Fourie F.C.v.N. (1989): The nature of firms and markets - do transactions approaches help?

South African Journal of Economics. 57(2):142-60

THE NATURE OF FIRMS AND MARKETS:
DO TRANSACTIONS APPROACHES HELP:?

E.C.v.N. Fourme*

EcoNoMICs, it is sometimes surpris-
ing to realise, has no unified concep-
tion of the firm. The conventional,
neo-classical theory of the firm does
not even have a4 conception of the
firm, and is not really concerned with
the firm at all, but rather with pre-
dicting price changes in perfectly
competitive markets. This theoretical
‘firm’ is nothing but a black box
(Cyert and Hedrick, 1972, p. 398;
Morgenstern, 1972, p. 1184) or an ar-
tificial mental construct to be used in
‘as if” analysis of market disturbances
(Machlup, 1967, pp. 14-15).

Two relatively recent approaches
contrast with the conventional theory
in that they attempt to address the in-
ternal nature of the firm as such. The
one is the so-called managerial the-
ories of the firm, which has focused
on the behaviour of firms as real or-
ganisations with managers, share-
holders and rivals in situations of ‘im-
perfect’ competition (cf. Marris and
Mueller, 1980; Baumol, 1967; Wil-
liamson, 1963; 1964; Cyert and
March‘, 1963; Marris, 1964). The
other is the so-called transactions or
nternal organisation approach, of

45 Professor of Economics, University of the
ange Free State, Bloemfontein.
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which Ronald Coase is generally re-
garded as the father.

Prominent aims of the transactions
approach have been to determine the
reasons for the existence and growth
of firms as well as the nature of the
firm as opposed to the market, in-
cluding the distinctions — if any — be-
tween, for example, employment,
subcontracting and integration. Some
of the most pertinent contributions
are the work of Williamson on mar-
kets and hierarchies, and of Alchian,
Demsetz, Jensen and Meckling on the
role of inter-individual contracts (cf.
Putterman, 1986; Cohen, 1979;
Cheung, 1983; Fama, 1980).

‘This paper considers a number of
pivotal aspects on which viable defi-
nitions and distinctions concerning
the firm and its market environment
rest. How and why these elements
feature, are established by way of
critical analysis of the internal logic of
selected seminal transactions and con-
tract contributions, showing their
shortcomings in certain crucial re-
spects.! Whilst one conclusion is that

! The contributions analysed below are regu-
larly cited as “classic’, for instance by Putterman
(1986, p. 1). However, this paper does not pre-
tend to present a thorough evaluation or criticism
of the transactions approach in general, It is se-
lected criticism to make certain anaIyticaIpointS-
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they do not provide the desired dis-
rinctions in a consistent and generally
valid way, the particular shortcom-
ings provide the key to important
results and suggest a consistent
amended approach.

THE NATURE AND EMERGENCE OF
THE FIRM

A first question is whether the trans-
actions approach provides a clear in-
dication of the distinctive nature of
the firm — not so much of specific,
existing firms, but of the firm as a dis-
tinctive societal institution, the firm
as such. The starting point for this
issue is Coase’s paper (1937), which
also provides the first indications of
problems with the transactions ap-
proach.

Coase uses an internalisation-of-
external-transactions argument to
explain the nature, existence and
growth of firms. Noting the distinc-
tion between the allocation of re-
sources in the economic system as a
whole (i.e. by the price mechanism)
and within the firm (by a manager),
he observes that ‘outside the firm,
price movements direct production,
which is co-ordinated through a se-
ries of exchange transactions on the
market. Within a firm, these trans-
actions are eliminated and in place of
the complicated market structure
with exchange transactions is substi-
tuted the entrepreneur-co-ordinator,
who directs production’ (1937, p.
388).

But, asks Coase, if the market can

coordinate production, why do firms
exist or emerge in the first place? Ar-
guing that exchanges will be brought
under the coordination of the firm
whenever the cost of using markets
exceeds that of using authority and
direction, Coase concludes that firms
exist because there are costs of using
the market mechanism.? Accordingly
‘the distinguishing mark of the firm is
the supersession of the price mech-
anism’ (Coase, 1937, p. 389). Corre-
spondingly the expansion of the firm
is defined as the internalisation of
additional external transactions. The
equilibrium boundary of the firm is
determined by marginal transaction
cost calculations. (The larger part of
Coase’s paper is in fact devoted to the
growth and boundary issue.)

In spite of its popularity and rich-
ness of insight, this basic Coasean
scenario — presented and interpreted
as a general definition and existential
explanation of the firm — harbours
difficulties which have not been noted
before. These difficulties surface
when one considers the implications
of the existence of one-person firms.
If the firm emerges, as Coase argues,
because it is a less costly way of hand-
ling the exchanges and transactions
necessary to direct and coordinate
production, then the existence of
such production must logically pre-
cede the emergence and existence of

? Williamson (1975; 1985) provides an expo-
sition of the transactional factors underlying the
costs of markets. Klein, Crawford and Alchian
(1978) provide additional insights.
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the firm. If one argues that even the
smallest production unit, a producing
individual or artisan, is in principle a
firm, then such production can only
take place if firms already exist.’ Then
the firm cannot emerge as a market
replacing institution to begin with. In
this case Coase’s definition and expla-
nation of the firm in terms of market
transactions is logically untenable.

If one argues that any producing
individual cannot be regarded as a
firm, that stll leaves the one-person
firm as a conceptual possibility and
empirical reality. Such a firm cannot
in all circumstances be conceptualised
as coming into being to supersede
transactions between persons or
firms, or as existing because of the
costs of using the market mechanism.,
The one-person firm cannot in gen-
eral have the supression of the price
mechanism as distinguishing charac-
teristic.

