter lies on the value chains of these crops. 

2.1.1. Agricultural value chains and development constraints 
Value chains comprise the full range of value-adding activities required to bring a product or service 

through the different phases of production, including the procurement of raw materials and other 

inputs, assembly, physical transformation, acquisition of required services such as transport or cooling, 

and ultimately the response to consumer demand (Kaplinsky & Morris, 2002; Webber & Labaste, 

2012). In an agricultural context value chains comprise interdependent activities performed by 

different actors to transform a basic agricultural commodity into a consumption good.  

The aim of a value chain is to produce value added products/services for a market by transforming 

resources and by using infrastructure. How well a value chain is developed, depends on how much 

value is added over the process. This can differ drastically across contexts. For developing countries, 

Trienekens (2011) identifies three major constraints that impede the development of value chains: (1) 

a lack of market access and orientation, (2) the non-availability of resources and physical 

infrastructures, and (3) institutional voids.  

2.1.2. Agricultural value chains of main food staple-crops 
Smallholding farmers are highly important in the Malawian context. They contribute to about 70% of 

the agricultural GDP (USAID, 2009). However, they often struggle to produce enough to cover their 

own food needs and sell commodities largely sold in response to financial emergencies of the 

household. According to USAID (2013) almost 90% of Malawian households grow staple crops and 27% 
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grow and sell them. However, only 3-4% of the households sell, because they produce more than they 

can consume. Issues that affect the value chain actors of all staple crops include a low productivity in 

general, costly transport, a weak agricultural credit system, small land holding sizes, a lack of access to 

storage facilities, low compliance in contract farming, a lack of monitored quality standards, and 

uncoordinated information flows (Dentoni & Krussmann, 2015; USAID, 2013). In the following, the 

features of the most important staple food value chains will be presented.  

2.1.2.1. Maize 

Maize represents by far the most important food crop produced and consumed in Malawi. In the wake 

of a government program that heavily subsidizes seeds and fertilizers (FISP; in 2013 subsidies would 

reduce the price for a 50kg bag of maize seeds from 39 USD to 1.30 USD), the overall maize production 

volume has risen significantly from 1.2 million MT in 2005 to 3.4 million MT in 2010 (USAID, 2013).  

Still, less than 50% of smallholder farmers use improved maize seeds and less than 35% use fertilizers 

(USAID, 2013). 

Maize is grown by 97% of the farmers (more than a half of farmers grow no other crop) and responsible 

for more than 60% of the caloric intake of the Malawian population (USAID, 2009). In rural areas Nsima, 

the traditional maize preparation, even accounts for three quarter of the diet of a typical household. 

Malawian consumers have a strong preference for the crop. They tend to use their budget first to buy 

maize and what is left to source other products, so that high maize prices can negatively affect the 

demand for other crops (USAID, 2013). This partly explains why maize production is so dominant and 

why the targeted diversification of crops produced by farmers progresses sluggishly (MoFEPD, 2016).  

Of all the land that is used for growing crops, more than 53% account for the production of maize 

(USAID, 2013). The majority of smallholder production (70-80%) is consumed by the household. The 

remaining surplus used to be sold to the parastatal marketing organization ADMARC, formerly the only 

legally entitled buyer (USAID, 2009). However, ADMARC has lost its dominant role over the last 

decades. It is estimated that in 2008 parastatal reached less than 5% and procured only 8% of the 

ŎƻǳƴǘǊȅΩǎ ǘƻǘŀƭ ƳŀƛȊŜ ƘŀǊǾŜǎǘ (Jayne, Sitko, & Mangisoni J., 2008; USAID, 2013). Farmers have shifted 

to sell their maize surpluses on local markets or to private small traders.  Local markets are places that 

serve the very small-scale sellers and buyers, while private small traders usually have access to a 

vehicle and a storage facility, allegedly making profits from arbitrating between the post-harvest 

season (where prices are low) and the lean season (where prices are high). This view has been 

contested, though. In a survey of more than 500 crop traders in Malawi, Fafchamps & Gabre-Madhin 

(2001) found that in fact only 10% of the sampled traders were holding stocks for more than one 

month. Facing capital and storage constraints, the vast majority of them buys a load to directly sell it 

to buy the next load. 
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Small-scale farmers are usually the first to sell after harvest as they have the least storage capacities. 

Commercial farmers try to avoid selling close to harvest to avoid the low prices paid in these periods. 

They try to increase their profits by balancing prospects of increased prices and financing and storage 

costs. Larger traders also engage in milling, exporting and importing and often turn to small-scale 

traders to obtain the commodities. Commercial milling companies are the most important processors 

and also suffer from the cumulative post-harvest crop sales, which them to buy in bulk at the beginning 

of the season, rather than to buy in intervals throughout the season (USAID, 2009).  

2.1.2.2. Legumes 

Measured by acreage, maize is followed by groundnuts, beans and pulses as main food crops. These 

legumes together account for almost 30% of the acreage that is used to produce staple food crops. 

Small-scale farmers produce 93% of the total groundnuts and 80% of the total beans. The rest is grown 

on estates respectively. The bulk of produced groundnuts (60%) is consumed by the producing 

household or sold on local markets. Vertical relationships within that chain are relatively unorganized. 

Processors engage middlemen to buy groundnuts from farmers, formally under a controlled price 

regime. However, practically most traders trade for their own accounts and as they are not 

remunerated according to quality by the processor, the groundnuts often do not fulfill the export 

standards. An exception to this is represented ōȅ b!{C!aΣ ǘƘŜ ƭŀǊƎŜǎǘ ŦŀǊƳŜǊǎΩ ŎƻƻǇŜǊŀǘƛǾŜΣ ǿƘƛŎƘ Ƙŀǎ 

a proven quality control mechanism in place and engages in export activities (USAID, 2009).  

Three quarters of the bean production is sold on informal markets for local domestic consumption and 

processing/storage activities take place at home. The rest is sold to a few major trading companies, 

that also engage in further value-adding activities such as providing seeds, collecting, storing, and 

processing (USAID, 2009). For soybeans, this is slightly different. Most of the soya that is produced 

enters the formal value chain, as it is bought by larger companies mainly to be processed into animal 

feed. These big players source the commodity through their network of outlets, or rented space during 

the harvest season, mostly directly from farmers (Tinsley, 2009).  

The value chain for pulses resembles that of soybeans. After the harvest season intermediate buyers 

set up collection points at market places, where they buy surpluses from smallholder farmers  (USAID, 

2009). These are transported to the city of Blantyre, the hub for pulse processors, who engage in 

exporting, primarily to India. There is a tendency among processors to expand processing capacities, 

accompanied by initiatives to promote the production of pulses among farming communities. Pulses 

are also consumed locally and account for about 10% of the caloric intake of the Malawian population 

(USAID, 2013). Malawi is typically self-sufficient with respect to pulses and local prices generally lie 

below import parity prices, which motivates the World Food Program (WFP) to source pulses locally 

(USAID, 2013). 
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2.1.3.3. The role of intermediaries 

Intermediaries take on an ambiguous role within Malawian staple food chains. On the one hand, their 

existence reduces the margins for small-scale farmers, on the other hand, they are often necessary to 

connect farmers with processors, exporters, or consumers (USAID, 2009). Based on a survey of more 

than 700 Malawian traders, (Fafchamps & Gabre-Madhin, 2001)  provide further insights into the role 

of Malawian traders for agricultural value chains. 

Malawian traders are typically operating at a small-scale level. On average, less than two people work 

in one trading business, there is almost no access to external finance (exception: family and friends), 

and the vast majority (94%) of traders does not own a vehicle for transportation. As mentioned earlier, 

most traders directly resell commodities, after they have been procured to replenish again. Storing 

consignment to arbitrate intertemporally yields little profits (estimated 4.9% for 90 days) and is done 

by only a small fraction of traders (less than 10%). Physical inspection of goods and direct payment in 

cash are the rule for almost all transactions.  

Gross margins (the difference between buying and selling price relative to the selling price) are large 

in Malawi (53% on average, as compared to 23% in Benin). The main costs arise from searching, quality 

control, and transport. More than half of the gross margin (57%) can be captured as profits by traders 

on average (in Benin this fraction is 32%). Median profits in Malawi are almost ten times as high as 

they are in Benin (1140 USD vs. 120 USD), despite the fact, that Beninese traders use more equipment, 

more working capital, and more labor than their Malawian counterparts. Thus, agricultural trade in 

Malawi seems to be relatively less competitive.  

2.2. ACE - A Malawian Commodity Exchange 
This section introduces the commodity exchange ACE. It starts with a general section on agricultural 

policies in Malawi, followed by a discussion of the role that commodity exchanges play for agricultural 

development. Finally, it describes the development of ACE and the services it provides. 

2.2.1. Market-supporting institutions for liberalized markets 
The Malawian agricultural sector has undergone a structural change over the last decades (Chirwa, 

Kumwenda, Jumbe, Chilonda, & Minde, 2008; Kherallah, 1999). This entailed reduced official 

ƛƴǾŜǎǘƳŜƴǘǎ ƛƴǘƻ ŀƎǊƛŎǳƭǘǳǊŀƭ ŘŜǾŜƭƻǇƳŜƴǘ ŀƴŘ ŀƴ ŜƳǇƘŀǎƛǎ ƻƴ ǇƻƭƛŎƛŜǎ ǘƘŀǘ ǇǊƻƳƻǘŜ ǘƘŜ ǎŜŎǘƻǊΩǎ 

ƭƛōŜǊŀƭƛȊŀǘƛƻƴΦ ¢Ƙƛǎ ǇƻƭƛŎȅ ǎƘƛŦǘ ǿŀǎ ǇŀǊǘ ƻŦ ŀ ƎŜƴŜǊŀƭ ŎƘŀƴƎŜ ƛƴ ŀǘǘƛǘǳŘŜ ǘƻǿŀǊŘǎ ǘƘŜ ǎǘŀǘŜΩǎ ǊƻƭŜ ƛƴ 

African commodity markets (Akiyama, Baffes, Larson, & Varangis, 2003). However, expectations with 

regards to pro-poor agricultural growth could not be fully met. New Institutional Economics points at 

malfunctioning market-supporting institutions as one cause for the disappointing results of 

liberalization. Where uncertainty and specificity issues make for high transaction risks and a lack of 

supportive institutions raises transaction costs up to a level where transactions do not pay off 
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anymore, market failures occur. This in turn can motivate governments to intervene in the agricultural 

sector, for instance by implementing policies to stabilize output prices (through minimum prices), to 

guarantee certain levels of produce procurement, to supply inputs, or to subsidize credit ς policies that 

again hamper the market development (Dorward et al., 2004).  

Dorward et al. (2004) suggest that where high-productivity smallholder production relies on significant 

input purchases and seasonal finance, value chain development requires some external coordination 

of investments, for instance through processors. The case of Malawian Burley Tobacco Clubs shows 

that coordination can also be achieved by farmers organizing themselves (Negri & Porto, 2016). The 

production of tobacco requires about four times more labor than that of maize and two times more 

than that of groundnuts. Consequently, smallholders will only commit to these efforts if they expect 

to sell their products at a reasonable price. In an effort to liberalize the tobacco sector in the early 

1990s, the Malawian government incented smallholders to form clubs of between 10 and 30 members, 

which would enable them to collectively sell their commodity at the national auction floors, where 

prices would be substantially higher than elsewhere.1 The tobacco clubs would not only provide 

institutional access to their members, but also facilitate access to finance (through joint liability of 

members and peer monitoring), economies of scale (e.g. for transporting), and the establishment of 

supporting networks (e.g. extension through peers) (Negri & Porto, 2016). That example shows that if 

liberalization is accompanied by the establishment of adequate institutions, the integration of 

smallholders into the market can be successful.  

2.2.2. Commodity exchanges for agricultural development? 
In the wake of a liberalization of African agricultural markets, the introduction of commodity exchanges 

has become a popular policy instrument aimed at tackling the persistent issues of a high price volatility 

and high transaction costs associated with the prevalence of traditional exchange structures 

(Meijerink, Bulte, & Alemu, 2014). On the African continent alone, the list of countries that started 

commodity exchange-related initiatives comprises 28 nations, with South Africa, as measured by trade 

volumes, hosting by far the largest exchange, followed by a large margin by Ethiopia (Mbeng Mezui et 

al., 2013; Robbins, 2011). These projects have been launched under the assumption that local 

commodity exchanges promote agricultural development. Against that background UNCTAD (2007) 

proposes six functions that commodity exchanges can fulfill. 

Price discovery: If a commodity exchange raises the efficiency with which supply and demand are 

aligned, then prices reflect more accurately the expectations of market actors. Furthermore, 

                                                           
1 These Burley Tobacco Clubs gave rise to the formation of the National Smallholders Farmers Association of 
Malawi (NASFAM), which later took over a central role in the establishment of ACE. 
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commodity exchanges represent centralized sources of market information, where sector participants 

can obtain reference prices. 

Price risk management: Future and forward contracts, for instance, allow for predetermining exchange 

prices for future exchanges in the present, detaching cash flows from the actual price development.   

Investment venue: Commodity exchanges make commodities accessible to external investors, 

increasing market liquidity and output prices for farmers.  

Facilitation of physical trade: The generation of spot reference prices allows spot market participants 

to make more informed decisions. When a commodity exchange offers warehouse facilities, storage 

costs (and post-harvest losses) can be reduced. Commodities typically have to meet certain quality 

standards to be eligible for trade at an exchange. This can transmit into the spot market, leading to a 

higher quality sensitivity in general. 

Facilitation of financing: Exchange-traded farmer repurchase agreements (repos) and warehouse 

receipt systems can provide market participants with access to financing, where traditional lending 

institutions would normally abstain due to the high risk involved in the agricultural sector. 

Market development: Commodity exchanges can promote the development of markets. As they have 

an incentive to extend the volume of traders, they often engage in education and capacity building, 

mainly on the farmer level. Furthermore, the international integration of markets is facilitated by the 

existence of a centralized trading platform. Often commodity exchanges rely on ICT technology, so that 

indirectly their use can promote ICT adoption and literacy. Lastly, by making market transactions 

potentially more efficient, commodity exchanges can lead to industry growth. 

As Rashid (2015) points out, many of these claims have not been sufficiently substantiated on an 

empirical basis. Indeed, many African commodity exchanges have failed to live up to the expectations 

(Sitko & Jayne, 2012). Against that background, Sitko & Jayne (2012) propose five main factors that 

determine the success of commodity exchanges: (1) a pre-existing vibrant spot market; (2) the 

potential to achieve sufficient trade volumes to cover fix costs; (3) the presence of ancillary marketing 

services to lower set-up costs; (4) modes of institutional governance and incentives to motivate rapid 

learning on the part of the management and (5) a commitment from the government to abstain from 

unpredictable market interventions.  

2.2.3. ACE 
The Agricultural Commodity Exchange for Africa (ACE) is one example of an African commodity 

exchange, that was established to promote the market development of the Malawian agriculture 

sector. It started operations in 2006, growing out of a 2004 initiative of NASFAM that aimed at 

improving market access for its farmers. Despite the lack of a reliable contract enforcement 
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mechanism, ACE managed to increase annual trade volumes at a slow but steady pace to 30,000 MT 

in 2011. Over time several donor organizations, such as USAID, the EU, and the Common Fund for 

Commodities (CFC), stepped in to support the growth plans of ACE. The volume of settled transactions 

increased significantly when the World Food Program (WFP) started to buy through ACE in 2010 (ACE, 

2012). In 2011, the WFP was responsible for 70% of the commodities that were traded through ACE. 

