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“... from time to time it is probably necessary to detach one’s self from the

technicalities of the argument and ask quite naïvely what it is all about” (Hayek 1937:

56)

I.  Introduction
In line with the motto for this paper, which is drawn from Hayek’s 1936 presidential address

to the London Economic Club, I want to “quite naïvely” make some rather simple points

about the theory of the firm, or, broader, the theory of economic organization.  Moreover,

my points are related to Hayek’s in not only being simple, about knowledge and Austrian in

flavor, but also in not being generally recognized.

Briefly summarized, the points are as follows. Although proponents of the modern

economics of organization (principal-agent, incomplete contracts, transaction cost

economics) can point to many scientific advances, this body of theory has a number of weak

spots that relate to the treatment of knowledge.  Of course, one should rationally expect any

theory to have weak spots of various types; what is at issue concerns the character of the

weak spots; for example, is there a problem with the internal logic of the theory, or is it

rather a matter of  explanatory and predictive weaknesses?

I shall argue in this paper that there are weak spots in the modern economics of organization

on all these scores.  For example, with respect to the internal logic of the modern economics

of organization, one may argue that the assumption that agents can foresee expected pay-offs

from a relation (can perform dynamic programming, Kreps 1996), even when they have no

knowledge about the character of the good that they intend to trade (e.g., in an R&D joint

venture) is dubious. And with respect to the explanatory and predictive weaknesses, I shall

argue that the neglect of (truly dispersed) knowledge − a key theme in Austrian economics

(e.g., Hayek 1937, 1945) − is a distinct weakness.

Some of those who deem the (latter) weak spots destructive for the whole enterprise of

organizational economics opt for an alternative “knowledge-based” theory of the firm (e.g.,

Demsetz 1988), while others believe that it is possible to complement and extend

organizational economics, and others (usually organizational economists) again believe that

given sufficient time, the modern economics of organization will ultimate be able to treat

knowledge-related issues more fully.  It is not my aim in this paper to try to settle these



8

thorny debates.  Rather, I shall ask what Austrian economics has to offer with respect to

conceptualizing and addressing the basic issues.1

The nature of the weak spots may be illustrated by means of a broad example, namely the

economic analysis of  large, diversified firms.  The analysis of the internal organization of

such firms, such as what has become known as the “M-form”, is cast almost entirely in

terms of reducing incentive conflicts, that is, choosing the right profit and cost centers, and

constraining rent-seeking efforts on the part of hierarchical subordinates (Williamson 1985;

Milgrom 1988).  However, another, knowledge-based, interpretation is possible (Foss 1997;

Sautet 1998): In this story the advantages of the M-form may have more to do with the

knowledge-related advantages of changing the internal division of labour.  The division of

labour promotes the growth of knowledge (Loasby 1994), so that some types of knowledge

may only be achieved by certain organizational arrangements.  For example, the M-form

frees top-management of daily operational control, so that they become more able to

specialize in the sort of overall, strategic judgment that both Frank Knight (1921) and Edith

Penrose (1959) in different ways highlighted in their theories of the firm.  In other words,

the M-form may promote a growth of knowledge that simply couldn’t take place under other

organizational arrangements, such as the U-form. Organizational structures thus both

constrain and enable processes of  entrepreneurial discovery.

However, discovery processes also need to be organized.  Again, the modern economics of

organization is, too put it nicely, much too parsimonious in its explanatory approach.

Surely, the role of incentives in coordinating knowledge and learning processes should not

be neglected (although it has been so far), but there is more to coordination than this.  For

example, the role of management and leadership has been almost completely side-stepped

(appearing at most under the guise of “ex post governance”) (Langlois 1998) and so has the

coordinating role of routines, capabilities, and shared cognitive constructs (e.g., “culture”)

(Ghoshal, Moran and Almeida-Costa 1995; Langlois and Foss 1998).