This illustrates a more general
point, i.e. that firms can exist without
markets, i.e. without barter or trade.
Barring the theoretically moot possi-
bility of producing individuals that
are not firms, market relations are
nothing but relations between already
existing firms (or between such firms
and customers). Without firms that

” The management of some production or dis-
tribution process appears — both intuitively and in
most textbook definitions of the firm — to be cen-
tral to the firm. That leaves as moot the question
whether an individual producer or artisan is to be
regarded merely as a ‘producing person’ or as a
firm, albeit a seminal one; alternatively, when
;uch a ‘producing unit’ becomes a (one-person)
irm.,
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produce, there are no products to be
transferred and allocated by market
transactions. Therefore, although
many firms may in practice emerge in
order to substitute for, or avoid, mar-
ket transactions, the emergence and
existence of the firm as such — of all
firms — cannot be explained by trans-
actions cost considerations. Accord-
ingly the supersession of the price
mechanism cannot be the distinguish-
ing mark of THE firm. That has to be
sought elsewhere (Fourie, 1981).
Therefore, the intuitively appealing

analysis by Coase does not provide
the distinctive characteristics of the
firm as opposed to the market. This
does not, of course, render his analy-
sis powerless. What can be explained,
and most effectively, is the existence,
and particular characteristics of more
developed forms of the firm, for
example those which have already in-
ternalised formerly external relations
or production units, or those that
came about in order to economise on
transaction costs. Such firms and
markets may perhaps be viewed as
different modes of internally and ex-

ternally coordinating relations be-

tween producing (sub)-units. For
these forms of the firm Coase’s

characterisation is an apt (albeit par-

tial) description. However, as a gen-

eral definition of the typical nature of

the firm as such — of all firms — it does

not hold. -

What is the source of this limitation

of Coase’s analysis? Superficially it is
his failure to consider the entire spec-
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trum of positive forms of the firm,
and the one person firm in particular.
Although today the one person firm
may be a relatively unimportant em-
pirical phenomenon, there can be no
arguing that one definitive logical and
empirical test for a general conceptu-
alisation or definition is its ability to
accommodate all positive forms of the
firm that occur and have occurred his-
torically.

More fundamentally  Coase’s
analysis raises a question which has
become critical in the debate (Putter-
man, 1986, p. 18), and will be pur-
sued throughout this paper. That is
the question whether it is method-
ologically legitimate and constructive
to attempt to explain the typical and
distinguishing inner nature of the
firm exclusively in terms of another,
typically different relation, the mar-
ket. Remarkable as Coase’s insight
may be, pursuing it as a general way
of understanding the inner nature of
the firm, may stretch the analytical
content and applicability of that in-
sight to such an extent that eventually
the exercise may obfuscate rather
than clarify, hiding that which is
unique behind the less-distinctive.

Although there is no consensus on
exactly what a firm is, the manage-
ment of some production or distri-
bution process appears to be central
to the firm. Consider, however, thata
market, unlike a firm, cannot pro-
duce. Therefore market relations can
only link firms (producing units). If
this is true, markets and firms are not

alternative modes of production, but
are inherently and essentially dissimi-
lar.* On the other hand, Coase’s basic
insight is that both firms and markets
appear to have some coordinating
function. But can the nature of the
firm really be uniquely described as
market-replacing or market-simulat-
ing? Considering that markets cannot
produce, can one say that the firm,
where production plays such an es-
sential and typifying role, only exists
because of market failure?

The key question is the following.
If the nature of the firm is not to be
explained exclusively in terms of the
market, what exactly is its relation to
the market? The challenge is to dis-
cover the dissimilarity between firm
and market amidst the apparent simi-
larity in terms of coordinating func-
tions. To achieve this, the difference
between within-firm and between-
firm (i.e. market) relations must be
analysed.’

EMPLOYMENT, SUBCONTRACTING
AND INTEGRATION

If markets can only link firms, market
relations are necessarily external to

i Although Coase himself does not put it this
way, Marris and Mueller (1980) have character-
ised Coasean approaches as viewing markets and
firms as alternative modes of production.

5 While Coase does not incorporate all conse-
quences of the difference between within-firm
and between-firm relations (see below), he does
suggest that they differ in that internalised trans-
actions are carried out using the direction and
authority of an entrepreneur-coordinator, .Whll'f!
in external (market) transactions coordination is
by the price mechanism. The role of authority 1s
discussed below.
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any firm (whose production is inter-
nal to that firm). That a clear concep-
tualisation of internal and external re-
lations is important becomes apparent
when one considers the differences
between the following: the employ-
ment  relation  (the employer-
employee relationship), the act of
subcontracting and the act of vertical
or horizontal integration (internalis-
ation).

Employment vs. integration

One fundamental step towards delin-
eating the bounds of the firm as well
as the difference between firm and
market, i1s a clear definition of em-
ployment and employeeship. An in-
dication of problems that can arise in
this context is provided by the critical
analysis of the contributions of
Oliver E. Williamson.