Two years later, this number had decreased to 30% (Dentoni & Dries, 2015). WFP buys commodities, 

mainly through its Purchase for Progress (P4P) program, which aims for an improvement of market 

access for smallholder farmers (USAID, 2013). 

Since 2011, overall trade volume has grown, although at a fluctuating rate. In 2014, 5% of the maize 

and 11% of the soybeans that were traded nationally were sold through ACE (Dentoni & Dries, 2015).  

Figure 1 provides an overview of the trade volume of ACE for the years between 2012 and 2016. This 

figure, that is based on publicly available data from ACE, indicates that trade volumes have tripled from 

about 20,000 MT in 2012 to more than 60,000 MT in 2016. It is unclear why overall transaction volumes 

kinked drastically in 2014. Figure 2 shows, that a decrease in trade volumes does not necessarily mean 

that the overall value of traded commodities also falls. In 2016 the value of traded commodities rose 

despite a shrinking overall trade volume, mainly due to more beans (which are generally pricier than 

maize) being sold through ACE. Given a commission rate of between 0.2-1.0%, this translates into 

revenues from trade facilitation of between 40,000 USD and 200,000 USD for the year 2016. 2 

 

Figure 1: Trade volumes of different crops in MT (source: ACE) 

 

                                                           
2 The commission rate is 1.0% for transactions for which the warehouse receipt system has been used and 0.2% 
where only the online bulletin board has been used to match buyer and seller (Dentoni and Dries (2015). 
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Figure 2: Total trade volume in USD (source: ACE) 

The services provided by ACE can be subdivided into three closely interlinked categories: trade 

facilitation, a market information system, and a warehouse receipt system. The latter two services 

were only introduced gradually from 2010 as a response to sluggish growth. Buyers and sellers can 

make use of different types of trading modes. For buyers and sellers that are not registered with ACE, 

it is required to turn to registered brokers to engage in trade using the platform.  Currently there are 

105 companies from 12 countries that are registered as traders (they do not need brokers to make use 

ƻŦ !/9Ωǎ ǘǊŀŘƛƴƎ ǇƭŀǘŦƻǊƳύ ŀƴŘ ммм ǊŜƎƛǎǘŜǊŜŘ ōǊƻƪŜǊǎ ŦǊƻƳ ф countries (who can arrange exchanges 

for non-members) (ACE, n.d.a). The common way to access the commodity exchange for small-scale 

farmers and traders is to turn to rural agents/brokers (ACE, 2012).  

2.2.3.1. Trade Facilitation System  

Buyers and sellers can place bids and offers for a commodity at a given volume and price, which are 

then promoted on the internet, email, SMS, newspaper and radio.  Interested exchange partners can 

place counter bids and offers. If an exchange is accepted by both parties, ACE takes care of the 

generation of binding contracts and their settlement. This mode of trade is referred to as bid-and-

offer. Alternatively, buyers can make use of the bid-volume-only (BVO) system. Here they just state the 

quantity of a desired commodity (including all terms and conditions) that they want to buy. Interested 

sellers can then state a quantity that they can provide at their desired price. The buyer evaluates these 

offers and notifies ACE which of the bids will be accepted. Again contracts and payment settlements 

are cleared through ACE (van der Vywer & Nordier, 2013). This system was specifically designed for 

the WFP and is restricted to large scale buyers exclusively. An offer volume only (OVO) system, in which 

an interested seller just states a quantity of a commodity to be sold, exists as well, but there is little 

information about its practical relevance. An arbitration system to resolve disputes is officially in place, 

yet until 2012 not a single case was brought to the arbitration center (ACE, 2012).  
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2.2.3.2. Warehouse Receipt System 

In its early stages the trade facilitation had suffered from high levels of defaults. To tackle the issue of 

defaults ACE began with the development of a warehouse receipt system. A warehouse receipt system 

essentially allows sellers to deposit their commodities in a warehouse, that has been certified by the 

commodity exchange, and to receive a receipt that states quantity and quality of the deposit in return. 

This receipt can be traded or used as collateral to obtain loans. To redeem a deposited commodity, a 

fee, that depends on the storage duration, must be paid to the warehouse operator (van der Vywer 

& Nordier, 2013). The WRS represents a standardized contractual relationship between all participants 

and is governed by the ACE warehouse receipt rules. Warehouses are usually owned and operated by 

private organizations and certified by the commodity exchange. As interviews with ACE staff suggest, 

ǊǳǊŀƭ ǿŀǊŜƘƻǳǎŜǎ ǘƘŀǘ ŀǊŜ ƻǿƴŜŘ ōȅ ŦŀǊƳŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴǎ ǊŜǇǊŜǎŜƴǘ ŀƴ ŜȄŎŜǇǘƛƻƴΦ ¢ƘŜȅ ŀǊŜ ŎǳǊǊŜƴǘƭȅ 

operated by the commodity exchange itself to resolve the conflict of interest, that would arise if 

ŦŀǊƳŜǊǎΩ ŀǎsociations were to take care of deposits that, at the same time, would serve as collaterals 

of their members, e.g. for banks. As the operators are liable for the stored commodities, ACE requires 

comprehensive insurances for certifying warehouses. According to the website of ACE, there are 

currently 47 certified warehouses operated by 35 companies with a total capacity of 145,502 MT (more 

than twice the overall trade volume of 2016) (ACE, n.d.b). 

2.2.3.3. Market Information System 

The market information system promoted by ACE addresses poor information streams faced by market 

ǇŀǊǘƛŎƛǇŀƴǘǎΦ !ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜ ǘƘƛǎ ŎƻƳǇƻƴŜƴǘ άƘŀǎ ǘƘŜ ǿƛŘŜǎǘ ǊŜŀŎƘ ŀƴŘ 

ǇǊƻōŀōƭȅ ǘƘŜ ƎǊŜŀǘŜǎǘ ŘŜǾŜƭƻǇƳŜƴǘ ƛƳǇŀŎǘ ƻŦ ǘƘŜ ǘƘǊŜŜ ǎǘǊŀǘŜƎƛŎ ŎƻƳǇƻƴŜƴǘǎέ (ACE, 2012). Through 

its field activities (rural trade agents, trainings) ACE gathers profile information about farmers (name, 

age, cell phone number, crops) allowing the commodity exchange to address them with specific 

information. In 2012 about 7000 farmers were registered. These receive two kinds of price 

information. First, farmers receive price information determined by real purchase offers from the 

trading platform of ACE, that are tailored to the profile of the farmer. Second, farmers gain information 

about prices achieved on local markets, that are collected through a cooperation with the information 

service provider Esoko (ACE, 2012). According to interviews with stakeholders, the operation of the 

market information system is still financially dependent on donor aid.  
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3. Transaction Cost Economics 
This chapter establishes the conceptual framework used for the empirical analysis, illustrated in Figure 

3. It starts off with a brief introduction of the origins and assumptions of Transaction Cost Economics 

in Section 3.1. The remainder of the chapter explains each of the elements of the conceptual 

framework. Section 3.2. examines what it means to put the transaction as basic unit of economic 

analysis and is represented by the three grey columns in figure 3. In that context it introduces the 

concepts of transaction attributes (Subsection 3.2.2.), transaction costs (Subsection 3.2.3.), 

governance structures (Subsection 3.2.4.) and how these notions are connected (represented by the 

black arrows; Subsection 3.2.1.). Section 3.3. takes on a broader perspective and discusses the role of 

the institutional environment for a given transaction (represented in the upper part of Figure 3). The 

chapter closes with the summarizing section 3.4. 

 

Figure 3: Conceptual framework 

3.1. Overview and assumptions 
TCE shifts the focus of attention on the transaction as basic unit of analysis (Williamson, 2000). The 

underlying rationale is that economic exchanges (= transactions) come along with costs of information, 

negotiation and control (North, 1990). It was Coase (1937) who first introduced the concept of 

transaction costs to reflect on why some activities are done within the boundaries of a firm, whereas 

others result from exchanges between independent economic actors. Williamson (1979) picked up 
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that notion and operationalized it by exploring the conditions under which transactions take place 

either within a firm or through the market.  

In doing so, TCE opposes the strict behavioral assumptions of neoclassical economics, as they would 

ƛƴƘƛōƛǘ ŀ άǘƻƻ ƘƛƎƘ ƭŜǾŜƭ ƻŦ ŀōǎǘǊŀŎǘƛƻƴέ (Williamson, 1983). Williamson (1983) relaxed the neoclassical 

assumptions of perfect rationality and perfect information and instead introduced the notion of 

bounded rationality under uncertainty. Bounded rationality involves individuals that try to behave 

rational, but can only do so limitedly (Williamson, 1983). Because the environment is uncertain , agents 

cannot anticipate a priori the structure of the set of problems that might affect a given transaction 

(Brousseau & Glachant, 2008). Furthermore, Williamson (1983) assumes human behavior to be 

opportunistic (άǎŜƭŦ-interest ǎŜŜƪƛƴƎ ǿƛǘƘ ƎǳƛƭŜέ) (Williamson, 1987). Opportunism gives room to 

strategic behavior of economic agents involving empty threats and promises (Williamson, 1983). 

Similar to bounded rationality, which turns into a constraint only if uncertainty prevails, opportunism 

affects transactions only if the number of potential transaction partners is limited, because under 

conditions of perfect competition opportunistically acting individuals are ostracized by the market (Hill, 

1990; Williamson, 1983).  

3.2. Transactions as basic unit of analysis 
This section introduces the core concepts of transactions. Subsection 3.2.1. presents the fundamental 

theoretical basis of this thesis, the discriminating alignment hypothesis. What follows is a discussion 

of the notions of transaction attributes (Subsection 3.2.2.), transaction costs (Subsection 3.2.3.) and 

governance structures (Subsection 3.2.4.). 

3.2.1. Discriminating Alignment Hypothesis 

Transactions, which differ in their attributes, are aligned with governance structures, which differ in 

their costs and competencies, in a discriminating (mainly), transaction-cost-economizing ǿŀȅέ 

(Williamson, 1991). 

!ǘ ǘƘŜ ŎƻǊŜ ƻŦ ²ƛƭƭƛŀƳǎƻƴΩǎ ǘƘŜƻǊȅ ƭƛŜǎ ǘƘŜ discriminating alignment hypothesis. It includes all concepts, 

necessary to understand the rationale of TCE: transaction attributes, governance structures and 

transaction costs. Their basic meaning and relationship will be presented here. A more detailed 

discussion can be found later in this chapter. 

²ƛƭƭƛŀƳǎƻƴ ƻǇŜǊŀǘƛƻƴŀƭƛȊŜŘ /ƻŀǎŜΩǎ ƴƻǘƛƻƴ ƻŦ ǘǊŀƴǎŀŎǘƛƻƴ Ŏƻǎǘ ōȅ introducing three transaction 

attributes, which he subsequently uses to explain whether a transaction will rather be conducted 

internally, within a firm (also called hierarchy), or via the market.  Asset specificity is often considered 

the most relevant attribute in explaining how a transaction is orgŀƴƛȊŜŘ ŀƴŘ ƳŜŀƴǎ άǘƘŜ ŘŜƎǊŜŜ ǘƻ 

which an asset can be redeployed to alternative uses by alternative users without sacrifice of 
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ǇǊƻŘǳŎǘƛǾŜ ǾŀƭǳŜέ ό²ƛƭƭƛŀƳǎƻƴ мфурΣ Ǉ.95). Uncertainty/complexity, also one of the core assumptions 

of TCE, can vary in its degree and increases the degree of potential disturbances that a transaction can 

be affected by. Lastly, frequency refers to recurring transactions between two economic actors.  

Governance structures can be defined as the set of institutional arrangements within which 

transactions are organized (Verhaegen & van Huylenbroeck, 2002). The abovementioned make-or-buy 

dichotomy reflects the two most commonly examined governance structures: market and hierarchy. 

However, these only represent the extremes of an array of ƎƻǾŜǊƴŀƴŎŜ ǎǘǊǳŎǘǳǊŜǎΣ ǿƘƛŎƘ άŘƛŦŦŜǊ ƛƴ 

ǘƘŜƛǊ Ŏƻǎǘǎ ŀƴŘ ŎƻƳǇŜǘŜƴŎƛŜǎέ (Williamson, 1991). But what does that mean exactly? Market and 

internal forms of organization rely on different mechanisms to coordinate transactions. The market 

uses the price to motivate actions of economic agents, rewarding them on the basis of their outputs. 

The realization of economics of scale, specialization effects and the presence of high-powered 

incentives are unique features of the price mechanism. Using this mechanism requires little monitoring 

activities, yet it incurs costs for measuring outputs and costs of losses due to imperfect measurement, 

which Hennart (1993) refers to as cheating costs. Internal organization relies on the installment of 

behavioral constraints to coordinate actions. Economic agents are rewarded based on their behavior, 

that is on their inputs. This comes along with costs of imposing behavioral constraints and costs caused 

by the residual amount of shirking that is still possible due to imperfect behavioral constraints (shirking 

costs) (Hennart, 1993). By exerting direct influence on the behavior of agents, internal forms of 

organization are more apt to suppress opportunism and to promote efficient adaptation to 

disturbances, so that they are more suitable to govern transactions involving high degrees of asset 

specificity and uncertainty. On the other hand, ΨǎǘŜŜǊƛƴƎΩ ǘƘŜ ōŜƘŀǾƛƻǊ of agents is a costly approach, 

that will not be worthwhile for transactions that face low asset specificity and low uncertainty and that 

therefor are less vulnerable to behavioral conflicts, so that the market governance structure is more 

suitable.  

The beforementioned considerations exemplify that transaction costs can arise for two reasons: 

because a governance structure is costly to implement and because an implemented governance 

structure might not be able to completely rule out all risks associated with the given transaction 

attributes. Within this thesis, these two components will be referred to as governance costs and 

transaction risks.  

Some governance structures may incur lower transaction costs than others, but raise the costs of 

production, because economies of scale and specialization effects cannot be exploited. Consequently, 

economic actors choose governance structures to minimize the total sum of production and 

transaction costs (Stephen, 2017). This thesis, however, focuses on transaction cost-related aspects.  
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For a one-time transaction that requires no specific investments and that take place in a relatively 

stable environment (low degree of uncertainty) transaction cost are lowest, if goods are exchanged via 

the market. Transactions that require specific investments from one party open up elbowroom for the 

other party to behave opportunistically and if, moreover, uncertainty is added, describing the 

responsibilities of both parties ex ante and assessing the fulfillment ex post becomes increasingly 

difficult, so that such transactions will rather be organized internally than via the market.  

3.2.2. Transaction Attributes 
As Rindfleisch & Heide (1997) suggest asset specificity and uncertainty are the main drivers of 

transaction costs. Gaining a deeper understanding on both concepts is inevitable for an 

operationalization in the context of this thesis. Frequency represents a third attribute that is often 

mentioned, but not considered in this study, because it could not be identified to be relevant in the 

empirical analysis. 