The design of the paper is the following.  I begin by briefly reviewing the modern theory of

economic organization (section II, “Some Basic Parables in the Theory of Economic

Organization”).  From an Austrian point of view, this theory(ies) is (are) characterized by

                                                          
1 I shall not in this paper go into the potential contribution of evolutionary economics (Nelson and Winter

1982), for example, in the form of the evolutionary theory of the firm (e.g., Foss 1993; Dosi and
Marengo 1994).   However, there is clearly a significant overlap between an Austrian and an
evolutionary perspective on the firm.
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side-stepping a number of coordination problems.  While section III (“An Austrian Starting

Point”) discusses the nature of these coordination problems, section IV (“Austrian Insights

and the Theory of the Firm: A Catalogue of Entry-points”) discusses non-standard

coordination problems in the context of firm organization.  Finally, section V (“Towards an

Austrian Theory of the Firm”) briefly discusses how we may tell an alternative story of the

existence of the firm, based on Austrian ideas.

II. Some Basic Parables in the Theory of Economic Organization
A. From Coordination to Cooperation Problems

There is probably only a single theme that runs through all contributions to the theory of

economic organization, or, more narrowly, the theory of the firm.   This is the theme of

coordination, reflecting that the broad essence of organization is indeed coordinated

response to volatility of whatever type and source.  However, coordination has a number of

meanings.   One meaning that has become prevalent in the modern economics of

organization is that of mitigating the effects of incentive-conflicts.  Thus, incentive-conflicts

are ubiquitous and opportunism doesn’t disappear because of, notably, vertical integration

(Hart 1995).  What vertical integration and various other contractual arrangements may do is

simply to change the incentives to engage in opportunistic behavior.  This sort of

coordination, which may be termed “incentive coordination”, thus solves “cooperation

problems”.2

To illustrate, we can in an abstract manner think of economic agents as choosing game

forms and equilibria thereof for regulating their trade.  Efficiency requires that if agents can

find a game form and an equilibrium thereof that allows them to do better, they will do so.

For example, we may think of two agents that confront the following two possible games,

each one being a simple coordination game.3

                                                          
2 In much of the game theory literature it is conventional to distinguish between coordination games and

cooperation games (of which the prisoners’ dilemma game is an instance). In the former, the pay off space
of the game is such that at any equilibrium point, not only does no player have any incentive to change his
behavior (given others’ behavior), but no player wishes any other player to change as well. In cooperation
games, any player has an incentive to change his behavior, given other players’ behavior. Because of this,
for any equilibrium, there is some pure strategy n-tuple that is Pareto superior.   In this paper, however, I
use “coordination problems” to cover both types of interaction problems.

3 The example follows Wernerfelt (1994).
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                    Game 1                   Game  2

   B         B

   x    y   x    y

x          1, 1              0,0  x           1,1                   0,0

A A

y           0,0              2,2            y           0,0                   3,3

In this situation, Pareto efficiency requires that agents choose game 2 and play the (3,3)

equilibrium.   In such simple situations, problems of economic organization are normally

taken to be absent, because of the absence of any incentive conflicts.  However, it is easy to

see that a slight modification of pay-offs, as in game 3,  may spell trouble, and introduce a

need for incentive coordination.

     Game 3        Game 4

           B         B

  x    y   x    y

x          2, 2              0,0  x           2,2                   0,0

A A

y           0,0              4,1            y           0,0                 4-u,1+u

The problem here is that the Pareto criterion is too weak to select a unique equilibrium,

since both the (2,2) and (4,1) outcome may be equilibria on this criterion. Now, obviously

the (4,1) equilibrium has a higher joint surplus than the (2,2) equilibrium, and therefore it

will be in A’s interest to bribe B to play the y-strategy.  If u, the bribe, lies between 1 and 2,

the equilibrium corresponding to both A and B playing y will be efficient, and, hence, be

chosen.  Thus, efficiency now implies that the agents agree on (contract on) maximizing and

somehow splitting the joint surplus.   In this situation a market failure occurs when bribes

cannot be sustained in equilibrium.  This may be dependent on the timing of the game.  For
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example, if A gives B the bribe before the game begins, B will not choose the y-strategy,

which means that A will decide not to give B any bribe. Or, A may promise B to pay the

bribe after game, but B will realize that this will not be in A’s interest, and will still choose

the x-strategy.  Although the (2,2) equilibrium is still efficient, it is not joint-surplus

maximizing.

These market failures may be remedied through contractual means; for example, A may

agree to pay B a compensation if he does not pay u, or B may agree to pay A a compensation

if he does not choose the y-strategy after receiving u.  However, such contracts may not

always be feasible.   Contracts fail in the sense that they cannot completely safeguard against

the reduction of surplus/loss of welfare stemming from incentive conflicts (given risk

preferences).  Contract failure may take various forms.