In his pioneering focus on hierar-
chies Williamson (1973; 1975) ex-
pands on the internalisation argument
of Coase. He begins by noting that
‘the transaction is the ultimate unit of
microeconomic analysis’ (1975, pp.
x1; 20). Assuming that ‘in the begin-
ning there were markets’ with ubiqui-
tous contracting, he explores how the
f:hcnce between handling a transaction
In a market vis-d-vis within a firm (a
hierarchy) hinges on transactional
factors. He discusses three contexts:
(2) The labour market: Given ‘auton-
omous contracting between individ-
ual§’, these are impeded by trans-
actional factors (bounded rationality
paired with uncertainty, opportunism
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paired with small numbers, and infor-
mation compactedness). This is the
reason ‘for workers to be joined in
simple hierarchies’ (1975, p. 56; em-
phasis added). Hierarchy, which em-
bodies authority and subordination,
can overcome transactional impedi-
ments. Therefore ‘simple hierarchy
... can be regarded as substitutions of
internal organisation for failures in
the labour . .. markets® (1975, p. xvi;
emphasis added).
(b) The employment relation: Four
alternative modes of ‘labour contract-
ing’ between employer and employee
are considered: contingent claims
contracting, recurrent spot contracts,
the Simon authority relation (Simon,
1957, pp. 184-5) and the internal
labour market (Williamson, 1975, pp.
72-81). Of these only the latter, being
within a hierarchy, is free from trans-
actional difficulties.
(c) Intermediate product markets:
Given technologically separable pro-
duction units and the exchange of
components between them (under
contingent claims or recurrent spot
contracts), the same transactional fac-
tors impede these alternative types
of sales contracts. This induces the
merger of the production units into a
hierarchy. Thus vertical integration
‘can be regarded as (the) substitution
of internal organisation for failures in
the . .. intermediate product markets’
(1975, p. xvi; also pp. 56; 82 et seq.)
and moreover as the extension of the
employment relation to include de-
partment managers (for example a
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former inside contractor) (1975, p. 4).
The question is whether William-
son actually succeeds in providing a
consistent and clear distinction be-
tween (i) employing an individual
within a firm, (ii) subcontracting and
(iii) integrating a production unit on
the opposite side of a market relation.
First of all, Williamson appears to use
the term employee to encompass both
internal workers (members) of a firm
and external subcontractor-individ-
uals. He also describes the employ-
ment agreement as the substitution of
a single incomplete contract for many
complete ones with suppliers (1975, p.
4). This is untenable, especially be-
cause he sees relations with external
subcontractor individuals as labour
contracting. Furthermore, it does not
provide a distinction between what is
inside and what is outside the firm.
Secondly, situation (a) describes
workers joining in a hierarchy to
overcome transactional failures in the
labowr market. If Williamson is des-
cribing the emergence of a firm along
Coasean lines, his analysis suffers
from the same flaws. Furthermore,
here the firm (hierarchy) replaces
labour markets (defined as trans-
actions between workers). If he is des-
cribing the merger or integration of
one-person firms, it is difficult to see
why he treats it separately from (c),
and why he calls it a labour market
situation. If he is describing an em-
ployment process, why treat it separ-
ately from situation (b)?
One must conclude that here Wil-

liamson fails to provide the necessary
distinction between employment,
subcontracting and integration. This
evidently is because he, ironically,
does not clearly distinguish between
markets and firms (hierarchies). In his
analysis these are simply different de-
grees or classes of coherence between
workers in the labour market, and
this clouds his distinctions. (He also
fails to distinguish between workers/
individuals and one-person firms.)

Employment wvs. subcontracting: the
contract approaches

A question that is beginning to sur-
face is whether one should at all try to
distinguish between firms and mar-
kets, whether they are not so similar
that firms really should be regarded as
quasi-markets. Indeed, it has been ar-
gued that the entire exercise of draw-
ing firm-market contrasts is mis-
placed (cf. Putterman, 1986, p. 18;
Klein, 1983, p. 373). To consider this
question it is useful to contrast em-
ployment proper (i.e. of a worker
within a firm) with subcontracting (in
the market).

The seminal contribution in this re-
gard is Alchian and Demsetz (1972),
who compare the relation between a
grocer and his employee with that be-
tween a client and his grocer:

The firm does not own all its inputs. It
has no power of fiat, no authority, no
disciplinary action any different in the
slightest degree from ordinary market
contracting between any two people.
can ‘punish’ you only by withholding
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future business or by seeking redress
in the courts for any failure to honour
our exchange agreement. That is
exactly all any employer can do. He
can fire or sue, just as I can fire my
grocer by stopping purchases from
him or sue him for delivering faulty
products. What then is the content of
the presumed power to manage and as-
sign workers to various tasks? Exactly
the same as one little consumer’s
power to manage and assign his grocer
to various tasks . . .

To speak of managing, directing, or
assigning workers to various tasks is a
deceptive way of noting that the em-
ployer continually is involved in re-
negotiation of contracts on terms that
must be acceptable to both parties.
Telling an employee to type this letter
rather than to file that document is like
telling a grocer to sell me this brand of
tuna rather than that brand of bread

I have no contract to continue to pur-
chase from the grocer and neither the
employer nor the employee is bound
by any contractual obligations to con-
tinue their relationship. Long-term
contracts between employer and em-
ployee are not the essence of the or-
ganisation we call a firm (1972, p.
777).

The employee can terminate the con-
tract as readily as the employer, and
long-term contracts, therefore, are not
an essential attribute of the firm (1972,
p. 783).

My grocer can count on my returning
day after day and purchasing his ser-
vices and goods ... and he adapts his
activity to conform to my directions to
him as to what [ want each day ... he
isnotmy employee (1972, p. 777).

In essence Alchian and Demsetz ar-
gue that there is no fundamental dif-
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ference between these two relations
on the following points: the role and
presence (rather absence) of authority
and punishment, the voluntary and
contractual nature of the relations,
the equivalence of assigning tasks and
continuously renegotiating contracts,
and the relevance of the term of the
contract (long versus short). The only
substantial difference is that, with re-
spect to employment relations, one
party, the employer, is in a central-
lised position in the contractual ar-
rangements with other ‘inputs’ (em-
ployees), and that there is team use of
inputs in the (by assumption) joint in-
put production process. Indeed, they
argue that firms exist in order to ex-
ploit the advantages of such team
work: the ‘team process “induces”
the contractual form called the firm’.
Although the paper of Alchian and
Demsetz is one of the most quoted
in the ‘transaction literature’, their
analysis is not without considerable
defects, as internal criticism readily
shows. Firstly, it is clear that their
definition of the firm as a contractual
team of inputs can only be valid, if at
all, for developed firms, and not for
one-person firms. On the other hand
it has been pointed out in the litera-
ture that their definition cannot ex-
plain large complex hierarchical firms
either (Williamson, 1981, p. 1565).
Therefore it cannot serve as a general

¢ They moreover fail to consider inter-
employee and inter-subunit relations and trans-
actions, internal to the firm, where there need be
no centralised party.
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definition of the firm.® Secondly, the
centralised position of one party in
internal contracts fails to distinguish
intra-firm from extra-firm relation-
ships. For it is just as true for the
contractual relationships between
their illustrative grocer and all his cus-
tomers and suppliers.” This leaves the
relationship between grocer and em-
ployee indistingnishable from that be-
tween grocer and customer or sup-
plier. Everything is reduced to market
relations.

