








- The three application areas of IOS's are

electronic data interchange
" electronic mail _
usage of external data-banks

Component point of view

The féllowing are the key components of 10S's: ‘
1 two organizations that communicate use the systems

2 the communication takes part through a computerized system

3. Transaction costs as an object of analysis

Much of the work around the transaction cost theory-should be credited .
to Oliver E. Williamson!, who has worked on thlS d1s01p11ne for a long

time.

The main idea of the transaction cost approach is that institutions have
the main purpose and effect of economizing on transactwn costs [17,

p.1l.

Current research in decision. support systems, management information
systems, artificial intelligenice and many other fields has focused mainly
on individual level decision -making. Real understanding of how groups
and organizations make decisions has been missing.  TCA offers as rich
framework on which to build understanding of co- operatlve decision-
maklng and behaviour on d1fferent situations.

Infoi'mation systems are used to make information flow ﬂueht .and cheap.

Sinra mnet tran anfwnn costs  are nancnr] hxr 1ne11FF1n1on+ Nnr micgin
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information or the costly processing of it, 1nformat10n systems are
devices to reduce transaction costs. Information technology belongs to
those technologies, like the telephone and money itself, which reduce
the cost of organizing by making exchanges more efficient: it is thus a
mediating technology, i.e. a technology that links several individuals
through standardization and extension of the linkages. [15]

The concept of transaction cost is very central to the transaction cost
theory. Transaction costs are costs caused by conducting business
transactions. They are the costs of running the economic system[1]. As

1 williamson has Wn’tten over 30 articles or books on the theme, iﬁchiding [16]
and [17].-

264



all kinds of costs, they inhibit economic activities.

Transaction costs can be compared with fnction a term used in
engineering sciences: :

" A transaction occurs when a good or service is transferred across a
technologically separable interface. With a well working interface, as -
with a well-working machine, these transfers occur smoothly. In
mechanical systems we look for frictions: do the gears mesh, are the
parts lubricated, is there needless slippage or loss of energy? The
eCOnomic counterpart of friction is transaction cost [17 ,p.1].

Transaction costs are costs that occur because there are. several actors in'__
the transaction All the other costs are production costs

Transaction costs are caused by asset specificity and complexity of
product specification. '

Asset specificity refers to the situation where an input used by a firm (or
individual consumer) cannot readily be used by other firms because of

site specificity, physmal asset specificity or human asset specificity. In
addition to these types of specificity, Malone, Yates and Benjamin

introduce the concept of time specifi fcufy[lO]

Site specificity occurs for example when a natural resource is.
available only locally, and its transportation is impossible or
expensive. For example turf as an energy source is a site specific.
asset. | ' :

Physical asset specificity occurs when the design and/or

construction of a resource is so individual that it can only be used for
one purpose. A complex company-wide information system as a
Whole is typically asset specific.

Human asset specificity comes along with specialization. The skills of
a lion-tamer are of no use for most companies.

Time specificity comes in when we speak of resources that can get
old. Most of information or tomatoes are typically time specific

resources.

Complexity of product description refers to the amount of information
needed to specify the attributes of a product in enough detail to allow
potential buyers (whether producers acquiring production inputs or

265



‘customers acquiring goods) to make a selection [10].

The existence of these forms of human behaviour further adds
transaction costs.

Bounded rationality refers to the state where an actor taking part in an
transaction tries to be rational, but because of missing information or
other factors, his behaviour does not seem fully rational to outside
observers. Limits on rationality must not be interpreted as
nonrationality or irrationality.

Opportunism means self-interest seeking with guile [17, p.47]. Actors
conducting a transaction even exert themselves to mislead, distort,
disguise, obfuscate or otherwise confuse the other part or the
transaction.-It leads to information asymmetry, a state in Wthh the other
actor knows more than the other. . S

4. CsCw in‘ the light of transaction costs in an insurance company

In this chapter the IOS's of an insurance company are analysed
The loglc is to find out whether :

a) the current tasks shared between two companies should be
' conducted in-house
b) whether the shared tasks are optlmally automated or not

By analyzing the transaction costs and the current systems three
kinds of conclusions can be arrived at: |

Conclusion A:

Both transaction cost and 'automation ‘high => even heavy
automation hasn't eliminated the transaction costs involved, the
function should maybe be conducted in-house (if possible)

Conclusion B:
Transaction costs high and automation low => the situation could

be improved with better information systems

Conclusion C:
Transaction costs low => no need for further automation

The study method was based on some 30 intensive interviews with
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~ the employees and managers of the insurance company. During the

interviews, the functions of the company needing co-operative
computer-supported work between organizations were identified,
and characteristics of these functions and the systems supporting
these functions were discussed. The author has in addition had
access to some of the systems himself and has been able to
familiarize himself with plentiful literal material on the systems.

