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Abstract. We explore the current state of the theory of the firm, with attention to its
historical origins. Answers to the crucial theoretical question of why an organization
controlled by a central authority cannot always duplicate the performance of a
decentralized organization are presented. Finally, we describe some important current
directions in the theory of the firm and point out promising avenues for continuing
research.

Les théories économiques de la firme: passé, présent, avenir. Les auteurs examinent 1’état
actuel de la théorie de la firme en tenant compte de ses origines. Ils proposent des
réponses a la question centrale a savoir pourquoi une organisation contrdlée par une
autorité centrale ne peut pas toujours avoir une performance aussi bonne que celle
d’une organisation décentralisée. Les auteurs définissent aussi quelques-unes des
directions importantes dans les débats en cours sur la théorie de la firme et indiquent les
avenues prometteuses pour la recherche en cours.

MARKETS, FIRMS, AND WESTERN ECONOMIC HISTORY

When economists today write about the firm, they most often proceed by
comparing its characteristics with those of markets. The reason is not hard to
understand: As economic historians have repeatedly argued (Innis, 1938;
North and Thomas, 1973; Rosenberg and Birdzell, 1985); the emergence,
expansion, and eventual dominance of the market system in western economies
since the Middle Ages crucially contributed to economic growth and the
resulting accumulation of wealth and rising standards of living for much
of the population. More recently, the spectacular successes of the market-
oriented economies of the rapidly industrializing nations of Asia have shown
that the strengths of the market as a basis for organizing economic activity are
not limited to western societies. These considerable achievements of market
economies have led some to suggest that other sorts of economic organizations
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basically arise only to compensate for failures of the market (Arrow, 1974).
Others, much taken with the past successes of market economies, challenge any
proposed intervention with the question: Why not rely on a market solution?

There is another, quite opposite, view according to which markets are a
primitive way of organizing activity — one that worked well enough in simpler
times when agricultural products were traded for finished foreign goods or for
the hand-made products of local craftsmen and that still works well enough
for distributing consumer goods and for buying and selling standardized items
(grains, financial assets), but one that has proved inferior as a way of
organizing the transactions arising in complex, multistage production systems.
In this view, the market’s declining importance is evidenced by the emergence
and growing importance of large, integrated firms, internal labour markets,
joint research ventures, and the like. For if market-mediated transactions work
so well, why don’t firms hire more inputs — both products and services — from
independent suppliers in the market? Why do they so often distribute and sell
their own products? Mine their own raw materials? Provide their own
personnel, accounting, computer and other services? The successes of firms that
organize so many of their own activities without relying on markets has led
some economists (Coase, 1937; Knight, 1971; Williamson, 1975) to pose this
question: Why can’t a large firm (or a centrally planned economy) always
operate at least as efficiently as a chaotic, unorganized market?

In his classic 1921 study, Risk, Uncertainty and Profit, Frank Knight (1971)
identified a number of factors that might limit the efficient size of firms.
Entrepreneurial firms, he reasoned, were constrained by the limited financial
resources of the founder, while large partnerships were limited by the ‘free
rider’ problem arising from many partners sharing in a single pool of profits.
However, with the rapidly developing financial markets of his day, the only
deterrent Knight could identify to the unlimited growth of publicly traded
corporations was the problem of properly motivating employees.! But even to
view this as a problem presupposes that corporations cannot install market-like
incentive-compensation packages.

Coase (1937) is commonly credited as the first economist to pose the
question of which activities are most efficiently carried out within the firm, and
which without. To answer this question, Coase posited that there are different
costs in carrying out transactions in the firm and in the market. He identified
the costs of negotiating agreements and determining appropriate prices as the
principal costs of market-mediated transactions. Both of these since have
received extensive attention. Coase had little to say, however, about what costs

1 Knight writes (p. 253): ‘With reference to the first of our two points above mentioned, the
extension of the scope of operations, the corporation may be said to have solved the organi-
zation problem. There appears to be hardly any limit to the magnitude of enterprise which it
is possible to organize in this form, so far as mere ability to get the public to buy the securi-
ties is concerned. On the second score, however, the effective unification of interests, though
the corporation has accomplished much in comparison with other forms of organization,
there is still much to be desired.’
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might be uniquely and necessarily associated with transactions taking place
within the firm. Instead, he posited that any firm could utilize only a fixed
amount of management or entrepreneurial talent, so that taking best advantage
of the talent of society’s entrepreneurs and managers requires an economy with
many firms. This assumption obviously begs the question, but little that is more
satisfactory has been proposed until recently.