This places these authors in a di-
lemma. Given their viewpoint, on
what grounds can they call one per-
son employee and another supplier or
(inside or outside) contractor (or cus-
tomer), i.e. how can they distinguish
between employment and subcon-
tracting? In the absence of a clear dis-
tinction between internal and external
relations such terms cease to have
legitimacy.

These problems are most apparent
in an equally seminal paper by Jensen
and Meckling (1976). They treat the
firm under the theory of principal-
agent relationships, and the associ-
ated agency costs. Like Alchian and
Demsetz they emphasise the contrac-
tual nature of firm relationships:
‘contractual relations are the essence
of the firm, not only with employees
but with suppliers, customers, credi-
tors, etc.’ (1976, p. 370). They do so,
however, in a stricter way which con-

4 For related points of criticism, see Jensen &
Meckling (1976, p. 310) and Williamson (1975,
pp. 49-50).

centrates exclusively on the contrac-
tual aspect. The firm is viewed, as are
organisations in general, simply as a
legal fiction which serves ‘as a nexus
for a set of contracting relationships
among individuals’®; it is an ‘artificial
construct under the law” which allows
the organisation to be treated as an in-
dividual (1976, pp. 310-11). For them
there is only a multitude of inter-
individual contractual relationships.
All structures or organisations are ar-
tificial. Accordingly ‘the behaviour of
the firm is like the behaviour of the
market, 1.e. the outcome of a complex
equilibrium process’ (1976, p. 311).

This view implies truly no differ-
ence or distinction between internal
and external relations of the firm, as
the authors readily admit (claim?):
“Viewed this way it makes little or no
sense to try to distinguish those
things which are “inside” the firm (or
any other oganisation) from those
things that are “outside” of it’ (1976,
p. 311).° However, a denial of any
difference cannot be made as easily as
that. The inevitable consequence of
dissolving everything into a series of
inter-personal transactions is to erad-
icate any distinction between insti-

§ The firm in particular is also characterised by
the existence of divisible residual claims on the as-
sets and cash flows of the organisation which can
generally be sold without permission of the other
contracting individuals (Jensen and Meckling,
1976, pp. 310-1).

% In similar vein Klein (1983, p. 373) has stated
that the question concerning the essential charac-
teristic of the firm appears to be unimportant,
that it is a fundamental advance to think of all or-

ganisations as groups of explicit and implicit con-
tracts.
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tution and non-institution, between
firm and market. Although Jensen
and Meckling may, for their pur-
poses, not find this an impediment —
they are fully aware of this conse-
quence — as a general theory of the
distinctive nature of firms and mar-
kets this approach must fail. If every-
thing is reduced to inter-individual
market relations, if all there is is an
ocean of inter-personal relations, one
cannot legitimately talk about the
firm nor the market, cannot distin-
guish between managers, employees
or outsiders, cannot talk of owning a
firm, residual claims on a firm, the in-
side or outside equity of a firm or the
factors exogenous to an organisation
— terms Jensen and Meckling use all
the time. Therefore their view is in-
consistent with concepts they them-
selves use and cannot avoid using.

The untenability of this approach is
borne out by the fact that it is incon-
sistent with the historical order of
events. Legal contracts became poss-
ible only after the evolution of primi-
uve undifferentiated society into a
differentiated society with different
institutions — and notably the State
whose public legal order makes such
contracts possible and enforceable.
However one wishes to interpret his-
tory, the existence of meaningful con-
tracts requires the existence of a pub-
lic legal order which in tum
presupposes the emergence and exist-
ence of at least the State and, by
implication, other institutions. But
this is contrary to Jensen and Meck-
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ling’s view that all structures, includ-
ing the State, are actually non existent
and merely a legal fiction masking a
multitude of purely inter-individual
contractual relationships. Their de-
nial of the real existence of structures
like the State thus precludes the very
contracts which are at the core of
their argument.

INTERNAL AND EXTERNAL
RELATIONS: AN ALTERNATIVE VIEW

Sources of failure: the market and in-
dividualism

The four contributions discussed
above share a key feature which sim-
ultaneously is a common source of
problems. What it amounts to, albeit
in varying degrees, is the theoretical
hegemony of the market concept — a
tendency to define everything in
terms of, or reduce everything to,
market transactions. Starting with
Coase they progressively posit an in-
creasing extent of similarity between
market relations and within-firm re-
lations. Coase finds a common el-
ement in a process of resource allo-
cation, but falters when attempting to
explain the nature of the firm entirely
in terms of the market — the firm is re-
duced to a proxy for, or a simulation
of, the market.’® Williamson places
even less emphasis than Coase on the
difference between markets and hier-
archies. In his ‘employment relation’
both categories are seen as forms of

19 Coase does preserve some difference since
authority is present in the case of within-firm al-
location; see footnote 5.
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employment in the labour market —
any difference is only a matter of de-
gree. Therefore any distinctiveness
between firms and markets is blurred.
Alchian and Demsetz as well as Jen-
sen and Meckling find the common
element in the contractual nature of
inter-individual market relations.
However, this correspondence be-
tween firm and market is so absolute
that any real difference is denied:
inter-individual markets (contracts)
become the only relevant economic
entities.

