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ABSTRACT 
There is a view that the emerging information technologies are the source of new 

agglomeration economies, which foster urban concentration tendencies such as the 

spatial networks (e.g. economic clusters and industrial districts) that are attracting 

increasing attention. An alternative interpretation views the emerging technologies as 

one of the causes of corporate restructuring involving downsizing and flatter 

organisational structures. The new small and medium sized businesses that are a by- 

product of this corporate restructuring use spatial networks instead of hierarchy (e.g. 

vertical and horizontal integration) to address agency problems and reduce 

transaction costs. The transaction space concept is invoked to help explain the link 

between space, agency problems and transaction costs. It is argued that spatial 

networks help foster trust-honour arrangements, and via this mechanism transaction 

costs are lowered.  

 

These factors will not be of equal importance in every industry. The significance of 

trust-honour arrangements is likely to be greater in industries involving the batch 

production of complex, customised goods and services. In these economic activities 

there is repeated turnover of contractual arrangements as businesses are continually 

looking for new supplier or customer partners. It is in these settings that trust-honour 

arrangements are critical to the reduction of transaction costs.   The paper argues 

that the edge cities, economic clusters and industrial districts commented on with 

increasing frequency in the literature, are in part the product of these factors. 
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1. INTRODUCTION 
The connection between transaction costs and agglomeration economies continues 

to be a rather tenuous one. In the substantial literature on industrial organisation and 

location theory it is unusual for the two concepts to be treated together. Part of the 

reason for this separation turns on the issue of space: transaction costs do not 

necessarily have an obvious spatial connotation, whereas agglomeration economies 

are, by their very nature, concerned with space. There have, however, been certain 

notable exceptions to this separation of the two concepts. Enright (1995) has argued 

that agglomeration can be viewed as an alternative to reliance on hierarchical 

structures within firms, as the spatial concentration of interrelated economic activities 

can also serve to reduce transaction costs, while Cappelin (1988) and McCann 

(1995) suggest that transaction costs are a source of agglomeration economies. 

Space and distance have also been invoked as a cause of agency problems. Thus 

Snowden (1995) points out that agency problems associated with leveraged real-

estate acquisitions are exacerbated by the need for interregional lending in the USA 

and the consequent spatial separation of agent (borrower) and principal (investor). 

Our primary objective is to identify the conditions under which transaction-cost 

savings are a source of agglomeration economies. We begin by clarifying the nature 

of agglomeration economies, as treated in the literature, where the customary 

emphasis has been on the reduction of production costs. This is followed by a 

discussion of transaction costs, and how these might have a spatial relevance. Next, 

we introduce the notion of transaction space and explain how heterogeneous 

transaction space contributes to frictions that encourage the agglomeration of 

economic activity. Finally, the notion of transaction space is employed to shed insight 

into the spatial consequences of the corporate restructuring and downsizing 

witnessed in recent years. 

 

2. AGGLOMERATION ECONOMIES 
Agglomeration economies are typically viewed as production-cost savings to the firm 

that are contingent upon the spatial concentration of production. Following Ohlin 

(1933), it has been usual to distinguish between those agglomeration economies, 

which are internal to the firm, and those that represent externalities. Since the 

concentration of production may involve certain costs or outlays on the part of the 
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firm, agglomeration economies are best viewed in net terms (in this sense an 

agglomeration economy should be seen as a residual benefit to the firm). 

Agglomeration economies, whether internal or external to the firm, may be 

considered in terms of the production dimensions of scale, scope and complexity. 

Scale is the most obvious, and relates to the volume of production. Scope, by 

contrast, refers to the diversified or multi-product nature of production, this being 

separate from the existence of a production chain. The dimension of complexity, 

however, is concerned with the multi-process or multi-stage character of production. 

 

We consider first those agglomeration economies that can  result from the location 

decisions of an individual firm. Economies of scale (economies of horizontal 

integration) refer to the fact that the unit cost of production is a decreasing function of 

the scale of production. And when such economies require the physical output to be 

produced at one or a few locations, we have the basis for one type of agglomeration 

economy. By contrast, economies of scope (economies of lateral integration) refer to 

the fact that the cost of producing two or more products is lower than if these 

products are produced by separate firms. These economies are usually held to result 

from the existence of a resource or input being shared in the production of two or 

more products. When, however, this shared resource is both indivisible and immobile 

among locations, we have the basis for a second type of agglomeration economy. 