3.2.2.1. Asset Specificity 

Vita, Tekaya, & Wang (2011) have dedicated a study to the concept of asset specificity in TCE. They 

suggest, that it has been interpreted ambiguously and recognize six recurring themes in how asset 

specificity has been defined across different studies:  

¶ the degree of customization needed to support the transactional relationship 

¶ the uniqueness of assets or investments deployed to a task/activity 

¶ the importance of the identity of the two parties in the transaction  

¶ the transferability of assets or investments needed for supporting a particular transaction 

¶ the value of the assets or investments outside that transactional relationships 

¶ the value tied in or embedded in the continuance of the relationship 

These interpretations highlight different facets of a common theme: the value of an investment can 

be influenced by the behavior of the transaction partner. The investor enters a lock-in situation, which 

the other transaction side can opportunistically exploit to extract higher rents (Borgen & Hegrenes, 

2005). In the extreme case, an investment unfolds its value solely in one transactional relationship and 

a liquidation would only recover a fraction of the investment costs. An architect planning a highly 

customized building tailored to the specific needs of his customer would be an example for what 

Williamson (1979) refers to as an idiosyncratic investment. Mixed investments are a gradation of that 

concept: still specific, but less so.  
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The literature differentiates between six types of specificity, illustrated in figure 4. Human asset 

specificity refers to situations in which either or both of two transaction sides have to invest in human 

capital to fulfill a specialized task (Rossignoli & Ricciardi, 2015). 

An employee, for instance, might acquire special knowledge 

about the handling of a certain machine, which is highly valuable 

for the employer. If the knowledge is sought-after on the market, 

the employee could threaten his employer to change the 

company to enforce a higher remuneration. Physical asset 

specificity involves investments into tangible assets, e.g. 

machinery, that are specialized to fulfill a specialized activity, 

while losing much of their value outside of that particular activity 

(Vita et al., 2011). Take for instance a contract farming situation, 

in which the farmer acquires special equipment that is specifically tailored to grow an unconventional 

plant, which the buyer uses, for example, to produce pharmaceuticals. Outside of the contract farming 

relationship the equipment will be of little value, as it cannot be used to grow other plants, and for the 

same reason it is difficult to resell. Dedicated asset specificity resembles physical specificity in that it 

also involves investments into tangible goods. However, the problem here does not arise from a 

specialized use, but from production capacities that cannot be utilized outside of a particular long-

term relationship (Vita et al., 2011). An example for that could be a processing company, which invests 

heavily into processing facilities, as it expects to have access to a steady stream of inputs due to an 

agreement with the local farmer association, that counts a large majority of farmers in the region 

among its members. Opportunistic rent-seeking behavior from the association could force the 

processor to either pay higher prices or to procure the inputs from elsewhere with the occurrence of 

large transport costs. Situations, in which the value of a product depends on time, involve temporal 

specificity (Masten, 2000). Agricultural producers of highly perishable goods as well as their buyers, for 

instance, rely heavily on timely transport, creating leeway to behave opportunistically for transporting 

companies. Site specificity arises when investments are bound to a certain location. Literature suggests 

that one party to a transaction may be motivated to set up a site in close proximity to the other 

transaction party to safe transport or inventory costs (Masten, 2000; Rossignoli & Ricciardi, 2015). A 

sugar producer, for instance, will operate much more cost-efficiently, when he operates close to the 

sugar beet-growing farmers, that supply him. Brand capital specificity puts reputation investments at 

risk. In situations where it prevails one side to a transaction can impact the reputation of the other 

party (Vita et al., 2011). In the agri-food sector, where food security plays an important role, suppliers, 

for instance, can significantly harm the reputation of retailers, if products do not match the required 

quality standards. Lastly, procedural asset specificity represents the equivalent to physical specificity 

Figure 4: Types of specific investments 
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for service industries, in that it refers to situations, where investments into specialized routines are 

necessary, that are difficult to redeploy (Vita et al., 2011). 

Specific investments may expose their investors to the other transaction ǇŀǊǘȅΩs willingness to 

cooperate. Under the TCE behavioral assumption of opportunism, such investments will not be made 

without appropriate safeguarding mechanisms.  The market governance structure cannot provide 

these ŀƴŘ ǿƻǳƭŘ ǊŜǎǳƭǘ ƛƴ άŎƻǎǘƭȅ ƘŀƎƎƭƛƴƎ ŀƴŘ ƳŀƭŀŘŀǇǘƛǾŜƴŜǎǎέ (Williamson, 1987). Against that 

background, TCE holds that for highly specific investments internal organization will be preferred over 

market organization, because it is capable to craft safeguarding mechanisms at a relatively lower cost 

(Vita et al., 2011). 

3.2.2.2. Uncertainty 

Besides asset specificity, uncertainty represents the second key determinant of governance structures. 

It has also been interpreted ambiguously (Menard & Shirley, 2005). Carson, Madhok, & Wu (2006) 

differentiate between two branches with different interpretive focuses. 

¢ƘŜ άƎƻǾŜǊƴŀƴŎŜ ōǊŀƴŎƘέ Ǉǳǘǎ ǘƘŜ ƛǎǎǳŜ ƻŦ ŀŘŀǇǘŀǘƛƻƴ ŀǘ ǘƘŜ ŎƻǊŜ ƻŦ ǘƘŜ ǳƴŎŜǊǘŀƛƴǘȅ ǇǊƻōƭŜƳ 

(Williamson, 1987). ¦ƴŎŜǊǘŀƛƴǘȅΣ ǘƘŜǊŜōȅΣ Ŏŀƴ ōŜ ŘŜŦƛƴŜŘ ŀǎ άǊŀǘŜ ŀƴŘ ǳƴǇǊŜŘƛŎǘŀōƛƭƛǘȅ ƻŦ ŎƘŀƴƎŜ ƛƴ ŀƴ 

environment over time, which ŎǊŜŀǘŜ ǳƴŎŜǊǘŀƛƴǘȅ ŀōƻǳǘ ŦǳǘǳǊŜ ŎƻƴŘƛǘƛƻƴǎέ (Carson et al., 2006). This 

type of uncertainty is also referred to as volatility (Carson et al., 2006) or primary uncertainty (Sutcliffe 

& Zaheer, 1998). According to Williamson (1983), it requires economic agents to use approximations 

of future states and events for making decisions instead of using exact data. Later, Williamson (1987) 

further differentiated between uncertainty arising from the behavior of transaction partners 

(behavioral uncertainty) and from the environment in which the transaction is embedded 

(environmental uncertainty). Behavioral uncertainty is attributable to the existence of opportunism 

and involves strategic behavior. Environmental uncertainty, however, arises because, ex ante, 

economic actors are not able to anticipate the comprehensive decision tree, including all external 

disturbances, of a transaction (Williamson, 1983). Both forms of uncertainty require economic actors 

to adapt their actions to new circumstances. The more unforeseeable these are, the harder it is to 

contractually specify contingent actions for potential disturbances and the likelier it becomes that 

transaction partners will have to engage in costly renegotiations. Thus, the capacity of contracts to 

safeguard investments decreases and internal organization becomes relatively more efficient (Carson 

et al., 2006; Williamson, 1987).  

¢ƘŜ άƳŜŀǎǳǊŜƳŜƴǘ ōǊŀƴŎƘέ (Williamson, 1987) takes on a different perspective, centering around the 

perception of the individual rather than around the actual state of the environment. It emphasizes the 

άǳƴŎŜǊǘŀƛƴǘȅ ƛƴƘŜǊŜƴǘ ƛƴ ǇŜǊŎŜǇǘƛƻƴǎ ƻŦ ǘƘŜ ŜƴǾƛǊƻƴƳŜƴǘŀƭ ǎǘŀǘŜ ƛǊǊŜǎǇŜŎǘƛǾŜ ƻŦ ƛǘǎ ŎƘŀƴƎŜ ƻǾŜǊ ǘƛƳŜέ 
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(Carson et al., 2006). Two actors can have varying perceptions of the same environment and perceive 

the level of uncertainty differently. Here, the associated transaction hazard is less about the need to 

adapt to disturbances, but about ǘƘŜ ŘƛŦŦƛŎǳƭǘƛŜǎ ƛƴ ŀǎǎŜǎǎƛƴƎ ǘƘŜ ǘǊŀƴǎŀŎǘƛƻƴ ǇŀǊǘƴŜǊΩǎ ōŜƘŀǾƛƻǊΦ Ex ante 

it is hard to screen out unreliable transaction candidates, and ex post it cannot be evaluated whether 

the other side had acted opportunistically (Carson et al., 2006; Ring & van de Ven, Andrew H., 1992). 

Thus, this type of uncertainty, which is also referred to as ambiguity (Carson et al., 2006), or secondary 

uncertainty (Sutcliffe & Zaheer, 1998), limits the functionality of sanctioning and reputation 

mechanisms.  

Different factors have been used to 

operationalize uncertainty. Figure 5 

provides an overview about some of the 

drivers of uncertainty. In the context of 

supply chains, demand and supply 

ǳƴŎŜǊǘŀƛƴǘȅ όǘƘŜ άǳƴǇǊŜŘƛŎǘŀōƭŜ ƴŀǘǳǊŜ ƻŦ 

ǉǳŀƴǘƛǘȅ ŀƴŘ ǘƛƳƛƴƎέύ ŀǎ ǿŜƭƭ ŀǎ ǘƘŜ ǊŀǘŜ ƻŦ 

technological change have been used to 

measure environmental uncertainty 

(Fynes, Búrca, & Marshall, 2004). 

Borrowing from Principal Agent Theory, information asymmetries between transaction partners 

represent a further driver of uncertainty. They inhibit the ability of a transaction party to assess the 

quality/reliability of the other transaction party, and can lead to holdup and moral hazard situations 

(Rose, 1999).3 If there are only few potential partners for a specific transaction, the disciplinary effect 

of competition is weak and behavioral uncertainty increases. Williamson refers to this as a problem of 

άǎƳŀƭƭ ƴǳƳōŜǊǎέ (Williamson, 1983).  On the other side, uncertainty also increases with competition 

on the own market, because switching costs for transaction partners decrease (Dries, Gorton, Urutyan, 

& White, 2014). A meta study on the empirical support for TCE by David & Han (2004) provides an 

overview of different concepts for operationalizing uncertainty. The 24 measures that they found 

relate to market conditions (e.g. price and demand changes), technology (e.g. volatility and novelty), 

behavioral (e.g. time from initial contact to transaction) and other aspects (e.g. regulation and currency 

risks). 

                                                           
3 A holdup can occur when one party has made sunk relationship-specific investments and the other party is 
able to influence the return on this investment. Moral hazard describes a situation in which a transaction party 
does not perfectly know ex post, whether the other party has acted according to the agreement (see 
ambiguity) (Rose (1999). 

Figure 5: Drivers of uncertainty 
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3.2.3. Transaction Costs 
Transaction costs are a fuzzy concept that has been interpreted ambiguously by different scholars 

(Allen, 2000). They have been considered as the άŜŎƻƴƻƳƛŎ ŜǉǳƛǾŀƭŜƴǘ ƻŦ ŦǊƛŎǘƛƻƴ ƛƴ ǇƘȅǎƛŎŀƭ ǎȅǎǘŜƳǎέΣ 

in that they represent the costs associated with economic exchange (Williamson, 1983). Two inversely 

related factors determine the level transaction costs for an exchange relationship: the costs for 

implementing safeguarding mechanisms to mitigate contractual hazards associated with the 

prevalence of uncertainty and specificity and costs arising from such contractual hazards when they 

are left unmitigated. Rindfleisch & Heide (1997) refer to these as direct costs and indirect/opportunity 

costs respectively. Table 1 illustrates how these transaction costs relate to the transaction attributes 

discussed in the previous subsection.  

 Asset Specificity Environmental 
Uncertainty 

Behavioral 
Uncertainty 

Source of Transaction Costs    

Nature of Governance 
Problem 

Safeguarding Adaptation Performance 
Evaluation 

Type of Transaction Costs    

Direct Costs Costs of crafting 
safeguards 

Communication, 
negotiation, and 
coordination costs 

Screening and 
selection costs (ex 
ante) 
 
Measurement costs 
(ex post) 

Opportunity Costs Failure to invest in 
productive assets 

Maladaptation: 
Failure to adapt 

Failure to identify 
appropriate partners 
(ex ante) 
 
Productivity losses 
through effort 
adjustments (ex post) 

Table 1: Sources and types of transaction costs 

Transactions that involve specific investments require the instalment of safeguards to protect against 

opportunistic behavior. In order to cope with environmental and behavioral uncertainty, mechanisms 

to adapt to external disturbances and to evaluate the performance of the transaction partner are 

necessary. The failure to set up performance evaluation, adaptation and safeguarding mechanism 

results in opportunity costs. A transaction party might be settled with a product that does not meet 

the specified standards, because it had not measured the quality appropriately, or because it had 

chosen an unreliable transaction partner in the first place. Maladaptation costs could arise for instance, 

because buyer and supplier do not adapt their transactional relationship to changes in customer 

preferences. Where specific investments cannot be protected against opportunistic behavior, they 

might not be made at all (Rindfleisch & Heide, 1997). 
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Different governance structures incur different types of transaction costs (Rossignoli & Ricciardi, 

2015). Transacting through the market requires economic actors to search and get information for the 

best partner, to set up a contract (explicit or implicit, complete or incomplete) and to monitor and 

enforce its implementation. These market use costs rise drastically for highly uncertain transactions 

that require significant specific investments, so that it may be more cost efficient to switch to an 

internal governance structure, which uses hierarchical management structures instead of the market 

logic to safeguard transactions. Organization costs of use arise because the implementation of 

hierarchical structures is a costly process and because it reduces economic incentives to contribute 

efficiently to a transaction (Rossignoli & Ricciardi, 2015; Tadelis & Bajari, 1999).  

3.2.4. Governance Structures 
Governance structures can employ very different mechanisms to structure economic exchange 

relationships. This subsection introduces the two most prominent governance structures, namely 

markets (Subsection 3.2.4.1.) and hierarchy (Subsection 3.2.4.2.). However, those merely represent 

the extremes of an array of different governance structures. Subsection 3.2.4.1. discusses hybrids and 

introduces a modular system on the basis of which governance structures can be characterized.  

3.2.4.1. Markets 

The term market, though extensively used in economics as well as in the everyday language, requires 

clarification in the context of TC9Φ ²Ƙŀǘ ƛǎ ƳŜŀƴǘ ƛǎ ƭŜǎǎ άǘƘŜ ŎŜƴǘǊŀƭ ŜŎƻƴƻƳƛŎ ƛƴǎǘƛǘǳǘƛƻƴ of the last 

ǊŜǎƻǊǘέ (Menard & Shirley, 2005), but a mode to organize transactions that emphasizes the price as 

coordination mechanism (Hennart, 1993). In that sense, Furubotn & Richter (2005) define the market 

ŀǎ ŀ άǎƻŎƛŀƭ ƴŜǘǿƻǊƪ ŎƻƴǎƛǎǘƛƴƎ ƻŦ όƛύ ŀ ǎŜǘ ƻŦ ŀŎǘƻǊǎ ǿƘƻ Ƴŀƛƴǘŀƛƴ ŎǳǎǘƻƳŜǊ ǊŜƭŀǘƛƻƴǎƘƛǇǎ ǿƛǘƘ ŜŀŎƘ 

ƻǘƘŜǊ ŀƴŘ όƛƛύ ŀ ώΦΦϐ ΨƎƻǾŜǊƴŀƴŎŜ ǎǘǊǳŎǘǳǊŜ ό²ƛƭƭƛŀƳǎƻƴ мфурύΣ ǿƘƛŎƘ ŎƻƴǘǊƻƭǎ ǘƘŜ ǘǊŀƴǎŀctions between 

ƳŀǊƪŜǘ ŀŎǘƻǊǎέΦ In doing so, the market promotes high-powered incentives and restrains bureaucratic 

distortions more effectively than internal organization. However, these high-powered incentives are 

ambiguous: they not only encourage efficiency, but also cheating (Frant, 1996). 