These approaches cannot explain or
consistently accommodate a number
of elements which appear to be essen-
tial in the determination of the dis-
tinctive nature of firms and markets.
These elements, the importance of
which will be discussed below, are:

(a) The various kinds and forms of
firms and markets. All these authors
have a problem in this respect: some,
for example Coase, cannot accommo-
date the one-person firm, while
others acknowledge only ‘producing
individuals’, i.e. one-person firms,
and nothing more.

(b) What is inside vs. what is outside
the firm. This is the critical question
that Coase, Williamson and the other
authors are attempting to face up to.
The former two do acknowledge
some distinction, although their
analysis is not entirely successful. The
other authors deny the importance of
and need for this distinction. This
causes their predicament, as shown
above.

(c) The relation between individuals
and structures (institutions, organis-
ations). Both Coase and Williamson
seem to accept the real existence of
organisations or hierarchies. While
Coase does not focus on individuals
as such, Williamson has trouble dis-
tinguishing between a one-person
firm and an individual. The other
authors cannot, given their premises,
do anything else but deny the real
existence of organisations to a lesser
or greater extent; hence they cannot
clarify the relation between individ-
uals and such organisations.

(d) The unity and durability of firms
vis-a-vis the absence of any durable
unity in inter-individual or market
relationships. Especially Alchian and
Demsetz, and Jensen and Meckling
fail to explain and take this into ac-
count when they reduce all organis-
ations to a series of market trans-
actions.

On the whole the result of concep-
tualising the firm exclusively in terms
of the market — i.e. as an analogous
institution, as a market substitute or
market simulator — is that in the end
no uniquely different attributes of the
firm can be pinpointed. If the firm is
nothing but another variant of the
market, if it is but a quasi-market, the
firm as societal institution has not
been and cannot be uniquely typified.
The distinctiveness of the firm Is
obscured behind certain apparent
similarities with the market. In ad-
dition, severe logical and historical
inconsistencies are encountered.

151



The South African Journal of Economics, 57.2.1989

(These problems are less apparent in
Coase’s analysis, but their seriousness
in the more extreme versions of Al-
chian and Demsetz, and Jensen and
Meckling alerts one to the presence of
similar problems in Coase’s analysis.)

The tendency to reduce everything
to market relations is closely linked to
2 highly individualistic approach to
the theoretical analysis of society — a
sign of the dominance in economics
of ‘methodological individualism’
(Boland, 1982). Especially Alchian
and Demsetz, and Jensen and Meck-
ling adopt a strictly and rigorously in-
dividualistic explanation of all ‘struc-
tures’. They attempt to analyse
exclusively in terms of simplest el-
ements, the elementary interactions
between autonomous individuals
(atoms), without regard for any
structure or ‘societal form’ within
which individuals may operate.
Hence they effectively deny the exist-
ence of societal structures like firms.
In a sense they only acknowledge
one-person firms or, actually, pro-
ducing individuals, the existence of
multi-individual firms to the con-
trary. This leads them straight into di-
lemmas and inconsistencies.

The alternative: the firm as a durable,
cohesive structure

The identification of the sources of
failure of the transactions approaches
simultaneously indicates where to
search for an amended approach. The
results above lead one to shy away
from efforts to consider firm and
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market as mere alternatives, as birds-
of-a-feather equivalent ways of or-
ganising economic activity, and to ar-
gue for the acceptance of the reality of
firms as separately recognisable, co-
hesive societal structures and as
something quite different from mar-
ket relations. Without in any way de-
nying the pivotal role of individuals
and  inter-individual  interaction
within these structures, such a view
recognises firms as cobesive, durable
institutions with members (individ-
uals) who are bound rogether in a sol-
idary whole which has a durability of
existence amidst changes in mem-
bership. It implies that in their ca-
pacity as members of such a whole,
individuals do not have a detached,
linked-only-by-market-transactions
existence.

This is accepted for at least three
reasons. Firstly, its intuitive appeal: if
such institutions did not really exist,
if they were fictitious, if there were
only a multitude of individuals, why
is it that one can observe and immedi-
ately recognise them as firms? Ob-
viously there are people (individuals)
everywhere, but why are one and all
intuitively aware of these and other
institutions as institutions? And let it
not be argued that the real existence
of institutions is not at issue here.!
The ultra-individualistic views of Al-

I Putterman (1986, p. 24) refers to analysts
who indeed are embarrassed by the existence 0
real institutions and therefore attempt to develop
new institutional analyses of highly neoclassical
flavour where ‘markets are found to surface at
every pass and markets work’ (italics in original).
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chian, Demsetz, Jensen and Meckling
deny exactly that. As shown below,
had they in fact accepted such exist-
ence and its consequences, their
analyses would be rid of much weak-
ness.

A second reason for adopting this
stand is the dilemmas and inconsis-
tencies revealed by internal criticism
of views that deny the real existence
of any structure. This strongly sug-
gests that there is a reality that cannot
be disregarded at will or forced into a
favoured intellectual framework — in
this case extreme individualism.
Thirdly, and conclusively, the simple
step of accepting the existence of the
firm as a cohesive institution at once
suggests a way out of most of the dif-
ficulties highlighted before. The basic
points, which are to be elaborated be-
low, are these:1?

(a) It enables one to define the inter-
nal relations of the firm as those be-
tween members (including managers)
or sub-units within the firm. This al-
lows one to distinguish, as a correlate
of these internal relations, market re-
lations as an external exchange re-
lation between firms (or firm and cus-
tomer/supplier).