Economies of complexity (economies of vertical integration) arise when the cost of 

producing a given end product is lower if the firm undertakes the various processes 

or stages of production than if these are undertaken by separate firms. If, for 

logistical or energy-conservation reasons, the different processes or stages of 

production must be grouped in a single or a few locations, the basis for a further type 

of agglomeration economy emerges. Note that the forms of vertical integration may 

be sequential (e.g. a firm engaged in iron and steel production) or convergent (e.g. 

an appliance firm making some or all of the required components). To summarise, 

when internal economies of scale, scope and complexity are subject to a particular 

spatial constraint, we may regard these as agglomeration economies, which are 

necessarily internal to the firm. 

 

It is perhaps more common to think of agglomeration economies as deriving from 

economies which are external to the firm but which are again subject to a spatial 

constraint. However, these types of agglomeration economies can also be 
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considered in terms of the same three dimensions. In the case of scale, 

agglomeration economies may arise with the location of like firms at a given location, 

as discussed by Marshall (1892). Such advantages as a pool of skilled labour, the 

availability of specialist services and the possibility of information spillovers are 

external to the individual firm but internal to the industry, and are a function of its 

overall scale at that location. These are termed “localisation economies”. With 

respect to the dimension of scope, agglomeration economies emerge when firms in 

different (and unrelated) industries are concentrated within a given urban area, and 

are thus able to share a common infrastructure and/or access to a range of specialist 

services, which are specific to no single industry. Such agglomeration economies are 

again external to the firm but in this case are internal to the urban area, and are a 

function of the scope or diversity of its economic structure. These were labelled by 

Hoover (1937) “urbanisation economies”. Focusing on the dimension of complexity, a 

further type of agglomeration economy may arise when firms are linked in input-

output terms and co-located so as to form a production complex, this co-location 

resulting in lower production costs. As before, these economies are external to the 

firm but internal to the complex, and are a function of the interrelatedness of 

production, such economies being termed “activity-complex economies”. Thus, in a 

manner parallel to the situation with agglomeration economies based on internal 

economies, it becomes evident that external economies of scale, scope and 

complexity, when spatially constrained, form the bases of agglomeration economies 

of the localisation, urbanisation and activity-complex types (Parr, 2002). 

 

The discussion to this point has been concerned with the production-cost aspects of 

agglomeration, this being the customary emphasis in the overwhelming bulk of the 

literature on agglomeration economies. Generally absent from the analysis have 

been the transaction-cost implications of agglomeration. For example, Anas et al. 

(1998) draw attention to the exchange of information among firms within an 

agglomeration as a basis for external economies and the resulting lower production 

costs. Yet the exchange of information in such a context also has a potentially 

important role in detecting and deterring opportunism, an important source of agency 

problems. We now wish to redress this balance by exploring the manner in which the 

agglomeration of  economic activity can impact on transaction costs. 
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 3. TRANSACTION COSTS AND TRANSACTION SPACE 
Following from the seminal work of Coase (1937) and Williamson (1975) the concept 

of transaction costs has emerged as a powerful concept in the analysis of industrial 

organisation. Broadly speaking, transaction costs are the costs associated with the 

execution of a transaction, including the opportunity cost incurred when an efficiency-

enhancing transaction is prevented (Milgrom and Roberts, 1992, p.604). Transaction 

costs accompany both inter-firm (market) and intra-firm (hierarchy) dealings. More 

specifically, transaction costs include the costs associated with the determination of 

the terms (e.g. price) at which buyers and sellers will transact or, if the transaction is 

accomplished through hierarchies, the costs of coordinating and transmitting 

information necessary for the determination of an efficient plan. These are termed 

coordination costs, and are to be distinguished from motivation costs which are the 

costs of protection against opportunistic behaviour in circumstances of informational 

incompleteness and asymmetries, and also from the costs associated with imperfect 

commitment, as when parties bind themselves to terms which, they would later like to 

renege on. 

