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ON WHY FIRMS EXIST:
 
Outside the firm, price movements direct production, which is co-ordinated through a series of exchange transactions
on the market. Within a firm, these market transactions are eliminated and in place of the complicated market structure
with exchange transactions is substituted the entrepreneur–co-ordinator, who directs production. It is clear that these
are alternative methods of co-ordinating production. Yet, having regard to the fact that if production is regulated by
price movements, production could be carried on without any organization at all, well might we ask, why is there any
organization? 

. . . 

Of course, the degree to which the price mechanism is superseded varies greatly. In a department store, the allocation
of the different sections to the various locations in the building may be done by the controlling authority or it may be
the result of competitive price bidding for space. In the Lancashire cotton industry, a weaver can rent power and
shop-room and can obtain looms and yarn on credit. This co-ordination of the various factors of production is, however,
normally carried out without the intervention of the price mechanism. 

As is evident, the amount of "vertical" integration, involving as it does the supersession of the price mechanism, varies
greatly from industry to industry and from firm to firm. It can, I think, be assumed that the distinguishing mark of the
firm is the supersession of the price mechanism.

. . . 

In view of the fact that while economists treat the price mechanism as a coordinating instrument, they also admit the
co-ordinating function of the "entrepreneur," it is surely important to enquire why co-ordination is the work of the price
mechanism in one case and of the entrepreneur in another. ... We have to explain the basis on which, in practice, this
choice between alternatives is effected.
 



POTENTIAL EXPLANATIONS 
FOR THE EXISTENCE OF FIRMS:

Individual Preferences:

Our task is to attempt to discover why a firm emerges at all in a specialized exchange economy. The price mechanism
(considered purely from the side of the direction of resources) might be superseded if the relationship which replaced
it was desired for its own sake. This would be the case, for example, if some people preferred to work under the
direction of some other person. Such individuals would accept less in order to work under someone, and firms would
arise naturally from this. But it would appear that this cannot be a very important reason, for it would rather seem that
the opposite tendency is operating if one judges from the stress normally laid on the advantage of "being one's own
master;" 0f course, if the desire was not to be controlled but to control, to exercise power over others, then people might
be willing to give up something in order to direct others; that is, they would be willing to pay others more than they
could get under the price mechanism in order to be able to direct them. But this implies that those who direct pay in
order to be able to do this and are not paid to direct, which is clearly not true in the majority of cases.

Specialization and the Division of Labor:
 
It is sometimes said that the reason for the existence of a firm is to be found in the division of labor.... The firm
becomes "the result of an increasing complexity of the division of labour... The growth of this economic differentiation
creates the need for some integrating force without which differentiation would collapse into chaos; and it is as the
integrating force in a differentiated economy that industrial forms are chiefly significant." The answer to this argument
is an obvious one. The "integrating force in a differentiated economy" already exists in the form of the price
mechanism. It is perhaps the main achievement of economic science that it has shown that there is no reason to
suppose that specialization must lead to chaos.... What has to be explained is why one integrating force (the
entrepreneur) should be substituted for another integrating force (the price mechanism).

Risk and Uncertainty:
 
The fact of uncertainty means that people have to forecast future wants. Therefore, you get a special class springing
up who direct the activities of others to whom they give guaranteed wages....
 

the system under which the confident and venturesome assume the risk or insure the doubtful and timid by
guaranteeing to the latter a specified income in return for an assignment of the actual results... With human
nature as we know it it would be impracticable or very unusual for one man to guarantee to another a definite
result of the latter's actions without being given power to direct his work. And on the other hand the second
party would not place himself under the direction of the first without such a guarantee...The result of this
manifold specialisation of function is the enterprise and wage system of industry. Its existence in the world is
the direct result of the fact of uncertainty.
 

[But] the fact that certain people have better judgment or better knowledge does not mean that they can only get an
income from it by themselves actively taking part in production. They can sell advice or knowledge. Every business
buys the services of a host of advisers. We can imagine a system where all advice or knowledge was bought as required.
Again, it is possible to get a reward from better knowledge or judgment not by actively taking part in production but
by making contracts with people who are producing. A merchant buying for future delivery represents an example of
this. But this merely illustrates the point that it is quite possible to give a guaranteed reward providing that certain acts
are performed without directing the performance of those acts. Professor Knight says that "with human nature as we
know it, it would be impracticable or very unusual for one man to guarantee to another a definite result of the latter's



actions without being given power to direct his work." This is surely incorrect. A large proportion of jobs are done to
contract, that is, the contractor is guaranteed a certain sum providing he performs certain acts. But this does not
involve any direction. It does mean, however, that the system of relative prices has been changed and that there will
be a new arrangement of the factors of production. ... 

Transaction Costs:

The main reason why it is profitable to establish a firm would seem to be that there is a cost of using the price
mechanism. The most obvious cost of "organizing" production through the price mechanism is that of discovering what
the relevant prices are. This cost may be reduced but it will not be eliminated by the emergence of specialists who will
sell this information. The costs of negotiating and concluding a separate contract for each exchange transaction which
takes place on a market must also be taken into account. 

Again, in certain markets, e.g., produce exchanges, a technique is devised for minimizing these contract costs; but they
are not eliminated. It is true that contracts are not eliminated when there is a firm but they are greatly reduced. A factor
of production (or the owner thereof) does not have to make a series of contracts with the factors with whom he is
co-operating within the firm, as would be necessary, of course, if this co-operation were as a direct result of the
working of the price mechanism. For this series of contracts is substituted one. At this stage, it is important to note the
character of the contract into which a factor enters that is employed within a firm. The contract is one whereby the
factor, for a certain remuneration (which may be fixed or fluctuating), agrees to obey the directions of an entrepreneur
within certain limits.