(b) The main distinction of the mar-
ket relation can be seen to be that it
does not unite the participants into a
cohesive whole, but leaves them to in-
teract independently in cooperation,

' It is not necessarily implied here that all the
approaches discussed fail to achieve these ends.

9ase’s analysis, being less extreme, is less vul-
nerable,

neutrality or antagonism. This inter-
action — or ‘coordination by the mar-
ket’ — remains external to any institu-
tional whole such as the firm. Also,
such a two-participant non-cohesive
relationship guarantees no continuity
amidst changes in participants. Any
change in participant implies a new
relationship, implying recurring for-
mation and disintegration of such re-
lationships.

(c) When such an external, market
relationship is internalised by a firm
(as in Coase’s analysis) its character
changes to a within-firm, i.e. an intra-
whole relation, with the initially sep-
arate firms or units becoming bound
together and coordinated within one
nstitutional whole. Such coordi-
nation as exists is distinctively charac-
terised by the cohesiveness and dura-
bility of the firm (see below).

Without any pretence of providing
insight into all aspects of the distinc-
tive nature of the firm, these results
enable important first steps: they pre-
serve a clear difference and distinction
between internal and external units,
individuals and relations and paves
the way for legitimate and meaningful
distinctions between firm and mar-
ket, inside and outside, and employee
and supplier.

Employment: authority, voluntarism
and the durability of contracts

An important reference in the em-
ployment context is the view of Al-
chian and Demsetz (1972), so force-
fully expressed in the quotation
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above, on the role of contracts, vol-
untarism and authority.

At this point it is useful to intro-
duce the concept of a woluntary as-
sociation. Such an organisation con-
trasts with, for example, the family —
into which one is born and thus be-
comes and remains a member in-
dependently of one’s will — and the
State, where citizenship automatically
derives from birth and normally can-
not be changed arbitrarily, and if at
all, only subject to restrictions im-
posed unilaterally by the government
of that State. Membership of a volun-
tary association always originates
from an implicit or explicit, and vol-
untary, contract of membership.

Once the firm is conceived of as a
durable, cohesive structure encom-
passing individuals, it becomes poss-
ible to recognise that the firm in fact is
a voluntary association. In addition
one can then apply the concept of
membership to it, and see that in the
case of the firm the contract of mem-
bership is a contract of employeeship.
This provides a clear and distinctive
definition of an employment or
labour contract proper: an employee
is internal to the firm, and is a person
who has voluntarily entered into a
contract of membership with the em-
ployer, thereby becoming one of the
members of this institution. (He is, of
course, simultaneously member of
other structures and institutions such
as the church, State and family.)

This is why, as observed by Al-
chian and Demsetz, the employment
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relation typically displays a voluntary
and contractual nature, similar to the
market relation. However, a crucial
insight is that each actualisation of
tasks in the continuing employer—
employee relationship itself is not, ab
initio, per contract. Only the initial
establishment of this relationship is.
To see this one must consider the
durability or non-durability of em-
ployment and market contracts — a
prominent issue in the literature (Put-
terman, 1986, p. 7). This specifically
concerns the question of the presence
or absence of authority. Whereas a
system of establishing separate ex-
change contracts for specific tasks as
they arise implies the absence of any
authority and subordination, durable
contracts which allow a range of poss-
ible tasks imply the presence of
authority. This is indicated by Coase
(1937, p.. 39) and Simon (1957, pp!
184-5), and acknowledged by Wil-
liamson as well as Alchian and Dem-
setz — the latter when they argue that
recurrent spot contracting, and not
durable or long-term contracts, is
typifying the employer-employee re-
lation, and that accordingly authority
is absent from the firm.

Since the firm as cohesive structure
has a more or less durable existence,
membership is of a continuous
nature. Membership implies dura-
bility in the employment relation as
against a more or less instantaneous
non-durable relation in a market ex-
change (which does not establish
membership of any cohesive whole).
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Durable membership implies a dur-
able contract which cover and allow a
range of tasks within certain limits.
For if the firm has to negotiate a sep-
arate exchange contract for each task
as it arises, no ‘worker’ becomes a
member. There would only be a series
of momentary contracts or ex-
changes.

A true employment contract there-
fore enters the individual into a dur-
able societal whole where he per-
forms certain tasks. These are all
covered by one contract of mem-
bership which allows the employer to
assign the employee to particular
tasks. That is, the employer has
authority over the employee. (In the
quotation from Alchian and Demsetz
above the employee’s typing the letter
or filing a document are both covered
by one membership contract. By con-
trast buying tuna or buying bread
from the grocer implies two different,
non-durable exchange relations or
contracts). Alchian and Demsetz,
therefore, are correct when they say
that an employer has no authority
over a person with whom he con-
tracts, spot-contract style, for a single
and specific task. Such a person is not
an employee proper, not even a mem-
ber of the firm. What they say
amounts to the truism that an em-
ployer has no authority over a non-
employee, for example a subcontrac-
tor. The latter remains external to the
firm: there is no durability, no mem-
bership and especially no authority in
such and other market relationships.

This also applies to a so-called long
term sales contract, which is to be re-
garded not as a durable exchange re-
lation as such, but only as an agree-
ment to repeat the non-durable
exchange at certain intervals. The
supplier remains external to the firm,
is not a member and is not under the
authority of management.

Therefore, although employment
and market relations both display a
contractual side, these differ funda-
mentally. With employment only the
establishment is by contract, not each
task in the day-to-day variable actu-
alisation of the relation that the dur-
able contract allows for and sets
bounds for. With market exchanges
both the establishment and momen-
tary realisation are essentially con-
tractual. The problem in the analysis
of Alchian and Demsetz stems from
their failure to recognise and incor-
porate this distinction. Their ‘em-
ployee’ is no real employee, no mem-
ber of the firm. To paraphrase them,
to speak of the employer being con-
tinually involved in renegotiation of
(spot) contracts with ‘employees’ is a
deceptive and incorrect way of noting
that the employer is managing, di-

‘recting and assigning employees to

various tasks under a single durable
membership contract with an implied
authority relation.