 

When a transaction takes place between parties at different locations there are two 

types of friction associated with the distance separating the parties. One, which is 

well known, involves transport/transfer costs that are the cause of factor and input-

price gradients. The other, which is less emphasised, arises from the socio-economic 

and institutional differences between locations, which may represent an important 

source of transaction costs. In order to analyse the latter source of friction we 

introduce the notion of “transaction space”. This is an abstract n-dimensional space 

defining the institutional, legal, and cultural and language differences that must be 

accommodated if a given transaction between two or more agents is to take place. 

   

Transaction space is reminiscent of the abstract economic space proposed by 

Perroux (1950). But whereas Perroux placed considerable emphasis on the role of 

proximity in economic space, we approach transaction space in terms of socio-

economic and institutional heterogeneity, and relate this to geographic space. For our 

purposes, it is this heterogeneity (with respect to legal, educational, cultural, 

language and other socio-economic and institutional characteristics) that separates 

agents to an exchange. We treat as axiomatic the proposition that transaction costs 
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increase as transaction space becomes more heterogeneous. Heterogeneity of 

transaction space is defined as the extent to which the bundle of institutional, 

commercial, cultural and language characteristics confronting transacting agents is 

differentiated. As these characteristics become increasingly uniform, transaction 

space approaches complete homogeneity, a condition under which there are no 

institutional or socio-economic differences separating the agents in a transaction. 

This will occur when agents execute a transaction at a single point in transaction 

space, but in principle there will be convergence on perfect homogeneity within a 

jurisdiction that has perfectly uniform institutional, cultural and socio-economic 

dimensions1. As transaction space becomes more homogeneous, we can expect 

decreasing transaction costs. There are a number of reasons for this relationship. 

 

First, following Williamson (1975), the “span of control” shortens (lengthens), as 

transaction space becomes more homogeneous (heterogeneous). In other words the 

number of agents whose co-operation is required for transaction execution, as well 

as the number of agencies whose regulations need to be complied with, both 

decrease (increase) as transaction space becomes more homogeneous 

(heterogeneous). Control loss is thereby curbed as economies of communication are 

realised due to the ‘cheek-by-jowl’ familiarity that emerges in less heterogeneous 

transaction space. Second, compliance and control instruments become more (less) 

refined and sharper (blunter), as transaction space becomes more homogeneous 

(heterogeneous), and opportunism is deterred. This is, in part, attributable to the 

observational economies that accompany the execution of contracts in less 

heterogeneous transaction space since economic agents can be more effectively 

audited, and standardisation of contracts is facilitated particularly if there is continuity 

of inter-firm dealings (Sokoloff, 1995).  The hazards of opportunism are further 

reduced, as reputation effects become more significant in less heterogeneous 

transaction space.  Moreover, when disagreements between agents occur, 

homogeneous transaction space provides an environment in which disputes can be 

settled, since a uniform legal system and membership of common industry 

organisations (often having quasi-judicial powers) can be expected. The frictions 

associated with a dispute are therefore more readily overcome in such a setting. 

  

                                                 
1 There will never be perfect homogeneity as physical distance will separate two agents at different 
locations within the jurisdiction (see equation 1 below). 
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Third, information impactedness is less likely as transaction space becomes more 

homogeneous because of the more uniform legal, institutional and commercial 

practices. Under such circumstances, agents are less likely to make distorted claims 

about actual conditions, and parties are more able to check the validity of claims. In 

addition, information pooling and experience rating are more commonly practised, in 

part because firms are “speaking the same language” (Enright, 1995), but also 

because of the likelihood of information/knowledge spillovers (Marshall, 1892). 

  

Formalising the Transaction Space Concept 
The discussion thus far can be summarised in the following function; 

( ) )1(;; iiii sc αβψ=  

 where: 

 ci = transaction costs with respect to transaction i; 

 = a vector of transaction space characteristics with  a univariate measure of 

the heterogeneity of characteristic j with respect to transaction i, where j = 

1,2,..,n; 

iβ i
jβ

 si = geographical distance separating the agents to transaction i. 