Sampo Insurance Company Limited, with its cooperating
companies, is Finland's second largest insurance company group
providing a full spectrum of insurances. When referring to the
whole group of legally separate companies, we should speak of the
Sampo Group. For shortness, we will from now on speak of
"Sampo", implicitly referring to the whole group. Sampo has some
2000 employees distributed all over Finland in about 80 offices with

headquarters in Turku. Sampo has about 5000 million FIM at its

balance sheet and enjoys an total premium income over 2000

‘million FIM yearly. The information technology of Sampo is based

on a IBM mainframe solution, with a big amount of microcomputers
supporting the organization too. Sampo's position is especially
strong in the private household sector: home, car, and travel

insurance.

The units of S;mpd are:

PRIVATE MARKET UNIT (PMU) -
BUSINESS MARKET UNIT (BMU)
INVESTMENT UNIT (INV)
FINANCIAL MANAGb,Mh,NT UNIT (FMU)
SAMPO PENSION __(sP)

------

units. In add1t10n to unit spec1flc 1nformat10n systems there are some
information systems common to all.

‘The three forms of intef-organiz‘atiohal systerns taken under inspectien

are:
a)  electronic data interchange (EDI)
b) electronic mail (EM)
c) ~accessing data banks (DB)

In a big insurance company there are of course several inter-
organizational links. Only the following six IOS's are taken into closer

examination:
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Statistics for authorities EDI ALL

Motor insurance application = EDI - PMU

ALIBA : . EDI PMU

Customer contact system EDI ‘BMU, (PMU)
- Bank contact system - EDI FMU

Reuter Information Service DB INV

Other databases : DB _ ALL

Table 1 The 10S's of Sampo to be explored

Of each system a short introduction to its nature is provided. Then the
transaction costs involved are assessed and assigned a number from O to

- 3 (0 = no transaction costs). Finally the technology at hand is discussed,
- there are three possibilities: ' -

(1) transfer of physical media (least autornated)
(2) batch transfer or ‘
(3) on-line transfer (mos_t automa_ted).

Statistics to authorities

The purpose of the system

Statistical information is sent to various authorltatlve statistical
organizations, who use it in several ways. There is a p0351b111ty to get
data back on all the companies, but currently there are no resources at
Sampo to utlhze thls pos51b1hty .

Assessment of transaction costs

The data to be sent to the authorities is well defined and no difficulties
caused by complexity of product description should be encountered. On
the other hand the data to be sent is very customer (asset)specific, it
can't be used in other external connections. Since the data to be sent is
of very refined character, the bounded rationality of the insurance
company is high. Because it is not question of a basic business relation,
no opportunistic behavior should be found. On the average the
transaction costs involved are quite low (=1). '

Technology used to establish the link
Transfer of physical media (tapes).
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Motor insurance application

The purpose of the system _
To carry motor vehicle insurance applications to Sampo from car
dealers, who do the applications on behalf of their customers.

Assessment of transaction costs

The whole system is based on the idea that the insurance apphcatlons
the customers make are similar to every insurance company. With one
electronic link the customer (actually the dealer doing the application
for the customer) can contact all ﬁnmsh msurance compames So there

is no asset specifity.

Complexity of the product description is different in the case of A)
motor third party liability insurance and in the case of B) comprehenswe
motor vehicle insurance. A) is obligatory and similar to everyone, B) is
voluntary and suits for tailoring to the customers needs. With a there is
no complexity of product description, with B it is a severe problem.

Customers (dealers) suffer from both opportunism and bounded:
rationality. They try to find out the best offering, but have difficulties in
finding out the right offer from the insurance company. On the whole it
can be said that the transaction costs involved are quite high (=2).

v Technology used to establish the link
Batch-connection from Sampo to Suomen. Palveluverkko Oy, to the
network of which the car dealers can connect themselves.

ALIBA

The purpose of the system
To carry information on the bonuses of customers who change their

motor insurance from one insurance company to other.

Assessment of transaction costs

The information to be sent through this system is very simple (a digit
telling the percentage of the bonuses a customer is entitled to) and by no
means insurance company specific (the same information is needed by
all the insurance companies. So there exists no asset spec1f1ty or
complexity of product description.

Because we talk of a simple administrative function, opportunism or
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bounded rationality are also absent. On the whole, transaction costs are
about zero.

Technology used to establish the link

Batch-connection from Sampo to Suomen Palveluverkko Oy, to the
network of which all major fmmsh insurance compames have connected
themselves. :

Customer contact system

The purpose of the system v

Primarily a technical solution for sending and receiving messages
between Sampo and other companies. Offers many possible applications;
different kinds of messages can be sent with the system. Current
applications include among other messages of changes in fleet
insurances from truck companies and statistical mformatmn about losses
'and premises to the truck companies.