The fact, noted by Alchian and
Demsetz (1972, p. 783), that an em-
ployee can readily terminate his
membership does not affect this con-
clusion. The voluntary nature of
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membership does not imply that it
may not be durable nor that the em-
ployer may not assign employees to
tasks during membership of the firm
into which they entered voluntarily.
In voluntarily accepting membership
the employee just as voluntarily ac-
cepts the authority of the employer
for the duration of his membership.
As Williamson notes, the employ-
ment relation is associated with vol-
untary subordination (1975, pp. xv
and 54; also Putterman, 1986, p. 7).
The intrinsic voluntarism of the
firm does, however, have impli-
cations for the nature of its authority
relation. Firstly, being internal to the
firm it is authority only with respect
to the typical firm-activities of the
employee, and only as long as he
remains a member; it is not all-
encompassing. Secondly, the exercise
of this authority is founded in econ-
omic power. This is in the first in-
stance the power to employ, and
implies a kind of authority and pun-
ishment unique to this institution.
Whereas both these features imply a
constraint on the authority of man-
agement, the second distinctively
characterises authority in the firm. As
such the authority relation of the firm
is radically different from that of
other institutions, notably the State.
The authority of a government is
based on organised military and po-
lice power, i.e. power of physical
force (and membership of the State
and subjection to this authority is not
voluntary). However, all authority
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does not presuppose physical power.
That the firm does not have physical
force or power as foundation of its
authority does not imply that the firm
does not have any authority relation
at all. Economic power can and does
provide the necessary foundation, al-
beitfor a specific kind of authority.

Such a misunderstanding can ex-
plain Alchian and Demsetz’s denial of
authority in the firm. Note their use
of the terms authoritarian, dictational
and fiat — words usually associated
specifically with the State and its
‘power of the sword’. Alchian and
Demsetz furthermore seem to ident-
ify authority with ownership. They
argue that the firm lacks authority
since it does not own all its inputs,
particularly labour, and therefore
does not have power over them. The
necessary distinction here is between
ownership of a physical input and
authority over an employee. The for-
mer implies the physical power — not
authority — to transform the input
into an output. The latter, whilst re-
quiring (economic) power as foun-
dation, does not presuppose own-
ership. An employee can in any case
not be owned (nor does the authority
of a government over citizens imply
that they are owned, as the argument
of Alchian and Demsetz seems to re-
quire).

Employment, subcontracting and
integration

The basic source of confusion regard-
ing employment and vertical inte-
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gration 1s that they occur together so
often that they are confused with each
other. However, the definition of
employment that flows from the dis-
tinction between firm and market
above enables one to distinguish
them, at the same time clarifying the
nature of subcontracting.

Integration in the first instance in-
volves the inclusion of new functions
by an integrating firm in its range of
functions — previously performed by
a subcontractor. If a subcontracting
firm as such becomes part of this
firm, it is a merger as opposed to in-
ternal expansion. Both are acts of
integration or internalisation. New
functions require employees to per-
form them. But only if new hiring
takes place (or if there is a merger) do
new employment relations concur
with integration. Integration as such
does not necessarily imply (new) em-
ployment. It is but one instance when
employment may occur. Similarly,
employment as such does not imply
integration, only membership of an
additional individual. In principle
these two processes are distinct, even
though and even when they occur
simultaneously. One internalises an
individual, the other internalises a
firm. This is true, notably, in the case
of integrating a one-person firm: such
integration can be seen to involve, in
principle, both of these different pro-
cesses.

Moreover, in terms of the internal-
isation of transactions the two pro-
cesses differ markedly. When a pro-

ducing unit (firm) is vertically
integrated, a formerly external re-
lation 1s simultaneously internalised,
with transaction cost considerations
most relevant. Employment per se,
however, does not comprise intern-
alisation of a transaction relation.
While employment can be regarded as
the internalisation of an individual
(but not of a one-person firm) the
transition is from the absence of any
exchange or transaction relation to
the existence of an employment re-
lation. Consequently the decision to
employ per se cannot be explained by
transaction costs considerations.

This analysis shows that a likening
between employment ‘under auth-
ority’ (i.e. within the firm) and em-
ployment ‘in the market’ is not mean-
ingful. Employment proper is by
nature and in principle within-firm
(notwithstanding everyday, non sci-
entific use of the term as in ‘employ-
ing a subcontractor’). Subcontract-
ing, by contrast, is an external market
relation. This is the main misconcep-
tion in Williamson’s treatment of em-
ployment and vertical integration,
and explains the inconsistencies out-
lined before. His discussion of the
‘labour’ market — individuals being
joined in simple hierarchies to over-
come transactional impediments — can
now be seen actually to concern the
joining of one-person firms. It is thus
simply another view of integration,
not of the labour market proper. His
‘employment relation’ harbours a
confusing mix of employment proper
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and subcontracting: he regards recur-
rent spot or contingent claims con-
tracting as alternative modes of em-
ployment, while they really are
alternative modes of subcontracting
(market relations). His definition of
vertical integration as the extension of
the employment relation to include
department managers (‘inside con-
tractors’)  confuses  employment
proper and integration. Once the
proper distinctions are used to amend
his analysis, it gains considerably in
clarity and explanatory power.

Jensen and Meckling do not and
cannot provide any distinctions be-
tween employment, integration and
(sub-)contracting. This is inevitable
and intentional, since all but the latter
class are defined out of existence. If
only inter-individual market ex-
changes and a multitude of individual
producers are acknowledged, the
choice between integration and sub-
contracting does not exist.'> As a mat-
ter of course their analysis excludes
the existence of employment proper —
all that exists is subcontracting.