A central feature of markets is that they are structured by the institutions that they are embedded in 

(Furubotn & Richter, 2005). According to Menard & Shirley (2005) this has five important implications. 

First, the existence and functionality of markets critically depends on their institutional support. 

Second, owing to the institutional embeddedness markets are not alike, but take on different 

characteristics, depending on their underlying institutions. Third, different price formation 

mechanisms (e.g. auctions, negotiations, posted prices) across markets testify to this existing diversity 

as they require different institutions. Fourth, enforcement mechanisms are crucial for the effective 

organization of transactions through markets.  
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3.2.4.2. Hierarchy 

Hierarchy, as governance structure, has access to distinctive instruments to facilitate adaptive, 

sequential decision making, in order to cope with the adverse effects of asset specificity, uncertainty 

and frequency (Furubotn & Richter, 2005; Williamson, 1983). While performance evaluation for 

market forms is purely output-based, internal organizations allow for monitoring and controlling also 

the inputs to a transaction. Thus, under-investment by one transaction side can be detected and 

sanctioned more easily. In addition to that the ability to install long term rewards further discourages 

opportunistic behavior (Rindfleisch & Heide, 1997). In addition to that hierarchy enables effective 

responses to external disturbances. Costly renegotiations between coequal transaction partners can 

be avoided, because one side is able to exert command over the other, allowing for quick decision-

making (Menard & Shirley, 2005).  

3.2.4.3. Hybrids 

Market and hierarchy governance structures only represent the poles of a palette of different 

governance structures. Those that can neither be attributed to the one nor the other are generally 

subsumed under the umbrella term hybrids ς a fuzzy term that requires clarification. Williamson (1979) 

borrows from Relational Contract Theory to capture the differences across governance structures. 

Classical contracts involve contingent claims for all future eventualities. Enforced through courts, such 

complete contracts are suitable only to structure transactions with low exposure to uncertainty for 

which the identity of the parties is of negligible importance. Market governance relies on classical 

contracting. Where not all future contingencies can be foreseen, complete contracts reach their limit. 

Vertical integration would be a possible response, but it incurs high governance costs. Neoclassical 

contracting leaves room for flexibility and represents a way by which costly vertical integration can be 

avoided. Thereby, the transaction partners resort to a trusted third party which is responsible for 

evaluating the performance and resolving potential disputes. Beyond that, Nooteboom (1999) shows 

that these intermediaries can also fulfill other functions:  to provide a mechanism that allows to deposit 

hostages that cannot be appropriated by either of the transaction partners; to signal the value of a 

good without the need to actually transfer it; and to build up trust within transactional relationships, 

where trust is not pre-existing due to the characteristics of a group culture or the prevailing set of 

norms and values. In contrast to neoclassical structures that foster adaptation with reference to an 

original agreement, relational contracts focus on the value and continuance of an established 

exchange relationship. The intentioned incompleteness of such agreements allows participants to 

flexibly react to external disturbances (Jeffries & Reed, 2000). Transactional relationships between two 

autonomous actors, that build on such incomplete contracts are referred to as bilateral governance. 

Finally, unilateral governance corresponds to internal organization. Here, authority is centralized with 

one transaction side.  
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Relational Contract Theory provides an idea about the driving forces behind the array of different 

governance structures. However, the boundaries between the individual organization forms remain 

blurred, so that this form of differentiation is only restrictedly suitable to be used for analyzing 

empirical data. For that reason, Brousseau (1995) ǇǊƻǇƻǎŜǎ ŀ ƳƻŘǳƭŀǊ ŦǊŀƳŜǿƻǊƪ όŀ άƳƻǊǇƘƻƭƻƎƛŎŀƭ 

grammar to bring more ƻǊŘŜǊ ƛƴǘƻ ǘƘŜ άŎƻƭƭŜŎǘƛƻƴ ƻŦ ǿŜƛǊŘƻǎέ (Ménard, 2004). An overview of this 

framework is provided by table 2.  

Governance structures are devised to perform three roles: (i) to coordinate actions of the transaction 

parties; (ii) to ensure the enforcement of promises; (iii) and to share the quasi-rent. However, they 

differ in how they fulfill these functions. For each function, a fixed set of possible mechanisms exists.  

Technical governance mechanisms allow for defining actions that the transaction sides must fulfill to 

produce the quasi-rent. Enforcement mechanisms make sure that both transaction sides sides stick to 

their promises and do not act opportunistically. Remuneration mechanisms motivate agents to adopt 

efficient behavior, to enforce the contracts and to define the sharing procedure. 

Functions of a 
contract 

Coordination 
mechanisms 

Clauses Options/Solutions 

Enable 
contractors to 
co-ordinate their 
actions 
successfully 

ΨǘŜŎƘƴƛŎŀƭ ƎƻǾŜǊƴŀƴŎŜΩ 
mechanism: 
Enables contractors to 
define actions that the 
different parties have to 
undertake in order to 
produce quasi-rent 

(A) Strategic coordination 
mode: 
Output, market, strategy, 
goal 
 
(B) Organizational 
coordination mode: 
Adaptation of tasks to 
achieve goal 
 
(C) Operational 
coordination mode: 
Power to modulate usage 
of different assets 

1. Define routines:  
the way of using assets is fixed ex ante 
and cannot be redesigned 

2. Centralized authority mechanism: 
one of the agents has discretionary rights 
to redefine the use of the resources 
involved in the transaction 

3. Decentralized authority mechanism: 
Contractors can bargain to re-define the 
use of the resources involved in 
transaction 

Ensure the 
enforcement of 
promises 

Enforcement 
mechanism: 
Designed to avoid 
opportunistic behavior 
and to constrain agents 
to enforce their 
promises 

(D) Guarantor mechanism: 
Protect each agent from 
ǇŀǊǘƴŜǊΩǎ ƻǇǇƻǊǘǳƴƛǎƳ 

1. No credible commitment: 
!ǎǎŜǘ ǎǇŜŎƛŦƛŎƛǘȅ ŘŜǘŜǊƳƛƴŜǎ ŀƎŜƴǘǎΩ 
opportunistic behavior 

2. Unilateral application: 
One agent deposits a collateral 

3. Bilateral application: 
Both agents deposit collaterals 

(E) Supervision 
mechanism: 
Ensure that parties respect 
their promises 

1. Self-enforcement: 
Each party controls the other and 
termination of contract is only threat 

2. External non-specialized arbitrator: 
Court/Law only mode of conflict solution  

3. Contractor supervisor 
One of the (specialized) transaction 
partners exerts control 

4. Specialized supervisor: 
Specialized third party (e.g. auditor) 

Share the quasi-
rent 

Remuneration 
mechanism: 
Incites agents to adopt 
efficient behavior and to 

(F) Remuneration system: 
How quasi-rent is 
distributed given the 
prevailing uncertainty 

1. Customized basis: 
9ŀŎƘ ŀǎǎŜǘǎΩ ƻǿƴŜǊ ƛǎ ǊŜƳǳƴŜǊŀǘŜŘ 
according to his contribution (marginal 
productivity)  
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enforce the contracts; 
defines sharing 
procedure 

2. Collective basis: 
Output is divided among contractors 
according to ex ante specifications (not 
influenced by actual contribution) 

3. Flat rate basis:  
input is remunerated ex ante and 
intensity of actual use is not taken into 
account 

4. Intensity of use basis: 
Assets are remunerated ex post 
depending on effort with which they 
have been used 

  (G) Contract duration 1. Spot contract: 
One transaction 

2. Short-term contract: 
Several transactions, but no one can 
change characteristics of their assets 

3. Long-term contract: 
 

Table 2: A morphological grammar of hybrids (adapted from Brousseau (1995) 

Through technical governance mechanisms each transaction party knows what to do during the 

cooperation process of a transaction, or more specifically, how assets should be used. If these actions 

are specified ex ante and there is no contractual leeway to deviate from these specifications, technical 

governance is achieved by routines. Thus, routines involve complete contracts, that need to be 

renegotiated, if they fail to accommodate for unforeseen disturbances. If contracts are incomplete, 

decisions about the use of assets must be reviewed at different steps of the cooperation process. If 

only one transaction party holds discretionary rights to redefine the use of assets, this is referred to as 

centralized authority. Decentralized authority is applicable, if both parties hold this right and internal 

bargaining is necessary to solve coordination problems. Technical governance is necessary at three 

levels: for defining long-term goals of a cooperation (strategic coordination mode), for redefining tasks 

and the utility brought in by the transaction parties (organizational coordination mode), and for 

modulating the intensity of asset use through time and space (operational coordination mode).  

Enforcement mechanisms are meant to prevent economic agents from breaking their contractual 

promises. They can be subdivided into supervision mechanisms and guarantor mechanisms. The 

former determine if and how transaction partners are monitored (and punished for breaching). Self-

enforcement is the case where both parties exercise control over the respective other and where the 

termination of the transaction is the only means of retaliation. If the judiciary is involved in the 

enforcement of agreements, it is referred to as external non-specialized arbitrator. A specialized 

arbitrator is an external and independent agent with good knowledge of the transaction domain, who 

assesses the fulfillment of contractual obligations. If this agent is one of the two exchange partners, 

that is referred to as contractor supervisor.  

DǳŀǊŀƴǘƻǊ ƳŜŎƘŀƴƛǎƳǎ ŎŜƴǘŜǊ ŀǊƻǳƴŘ ǘƘŜ ƛƴǎǘŀƭƭƳŜƴǘ ƻŦ άƘƻǎǘŀƎŜǎέ (Williamson, 1983). If no credible 

commitment is implemented, TCE stipulates that the degree of asset specificity determines the level 
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of opportunism in a transactional relationship. Unilateral applications involve one party depositing a 

collateral of economic value, with the other party. Should the depositor break his contractual 

obligations, the hostage will turn into property of the second party. Bilateral applications follow the 

same logic, only that here both partners hand over a hostage to their transactional counterpart.  

The remuneration mechanism can be categorized along two dimensions: the degree of risk sharing and 

the power of incentives. If remuneration is structured on a customized basis both transaction parties 

are rewarded on the basis of their actual coƴǘǊƛōǳǘƛƻƴ ǘƻ ǘƘŜ ŎƻƭƭŜŎǘƛǾŜ ǊŜǎǳƭǘ όŀǘ ǘƘŜƛǊ άƳŀǊƎƛƴŀƭ 

ǇǊƻŘǳŎǘƛǾƛǘȅέύΦ LŦ ǊŜǿŀǊŘǎ ŀǊŜ ŘƛǎǘǊƛōǳǘŜŘ ŀŎŎƻǊŘƛƴƎ ǘƻ ŀ ǎƘŀǊƛƴƎ ǊǳƭŜΣ ǘƘŀǘ Ƙŀǎ ōŜŜƴ ŘŜǘŜǊƳƛƴŜŘ ŜȄ ŀƴǘŜΣ 

so that the actual contribution of each party has no effect, remuneration takes place on a collective 

basis. For both cases, the risk is shared by the transaction partners. If risks are borne by only one agent, 

who assumes losses and collects profits, the other agent can be remunerated on a flat rate basis, when 

the reward is fixed ex ante, or on an intensity of use basis, when assets are remunerated ex post 

depending on how intensively they have been used.  

By isolating the different coordination mechanisms used for structuring economic exchange, 

.ǊƻǳǎǎŜŀǳΩǎ ƳƻǊǇƘƻƭƻƎƛŎŀƭ ƎǊŀƳƳŀǊ ŀƭƭƻǿǎ ǘƻ ŘŜƭƛƴŜŀǘe the different governance structures more 

clearly. Against this background, figure 6 provides a review of the continuum of governance structures. 

While this figure is by no means exhaustive, it shows that isolating the underlying coordination 

mechanisms of governance structures promotes their comparability and therefore allows for more 

precise discourse.  

 

Figure 6: The continuum of governance structures 
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3.3. The institutional context 
Institutions play a key role in determining the organization of transactions between economic actors. 

In this thesis I follow the popular definition of institutions by North (1990): 

 

 

Institutions are commonly divided into formal and informal institutions (Islam, 2002; North, 1990; 

Williamson, 2000). This distinction can be ambiguous, though. The dichotomies of legal vs. nonlegal, 

explicit vs. tacit, or designed vs. organic institutions have been used synonymously, yet all have a 

slightly different focus (Hodgson, 2016). Williamson (2000) subsumes norms, customs, mores, and 

traditions under the informal spectrum. Formal institutions, in turn, are associated with constitutions, 

laws and property rights.  

3.3.1. Levels of social analysis 
The discriminating alignment principal (see Subsection 3.2.1.) is not the only mechanism, relevant for 

reducing the friction within economic exchanges, as shown by figure 7. In fact, it is just the second-

order optimization (Williamson, 2000). Transactional relationships are embedded in an institutional 

framework. Thƛǎ Ŏƻƴǎƛǎǘǎ ƻŦ ǘƘŜ ǇǊŜǾŀƛƭƛƴƎ ƛƴŦƻǊƳŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎΣ ǘƘŜ άǎƻŎƛŀƭ ŜƳōŜŘŘŜŘƴŜǎǎέ 

(Williamson, 2000), on the one 

hand, and formal institutions on 

the other hand. Informal 

structures are attributed a 

superordinate role. They change 

very slowly, without following a 

clear pattern, and therefore 

cannot be changed deliberately. 

Formal institutions, however, are 

different. Even though they are 

the outcome of an evolutionary 

ǇǊƻŎŜǎǎ ŀǎ ǿŜƭƭΣ άŘŜǎƛƎƴ 

ƻǇǇƻǊǘǳƴƛǘƛŜǎέ ŀǊŜ ǇƻǎǎƛōƭŜΦ DŜǘǘƛƴƎ these άformal rules of the gameέ right is what Williamson (2000) 

considers to be the first-order economization in the transaction cost context. Thereby, the effectivity 

of formal institutions depends on their compatibility with the prevailing informal institutions. For that 

reason, merely transplanting proven formal institutional arrangements from one country to another 

does not necessarily reduce transaction costs (Williamson, 2009).  