B. Incomplete Contracts

Notably, contracts may be incomplete in the sense that some contingencies are left out for

whatever reasons, such as information costs, the limitations of natural language, the

unavoidable emergence of genuine novelties, etc.  In the context of the example above, A

may confronted with a contingency that is not covered by the contract, refuse to pay B the

bribe, and B can do nothing about it.  Or, while it may be possible for partners to agree on

contract terms, these may not be enforceable by a third party, such as a court.  In the latter

case, contract terms are said to be “non-verifiable”.  Or, the costs of contracting may

outweigh the gains.   In all of these cases, it may not be possible to sustain the first-best

outcome, that is, the one that unambiguously maximizes joint-surplus.

Since complete contingent contracts cannot be written, parties to a contract may find it

necessary to renegotiate their contracts after the contract has been signed, either because

they encounter states of nature about which the contract is silent or where the contract

specifies inefficient terms.  It is assumed, however, that the outcome of the renegotiation

process can be foreseen at the time of drafting contracts and that the process does not

involve costly bargaining (hence, is efficient).  Nevertheless, the very fact of the possibility

of renegotiation may be sufficient to cause inefficient levels of investment in relation-

specific assets.
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Consider a bare bones version of the Grossman-Hart-Moore model (Grossman and Hart

1986; Hart and Moore 1990; Hart 1995).  Here a buyer and a seller find it impossible to

provide, in advance, an exact description of the goods they wish to trade (one may think of

an innovation project), and because of this there is no point in writing a contract.  Call the

gains from trade v (X), where X is a non-contractible4 and specific investment that the seller

has to undertake at a private cost of c (X) in order to be able to sell to the buyer and which

must therefore be undertaken before trade.  v is assumed be split 50 : 50 (Nash bargaining

solution).  v as well as the splitting rule can be perfectly foreseen.  In choosing his level of

investment, the seller will equate his marginal cost, c’ (X), to his marginal benefit, ½ v’ (X).

Thus, for every extra unit of increase in social benefit, only 50 percent of this goes to the

seller.  This is seen in the literature as a sort of representation of the basic hold-up problem

(of Williamson 1985 and others): the buyer may be argued to hold up the seller ex post by

appropriating half of the (marginal) surplus.

 Of course, if a complete long-term contract had been written, there would no hold-up

problem, since then the seller could have reaped not ½ v’ (X), but v’ (X), and his incentives

would be consistent with the maximization of the social surplus.  But since this is

impossible, something else must substitute. This “something” are ownership rights, or more

precisely residual control rights, that is, the rights to control (make “implementation

decisions”) the use of assets in states of nature that are not described in the contract.  The

interest then centers on which pattern of ownership rights lead to the most efficient

outcome; the pattern depending on the characteristics of the assets (e.g., whether they are

complementary), on whose assets are most important to the joint surplus, and on who is

most responsive to incentives, since ownership by one of the parties will attenuate the

incentives of the other party.   The bottomline is that the efficient ownership arrangements

primarily turns on the trade-off between incentives for the buyer and the seller.

The incomplete contracts theory has given rise to some debate within the mainstream

literature on the firm.  For example, it has been argued that property rights are not always

necessary for reaching efficient outcomes, but that various cleverly designed rules for

sharing the joint surplus can under certain conditions substitute for property rights, so that

we come back to the principal-agent tradition (Tirole 1998).  Relatedly, there has been some

                                                          
4  Because the investment is unverifiable.  In the literature, “effort” and “investment” are conflated, because

both are taken to be unverifiable.
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uneasiness about the supposedly less rigorous and more ad hoc type of modeling that

characterizes the incomplete contracts literature relative to the principal-agent literature

(Maskin and Tirole 1997).

However, these are, as it were, internal debates.  In the following section, I discuss what is,

from an Austrian point of view, problematic with the modern economics of organization.

To anticipate matters somewhat, here are some of these points:

• The treatment in the literature of incompleteness and its sources strikes one as odd.

Thus, as we have seen, incompleteness is introduced by assuming that certain things are

not observable or verifiable or both (Moore 1992: 180). Of course, this has distinct

advantages from a modeling point of view, but may not capture the essence of the matter,

because the fundamental reason for contractual incompleteness may indeed be Shacklian

uncertainty (Shackle 1972) rather than asymmetric information.