Assessment of transaction costs

The data to be sent through the system can take various forms. It is
always tailored to the specific needs of the customer (asset spemﬁty) and
can take various forms (data to be sent is complex) ‘

Customers are using the system for opportunistic purposes. By reading
the statistics and changing the terms of their insurance policies they can
save money. At the same time they anyway still suffer from bounded
rationality. :

On the whole, transaction costs are very high (=3).

Technology used to establish the link :
Asynchronous communication on batch mode, which uses normal dial-up
telephone lines. :

Bank contact system
The purpose of the system
‘Primarily a technical solution for sending and receiving messages

. between Sampo and banks. Can be used for various financial
transactions. '

270



Assessment of transaction costs

- The messages to be sent through this I0S's are well deflned (no

complexity of product description) and at the same time addressable to
any banks in Finland (no asset specifity).

No opportunism or bounded rationality exists. Total transaction costs

are near zero.

Technology used to establish the link : _‘
A micro-computer based packet Uses d1al -up telephone 11nes on an.

asynchronous mode.

‘Reuter Information Service

The purpose of the system
Displays information on changes and trends in flnanmal markets: stock

-market, raw-material market, currency markets, general news etc. Th1s

data is to support investment decisions by the 1nvestment un1t

- Assessment of transaction costs

The information to be derived from the data-bases is very ill-defined.
Many kind of data can be of use depending on the situation. So the data
to be derived is to be called complex. On the other hand also others can_
use the same data: it is no customer specific.

The service is used to lessen bonded rationality and used for
opportunistic pUI‘pOSES how should the money of the insurance company

be invested for the best gain. -
On the whole the transaction costs involved are very high.
Technology used to establish the link

Uses technology and equipment entirely prov1ded by Reuter on-line
connection to Reuter's data bases

Other data-banks

The purpose of the system _
Connections to several data-banks can be taken in order to get different

kinds of information needed in the running of the business.
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Assessment of transaction costs -

The situation is similar to the usage of Reuter's f1nanc1al data service, the
problems to be solved are maybe even more complicated.

On the whole the transaction costs involved are very high.

Technology used to establish the link

Connections to data bases through dial-up lines, the questions are made -

on-line but information is returned on a batch-mode.

The results of the empirical inquiry are summarized in table 2. One of
the main results of the study seems to be that inter-organizational
business relations in this organization are served through IOS's operating
in a batch mode. While this mode of operation is suitable for many

traditional operative back-office functions, it is not suitable to take care .

of the needs of today's many hasty business relations. A more interactive

mode of operation is many times needed Wthh requires the use of on-

line systems.

Only one function, decision-making on investments was still found out to
have high transaction costs in spite of heavy automation. Unfortunately

this function of an insurance company rests on data in various forms

from outside word, and no possibilities to do these demsmns without
external contacts exist.

Half of the rest six systems fall to the category where transaction costs
could be lowered with better information systems. On the other hand,
there are also three applications which already have low transaction
costs and where more automation won't bring any extra value.

,uauaab tion LOIICIUS1IoNn
costs . Automation

Statistics for authorities 1 trans. of media C

Motor insurance application 2 batch B

ALIBA B 0 batch (o}

Customer contact system 3 batch B

Bank contact system 0 batch C

Reuter Information Service 3 on-line A

Other databases 3 batch B

Table 2 Results concerning the seven I0S's

of the case company
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B. Conclusions

The fact that most business relations and work situations do not
limit themselves to a single organizations should be clear to

-everyone. That's why means that support co-operation between

organizations in addition to the more traditional intra-
organizational view should be developed. The concept of inter-
organizational 1nformat10n systems is among other things based on
this idea. : R

Even the small empirical test conducted should assure the readér _
that by analyzing the balance between the transaction costs involved

- in a business relation and the sophistication of the system

supporting that relation valuable information can be gained on how
to develop information systems. '

From the viewpoint of an organization, the elimination of
transaction costs is a major challenge. The need of elimination of
transaction costs is usually not studied from the viewpoint of an
individual or worker, but it should be clear that by making business
and working relationships more fluent lower transaction costs

ahn:ld Alan amemdmibicads $0 dlaa 2nl andiofnndinnm AF vwrarlrara
Q‘--L\Julu CARDNS VVLLLLIIJMLU LU u.&\.’ JULI uuuv&uwuu;; Ui WULLLTLI S,

The most difficult thing with transaction costs seems to be the

- measurement of them. No general measurement method of

transaction costs can't be constructed because the transaction costs
involved in a relation are highly context sensitive. One possibility to
measure transaction costs is to base the analysis on subjective

- opinions, as is done here, when the context sensitivity can be

grasped but when no mathematical calculations are available.
Another means is of course to construct a quantitative
measurement instrument, when possibilities to handie the resuits
are increased, but when at the same time a risk on not taking into
attention the right and most important variables is added. '
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