 = a vector of transaction attributes with respect to transaction i. iα

 

Equation (1) posits that heterogeneity of transaction space is a source of friction 

which increases transaction costs, so that  

 nji
j ,.....2,10 =∀∂∂ fβψ  . (2)  

 

The specification of equation (1) makes it clear that the heterogeneity of transaction 

space is not a positive monotonic function of the geographical distance separating 

agents to a transaction. Transaction space is a concept similar to product 

differentiation, which is a function of the heterogeneity of product attributes, and is 

not a positive monotonic function of the physical size of the product. Geographic 

space nevertheless remains a critical variable because the smaller the distance 

separating agents, the easier it is to have regular face-to-face communication, and 

this is a prerequisite of reputation and trust effects.  

 

Equation (1) does not necessarily imply that transaction costs will be reduced by 

agglomeration, i.e. a lower value for si. Transaction space can become more 
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homogeneous even though the geographic distance separating agents is greater. 

Given suitable transaction attributes (e.g. routine production of standardised products 

in large volumes) transaction costs can be low despite a large distance separating 

transacting agents. Multinationals are illustrative in this context. The accustomed 

business practices of the multinational will reflect the institutions and socio-economic 

characteristics of the area (nation or region) of origin. To the extent that these are 

incompatible with those of interrelated economic agents in the host area, 

components may continue to be sourced from the area of origin despite the greater 

distance separating supplier and client (James, 1964). 

 

This has relevance for regional policy, particularly the type based on the strategy of 

planned growth poles or, in the modern variant, the new industry policy of cluster 

based economic development. A common emphasis here is the attraction of inward 

investment to a growth pole or cluster, typically involving firms in a lead (key) industry 

or technology that has the potential for creating backward and/or forward linkages 

within a region. But even assuming that inward investment can be attracted to the 

region, it is by no means assured that the linkages will become established at the 

pole or cluster, so that firms becomes embedded within the regional economy. Thus 

firms, finding themselves operating in a relatively heterogeneous transaction space in 

the manner outlined by James (1964), may seek to operate in a more homogeneous 

space. It is able to do this by continuing to source inputs from its region of origin and 

also continuing to serve external markets. The firm’s wish to minimise transactions 

costs may thus have a dampening effect on the build-up of activity at the pole or 

cluster and thus on the success of the strategy. Problems of this type help to explain 

the past failure of growth pole regional policy initiatives, and represent issues that 

need to be addressed by advocates of cluster–based economic development.  

 

The vector of transaction attributes is held constant and includes the governance 

arrangements pertaining to transaction i. In the case of a manufacturer dealing with a 

distributor, for example, could indicate that the distributor is a wholly owned agent 

(‘captive’ distributor), a franchise, a joint venture or an independent distributor. The 

vector  will also reflect the variation in other contracting arrangements such as 

iα

iα

iα
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length of contract and attributes of the transaction such as the frequency and 

duration of the exchange, the relevance of which we now examine.                     

 

Transaction Attributes 
An exchange between agents can be distinguished according to such attributes as 

the following: the frequency and duration of the transaction; the specificity (including 

spatial specificity) of investments required to cement the exchange; the uncertainty 

and complexity of the transaction; the difficulty of performance measurement; and the 

connectedness to other transactions. Examples of each can be given. Thus, when 

transactions are executed in small batches or over short periods of time there will be 

frequent turnover of contracts. Also, when assets cementing a transaction are 

specific, the transaction is complex and characterised by a high degree of 

uncertainty, perhaps due to the difficulties of measuring performance, it is clearly 

important for the firm to: be able to adapt in a sequential fashion as unforeseen 

changes in the market environment arise; and devise efficient codes that economise 

on bounded rationality. Finally, a high degree of connectedness to other transactions 

implies a steady stream of contracting partners, and repeated contracting. These, 

then, are all attributes associated with high inter-firm transaction costs. The discovery 

of means to economise on such inter-firm transaction costs is a particularly important 

motive to the individual firm in these circumstances. In this paper the agglomeration 

of interrelated economic activities with such attributes is viewed as an alternative to 

hierarchy in economising on transaction costs. 