• Agents are assumed to be able to perform dynamic programming, that is, be able foresee

the pay-offs from their relation, even if they don’t know at all the physical characteristics

of the good they are trading (Tirole 1998) and even if unanticipated events occur.5 Thus,

the parties to a contract can correctly anticipate the distribution of utility, but cannot

describe the sources of that utility.

• Only incentive coordination is considered.  In the context of the examples above, game

no. 4 is the ruling paradigm.  But surely, we can imagine interesting coordination

problem that don’t turn on incentive problems.

• There is absolutely no notion of an entrepreneurial discovery process going on.

Everything, except for a few variables, is assumed to be common knowledge, so that

what is worth discovering is assumed to have been discovered already.

The bottomline is that in the modern economics of organization,  knowledge is not truly

dispersed or uncertain, coordination problems are trivialized, and there is therefore no need

for the entrepreneurial discovery process.  One may press the charge that the modern

                                                          
5 Of course, the motivation for this assumption is that otherwise the whole theory falls apart. As Moore

(1992: 180) comments: “If parties cannot foresee certain events, let alone anticipate how surplus would
be divided in the event of renegotiation, then how is this likely to affect the size and nature of their
specific investments?” (ibid).  However, Maskin and Tirole (1997) point out that there is a tension
between the assumption of dynamic programming and the presence of transaction costs: if agents can in
fact perform dynamic programming then transaction costs (of describing actions or the nature of goods) in
advance will not restrict the set of outcomes that contracts can implement.
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economics of organization has not truly absorbed the main messages of the socialist

calculation debate (see Lavoie 1985):  that knowledge is dispersed, subjectively held and

tacit, and that there is more to the efficient allocation of resources than providing managers

with the right incentives.  At this stage it is pertinent to turn to Austrian economics, and ask

which parables about economic organization it can tell.

III. An Austrian Starting Point
A. Subjectivism: the Differentia of Austrian Economics

It is quite difficult to summarize in a nutshell what is the essence of Austrian economics (but

see Boettke 1994), not the least because Austrians are likely to disagree about this (cf.

Vaughn 1994).  Some argue that the crucial concept is that of “market process” (Kirzner

1992). However, one’s view of the market process is derived from underlying notions of

individual behavior (Foss and Foss 1998). Thus, I shall take Austrian economics to be

primarily distinguished from mainstream economics by its much more thoroughgoing

subjectivism − what is sometimes called “radical subjectivism” (O’Driscoll and Rizzo

1985).  Thus, it is not only a matter of accepting the subjectivism of preferences; it is a much

more radical matter of stressing the subjectivity of beliefs, expectations, plans, etc. − of

recognizing with Lachmann (1978) that “different people hold different thoughts”.

Plain as this may seem to be, it nevertheless has far-reaching consequences for how we think

about human action and interaction (cf. also Loasby 1991).   Notably,  action in such a

perspective must necessarily involve learning, because of the inability to foresee future

knowledge.  Moreover, because of the surprise element, learning must involve more than

Bayesian updating of priors (cf. Denzau and North 1994); it must also involve setting up

new interpretive frameworks for handling new types of problems6.  Action − including

entrepreneurial action − is mediated by such mental constructs.  In sum, this radical

perspective on action would seem to imply that the essence of economic behavior is not

merely maximizing, but perhaps rather consists in understanding the environment, defining

what are the relevant variables in that environment, making sense of incoming information,

generating procedures which can help solving problems, and, finally, actually taking action,

                                                          
6 In other words, learning is dynamics in the space of representations, whereas Bayesian “learning” is mere

information processing.
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perhaps in a standard maximizing (“Robbinsian”) manner (cf. Nooteboom 1992; Choi

1993).