RECENT THEORIES

Chief among the purported virtues of the market system are that it economizes
on the information and communication needs of individuals and firms (Hayek,
1945) and that it provides proper incentives for self-interested individuals to
economize on resource usage and to innovate with improved products and
production techniques. The idea that a price system economizes on information
and communication has been the subject of numerous theoretical studies (e.g.,
Hurwicz, 1977) which show that under certain conditions the announcement by
buyers and sellers of quantities supplied and demanded to a hypothetical
market auctioneer and by the auctioneer of prices to the buyers and sellers is
the minimal amount of communication required to sustain efficient outcomes
as an equilibrium of any dynamic process. These conclusions, however, are
based on a paradigm in which all goods are potentially useful to all producers
and consumers and all relevant information regarding resource availability can
be mirrored in prices. These two conditions mean, for example, that knowledge
of the wages of barbers in Ankara, Turkey is useful to a Palo Alto
semi-conductor manufacturer while knowledge of the willingness of an
accomplished chip-design engineer to switch jobs is extraneous or redundant.
The team-theoretic models of Marschak and Radner (1972) do begin to
represent the problem of communication when specialized local knowledge is
necessary for effective decisions and yet some coordination of the dispersed
decision-makers is vital. Research in this area is important for understanding
the substitution of explicit management activity for market-guided activity:
Managers spend the greater part of their time collecting informal information
by telephone or in face-to-face contact for use in decision-making (Mintzberg,
1973).

Just as markets can fail as the least-cost way to communicate production
information, traditional markets can fail in various ways to provide correct
incentives or to provide them efficiently. First, the market traditionally
provides incentives to producers by requiring them to bear the full
consequences of their decisions. But bearing full responsibility may be
impossible if the producer has limited financial resources, or undesirable if
the producer is risk averse (Wilson, 1969). These problems are compounded
when the results of production depend on the contributions of several
individuals — the case of ‘team production’ (Alchian and Demsetz, 1972) — or
when informational asymmetries are present, either before or after contracting.
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One partial solution is to substitute monitoring of inputs for standard,
output-based, incentive schemes, thus moving away from traditional market
forms of organization and creating a role for other, more formal, sorts of
organizations. Standard sources of market failure such as externalities or
increasing returns give still other reasons for abandoning pure market solutions
in favour of other organizational forms.

Another role for formal organizations is to resolve disputes or economize on
bargaining costs that a market relationship would entail (Williamson,
1975). Bargaining costs presume that there is (or might be) some surplus to
bargain over — some reason why the parties have something more to gain by
working together rather than with some other partners. This can happen, for
example, if one of the parties has made a specialized investment and the parties
must later agree how to divide the returns it produces. In simple situations it
may be possible to avoid bargaining costs by agreeing in advance how the
assets are to be used and the benefits shared. But in complex long-term
relationships, the desired contracts may be so detailed that it becomes
impractical to specify and enforce them. Then, some form of governance
arrangement, or relational contract,* in which the parties agree to procedures for
making production-related decisions, determining how revenues are to be
shared, and resolving disputes, may be more efficient than a loosely structured
market relationship. Vertical integration is seen from this perspective as one
extreme of relational contracting, in which the parties submit to the common
authority of a chief executive (Williamson, 1985; Klein, Crawford, and
Alchian, 1979).

The foregoing theories explain why there are unavoidable costs of
transacting in the marketplace. But are there corresponding costs that are
necessarily incurred in other methods of governing these transactions, and, if
so, what are they? Our focus will be on the inevitable costs of non-market
arrangements. If some particular tasks can be done most efficiently through the
market (because, for example, prices are efficient transmitters of information),
we want to allow the possibility that the organization could continue to use
market arrangements for these. Still, all deviations from purely voluntary
exchange involve placing some control in the hands of a central authority (e.g.,
the corporate head office or the state planning bureau), even if the rules
prescribe that the central authority may intervene only when such intervention
is efficient. The issue is why is a centralized organization using a strategy of
selective intervention not able to do at least as well as the market under all
circumstances, and better than the market in some circumstances?

The answer is that, for the reasons explored below, the very existence of a
central authority inevitably affects how the system operates even in those
situations where interventions are not helpful. First, there is the problem of
opportunistic behaviour by the central authority. Its decisions might be

2 See Macneil (1981) or Goetz and Scott (1981) for an account of the law and economics of
relational contracting.