 

4. TRANSACTION SPACE AND AGGLOMERATION 
In the "markets and hierarchies" paradigm, agents chose an organisational mode that 

minimises transaction costs. However, the agglomeration of interrelated but 

independently executed economic activities, which has the effect of reducing the 

heterogeneity of transaction space and hence inter-firm transaction costs, can be 

viewed as an alternative to hierarchies, where interrelated economic activities are 

coordinated by a single administrative entity. In other words, the agglomeration of 

interrelated economic activities can serve to realise transaction cost economies in 

much the same way as a structure involving hierarchy.  
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The role of agglomeration and its relationship to hierarchy is also apparent in various 

other studies. Enright (1995) has observed that firms located within a geographic 

cluster typically exhibit lower levels of vertical integration than their counterparts that 

have chosen more isolated locations. He argues that such agglomeration “enhances 

the effectiveness of coordinating the activities of agents through markets as opposed 

to relying on hierarchical structures within firms for coordination”.  Sokoloff (1995) 

accepts that this empirical association is evident in the three case studies examined 

by Enright (movies, wool textiles and watches), but emphasises the fact that each is 

characterised by short production runs in the observation period. It is this latter 

feature of production, where frequent turnover of contracts can be expected, that 

motivates agglomeration as an alternative to hierarchy in economising on transaction 

costs. Sokoloff’s argument receives empirical support from Scott’s (1991) study of 

electronics assembly subcontracting in Southern California, where “most 

subcontractors work on small-to-medium-sized batches whose design specifications 

change, often regularly, from job to job” (Scott, 1991, p.23). There is thus a steady 

stream of customers and repeated turnover of contracts. The industry shows a 

marked tendency to agglomeration, with especially strong linkages downstream to 

customers located in Southern California2. 

 

In Mowery (1995) we find agglomeration being a complement to hierarchy3.  He 

noted that industrial research has been increasingly located within the firm during the 

twentieth century. However this activity has been characterised by a remarkable 

geographical concentration of industrial research employment, at a time when the 

manufacturing activity of the same firms has become increasingly dispersed, 

sometimes globally. Transactions in research and development are notoriously 

complex and outcomes uncertain, so that contracts with independent research 

organisations are inevitably incomplete. These considerations favour a hierarchical 

structure involving vertical integration but also agglomeration of the relevant research 

and development activity.  

 
2 It is possible that agglomeration is here motivated by reductions in transport and distribution costs. 
However the short production runs and repeated turnover of contracts characterising this industry, as 
well as movies, wool textiles and watches in Enright (1995), points to transaction cost motives. 
3 Hierarchy and agglomeration may become complements rather than substitutes where the benefits 
of horizontal integration can only be realised through agglomeration, i.e. where production has to be 
concentrated at a single location in one of several plants. Hierarchy and agglomeration would also be 
complements rather than substitutes when a shared immobile factor input encourages both lateral 
integration and agglomeration, or when technically linked activities favoured vertical integration but 
also agglomeration, as in the General Motors-Fisher Body case (Klein, 1988). 
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By contrast, the spatial uncoupling of routine and standardised functions can be 

pursued where intra-firm transaction costs are low, and firms are less wary of 

coordinating such activities over heterogeneous transaction space. Parr and Budd 

(2000) observe that financial service firms safeguard against moral hazard by trading 

in financial contracts at designated centres in geographic space, but are re-locating 

routine ‘back-office’ functions to low-cost locations. Advances in information 

technology could be weakening the role of agglomeration in economising on intra-

firm transaction costs. Autor (2001, p.29) notes that in the USA the advent of digital 

imaging allows banks to “disaggregate information and paper processing tasks into 

separate jobs performed in different locations and coordinated by networked 

computers”. 