In Austrian circles, it has been much debated whether this view is “nihilistic” in the sense

that it removes the basis for asserting that there is an inherent tendency to equilibrium in the

market (Vaughn 1994).  However, the perspective taken here is that it is exactly by taking a

subjectivist starting point that we are able to see and conceptualize problems that have

disappeared from the focus of mainstream economics, particularly mainstream

organizational economics − such as truly dispersed knowledge and the fact that agents

typically hold different mental constructs (paradigms, theories, ideologies, images, codes,

cultures...) for making sense out of reality (Nooteboom 1992; Choi 1993; Denzau and North

1994).7   The constructive aspect of a subjectivist perspective is that it leads directly to a

concern with the coordination of subjectively held and formed plans, and to an appreciation

of the institutions that may promote a tendency toward plan-coordination, among which, I

shall argue, are firms.8  Moreover, not only is attention focused on coordination problems

and institutions that alleviate these problems; the set of coordination problems and

corresponding institutions is also considerably broader than the set considered in

mainstream economics, including the modern economics of organization.  Thus, the issue is

not merely one of incentive-compatibility, which is the predominant form that plan-

consistency takes in the modern economics of organization; it is also one discovering

knowledge (i.e., overcoming sheer ignorance) and aligning mental frameworks.

B.  The Subjectivist Challenge

Subjectivism, as only too briefly summarized in the preceding section, clearly poses a

challenge.  It poses a challenge by radicalizing the Hayekian knowledge problem of how to

make best use of dispersed knowledge.  It is not just that we don’t know what we don’t know

(to refer to Kirzner’s (1973, 1992) angle on the issue).  It is also that we know that novelties

will emerge − but know that we cannot know the precise contours of those novelties.  And it is

that we know that agents are likely to hold different interpretive frameworks; knowledge is not

                                                          
7 Perhaps one may add Schumpeterian entrepreneurship, genuine uncertainty and Shacklian surprise

(Shackle, 1972).
8 Related points have been made by Loasby (1991) and Nooteboom (1992), although from different

starting points.
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just dispersed knowledge, it is dispersed subjective knowledge.

As already mentioned, a key debate in the modern Austrian school concerns whether order, in

the sense of a strong tendency to a coordinated state, can be presumed to exist in a system of

dispersed, subjectively held and tacit knowledge, when we cannot rely on such constructs as

the Walrasian auctioneer, common knowledge assumptions or “rational expectations” to do the

job.  Applied to the economics of firms, and paraphrasing Hayek (1945), the subjectivist

challenge may be formulated thus:  How is rational firm organization possible when we cannot

assume from the outset that

• all contracting action can be compressed into one initial grand contract, as in the

principal/agent paradigm − because of the occurrence of novelties;

• principals know all the possible actions that are open to agents  − because of the division of

knowledge;

• agents, for example, division managers in a firm, hold the same cognitive constructs −

because of different subjective perceptions of reality;

• decision rights are efficiently assigned − because entrepreneurial activity may discover

better assignments;

• agents can perform dynamic programming and perfectly foresee their pay-offs (or at least

the distribution thereof) − because of the occurrence of novelties;

• etc.,

but must think of these as either non-permissible abstractions (e.g., the complete contracting

assumption) or as explananda rather than data (e.g., the efficient assignment of decision

rights).

In short, the radical subjectivist challenge consists in portraying coordination problems as a

good deal more complicated and messy than they are portrayed in the modern economics of

organization.  In the latter, there has been a clear tendency to focus on situations where

everything is coordinated, but for a single variable or relation (cf. Crawford and Haller 1990:

571; Furubotn and Richter 1997: chapter 10).  For example, in the canonic principal-agent set-

up, the principal knows the range of courses that are open to the agent, his preferences and the

probabilities distribution of the stochastic variable that impinges on the agent’s output.  His

only problem is that he cannot observe the agent’s effort.  However, he is able to design a



17

second-best incentive scheme (at no contracting cost).  In this set-up, and in virtually all other

organizational economics models, any process of  entrepreneurial discovery is completely

suppressed by assumption.  Knowledge is not truly dispersed.