άƛƴǎǘƛǘǳǘƛƻƴǎ ŀǊŜ ǘƘŜ ǊǳƭŜǎ ƻŦ ǘƘŜ ƎŀƳŜ ƛƴ ǎƻŎƛŜǘȅ ƻǊΣ ƳƻǊŜ ŦƻǊƳŀƭƭȅΣ ŀǊŜ ǘƘŜ 

humanly devised constraints that shape human interaction. In consequence, they 

structure ƛƴŎŜƴǘƛǾŜǎ ƛƴ ƘǳƳŀƴ ŜȄŎƘŀƴƎŜΣ ǿƘŜǘƘŜǊ ǇƻƭƛǘƛŎŀƭΣ ǎƻŎƛŀƭΣ ƻǊ ŜŎƻƴƻƳƛŎΦέ 

Figure 7: Two stages of transaction cost minimization (adapted from 
Williamson (2000)) 
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Basically, economic actors are constrained by the set of available governance choices for organizing 

their transactions. Observable governance structures are therefore not only an outcome of a 

transaction-cost-minimization by two transaction partners, but also reflect the constraints of the 

institutional environment that they are embedded in.4 When governance structures change, this can 

have two reasons: persistent inefficiencies in resource allocation prompt economic actors to seek 

more efficient ways for structuring their economic activities (represented by the feedback loop that is 

indicated through the dotted lines in figure 8); or changes in the institutional environment give 

economic actors tools at hand, which allow them to structure transactions more efficiently (Stephen, 

2017). The focus of this thesis lies on the latter ς the impact of institutional change on governance 

structures.  

3.3.2. Legal vs. private ordering and the role of trust 
Institutions provide ways to constrain opportunism. Basically, these can be subdivided into two 

categories: Legal ordering means enforcement of contracts through court litigation and is associated 

with classical contracting systems. Private ordering relates to relational contracting and involves self-

enforcing mechanisms, such as the long-term value of a relationship, reputation or collaterals 

(Williamson, 2002).  

Several examples show that private ordering mechanisms can be effective in governing exchange 

relationships, even where formal institutions are weak. Medieval Maghribi traders were able to sustain 

relationships with their overseas agents in a highly uncertain environment, in which comprehensive 

contracts were unfeasible and judicial contract enforcement ineffective. To do so, they promoted an 

effective reputation mechanism, that relied on a closed community structure, strong information 

sharing and a multilateral punishment strategy (Greif, 1993). Studying Ghanaian business practices, 

Fafchamps (1996) found that, in face of ineffective courts and high screening costs, firms are hesitant 

to commit to transactions with unknown business partners.  So, they are incented to adhere to their 

existing exchange obligations in order to preserve established long-term business relationships.  

The economic reading of these examples suggests that economic incentives can be sufficient for 

enforcing cooperative behavior. However, this paradigm has been contested. North (1987), for 

ƛƴǎǘŀƴŎŜΣ ƳŜƴǘƛƻƴǎ άƛŘŜƻƭƻƎƛŎŀƭ ŀǘǘƛǘǳŘŜǎέ (424) as one of four factors that determine the scope of 

trŀƴǎŀŎǘƛƻƴ Ŏƻǎǘǎ όōŜǎƛŘŜǎ άƳŀǊƪŜǘ ǎƛȊŜέΣ άŜƴŦƻǊŎŜƳŜƴǘέ ŀƴŘ άƳŜŀǎǳǊŜƳŜƴǘέύΦ ¢ƘŜ ŀǊƎǳƳŜƴǘΣ ǿƘƛŎƘ 

centers around nothing less than the human nature, can be broken down to the question whether 

human behavior can be more accurately described by opportunism, as stipulated by TCE, or by 

                                                           
4 The absence of a functional court system, for instance, makes it impossible for two economic actors to devise 
a governance structure that critically depends on court litigation. 
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trustworthiness. Incorporating concepts of the Social Exchange Theory, Nooteboom, Berger, & 

Noorderhaven, (1997) propose both traits to be complementary. Trust prevails, when an actor 

άbelieves the other is likely to cooperate even if the latter is not coerced to do so and has no direct 

ƳŀǘŜǊƛŀƭ ƛƴǘŜǊŜǎǘ ƛƴ ŘƻƛƴƎ ǎƻέ όомоύΦ It results from an άinstitutionalizationέ of values and norms (to a 

varying degree depending on the individual) and reinforces with positive experiences 

όάƘŀōƛǘǳŀƭƛȊŀǘƛƻƴέύΦ ²ƘŜǊŜ ǘǊǳǎǘ ŀƴŘ ǘǊǳǎǘǿƻǊǘƘƛƴŜǎǎ ŜƳŜǊƎŜ ŦƻǊ ǳǘƛƭƛǘŀǊƛŀƴ ǊŜŀǎƻƴǎΣ ǎǳŎƘ ŀǎ ǘƘŜ ŦŜŀǊ 

for non-legal/social sanctions, it still strongly resembles the economic rationale of profit maximization. 

However, as Ring & van de Ven (1992) propose, human behavior can also be guided by the wish for 

equitable relationships. This more deontologically oriented perspective provides an alternative 

explanation for why some transactional relationships can be sustained, even when enforcement 

mechanisms are weak. 

Irrespective of the underlying mode of action, the pure reliance on private ordering mechanisms can 

set limits to economic development. The Maghribi traders could not expand their activities to capture 

welfare-enhancing opportunities (Greif, 1993). The Ghanaian firms find themselves in rigid, highly 

intermediated, business relationships (Fafchamps, 1996). Islam (2002), argues that informal 

ƛƴǎǘƛǘǳǘƛƻƴǎ άƳŀȅ ǎǳōǎǘƛǘǳǘŜ ŦƻǊ ŦƻǊƳŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎ ǿƘŜǊŜ ǘƘŜ ƭŀǘǘŜǊ Řƻ ƴƻǘ ŜȄƛǎǘ ƻǊ ŀǊŜ ƴƻǘ ŀŎŎŜǎǎƛōƭŜ 

ƻǊ ǿƘŜǊŜ ǘƘŜȅ Ŧŀƛƭ ǘƻ ŦŀŎƛƭƛǘŀǘŜ ōǳǎƛƴŜǎǎ ǘǊŀƴǎŀŎǘƛƻƴǎέ όмтмύΦ ¢ƘŜȅ Ŏŀƴ ǇǊƻƳƻǘŜ ƛƴŦƻǊƳŀǘƛƻƴ ŦƭƻǿǎΣ 

define property rights and contracts, and manage competition. Theses mechanisms can be effective 

for transactions within closed communities (e.g. the Maghribi trader coalition), but reach their limits, 

when business activities extend beyond the borders of the community. With an increase in market 

participants and a rising complexity of transactions, formal institutions are more capable to provide 

the necessary set of enforcement structures.  

3.3.3. Market-supporting institutions 
The opening of trade makes institutions to support new exchange relationships necessary. According 

to Islam (2002), these so-called market-supporting institutions can fulfill three main functions: they 

transmit information about market conditions, goods and participants; they define property rights and 

enforce contracts; and they regulate competition. Figure 8 provides an overview of the different 

functions of MSI. Subsequently, these are discussed in greater detail in this subsection. 
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Figure 8: Functions of MSI 

 

Competition, on average, increases productivity, which in turn represents one major source of 

economic growth. Policies can significantly determine the degree of competition in an economy. Poorly 

functioning credit and input markets, for instance, increase market entry costs, deterring especially 

the poorest from participating in economic activities. When traders are enabled to use their resources 

where they choose and exchange them at a price they choose, neoclassical economics predicts a social 

welfare maximum. Market-supporting institutions that promote competition make sure that markets 

are inclusive. Competitive markets, in turn, create a demand for well-functioning institutions and can 

ǘƘŜǊŜŦƻǊŜ ŀŎŎŜƭŜǊŀǘŜ ǘƘŜ ǇǊƻŎŜǎǎ ƻŦ ƎŜǘǘƛƴƎ άǘƘŜ ǊǳƭŜǎ ƻŦ ǘƘŜ ƎŀƳŜέ ǊƛƎƘǘ (Islam, 2002; North, 1990). 

Information reduces transactional uncertainty in two ways: it allows economic actors to make the 

better choice ex ante and to better react ex post.  The former refers to asymmetric information with 

respect to the quality, not only of goods and services, but also of potential transaction partners. Where 

the quality of a good to be traded, or of a potential partner for a cooperation, cannot be assessed 

appropriately, a transactional relationship will be stifled. The latter refers to the ex post evaluation of 

ǘƘŜ ǘǊŀƴǎŀŎǘƛƻƴ ǇŀǊǘƴŜǊΩǎ ǇŜǊŦƻǊƳŀƴŎŜ ŀƴŘ ƛǎ ŎƭƻǎŜƭȅ ǊŜƭŀǘŜŘ ǘƻ ǘƘŜ ƛǎǎǳŜ ƻŦ ŎƻƴǘǊŀŎǘ ŜƴŦƻǊcement 

covered in the next paragraph (World Bank, 1998).  

MSI can also support property rights and the enforcement of contracts. Greif (2005) refers to these as 

coercion-constraining institutions (CCI) and contract-enforcement institution (CEI) respectively. CCI 

protect against the abuse of property rights and thereby alleviate the fear of being expropriated when 

bringing goods to markets. CEI involve sanctions for actors that fell short of contractual obligations. 

Without CEI economic agents cannot credibly commit to a transaction in the first place. Information 

are crucial in that context. If a contract breech cannot be detected, it cannot be punished. 

Furthermore, contract enforcement will not be effective, if sanctions can be fled easily, or if they are 
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not severe enough.5 Ultimately, by installing enforcement mechanisms for transactions, CEI determine 

who can exchange with whom. Thus, a market grows if the available bundle of CEI expands.  

Market-supporting institutions can be either designed, when they have been put in place on purpose, 

or organic, when they have developed spontaneously. Moreover, Greif (2005) distinguishes between 

private-order and public-order institutions. The former mainly depend on economic and social 

sanctions imposed by economic agents, whereas the latter involve the state as sanctioning actor. In 

line with the argument of Williamson (2009), Greif (2005) points out that, under certain conditions, 

άŜŦŦƛŎƛŜƴŎȅ-promoting, contract-enforcement institutions will not be utilized or have the expected 

impact even if they are introduced, because they are not compatible with existing, organic, private-

ƻǊŘŜǊ ƛƴǎǘƛǘǳǘƛƻƴǎέ (776). For that reason, it is key to complement what already exists, when designing 

and implementing new institutions (Islam, 2002). 6 

3.4. Summary 
The purpose of the theoretical foundation of this thesis is to develop a framework on the basis of which 

changes in the transactional relationships between economic actors can be analyzed. To achieve that 

goal, two conceptual layers are essential. These reflect different levels of social analysis: transactions 

and the institutional environment in which they are embedded.  

According to TCE, the institutional environment determines which governance mechanisms economic 

actors have at hand to structure their exchanges and involves aspects such as the prevalence of 

informal institutions, the functionality of formal institutions and the relevance of trust-based 

mechanisms. Within these exogeneous constraints economic actors try to keep the costs of exchange 

as low as possible. The costs are driven by the attributes of a transaction (uncertainty and asset 

specificity). Thus, actors choose the governance structure that yields the optimal trade-off between 

costs of implementation (direct costs) and costs incurring due to residual unmitigated hazards 

associated with the attributes of the transaction (indirect costs).  

To grasp why a particular transactional relationship is organized the way it is, understanding two 

aspects is necessary: its institutional context and its respective transaction attributes. The former tells 

us what is possible in terms of governance mechanisms (and what is not possible), whereas the latter 

reveals which mechanisms are optimal in the particular case. Where the attributes of a transaction 

                                                           
5 Fafchamps (1996) points out that contract enforcement does not necessarily take place through coercion. 
Other enforcement mechanisms include the feeling guilt, or the loss of reputation.  
6 Within so-called communalist societies - those are societies whose members put much value on their group 
membership, which is often based on kin, place of birth, or religion - social and economic actions mainly take 
place among members. Organic CEIs that have evolved in such communities tend to lean heavily on intra-group 
economic and social sanctions among members to enforce contracts. When such organic CEIs are in place, it 
reduces the relative costs for intra-group economic exchanges compared to intergroup exchanges.  The 
demand for public-order and designed CEIs is smaller, then (Greif, 2005). 
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have remained constant, changes in governance structures must be caused by shifts in the institutional 

environment. 

Following that logic, this thesis applies these conceptual layers (i) to identify the institutional shifts 

brought by the commodity exchange ACE, (ii) to understand how governance structures of exchanges 

between Malawian value chain actors have changed as a consequence and (iii) to evaluate the impact 

on the transaction costs for these exchanges. 
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4. Methods 
This chapter introduces the methods and the data applied in this thesis. It starts with a characterization 

of the study type (Section 4.1.) to be followed by a presentation of the research framework (Section 

4.2.), including a description of the empirical data used and the analysis procedure applied.  

4.1. A single case study 
To examine the impacts of market-supporting institutions on the transactional relationships within 

staple food value chains, this research takes the form of a single case study, that combines descriptive 

and explanatory elements. As Alston (2008) points out, case studies are particularly suitable in the 

context of New Institutional Economics, because they allow to capture both, the determinants and 

consequences of institutions and institutional change. The typology of case studies of Thomas (2011) 

provides a suitable framework to categorize this empirical study. Figure 9 yields the outcome of this 

categorization. 

 

Figure 9: Categorization of the case study 

The Malawian commodity exchange ACE represents the subject of this case study. It was chosen, 

mainly due to the availability of local knowledge (data). The impact of local commodity exchanges on 

transaction costs within staple food value chains is the object of the study. The purpose of the study is 

to evaluate the effectivity of ACE and has an intrinsic value and combines elements of theory-testing 

όά5ƻ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜǎ ǊŜŘǳŎŜ ǘǊŀƴǎŀŎǘƛƻƴ ŎƻǎǘǎΚέύ ŀƴŘ ǘƘŜƻǊȅ-ōǳƛƭŘƛƴƎ όάIƻǿ Řƻ ŎƻƳƳƻŘƛǘȅ 

exchanges reduce transaction-ŎƻǎǘǎΚέύ. Theory on transaction cost economics and market-supporting 

institutions represent the methodological foundation for this examination, which builds on a 

retrospective outset όάIƻǿ have trade relationships changed through ACEΚέύΦ  
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4.2. Research framework 
This section presents the research framework that was followed in this thesis. Figure 10 provides an 

overview of this framework. 

 

Figure 10: Research framework 

An extensive literature review on transaction cost economics, the role of institutions for transactions, 

characteristics of Malawian staple food value chains and ACE provided the context and the conceptual 

framework for the subsequent empirical examination. Comparable with the methodological approach 

taken on by Sitko & Jayne (2012), who examined impediments to growth of a Zimbabwean commodity 

exchange, this study draws on qualitative interviews with a wide range of different actors associated 

with ACE and the Malawian agricultural sector. Transcripts and summaries of these interviews were 

analyzed to understand how ACE has changed transactional relationships within value chains.  
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4.2.1. Data 
The interviews that serve as the empirical basis for this thesis were conducted during three field trips 

to Malawi, that took place in 2014 and 2016 in the context of other research projects. These projects 

aimed for a better understanding about the actors and constraints that affect Malawian legumes value 

chains (Dentoni & Krussmann, 2015; Dentoni, Krussmann, Degnet, & Noor, 2016) and about the 

development constraints of ACE (Dentoni & Liesdek, 2017). This thesis uses 70 interview transcripts 

and summaries of these projects as secondary data to answer the research questions. For most of the 

interviews, comprehensive transcripts were available for analysis. For some, only summaries of what 

was said were available. The interviewees comprised various stakeholders and experts associated with 

Malawian agricultural value chains. Figure 11 provides an overview about the composition of the 

interviewees. 