 

The analysis presented in this section suggests that economising on transaction 

costs is a motive that can prompt agglomeration in three important situations. The 

first is when heterogeneous transaction space is the source of large coordination and 

motivation costs, and arranging interrelated economic activities over more 

homogeneous transaction space requires shorter geographic distances between 

agents. The second is when transaction attributes encourage agglomeration as an 

alternative to hierarchy. This is particularly evident with respect to transactions 

involving repeated turnover of contracts. In a third setting, where transactions are 

highly complex and outcomes uncertain, agglomeration and hierarchy can be 

complements in economising on transaction costs. 
 

5. CORPORATE RESTRUCTURING, TECHNOLOGICAL 
CHANGE AND AGGLOMERATION 
In the electronic age in which information can be exchanged instantaneously and at 

virtually zero marginal cost, it can be argued that the friction of distance has largely 

disappeared. The effects of space are then of an altogether lower order of 

importance (Parr and Budd, 2000, p.593). As a consequence of this we might expect 

the emergence of a more spatially uniform pattern of economic activity. In reality, 

however, we observe a variety of emerging spatial patterns in the location of 

corporate economic activity. In certain cases there appears to be a spatial uncoupling 
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of activities which were previously spatially concentrated, while in other cases we can 

observe the clustering of a network of activities. Consider the following industry 

examples, some of which have already been cited: 

• Mowery (1995) cites evidence indicating that manufacturing processes have 

become increasingly dispersed, while the research and development 

functions of manufacturing firms remain concentrated in a relatively confined 

spatial setting.  

• Parr and Budd (2000) observe that the spatial uncoupling of 'back-office' 

functions (such as equity settlement) characterises the financial services 

industry.  

• Fitzroy et al. (1998) contend that the most important development in corporate 

governance is the emergence of strategic alliances comprising co-operating 

firms, which are competitors, or could represent partners in a 

supplier/distributor relationship. And Vickery (1996) comments that an 

important characteristic of strategic alliances is their typically 'local' 

geographic concentration.  

• Enright (1995) has observed that firms within a geographic cluster often 

exhibit lower levels of vertical integration than their dispersed counterparts. 

 

The transaction space concept can help our understanding of the factors shaping 

these emerging spatial patterns. Our analysis is based on the following stylised facts:  

• Globalisation has made competition in product markets more stringent, and 

this has prompted corporate re-structuring to preserve competitiveness.  

• Recent technological progress has rendered production technologies more 

flexible, so that the individual requirements of (groups of) customers can be 

met more frequently via batch production, with the result that production 

requires fewer investments in specific assets.  

• Technological progress has influenced the character of corporate re-

structuring, because it has facilitated downsizing and a concentration on core 

competencies (Fitzroy, et al. 1998) 

 

The reduced incidence of investments in specific assets lessens the threat of hold-

up, and reverses the impetus to integrate vertically into activities in which the 

corporation has no comparative advantage. In downsizing, we witness corporations 

outsourcing peripheral activities (e.g. catering, cleaning, and security), specialist 
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services (e.g. legal, printing, and marketing) and the manufacture of components. 

The extreme case is Nike, a corporation that out sources most of the activities 

associated with the design and manufacture of sportswear (Fitzroy et al., 1998). With 

downsizing the restructured corporation is then more dependent on use of contingent 

labour and outside suppliers and distributors. 

 

What then are the spatial implications of this technological change and corporate 

restructuring? A particularly relevant observation is that as firms concentrate on core 

competencies and increasingly outsource, so the aggregate size of intra-firm 

transaction costs decline, while the aggregate size of inter-firm transaction costs 

increase. In their striving to improve competitiveness by outsourcing and focusing on 

core competencies, we can expect corporations to focus increasingly on ways of 

reducing inter-firm transaction costs at the margin. Location in proximity to outside 

contracting partners and sources of contingent labour can economise on inter-firm 

transaction costs. Such agglomeration of economic activity on the part of the firm is 

most likely to realise economies if one or more of the following production technology 

characteristics are present: batch production over short periods of time (Sokoloff, 

1995); the downsized corporation requiring a future supply of partners (contingent 

labour, suppliers, distributors) to meet production and distribution needs which are 

sensitive to future customer requirements that are unknown; frequent product 

innovation to meet anticipated changes in consumer tastes and preferences, as in 

the fashion clothing industry, for example; the technology and product is complex. 