C. Coordination Problems and Knowledge Problems

Fundamentally, many coordination problems can be (and are) suppressed in a neoclassical

world, because it is assumed that there 1) is an isomorphism between the real world and an

agent’s image of it, 2) that agents only differ with respect to decision-making capabilities in

terms of how fine or coarse their information partitions are, 3) that information partitions are

given, and 4) that genuine knowledge gaps, such as mistakes and surprises, can be ruled out

(Dosi and Marengo 1994).  If indeed these assumptions hold, it is hard to argue that rational,

interacting agents should persistently hold different images of the world.  In such a setting,

coordination problems are, if certainly not entirely eliminated then much reduced in

importance.  The economic problem may reduce (at least in small-scale settings) to giving

people who already are on “the same wavelength”, as it were, the right incentives − that is,

the problem studied in virtually all of the modern economics of organization.   To be sure,

this is not at all wrong or illegitimate. It works very well for a number of purposes. But it

does suppress understanding of those aspects of economic organization that have to do with

the coordination of knowledge and plans and which cannot be reduce to incentive-alignment

issues.  To repeat, there are (many) coordination problems that go beyond the simple

paradigmatic one portrayed in game no. 4 above.  For example, we can have a completely

simple symmetric coordination game (game no. 5): 

                                                          Game 5

           B         

              x         y

   x        2, 2             0,0

 A

y       0,0              2,2  
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It is well-known that there is nothing in classical game theory to help us predict the outcome

in this situation,9 and that one has to rely on ad hoc constructions (at least relative to

classical game theory) − such as focal points or appeal to mediators (Schelling 1960: 144)  −

for rationalizing a particular outcome.   Something similar may of course be said of any

particular outcome from a repeated prisoners’ dilemma game because of the folk theorem.

Let us here neglect that from the point of view of the theory of the firm, this seeming

arbitrariness could be an advantage rather than a problem because it helps us make some

sense of, for example, firm heterogeneity and path-dependence, and proceed to noting that

representations of game theory problems, whether in extensive or normal form, obscures

some rather fundamental problems: How do players come to know the pay-offs? Each other?

Available strategies? Will they hold the same views of the pay-offs? Of each other? Of the

available strategies? How, indeed, do they know which game, and type of game, they play?10

These difficulties are simply suppressed by assuming from the outset that players have

commonly known, identical beliefs about each others’ strategies, and that those beliefs are

consistent with some equilibrium in the game.  Given this assumption, the analyst then

proceeds to examine the design of incentive schemes, the sharing of the surplus from a

relation, the support of certain outcomes by implicit contracts, etc.  However, this is not

unproblematic for the basic reason that a number of underlying real difficulties of

coordination have been side-stepped.

The bottomline of this is that in much of game theory there is precisely the conflation

between the objectively existing and subjectively perceived that Hayek criticized so strongly

more than sixty years ago (Hayek 1937).  Ironically, one possible reason for the strong

upsurge in the popularity of game theoretical models in the last 10-15 years may have to do

with the circumstance that these models seemingly solve the coordination problem: People

calculate (instantaneously) their way to equilibrium. But as we have seen (by means of game

no.5), this is not always possible.  And, more generally,  the coordination problem of course

isn’t solved at all, merely side-stepped.   While this sort of thinking-your-way-to-

equilibrium may have some plausibility for simple non-symmetric coordination games with

                                                          
9 For example, the usual refinement techniques are not helpful here.
10 Such problems figure rather seldom in game-theoretical economic discourse.  There is of course a

growing literature on behavioral game theory (Camerer 1997) and some work on learning how to
cooperate in simple coordination games (Crawford and Haller 1990; Van Huyck, Battalio and Beil 1990),
but for a monograph-length discussion one seems to have to go to social psychology (Keylley and Thibaut
1978)!
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few players,11 it becomes increasingly implausible as we increase the number of available

strategies, players, and equilibria.  And while we also know that when simple pure

coordination games are repeated, the players will, through trial and error, home in on an

equilibrium (Crawford and Haller 1990), the game itself may change during play.  For

example, the players may discover some “particular circumstance of time and place” (Hayek

1945) that affects the pay-offs a require that they restart play.   Both when the number of

players expand and when the presumed “data” of the game change, we increasingly confront

the Hayekian knowledge problem:

The peculiar character of the problem of a rational economic order is determined

precisely by the fact that the knowledge of the circumstances of which we must

make use never exists in concentrated or integrated form but solely as the

dispersed bits of incomplete and frequently contradictory knowledge which all the

separate individuals possess. The economic problem of society is thus not merely a

problem of how to allocate “given” resources − if “given” is taken to mean given

to a single mind which deliberately solves the problem set by these “data”. It is

rather a problem of how to secure the best use of resources known to any of the

members of society, for ends whose relative importance only these individuals

know. Or, to put it briefly, it is a problem of the utilization of knowledge which is

not given to anyone in its totality (Hayek 1945: 78).