 

Figure 11: Composition of interviewees 

Interviews with farmers from four different regions in Malawi account for the largest fraction of the 

data (26 interviews). Among them were both farmers, who make use of ACE and fŀǊƳŜǊǎ ǿƘƻ ŘƻƴΩǘ. 

The group of processors (large trading/exporting companies are also included here) gave information 

on how inputs are procured. Representatives from various NGOs with differing functions and 

ǊŜǇǊŜǎŜƴǘŀǘƛǾŜǎ ŦǊƻƳ ŦŀǊƳŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴǎ ŎƻǳƭŘ ǇǊƻǾƛŘŜ ǇŜǊǎǇŜŎǘƛǾŜǎ ƻƴ ǘǊŀƴǎŀŎǘƛƻƴŀƭ ǊŜƭationships 

within the value chain as a whole. Lastly, the interviews with ACE representatives contributed to a 

better understanding of the services offered by the commodity exchange. 

 

. 
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4.2.2. Analysis 
The interview transcripts and summaries were analyzed with the help of the qualitative data analysis 

software QDA Miner. The analysis comprised first and second cycle coding techniques.7  

Two conceptual layers were used to categorize the information from the interviews within the first 

cycle coding process. The first layer involved attribute coding. For every interview it was examined 

whether it contained information on value chain transactional relationships. For such relevant pieces 

of information, it was then checked whether these related to an exchange where ACE was involved or 

not. To give an example, some interviewees mentioned that farmers sometimes enter contract farming 

agreements, but then sell their produce outside of the contract to local dealers. Such an information 

would be assigned to the relationship between farmers and buyers, without any involvement of ACE. 

At the end of this process it was possible to have all relevant information for a given transactional 

relationship (e.g. the relationship between farmers and processors) at one place, differentiated by 

whether they relate to an exchange mediated through ACE or not. 

The second layer involved a further categorization of information within these attribute categories 

based on the conceptual framework developed in the theoretical part of this thesis. This method is 

referred to as provisional coding (Saldaña, 2009). Information that had been identified to be relevant 

was now assigned to different elements of the conceptual framework. To stay with the above-

mentioned example, the issue of side-selling, for instance, was now related to and categorized under 

the conceptional element of behavioral uncertainty.  

In the second coding cycle, the first cycle codes were reexamined and regrouped against the 

background of the conceptual framework. Thereby, it became clear that the first cycle coding involved 

an insufficient differentiation between the concepts transaction attributes and transaction costs.8 

Furthermore, it was established that the governance structure part had not been considered enough. 

This process of recategorizing first cycle codes against the background of theoretical considerations is 

generally referred to as theoretical coding (Saldaña, 2009). A more detailed description of the major 

categories and sub-categories of the two coding cycles can be found in figure 12. A comprehensive list 

of all first and second cycle categories, sub-categories codes can be found in the codebooks that are 

                                                           
7 To explain the role of first and second cycle coding, Saldana (2009) uses the analogy of assembling a piece of 
furniture. Making an inventory to see whether all parts are there is comparable to first cycle coding. Arranging 
all parts appropriately on the floor before assembling is an analogy to second cycle coding.  
8 Take, for instance, an exchange relationship where the buyer cannot reliably assess the quality of the goods 
and where the seller occasionally sells low-quality goods as high-quality. Ex ante, the buyer is confronted with 
behavioral uncertainty (=transaction attribute). Because the buyer cannot assess the quality, he incurs costs 
from receiving low-quality goods. Ex post, the same behavioral uncertainty also leads to transaction costs.  
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attached in the appendices 1 and 2. Figure 12 provides a condensed overview about the major 

categories used in the two coding cycles. 

 

 

Figure 12: Coding process 
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5. Results 
This chapter presents the results of the empirical examination. They are presented in a structure that 

matches the conceptual framework sketched out in the theoretical part of this thesis. To recap, the 

underlying logic involved the following arguments: Transactions can be dimensionalized along the 

transaction attributes asset specificity and uncertainty (Subsection 3.2.2.). The intensity with which 

these attributes apply to a given transaction has an impact on the value of that transaction to its 

participants. It also determines whether economic actors should implement coordination mechanisms 

to mitigate the risks associated with high degrees of uncertainty and asset specificity. Both, leaving 

such risks unmitigated and implementing counter-measures is costly ς the indirect and direct 

transaction costs respectively (Subsection 3.2.3.). Economic actors choose the set of coordination 

mechanisms ς the governance structure ς that minimizes total transaction costs (Subsection 3.2.1.). 

Thereby, they are restricted in their choice by the institutional environment that determines which 

coordination mechanisms economic actors have at hand. In that context, the initial hypothesis of this 

thesis stipulates that commodity exchanges represent market-supporting institutions that provide 

economic actors with alternative coordination mechanisms which have the capability to reduce the 

transaction costs of exchange relationships. How exactly this takes place is the subject of this chapter.  

It is organized as follows: Because all transactions are influenced by the environment that they are 

embedded in, the presentation of the empirical results starts with a characterization of this context-

specific environment Malawian agricultural value chain actors interact (Section 5.1.). Section 5.1. 

complements the literature-based description of staple food value chains (see Chapter 2) with 

empirically obtained case-specific information, which allow to better understand the external 

challenges agricultural actors face when exchanging goods in Malawi. Section 5.2. moves down one 

conceptual level and discusses specific transactional relationships and how they have changed through 

ACE. Against the theoretical background of this thesis the focus lies on three aspects: the transaction 

attributes, governance structures and transaction costs of the relationships 

5.1. Embeddedness of Malawian staple food transactions 
Transactional relationships between Malawian value chain actors are embedded into a broader 

context. This section describes how this context influences transactional relationships. Therefore it 

enlarges upon two areas: the institutional environment in which transactions take place (subsection 

5.1.1.) and factors of environmental uncertainty that affect all transactional relationships (subsection 

5.1.2.). 

5.1.1. The institutional/cultural divide 
ά!ǎ ȅƻǳ ǿƻǳƭŘ ǳƴŘŜǊǎǘŀƴŘΣ ōƻǘƘ ŦŀǊƳŜǊǎ ŀƴŘ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ ŀǊŜ ǎƻǊǘ ƻŦ ǎǘƛƭƭ ǎǘǊŀƴƎŜǊǎ ǘƻ ŜŀŎƘ other. Farmers 
besides only those who are based in urban centers and/or are to an extent commercial, do not have any idea 
whatsoever of how private sector works, what are the legal requirements when taking extension, loans etc. 
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Similarly, private companies that are used to working with commercial scale farmers do not understand 
smallholders and how the dynamics operate in those remote areas.έ ς Interview with NGO representative 

The above quotation from an interview with an NGO representative exemplifies that there is a cultural 

divide between rural and urban value chain actors, which has an impact on their transactional 

relationships. While larger companies, which are usually located in urban areas, base their activities 

on formalized rules, rural smallholding farmers are different. They often lack identity documents, 

which is a major obstacle for them to enter contracts in general. Cooperatives, which are legal entities, 

allow individual farmers to circumvent this problem, however these organizations often lack 

competences in handling legal procedures, which are often associated with low levels of education 

(illiteracy) and entrepreneurial knowledge. Within farming communities, leaders have a high influence 

on the business decisions of members. At the same time, internal community dynamics can prevent 

individuals from aspiring to greater farming profits. Taken together, these factors increase the friction 

between rural farmers and urban downstream value chain actors in that they create ambiguity. 

Additionally, public contract enforcement institutions are perceived to be highly ineffective. 

Effectively, contracts in the agricultural sector, especially those involving rural actors, cannot be 

enforced legally. In addition to that property rights for rural land and estate are weak so that these 

cannot be used as collaterals. Figure 13 provides a summarizing overview about the characteristics of 

the institutional environment in which transactional relationships are embedded. 

 

  

Figure 13: Key factors of the institutional environment that influence transactions 

 

5.1.2. A volatile and ambiguous environment for value chain actors 
Environmental uncertainty is one major component used within transaction cost economics to explain 

the configuration of governance structures. Malawian value chain actors face three main sources of 

environmental uncertainty: infrastructure and institutional deficits as well as the peculiarities of 

agriculture in Malawi.  
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Agriculture in Malawi is largely rain-fed. Instable weather conditions have been mentioned frequently 

to be of major concern to value chain actors. In that context, the negative effects of climate change on 

productivity were also mentioned by several farmers. The strong weather-dependency creates 

volatility with regards to production volumes. 

Inarguably, institutional shortcomings are perceived as one major concern, especially by downstream 

value chain actors (processors, exporters). The government often intervenes in the agricultural market 

in an unpredictable manner, which has drastic impacts on the national supply and demand of crops. 

This in turn further exacerbates the volatility of commodity prices.9 The already complex price 

formation process thereby becomes even more intransparent. Inaccurate official demand and supply 

forecasts further impede the planning security for value chain actors. As a consequence, large 

investments, for instance into processing equipment, are risky - especially since the Malawian interest 

rate environment is very high (interest rates for commercial loans are between 30-40%).  

5.2. Analysis of governance structures, transaction attributes & costs 
The previous section explained the characteristics of the external environment, in which transactions 

are embedded in. This section presents the characteristics of specific transactional relationships to 

examine the basic hypothesis that ACE changes how value chain actors interact with each other. Using 

the terminology of TCE, these changes represent changes in governance structures, which are driven 

by the application of new coordination mechanisms. Following TCE, economic actors adapt governance 

structures by using new coordination mechanisms, because it allows them to counter the risks imposed 

by transaction attributes more efficiently, thereby leading to an overall reduction of transaction costs.  

Against that background, the findings are structured as follows: (i) a presentation of distinct 

transaction attributes that affect the respective relationship; (ii) a characterization of the applied 

governance structure/coordination mechanisms and resulting transaction costs for when ACE is not 

involved; and (iii) a characterization of the applied governance structure/coordination mechanisms 

and resulting transaction costs for when ACE is involved. In line with this structure, each subsection on 

a specific transactional relationship includes an illustration of the main factors, following the logic of 

figure 14. These figures also indicate which transaction attribute(s) are most significantly affected by 

the shift of governance structures. For instance, the implementation of a contract-enforcement 

mechanism (= governance structure) is particularly suitable to reduce the problems associated with 

behavioral uncertainty (=transaction attributes). Such effects, brought about by ACE, are symbolized 

by a minus marked in green next to the transaction attribute affected.  

                                                           
9 Several interviewees suggested that government interventions are often motivated by private rent-seeking 
behavior. A recent export ban on soya for instance, was allegedly installed temporarily to allow a company, 
that is associated with government officials, to buy the commodity at a cheap price. Then, the ban was lifted, 
so that this company could profit from high export margins. 
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Figure 14: Presentation structure of empirical results 

The relationships considered were chosen based on the data available and comprise the relationships 

between banks and smallholding farmers (subsection 5.2.1.), agricultural input suppliers and 

smallholding farmers (subsection 5.2.2.), buyers of commodities and smallholding farmers (subsection 

5.2.3.), and processing companies and banks (5.2.4.). 

5.2.1. Financing farmers 
The relationship between farmers and banks is challenged by the risks associated with three 

transaction attributes: environmental uncertainty, behavioral uncertainty and asset specificity.  The 

inherent features of agricultural production, such as the dependency on weather conditions, in 

combination with the inefficient agricultural markets, make financing farmers a risky endeavor. Several 

interviewees have indicated that the prevalence of high levels of behavioral uncertainty further 

increases the riskiness for banks to lend to farmers. One interviewee referred to the apparently wide-

ǎǇǊŜŀŘ Ƙŀōƛǘ ŀƳƻƴƎ ǎƳŀƭƭƘƻƭŘƛƴƎ ŦŀǊƳŜǊǎ ƻŦ ƴƻǘ ǇŀȅƛƴƎ ōŀŎƪ ƭƻŀƴǎ ŀǎ ŀ άŎǳƭǘǳǊŜ ƻŦ ŘŜŦŀǳƭǘƛƴƎέΦ At the 

same time, there is no secondary market for agricultural loans in Malawi. 

5.2.1.1. Without ACE 

These issues of uncertainty and specificity make highly it risky for banks to invest in smallholding 

agriculture by providing loans. So, banks set loan conditions that farmers cannot meet. For instance, 

they do neither accept movable assets nor rural property as collateral (due to weak property rights) 

and only offer credit periods that are too short to cover the agricultural production circle.  

The absence of external financing options drives indirect transaction costs. Because adequate 

safeguarding mechanisms are non-existent, banks do not make productive investments in the 

agricultural sector. As a consequence, farmers lack the capital to make investments into more 

profitable crops or measures to raise productivity.  Furthermore, the fixed production function of crop 

production, with months between investment and payoff, combined with the absence of external 

financing possibilities, results in an unsteady cash flow for farming households. Regardless of the actual 

price development of commodities, farmers therefor face a problem of temporal specificity: they have 
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to sell at least some of their production immediately after harvest to be able to pay for household 

expenses.  

5.2.1.2. With ACE  

The WRS provides a trilateral governance structure through which farmers and banks can interact, 

even in an environment in which contracts can hardly be enforced legally. Farmers use commodities 

to collateralize loans, which they would otherwise be unable to obtain. Certified warehouse operators 

act as neutral third instances that are incented to keep collateralized commodities safe, which allows 

for a bilateral application of credible commitments by both, banks and farmers.10 If farmers fail to pay 

back the loan, commodity ownership is transferred to the bank. Against that background, warehouse 

operators take the role of specialized arbitrators. Farmers maximize their profits by paying back bank 

loans so long as the value of the deposit exceeds the credit volume plus warehouse charges. T 

Thus, ACE mitigates the risks arising from the transaction attributes of the famer-bank relationship. 

The implemented trilateral governance structure involves a collateral-based safeguarding mechanism 

that (i) allows for a partly compensation of banks in case of a default by the farmer and (ii) represents 

an economic incentive for farmers to adhere to contractual obligations in the first place. Consequently, 

ACE reduces behavioral uncertainty of farmers and provides a safeguarding mechanism to protect 

specific investments made by banks. 

Transaction costs comprise of two components: governance costs and residual issues related to 

transaction attributes. In that sense, governance costs include charges for warehouse operators, but 

also opportunity costs related to delayed disbursements. At the same time, banks face a residual 

amount of uncertainty that remains for when the value of the deposit drops below the credit value, so 

that farmers maximize their (short-term) returns by defaulting. Such cases have been reported by the 

interviewees. ACE acts as specialized arbitrator of first resort in the case of disputes. Ultimately, 

however, the notoriously inefficient judiciary represents the last resort for legal disputes. Figure 15 

illustrates the characteristics of the transactional relationship between smallholding farmers and 

banks without and with ACE. 

                                                           
10 Bilateral commitments require both sides of a transaction to deposit hostages that are meant to guarantee 
the adherence to contractual obligations. Here the farmer deposits commodities with the warehouse and the 
bank makes an advance payment (the credit sum) of usually 70% of the market value of the deposit. 
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Figure 15:The relationship between farmers and banks 

 

5.2.2. Acquiring inputs for agricultural production 
The same transaction attributes that inhibit farmer-bank relationships also play a role when it comes 

to providing producers with agricultural inputs. Especially, behavioral uncertainty and a lack of 

safeguarding mechanisms represent obstacles to loan-type input schemes with smallholding farmers, 

where these receive seeds and fertilizers ahead of the cultivation cycle and pay back after harvest. 