CONCLUSION

One purpose of this paper has been to
highlight the usefulness and limi-
tations of the transactions and con-

1% The latter is the only real choice facing the
firm in this regard. Employment vs. either inte-
gration or subcontracting are not relevant options
as such. Employment merely accompanies inte-
gration in some instances and is not the real
alternative to subcontracting, even of a one-
person firm.
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tract approaches in analysing the
nature of, and relation between firms
and markets. Essentially these ap-
proaches focus on two aspects: the
role of transactions (markets, con-
tracts), and the inter-individual
nature of these. Both angles have
much insight to offer. However, they
do have definite limitations. These
appear when one attempts to explain
firms and markets almost exclusively
in terms of inter-individual market
relations.

By contrast the development of an
alternative approach departs from the
real existence of the firm as a cohe-
sive, durable institutional whole
within which individuals play their
pivotal role. One important reason
for this viewpoint is that such a per-
spective clarifies most of the prob-
lems and pitfalls exposed earlier, pin-
points the usefulness of transaction
insights, and provides consistent
characterisations of differences be-
tween firms and markets, between in-
ternal and external relations, and be-
tween employment, integration and
subcontracting. Without acceptance
of the firm as a cohesive structure
these distinctions cannot be drawn
consistently.

In general it has been shown that
the firm as such cannot be defined or
distinctively characterised exclusively
in terms of market transactions.
Therefore the distinguishing mark of
the firm as such cannot be the super-
session of the price mechanism. A
more particular conclusion is that the
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existence of the firm as such cannot be
explained by transaction cost argu-
ments. The employment decision of a
firm cannot be explained by trans-
action cost considerations either. On
the other hand, both the decision to
integrate and the extent of integration
can be explained in this way, as has
been done most fruitfully in recent
contributions of Williamson (1985),
for example.

To some these results may seem
very inconstructive, even trite, par-
ticularly since transaction and con-
tract analysis still seems to be rich in
insight. In particular, while much has
been said about what the firm is not,
relatively little has been contributed
postively about what the distinctive
nature of the firm actually is (Fourie,
1981). However, I want to argue that
the conclusion concerning the futility
of searching for the distinctive nature
of the firm in that of another very dif-
ferent thing, namely the market, is
extremely useful. It reprovingly
points out non-productive avenues of
inquiry, in particular those avenues
instinctively most tempting for econ-

omists given the dominance of the
market concept in conventional econ-
omic thinking. It shows that if the
market is to be used at all in the search
for the distinctive nature of the firm,
its most useful role probably is pre-
cisely in determining what the firm is
not. That, rather than conceptually
trying to model the firm on the mar-
ket, may be the methodologically
most sensible meaning of the ex-
pression ‘using the market as a bench-
mark’. Everything simply cannot be
explained in terms of market relations
(seefootnote 11).

Another, more fundamental meth-
odological inference is that an exclu-
sively individualistic explanation that
attempts to disregard the existence of
real societal structures encounters de-
bilitating problems. The difficulties
encountered severely limit the poten-
tial of these approaches to give insight
into the nature of the various kinds of
relations and structures one finds in
society, including — ironically — the
respective place of individuals and
markets. It would appear that a less
extreme approach is needed.
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ECONOMICS OF PERESTROIKA

(REVIEW ARTICLE)'

M. L. Truu®

; ' ) i bich all nations stand
- ¢t frighten us with your frenzied troikas from whic 1 :
;zsijeot?:)?tbfdgsgust! Not a %fenzied troika, %m the majestic Russian chariot
] 1 iestically, at its goal.
e zlc:yoydor Dogstoyevsky The Brothers Karamazov

Tur RUSSIAN WORD PERESTROIKA lit-
erally means ‘rebuilding’ or ‘restruc-
turing’, sometimes also translatefi as
‘renewal’. It is not related to ‘troika’
the proverbial Russian team of three
horses, except perhaps in a Purely
symbolic sense. Perestroika is not
confined to the field of economics,
but represents a general aspect of Fhe
reform programme initiated by Mik-
hail Sergeyevich Gorbachev, the pol-
itical leader of the USSR since March
1985. .
Perestroika has captured the im-
agination of Western observers .a_nd
news media. For example, the British
magnate Robert Maxwell is pub-
lishing a Perestroika Annual to ‘pro-
vide the world with a detailed picture
of the progress of perestroika ea'ch
year’ (1988, p. v). The editor-in-chief
of the series is Professor Abel Geze-
vich Aganbegyan, a member of the

! Review of Abel Aganbegyan, The Challenge:
Economics of Perestroika. London: Hutchinson,
1988. ' g

# Professor of Economics, University of Pre-
toria,

Soviet Academy of Sciences and one
of Gorbachev’s closest economic ad-
visers.

Aganbegyan is also the author of a
book The Challenge: Economics of
Perestroika (English translation in
1988), the subject matter of this re-
view article. As the book is confined
to the economic aspects of peres-
troika, the word will also bf.: usefi
only in an economic context in this
article. For the sake of convenience,
our parenthetic references to the
book itself give the relevant page
number(s) only; the references to the
documentation listed at the end of the
article are indicated in the usual Way.f
Although one of the 13 chapters }(:
the book (Chapter 8) deals with the
international relations of t_he Spwet
economy, the present review ES m:
most entirely concerned with ¢ Ouss
estic aspects. Rather than tO dlscter
the subject matter chapter })y chag en;
we first set out the essential pro "
that has given rise to perestro}llkaaolicy
discuss the main features of theP i
itself and finally, conclude the P

161 ;




	142-143
	144-145
	146-147
	148-149
	150-151
	152-153
	154-155
	156-157
	158-159
	160-161