As later Austrian contributions have clarified, if we cannot rely on all agents’ fully informed

maximizing rationality to hold the world together, as it were, something else must substitute.

From Kirzner’s (1973) point of view, the problem is not just that we know that knowledge is

dispersed; it is more fundamentally that we don’t know what we don’t know.  In his view, we

have to rely on the entrepreneurial process of discovery to find out for us.12  To some extent,

however, the Hayekian knowledge problem is alleviated by the presence of numerous, largely

spontaneously grown, institutions − a theme intimately connected with Hayek’s own work

(e.g., Hayek 1973).  It is these insights, I submit, that may be applied to understanding firm

organization.   The following sections discuss this in more detail.

                                                          
11 However, see Huyck, Battalio and Beil (1990) for some experiments in pure coordination games that

demonstrate that even in very simple interaction situations, coordination failure may arise.
12 Others may wish to add that selection forces also maintains a certain coherence (e.g., Nelson and Winter

1982).
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IV. Austrian Insights and the Theory of the Firm: A Catalogue of Entry-
points
A. The Firm in Austrian Economics

It is necessary to tackle a seeming paradox here.  Austrian economics is normally taken to be

first and foremost a theory of the market process. In contrast, Austrian economics is not seen

as containing a theory of the firm, and one seeks in vain for any details about firm

organization in the Austrian literature.13 A basic reason for this neglect is easy to discern14:

in the view of the Austrians, economics − and social science in general − is about tracing the

unintended consequences of intentional human action (Hayek 1952; Lachmann 1978).   And

unintended consequences, in the view of the Austrians, are only manifest in large-scale,

complex systems characterized by a substantial division of knowledge, notably whole

economies.  Smaller scale systems, such as firms, per implication have no room for

unintended consequences, and thus is not really the domain of the inquiry of the economic

scientist (but of course of the management and organization scholar).

Bearing in mind that this is a rational reconstruction, one may argue that a problem with this

view is that we are never really told when a social system is so large that it is sufficiently

complex to produce non-trivial unintended consequences. Moreover, because this is not

made clear, it is not fully recognized either that the boundaries of complexity may be

moved, as it were, by organizational and institutional means (e.g. Williamson 1970) − that

is, by organizational innovations introduced by entrepreneurs.  As this indicates there is in

fact a potential for apply key Austrian ideas on the organization of the process of knowledge

utilization and creation from the classic works of, particularly, Hayek, Lachmann and

Kirzner are as applicable to the understanding of firm organization as they are to the

understanding of markets.  The following sub-sections discuss some of these ideas.

                                                          
13  Most work on the theory of the firm that has an Austrian flavor has been done by “fellow-travellers”, for

example, Langlois (1992), Loasby (1991), Witt (1998), and Foss (1994a, 1997).  However, (very)
recently, younger Austrians have begun to apply Austrian ideas to the theory of the firm, for example,
(Peter) Klein (1996), Cowen and Parker (1997) and Sautet (1998).  The line of inquiry in the present
paper is, however, different from these contributions.

14 Foss (1994a, 1997) provide more reasons.
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B. Firms, the Division of Knowledge, and Emergent Rules

In contrast to markets, firms are planned by identifiable historical individuals with the purpose

of earning a profit and they normally operate under a designed framework, such as a mission

statement, a formal organization structure, etc.15 They are set in motion, as it were, by

conscious intention and are therefore “pragmatic” institutions in the sense of Menger ([1883]

1985).  However, the distinction between “pragmatic” and “organic” systems really only refer

to the origins of these systems.  Thus, systems with an organic origin may become heavily

regulated and systems with a pragmatic origin may develop spontaneous elements (e.g., the

results of the rent-seeking efforts of bureaucrats in a government hierarchy).  Similarly, firms

may develop strong “organic” elements, such as its corporate culture and often corporate

strategy as well  (Mintzberg 1994), a point which is trivial to most analysts of corporate

behavior but has gone virtually unnoticed (or, at least untreated) in the modern economics of

organization.16

The parallel goes further, for firms may confront knowledge problems of a magnitude

comparable to those which confront the social planner in a socialist economy.  At least giant

firms (ABB, Philips, GM, IBM, etc.) certainly face a knowledge dispersal problem of almost

the same caliber as the general societal knowledge dispersal problem.17 To such firms,