Behavioral uncertainty does not only concern the behavior of farmers, but also that of input suppliers. 

Reportedly, these exploit the difficulties that smallholding farmers have in measuring the quality of 

inputs ex ante, by selling fake or inappropriate seeds. Furthermore, bureaucratic certification 

procedures for new seeds and ineffective regulations concerning the production of foundation seeds 

both represent bottlenecks on the supply side. At the same time, not all farmers have the knowledge 

that high-quality inputs can significantly increase their productivity and profits.  

5.2.2.1. Without ACE 

Taken together, these factors prevent the occurrence of input loans and make investments into 

distribution channels unattractive for agricultural input dealers, particularly in rural areas, where the 

infrastructure is poor. Thus, transactions predominantly take place in urban hubs and with a spot 

exchange-like governance structure. Thereby the Food Input Subsidy Program (FISP), grants farmers 

heavy non-repayable financial support to farmers for buying certain inputs (also from private traders 

in the form of a coupon mechanism).   

Against that background the transaction cost environment can be split into two areas: Indirect 

transaction costs arise, where farmers fail to buy quality inputs at all. Direct transaction costs affect 

farmers that make use of quality inputs and include high searching and transportation costs as well as 

the risk of buying inappropriate/fake inputs. 
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5.2.2.2. With ACE 

The interviews revealed that in certain regions ACE extends its trilateral governance structures to the 

area of input supply. The commodity exchange engages in a scheme to supply inputs to smallholding 

farmers, on behalf of input traders. Farmers receive seeds from the commodity exchange at the 

beginning of the crop cultivation cycle and pay back these seeds, added by interests, after harvest. 

Why does this form of input loan work where other loan-type relationships with smallholders tend to 

fail? While this question cannot be answered fully in the context of this thesis, two factors might have 

to do with the reportedly high repayment rate of 96% in the first-year trial of the program. First, ACE 

and participating farmers already know each other from previous transactions. In addition to that, the 

commodity exchange supports participants through follow-up meetings and extension services 

conducted by field officers, so that there is a certain degree of coordination throughout the contract-

duration between farmer and input supplier, mediated through ACE.  Second, farmers can make most 

out of their high-quality produce, when they sell it to quality-sensitive buyers. These can best be 

reached through the trading platform of ACE. Participating farmers, thus depend on ACE for selling the 

produced commodities, providing them with an incentive to repay the exchange. These established 

interactions might create a basis of trust, and thereby encourage farmers to pay back obligations to 

maintain the exchange relationship. 

Through that trilateral governance mechanism transaction costs for transactions between farmers and 

input suppliers can be reduced. Farmers can be confident to receive appropriate quality inputs from 

ACE without the incurrence of searching and transportation costs and input traders need to worry less 

about defaulting farmers (even though the underlying causes are not entirely clear). Figure 17 

illustrates the characteristics of the transactional relationship between smallholding farmers and 

agricultural input suppliers without and with ACE. Figure 16 illustrates the characteristics of the 

transactional relationship between processing companies and banks without and with ACE. 

 

 

Figure 16: The relationship between farmers and input suppliers 
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5.2.3. Marketing the harvest 
An array of unfavorable transaction attributes that cannot be governed effectively under the prevailing 

institutional framework leads to a low level of direct interaction between smallholding farmers and 

processors/large-scale traders. Ineffective legal contract enforcement and the opportunistic actions of 

farmers explain why direct contractual relationships between processors/large-scale traders and 

smallholding farmers exist only rudimentarily. Even though contract farming arrangements between 

producers and processors could reduce the hazards created by environmental uncertainties (in 

particular price volatility), create more planning security for both sides, and potentially help to 

overcome the financing gap faced by farmers, they fail, largely for the same reasons as do credit 

relationships between farmers and banks. Many processors and exporting companies express low 

levels of trust into smallholder farmers in contractual agreements. Absent functioning legal contract 

enforcement institutions (often smallholding farmers even cannot be identified unequivocally due to 

a lack of identity documents) contract farming agreements become highly risky for the buyer side, 

especially when they involve specific investments such as upfront payments to the farmers, e.g. in the 

form of seeds or fertilizers. Side-selling is a problem specific to the food crop sector, where products 

can be sold virtually on any local market. For cash crops such as tobacco and sugar cane, where most 

of the trade volume is funneled through centralized trading platforms, side-selling represents less of a 

problem. 

Side-selling by farmers seems to be a major obstacle to contract farming in Malawi. Several 

ƛƴǘŜǊǾƛŜǿŜŜǎ ƛƴŘƛŎŀǘŜŘ ǘƘŀǘ ŦŀǊƳŜǊǎΩ ǎŀƭŜǎ ŘŜŎƛǎƛƻƴǎ ƻŦǘŜƴ ǊŜǇǊŜǎŜƴǘ ǊŜǎǇƻƴǎŜǎ ǘƻ ŦƛƴŀƴŎƛŀƭ ƘƻǳǎŜƘƻƭŘ 

emergencies (school feels, illness) in face of low levels of working capital. Paid labor on other farms 

(with negative effects on the productivity of the own farm), fractioned selling of food reserves, but 

also side-selling are strategies of farmers to respond to acute financial shortages. At the same time, 

for contracts with flat rate remuneration system, side-selling can also be motivated by short-term 

profit maximization, when market prices for a commodity are higher than prices that were agreed on 

in the contractual agreement. 11 For these reasons, contract farming agreements with individual 

farmers do not play a big role in staple food value chains. Those few contractual agreements that do 

occur are between processors/large traders and cooperatives. However, only about 30% of farmers 

are organized in such structures.  

Due to the site and temporal specificity that is inherent to investments into crop cultivation, 

exacerbated by a lack of affordable transport and storage facilities, farmers rely on the selling 

opportunities in their immediate surroundings. Downstream processors, however, tend to purchase 

                                                           
11 Contractual schemes in which the buyer provides seeds to farmers and guarantees them to pay a fixed 
premium (of 10%) on the market price exist for the cotton sector and is one way to limit side-selling. This way 
cotton processors can ensure the sufficient supply of inputs, yet such schemes do not help to mitigate the 
uncertainty associated with price volatility. 
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on or near to their urban processing/storage facilities, or, more suitably for farmers, occasionally 

through rural collection centers. Still, the level of direct interaction between farmers and downstream 

actors is low. 

5.2.3.1. Without ACE 

Instead, spot exchanges between smallholding farmers and small-scale traders represent the 

predominant governance structure for marketing food crops. Small-scale traders buy from farmers and 

either resell to cater for the demand on local markets, or sell to larger downstream value chain actors. 

Thereby, commodities are evaluated on the spot and paid in cash.  

The role of these middlemen is ambiguous. On the one hand, their intermediating function allows 

smallholding farmers to indirectly interact with distant markets, thereby creating a cross-regional 

demand for their products. On the other hand, this intermediation raises transaction costs. Prices 

offered to farmers by middlemen are perceived to be unfairly low. The use of fraudulent scales was 

also mentioned several times. As smallholding farmers in rural areas are restricted in their mobility 

and lack market information about commodity markets, middlemen can determine the prices.12 In this 

uncertain environment the expected payoff for investments into cash crops can be unclear. This might 

be one factor to explain why farmers still focus so much on maize, a crop that is an indispensable 

component for Malawian diets, that requires less inputs and that, if cooked for own-consumption, 

requires less energy than legumes. As a consequence, processing and exporting companies struggle to 

meet their procurement requirements, which in turn makes investing into production capacity a more 

uncertain endeavor for them. The uncertain supply situation requires companies to hold large stocks 

in order to maintain production. In addition to that, companies disapprove of the additional costs of 

intermediation. 

The quality of commodities represents another issue. Buyers can be divided into export-oriented 

companies, that need to be quality sensitive to meet international standards, and companies that do 

not care much about quality as they focus on the national/regional market, where food safety 

regulations and public quality standards are lax.  This creates mixed signals for farmers. Costly quality-

enhancing measures (e.g. on-farm grading) only pay off if the middleman is willing to pay a premium 

on higher quality. Often, this is not the case, so that it may be more profitable for farmers to avoid the 

costs of quality-enhancing measures in face of uncertain quality requirements of buyers. 13 Thus, for 

                                                           
12 This raises the question how farmers can know that prices paid to them are unfair. One interviewed farmer 
ǇǊƻǾƛŘŜŘ ŀƴ ƛƴǎƛƎƘǘ ƻƴ ǘƘƛǎΥ άǘƘŜȅ ώƳƛŘŘƭŜƳŜƴϐ ōǳȅ ǘƘŜƛǊ ŎƻƳƳƻŘƛǘȅ ŀǘ ŀ ǾŜǊȅ ƭƻǿ ǇǊƛŎŜΦ .ǳǘ ǘƘŜ ǾŜǊȅ ǎŀƳŜ 
commodity, whenever theȅ ǿƛƭƭ ǎŜƭƭ ǘƻ ǘƘŜ ŦŀǊƳŜǊΣ ǘƘŜȅ ǿƛƭƭ ǎŜƭƭ ŀǘ ŀ ǾŜǊȅ ŜȄƻǊōƛǘŀƴǘ ǇǊƛŎŜΦέ ¢Ƙŀǘ ƛǎ ƛƴ ƭƛƴŜ ǿƛǘƘ 
Fafchamps (2006), who found that profit margins of Malawian small-scale traders are comparably high (see 
section). 
13 It has been noted that in fact, often middlemen are responsible for the low quality of commodities, because 
they do not handle the products appropriately. Consequently, from a value-chain perspective, smallholder 
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quality-sensitive companies it becomes more difficult to find adequate inputs, which can result in a 

failure to make productive investments in the first place.  

To sum up, farmers and downstream value chain actors face an array of uncertainties. In an ideal world, 

hybrid or internal governance structures could be used to mitigate some of the adverse effects by the 

likes of price volatility, insufficient supply of certain crops, or insufficient quality. However, specific 

investments by buyers cannot be protected adequately or are too costly, given institutional and 

infrastructural shortcomings. Neoclassical contracting suffers from ineffective legal institutions, 

relational contracting is inhibited by a low-trust environment, and vertical integration appears to be 

prohibitively expensive due to a weak infrastructure. As a consequence, farmers and downstream 

companies interact through spot transactions with middlemen. This transactional relationship 

exacerbates transaction risks and inhibits productive investments on both sides. 

5.2.3.2. With ACE 

The services provided by ACE target the adverse impacts of several transaction attributes that 

characterize the way farmers market their produce.  

Transport services, offered to organized farmers in rural areas, enable them to participate in the WRS. 

Two pathways are possible from there. Farmers can just make use of the storage service and get their 

deposit back, if needed for own-consumption, or to sell the commodity locally. With professional 

storage, post-harvest losses can be avoided, so that the transaction risk of temporal specificity, 

associated with the perishability of agricultural products, is mitigated. Alternatively, farmers can offer 

the stored commodities for sale using the trade facilitation system of ACE. This way, they can connect 

themselves to distant buyers, who in turn do not need to inspect commodities on the spot, because 

they are assessed and guaranteed by the warehouse. On the one hand, this mechanism reduces the 

site specificity faced by farmers. On the other hand, the uncertainty of farmer-buyer transactions is 

reduced, as ACE promotes contract enforcement through a collateral mechanism (WRS). 

Because farmers gain an alternative access to (distant) agricultural markets, they become less 

dependent on local middlemen, which improves their position in price negotiations in general. This is 

further supported through the market information system, which provides farmers with the latest 

market prices for their commodities. The information asymmetry between them and middlemen 

shrinks and farmers gain more power to set prices. The need for intermediaries is reduced, since 

farmers can transact directly with processors/large trading companies. When farmers are organized 

they can aggregate their commodities to improve their negotiation position and to tap ever larger 

                                                           
farmers find themselves in a situation where they face brand name specificity, as their reputation depends on 
the actions of their transaction partners, the middlemen.  
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business opportunities. Against that background, ACE provides farmers with incentives to organize 

themselves in a policy environment, in which these incentives are otherwise low.  

The governance structure of a typical transaction can be characterized by a trilateral governance 

system, which involves a specialized arbitrator (ACE), and unilateral guarantor mechanism (WRS) and 

a customized remuneration system (market prices). 

These services come at certain transaction costs whereby not all of them are born by the transaction 

sides. The MIS, which reduces uncertainty for smallholders by providing them with price information 

via cellphone, radio, and newspaper, is financed solely through donor contributions. The WRS and TFS 

come along with charges for warehouse operators and commissions on concluded transactions for 

ACE. The settlement of these payments is time-intensive and costly for smallholding farmers.14 

Residual transaction risks implicitly add to these governance costs. Some farmers have expressed 

problems in finding buyers for their commodities. On the TFS they have to compete for bids with big 

trading companies, who enjoy economies of scale and who can operate on very low margins. The 

longer it takes to find a buyer, the more farmers have to pay in warehouse charges (and in interest 

rates for potential loans). That issue is closely associated to the problem that value chain actors (and 

rural farmers in particular) struggle to foresee the seasonal demand/supply for commodities (see 

subsection 5.1.2.). 15 Figure 17 illustrates the characteristics of the transactional relationship between 

smallholding farmers and commodity buyers without and with ACE. 

 

Figure 17: The relationship between farmers and buyers of commodities 

                                                           
14 Warehouse charges need to be settled in a bank branch, before a deposit can be redeemed. These are 
usually located in urban areas, so that rural farmers incur direct and indirect costs for travelling.   
15 One farmer, for instance, described that he had 25 tons of cowpeas in storage which he had been trying to 
sell for the last eight months. He had decided to grow cowpeas because they had been selling in the previous 
year. 
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5.2.4. Financing processors and other downstream actors 
The same transaction attributes that characterize the relationship between farmers and banks also 

apply to banks and processors: specific investments by banks (into commercial loans) are exposed to 

environmental (demand and supply volatility) and behavioral uncertainty (quality and intention of 

potential creditors).  

5.2.4.1. Without ACE 

However, as opposed to smallholding farmers, processing companies usually have access to 

commercial bank loans, because they can meet the terms set by banks (regarding collaterals and credit 

periods). These terms are meant to protect banks against default. The governance structure of a typical 

commercial loan thus involves a guarantor mechanism and non-specialized arbitration through courts.  

However, individualized screening processes and determination of collaterals (real estate, machinery 

etc.) raise direct transaction costs.  

5.2.4.2. With ACE 

With ACE the governance structure to coordinate the borrower-lender relationship changes slightly. 

First, the commodity exchange takes over the role of a specialized arbitrator to resolve disputes in the 

first instance. Second and more importantly, the guarantor mechanism to protect against defaults is 

simplified. Compared to commercial loans, where collaterals are determined and assessed by the bank 

in an individual process, the WRS provides a standardized collateral mechanism. According to the 

interviews, this is reflected in relatively low charges for warehouse receipt-backed loans. This decrease 

in governance costs (direct transaction costs) leads to a reduction in transaction costs. Figure 18 

illustrates the characteristics of the transactional relationship between smallholding farmers and 

commodity buyers without and with ACE. 