 

In the absence of agglomeration these characteristics will increase inter-firm 

transaction costs. This is because there is likely to be frequent turnover of contracts, 

due to batch production over short bursts of time or repeated product innovation. 

Asymmetries of information will characterise trading relationships because of 

technological complexity or the rapid pace of product innovation. In these 

circumstances, reputation and offers of trust that are honoured become potentially 

important mechanisms for ensuring the observance of contractual terms. A loss of 

reputation because of a failure to honour offers of trust jeopardises the possibility of a 

steady stream of partners in the future. Transaction space is an important source of 

friction because, in the circumstances outlined above, it impedes efforts to 

economise on inter-firm transaction costs. However, agglomeration of economically 
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interrelated economic activities in less heterogeneous transaction space, permits the 

realisation of economies with respect to the inter-firm transaction costs that we have 

highlighted as an increasingly important phenomenon accompanying corporate 

restructuring. 

  

There are at least three mechanisms through which economies can be realised. One 

involves the social contacts and inter-firm networks fostered by agglomeration. These 

assist in the transmission and sharing of information about partners, so that 

opportunism is more readily detected and agency problems become less likely. Firms 

are then more willing to share information given their vertical disintegration and their 

dependence on a supply of contracting partners. A second mechanism is evident 

when offers of trust are more likely to be honoured because loss of reputation among 

partners in an agglomeration is more likely to jeopardise the future supply of 

contracting partners than would be the case with the dispersion of economic activity. 

Contracts with financial inducements to encourage partners to invest in specific 

assets are more effective, since the fear of hold-up is eroded. A final mechanism 

relates to the costs of negotiating, monitoring and policing contracts through markets. 

These are lowered because of the familiarity fostered in agglomerations with repeat 

contracting between agents under homogeneous legal and institutional 

arrangements, which encourage the emergence of standardised contracts. 

 

We began this section by observing that in the electronic age the marginal cost of 

transmitting information is effectively zero. This facilitates the co-ordination of 

economic activity across space. A corollary of this is that agglomerations of economic 

activity are likely to be eroded. Actual experience is much more varied, however, 

because the downsizing accompanying corporate restructuring leaves firms needing 

a future supply of trading partners to meet unknown requirements. If production 

processes are complex, and executed over short bursts of time, and if products are 

more or less continuously modified to meet customer requirements, agglomeration (in 

the form of spatial networks of partners) can realise economies with respect to inter-

firm transaction costs. The latter are particularly important for the vertically 

disintegrated firm that typically emerges after the process of corporate downsizing is 

complete. It is these firms that will find the frictions of transaction space particularly 

onerous, and we can expect agglomeration in terms of spatial networks of firms with 

these transaction attributes. While the electronic age can lower the costs of co-
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ordinating economic activity across space, corporate restructuring has nevertheless 

created conditions that remain conducive to agglomeration for certain types of firm 

and production processes. 

 

8. CONCLUSIONS 

The thrust of the discussion has concerned the fact that in addition to production-cost 

factors, transaction-cost considerations represent an important basis for 

agglomeration economies. We identified the kinds of industries and their 

characteristics, for which transaction costs are important. However, in those 

industries (or parts thereof) where transaction costs are negligible, we would expect 

the telecommunications revolution, which has led to a massive improvement in the 

efficiency of information exchange, to favour the spatial uncoupling of economic 

activities and the subsequent deconcentration of spatial structure. This is of particular 

relevance in the case of firms which are subject to agglomeration diseconomies with 

respect to production costs. In the case of firms in the earlier-mentioned industries, 

which could be expected to seek transaction-cost savings, agglomeration is one 

potentially important means of realising these. Here, agglomeration can serve to 

mitigate the effects of information asymmetries, opportunism, and control loss. Key 

factors here are reputation and trust mechanisms that ensure a future supply of 

partners for vertically disintegrated firms. But such an argument is better viewed as 

being in the nature of a hypothesis. This leads to our final point. Many of the 

arguments and propositions outlined above are amenable to empirical testing, the 

next logical step in the analysis. 
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