The essence of the contract is that it should only state the limits to the powers of the entrepreneur; Within these limits,
he can therefore direct the other factors of production. There are, however, other disadvantages - or costs - of using
the price mechanism. It may be desired to make a long-term contract for the supply of some article or service. This may
be due to the fact that if one contract is made for a longer period, instead of several shorter ones, then certain costs of
making each contract will be avoided. Or, owing to the risk attitude of the people concerned, they may prefer to make
a long rather than a short-term contract. Now, owing to the difficulty of forecasting, the longer the period of the
contract is for the supply of the commodity or service, the less possible, and indeed, the less desirable it is for the
person purchasing to specify what the other contracting party is expected to do. It may well be a matter of indifference
to the person supplying the service or commodity which of several courses of action is taken, but not to the purchaser
of that service or commodity. But the purchaser will not know which of these several courses he will want the supplier
to take. Therefore, the service which is being provided is expressed in general terms, the exact details being left until
a later date. All that is stated in the contract is the limits to what the persons supplying the commodity or service is
expected to do. The details of what the supplier is expected to do is not stated in the contract but is decided later by
the purchaser. When the direction of resources (within the limits of the contract) becomes dependent on the buyer in
this way, that relationship which I term a "firm" may be obtained. A firm is likely therefore to emerge in those cases
where a very short-term contract would be unsatisfactory. It is obviously of more importance in the case of services —
labor — than it is in the case of the buying of commodities. In the case of commodities, the main items can be stated
in advance and the details which will be decided later will be of minor significance.
 
We may sum up this section of the argument by saying that the operation of a market costs something and by forming
an organization and allowing some authority (an "entrepreneur") to direct the resources, certain marketing costs are
saved....
 
These, then, are the reasons why organizations such as firms exist in a specialized exchange economy in which it is
generally assumed that the distribution of resources is "organized" by the price mechanism. A firm, therefore, consists
of the system of relationships which comes into existence when the direction of resources is dependent on an
entrepreneur....
 



ON THE DETERMINANTS OF FIRM SIZE
 
A firm becomes larger as additional transactions (which could be exchange transactions co-ordinated through the price
mechanism) are organized by the entrepreneur and becomes smaller as he abandons the organization of such
transactions. The question which arises is whether it is possible to study the forces which determine the size of the firm.
Why does the entrepreneur not organize one less transaction or one more?

. . . 
It was suggested that the introduction of the firm was due primarily to the existence of marketing costs. A pertinent
question to ask would appear to be ..., why, if by organizing one can eliminate certain costs and in fact reduce the cost
of production, are there any market transactions at all? Why is not all production carried on by one big firm? There
would appear to be certain possible explanations. First, as a firm gets larger, there may be decreasing returns to the
entrepreneur function, that is, the costs of organizing additional transactions within the firm may rise. Naturally, a
point must be reached where the costs of organizing an extra transaction within the firm are equal to the costs involved
in carrying out the transaction in the open market, or; to the costs of organizing by another entrepreneur. Secondly,
it may be that as the transactions which are organized increase, the entrepreneur fails to place the factors of production
in the uses where their value is greatest, that is, fails to make the best use of the factors of production. Again, a point
must be reached where the loss through the waste of resources is equal to the marketing costs of the exchange
transaction in the open market or to the loss if the transaction was organized by another entrepreneur.... [These] two
reasons...correspond to the economists' phrase of "diminishing returns to management."

. . . 
Up to now it has been assumed that the exchange transactions which take place through the price mechanism are
homogeneous. In fact, nothing could be more diverse than the actual transactions which take place in our modem
world. This would seem to imply that the costs of carrying out exchange transactions through the price mechanism
will vary considerably as will also the costs of organizing these transactions within the firm. It seems therefore possible
that quite apart from the question of diminishing returns the costs of organizing certain transactions within the firm
may be greater than the costs of carrying out the exchange transactions in the open market. This would necessarily
imply that there were exchange transactions carried out through the price mechanism, but would it mean that there
would have to be more than one firm? Clearly not, for all those areas in the economic system where the direction of
resources was not dependent directly on the price mechanism could be organized within one firm. ...
 
Other things being equal, therefore, a firm will tend to be larger: 

a. the less the costs of organizing and the slower these costs rise with an increase in the transactions
organized.
b. the less likely the entrepreneur is to make mistakes and the smaller the increase in mistakes with
an increase in the transactions organized.... 

[It seems likely] that the costs of organizing and the losses through mistakes will increase with an increase in the
spatial distribution of the transactions organized, in the dissimilarity of the transactions, and in the probability of
changes in the relevant prices. As more transactions are organized by an entrepreneur, it would appear that the
transactions would tend to be either different in kind or in different places. This furnishes an additional reason why
efficiency will tend to decrease as the firm gets larger. Inventions which tend to bring factors of production nearer
together, by lessening spatial distribution, tend to increase the size of the firm. Changes like the telephone and the
telegraph which tend to reduce the cost of organizing spatially will tend to increase the size of the firm. All changes
which improve managerial technique will tend to increase the size of the firm.

When we are considering how large a firm will be the principle of marginalism works smoothly. The question always
is, will it pay to bring an extra exchange transaction under the organizing authority? At the margin, the costs of
organizing within the firm will be equal either to the costs of organizing in another firm or to the costs involved in
leaving the transaction to be "organized" by the price mechanism. Business men will be constantly experimenting,
controlling more or less, and in this way, equilibrium will be maintained.