 

Figure 18: The relationship between processing companies/large scale traders and banks 
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5.3. Summary 
Transactional relationships between Malawian value chain actors are embedded into an uncertain 

setting: conflicting formal and informal institutions create a low-trust environment between urban and 

rural actors; smallholding agriculture based on rudimentary technologies, highly dependent on 

weather conditions, is the predominant form of production; agricultural policies are inconsistent; and 

information transmission mechanisms are weak. As a consequence, commodity supply and demand, 

hence prices, fluctuate strongly and often unpredictably. At the same time , the institutional 

environment is characterized by ineffective legal contract enforcement mechanisms, a low-trust 

environment, a cultural divide between urban and rural actors and weak property rights. In this setting 

ACE provides effective mechanisms to design transactional relationships more transaction cost-

efficiently: 

¶ ACE facilitates the occurrence of a credit relationship between smallholding farmers and 

financial institutions by installing collateral-based economic incentives to reduce behavioral 

uncertainty. Consequently, banks are enabled to borrow to smallholding farmers with 

acceptable risks and farmers to invest into productivity-enhancing technologies/inputs. 

CǳǊǘƘŜǊƳƻǊŜΣ ŦŀǊƳŜǊǎΩ ƛƴǾŜǎǘƳŜƴǘǎ ƛƴǘƻ ŎǊƻǇ ŎǳƭǘƛǾŀǘƛƻƴ ōŜŎƻƳŜ ƭŜǎǎ ǘƛƳŜ ǎǇŜŎƛŦƛŎΣ ōŜŎŀǳǎŜ 

farmers now do not have to sell their produce right after harvest to finance their household 

expenditures. 

¶ ACE has an impact on the way processing companies/large scale traders obtain finance. The 

standardized collateralization procedures of the WRS has advantages over the individualized 

processes that come along with conventional commercial loans: lower charges and more time-

efficient handling procedures. 

¶ ACE transforms the way smallholding farmers obtain agricultural inputs. The commodity 

exchange uses its existing relationship with rural farmers to distribute seeds on behalf of seed 

companies in the context of a loan-type input program. Thus, farmers incur less costs 

associated with searching and transportation given limited input supplies especially in rural 

areas. Additionally, the seed distribution program reduces the risk for farmers to unknowingly 

buy fake or inadequate inputs. Why the loan-type seed distribution program works, while 

other similar arrangements (contract farming, commercial loans) have failed is not entirely 

clear. This aspect is discussed in greater detail in chapter 6 (discussion). 

¶ ACE fundamentally changes how smallholding farmers sell their produce. Specialized 

arbitration and collateral-based contract enforcement mean that exchange between farmers 

and spatially non-present buyers becomes possible. The reason for that is that ACE can 
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guarantee the availability of certain quantities and qualities of goods ς the risk of default or 

insufficient quality is eliminated. Consequently, farmers gain access to a wider base of 

potential customers. Because the commodity exchange provides storage and transportation 

sŜǊǾƛŎŜǎΣ ǘƘŜ ǘƛƳŜ ŀƴŘ ǎƛǘŜ ǎǇŜŎƛŦƛŎƛǘȅ ƻŦ ŦŀǊƳŜǊǎΩ ƛƴǾŜǎǘƳŜƴǘǎ ƛƴǘƻ ŎǊƻǇ ŎǳƭǘƛǾŀǘƛƻƴ ƛǎ ǊŜŘǳŎŜŘΦ 

Publicly available information on commodity transactions and a multichannel Market 

Information System increase the efficiency of price determination and reduce information 

asymmetries. Taken together, these factors make rural farmers less dependent on their local 

markets, increase their profit margins and raise the incentives to invest into the production of 

higher-value crops and quality-enhancing measures.  

The results are summarized once more in an illustration in appendix 3. 
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6. Discussion 
Overall, this empirical examination paints a positive picture of the impact of ACE on Malawian staple 

food value chains.  The commodity exchange effectively tackles constraints to value chain 

development (see subsection 2.1.1.). It improves market access and orientation by intensifying and 

creating vertical and horizontal connections between different value chain actors and by promoting 

information flows; provides storage and transportation services to overcome infrastructural gaps; and 

provides an effective collateral-based contract enforcement mechanism in an environment where 

other enforcement mechanisms institutions are weak.  

Thereby, the commodity exchange represents the external coordination instrument that seems 

necessary for promoting high-value agricultural production in the Malawian context (see subsection 

2.2.1.). Against that background, ACE fulfills many of the functions that are associated with commodity 

exchanges (see subsection 2.2.2.): it promotes price discovery explicitly through the MIS; provides 

price risk management tools (exclusively for larger companies as smallholders are excluded from 

forward contracts); facilitates physical trade by promoting quality standards; facilitates financing 

through the WRS; and promotes market development. 

The further discussion centers around three aspects: how ACE influences the institutional environment 

(Section 6.1.); how the conceptual framework of this thesis can be extended to support institutional 

development (Section 6.2.); how commodity exchanges might be able to increase their positive impact 

on the value chain development (Section 6.3.). It concludes with a discussion of the limitations of this 

study (Section 6.4.). 

6.1. Market-supporting institutions for a first-order optimization 
The empirical study shows that commodity exchanges can have the ability to fundamentally transform 

transactional relationships within value chains, if they address critical problems. In the case of Malawi, 

the critical problem is the high prevalence of uncertainty, of the environmental (supply, demand, 

prices) and the behavioral kind (low levels of trust, lack of enforcement, institutional divide). This 

uncertainty affects the whole value chain and the way its transactions are organized. Contractual 

agreements that involve specific investments by one or both transaction sides are hardly made, 

because of a lack of safeguarding mechanisms. Classical contracting schemes suffer from a slow, costly 

and ineffective legal system. Relational contracting could represent an alternative, but requires mutual 

trust between transaction partners ς something that, in face of a cultural and institutional divide 

between urban and rural actors, barely exists. As a result, value chain actors resort to transactions that 

require low specific investments. Spot exchanges of maize between producers and downstream actors, 

intermediated by traders to bridge barriers of time and space, dominate. As in other African countries, 

agricultural trade in Malawi thus much resembles what Fafchamps (2004) refers to as άŦƭŜŀ ƳŀǊƪŜǘ 
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ŜŎƻƴƻƳȅέ (96), where goods are inspected at place and paid in cash. ACE addresses some of these 

issues effectively and thereby enables a new set of governance structures. In line with the literature 

study on market-supporting institutions (Chapter 3.2.3.), the commodity exchange fulfills functions 

related to contract enforcement, information asymmetries, and competition.  

Enforcement is ensured mainly through the guarantor mechanism that is embodied in the WRS ς a 

mechanism that allows for private ordering through economic incentives in a ineffective legal 

environment. Because ACE takes on the role of a specialized arbitrator that guarantees quality and 

quantity of trading goods, organization costs of exchange between spatially segregated actors can be 

reduced. At the same time, high-powered incentives can be retained due to the customized 

remuneration system. Sequential spot transactions along the value chain and transactions that had 

not taken place at all, now, take the form of a trilateral governance structure, facilitated by ACE. This 

new governance structure allows for an effective mitigation of uncertainty and specificity issues. 

Consequently, banks are enabled to provide loans to farmers who, facing a wider range of market 

opportunities, in turn, are incented to engage in the production of costlier high-value crops (compared 

to maize). Furthermore, rural actors get acquainted with formalized exchange structures and new 

transaction partners. Whether this will decrease the divide between rural and urban actors, create 

more mutual trust and thereby also facilitate other relational contracting-based governance 

structures, as indicated by Nooteboom (1999) and Nooteboom et al. (1997) (see Chapter 3.6.1.4.), 

remains to be seen. The overwhelming repayment rate for input loans, that had been distributed by 

the commodity exchange to rural farmers on behalf of input suppliers in the context of a seed 

distribution program, represents a promising indicator in that respect. 

The promotion of cross-regional trade (through TFS and WRS) as well as the MIS leads to improved 

information flows along the value chain, reducing the ambiguity of the market environment, 

particularly for rural smallholding farmers. Because these have better information on the true value of 

their commodities, they can capture higher rents from the sales of their produce. In the transaction 

cost-context, measurement costs are typically associated with buyers that have difficulties in 

evaluating the quality of a good (the previous paragraph touched upon how ACE influences this 

aspect). Here, it can be shown that measurement costs do also pose a problem to sellers, when these 

do not know the true monetary value of their goods. When producers can be confident to achieve the 

market prices for their goods (and not less), investments into productivity-enhancing technologies or 

new crops are more likely to pay off, hence become more attractive. 

The observablŜ ŎƘŀƴƎŜ ƛƴ ƎƻǾŜǊƴŀƴŎŜ ǎǘǊǳŎǘǳǊŜǎ ƭŜƴŘǎ ŎǊŜŘŜƴŎŜ ǘƻ ²ƛƭƭƛŀƳǎƻƴΩǎ ƛŘŜŀΣ ǘƘŀǘ ǘƘŜ 

transaction cost minimization is a two-stage process that involves several levels of social analysis. In 

that context, Malawian value chain actors use new governance structures, because ACE gives them 

new, more efficient, governance ΨtoolsΩ ŀǘ ƘŀƴŘΦ ¢ƘǳǎΣ ǘƘŜ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜ ƛƳǇǊƻǾŜǎ ǘƘŜ άŦƻǊƳŀƭ 
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ǊǳƭŜǎ ƻŦ ǘƘŜ ƎŀƳŜέΦ ¢ƘŜ ŜƳǇƛǊƛŎŀƭ ǊŜǎǳƭǘǎ ǎƘƻǿ ŀƭǎƻ ǘƘŀǘ ǘƘŜǊŜ ƛǎ ǎǘƛƭƭ ǊƻƻƳ ŦƻǊ ƛƳǇǊƻǾŜƳŜƴǘΣ ŜǎǇŜŎƛŀƭƭȅ 

with respect to bureaucratic settlement procedures for transactions, which superfluously raise the 

costs of transactions. Another issue raises a more fundamental question. Like other market-supporting 

institutions, ACE increases competition on the agricultural markets. This leads to a situation in which 

rural farmers compete for buyers against trading companies. Thereby, the empirical study revealed 

that farmers often struggle to find buyers, because they are regularly underbid by companies, whose 

large scale allows them to operate at very small margins.16 While the data does not allow to make 

statements on where these companies obtain their commodities from, it might be an indicator for a 

weak cost efficiency of smallholder production. Better access to inputs, loans and extension services, 

as promoted by ACE, could lead to improvements in that area though. 

6.2. A framework to unveil institutional shortcomings 
The analysis also shows that the strengths of TCE are context-dependent. In general, the theory allows 

to predict the structural features of a given transaction. In industrialized countries with established 

institutional environments, it can be used to explain which coordination mechanisms exchange 

partners use to structure their transactions. However, in the context of developing countries 

institutional conditions are not so sophisticated. Economic actors have less institutional choices at 

hand ς they are restricted in their choice of governance structures. Observable governance structures, 

thus, represent institutional shortcomings much stronger, than they do in industrialized economies. 

Hence, the strength of TCE in the context of developing countries lies in understanding these 

institutional constraints to transactional relationships.  

The conceptual framework applied in this thesis to assess the impact of ACE on Malawian staple food 

value chains involved an intertemporal comparison of the transaction cost environment and of 

observable governance structures. However, a similar outset can be used to not only evaluate the 

impact of market-supporting institutions, but also to unveil institutional constraints and to identify 

potential measures to overcome them. This process involves three steps: 

1. To identify issues of uncertainty and asset specificity that inhibit specific transactional 

relationships 

2. To ǳǎŜ .ǊƻǳǎǎŜŀǳΩǎ ƳƻǊǇƘƻƭƻƎƛŎŀƭ ƎǊŀƳƳŀǊ ƻŦ ƎƻǾŜǊƴŀƴŎŜ ǎǘǊǳŎǘǳǊŜǎ ǘƻ ǳƴŘŜǊǎǘŀƴŘ which 

coordination mechanisms would be useful for tackling these issues and to check whether they 

are available to value chain actors 

3. To identify possible measures that make these mechanisms available to value chain actors 

                                                           
16 It would also be conceivable that larger companies sell below production costs in a temporary effort to push 
farmers out of the market. 
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Figure 20 illustrates how this framework can be applied exemplarily for the case of contract farming 

agreements between rural farmers and downstream value chain actors. In Malawi, contract farming 

agreements suffer from the necessity for the commodity buyer to make specific investments (e.g. 

making advance payments, providing agricultural inputs, or even only guaranteeing to buy a set 

quantity at a set price) and the behavioral uncertainty associated with the possibility that the farmer 

engages in side-selling (step 1).  

.ǊƻǳǎǎŜŀǳΩǎ ƳƻŘǳƭŀǊ ƎǊŀƳƳŀǊ ǇǊƻǾƛŘŜǎ ŀ ƭƛǎǘ ƻŦ ǇƻǘŜƴǘƛŀƭ ƳŜŀǎǳǊŜǎ ǘƘŀǘ ŎƻǳƭŘ ōŜ ǘŀƪŜƴ ǘƻ ǎŀŦŜƎǳŀǊŘ 

against the problem of behavioral uncertainty. Take for instance the installment of credible 

commitments that incentivize cooperative behavior. The idea is to increase the potential losses for 

non-compliant farmers (step 2). How could this be achieved (step 3)? If commodity buyers only 

committed to contracting agreements with organized groups of farmers (clubs) holding a joint liability, 

individual farmers had much more to lose in case of non-compliant behavior. Not only would they risk 

their membership with the club (and thereby access to capital and future contract farming 

agreements), but also potential social sanctions in their community. An alternative option would be to 

promote the self-enforcement of contracts (step 2). This could be achieved by strengthening the 

reputation mechanism, for instance by establishing information transmission mechanisms between 

commodity buyers on the behavior of individual farmers (step3). As the aforementioned examples 

show, the suggested framework provides a structured approach to find policy-solutions for 

institutional shortcomings that inhibit specific transactional relationships. 
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Figure 19: A framework to promote institutional development 

6.3. A pathway to extending the reach of commodity exchanges? 
Figure 20 shows that different governance mechanisms can be used to support specific transactional 

relationships. In the spirit of TCE, policy makers and institutional entrepreneurs should provide 

institutional support for those mechanism that mitigate transaction hazards most cost-efficiently. In 

that context, ACE focuses on the provision of bilateral credible commitments, specialized arbitration, 

and a customized remuneration system to connect different market actors with each other. While 

trust-based long-term relationships play an important role for many non-agricultural sectors on the 

African continent (Fafchamps, 2004), they seemingly do not contribute to spanning the gap between 

rural agricultural producers and processors in the Malawian context. ¢ƘŜ ŎƻƳƳƻŘƛǘȅ ŜȄŎƘŀƴƎŜΩǎ 

successful expansion into the realm of loan-type agricultural input supply, however, indicates that ACE 

might be able to take over the role of a mediator in coordinating more integrated transactions between 

rural farmers and other value chain actors by making use of its established (trusted) relationships with 

farmers.  

In the African context, reputation and litigation-based exchange relationships suffer from weak 

information transmission mechanisms and legal systems, respectively. Thus, economic actors often 

only exchange with few partners with whom they have entered a trust-based long-term relationship 

(Fafchamps, 2004). However, this mechanism could not be found to play a role for relationships 

spanning farmers and larger companies (such as processors or input suppliers). The geographical and 




