Hayek’s point about the necessity of decentralization seems quite pressing indeed18:

If we can agree that the economic problem of society is mainly one of rapid

adaptation to changes in the particular circumstances of time and place, it would

seem to follow that the ultimate decisions must be left to the people who are

                                                          
15  Indeed, Vanberg (1994) talks in this connection of the firm’s “constitution”.
16   Kreps (1990) is an outstanding exception.   Notice that I am not saying that these “organic” elements are

orderly; merely that they may arise in an uintended manner.
17 For an elaboration of this point, see Ghoshal, Moran and Almeida-Costa 1995).  Smaller firms also

confront coordination problems, although there is probably a monotone (but probably not linear)
relationship between the size of firms and the severity of coordination problems.

18 There is, in fact, a literature that explicitly addresses how to handle the knowledge dispersal problems that
exist in, typically, multinational firms (see, e.g., Bartlett and Ghoshal 1989). This literature explicitly begins
by rejecting the idea that top-management in large firms, such as ABB, can simply centralize all the relevant
knowledge and issue in a top-down fashion the relevant commands to different business units. This is seen as
plainly absurd; and the arguments advanced in favor of this judgment are closely related to Austrian
arguments against central planning (e.g., Lavoie 1985): the size, complexity and partially tacit character of
the relevant knowledge, in addition to the need for flexibility and local adaptation, makes centralization not
only inefficient, but genuinely impossible. Firms must resort to other means to handle dispersed knowledge;
however, for a given set of means (bonuses, monitoring, divisionalization, matrix organization, etc.), there is
a limit to how large and how complex the firm’s “stock” of knowledge can be.
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familiar with these circumstances, who know directly of the relevant changes and

of the resources immediately available to meet them. We cannot expect that this

problem will be solved by first communicating all this knowledge to a central

board which, after integrating all knowledge, issues its orders (Hayek 1945: 83-

84).

Hayek’s point, of course, is that a “central board” is not at all necessary: a market system,

meaning a system with alienable property rights, promotes a tendency towards allocating

property rights to those who can make best use of them and the entrepreneurial market process

ensures that there is a tendency towards a state where the best use is indeed made of these

rights.

This point has been reflected in much recent management thinking  (Semler 1989; Meyer

1994; Nonaka and Takeuchi 1995).  Characteristically, one best-seller was called Internal

Markets: Bringing the Power of Free Enterprise INSIDE your Organization (Halal,

Geranmayeh, and Pourdehnad 1993), and the recent strong emphasis on cross-functional teams

that are given extensive decision rights and where payment is based on team-output reflects the

recognition that it is to some extent possible to combine “high-powered” incentives with

efficient utilization of local knowledge in firms.  Indeed, in some recent, and explicitly

Austrian, work on these issues, the very distinction between firms and markets is argued to be

insubstantial (Cowen and Parker 1997).   According to these authors, the coordination

problems solved by firms and markets are essentially similar, and firms cannot realize

production possibilities that cannot be realized by markets.  It is worth discussing this issue in

some more detail.

C. Types of Coordination, Rules and Order

Hayek’s (1945) discussion of the powers of spontaneous coordination by the price system

represents one prominent interpretation of the word “coordination”. It is immediately clear that

while we may imagine instances of such spontaneous coordination taking place inside firms,

firms characteristically don’t rely on purpose-neutral spontaneous coordination by the price-

mechanism.  For example, although transfer pricing tries to mimic the beneficial effects of the

market process, it is very much a directed process (Hirshleifer 1956).  And as Daniel Klein

(1997) reminds us, there is another sense of the word “coordination” − one that is perhaps best

associated with the work of Thomas Schelling (1978).  Here coordination is typically smaller
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scale than in the market settings discussed by Hayek, and coordination is intentional (again

somewhat in contrast to Hayek) and desired by the interacting parties.19  Two agents trying to

coordinate their actions so that they will meet at the same place (which hasn’t been agreed

upon in advance), and both choosing the same attractor (“the focal point”) for their actions

(e.g., the town hall, a central square...), exemplifies this type of coordination.

While Klein is right in stressing the difference between these two coordination problems

(Hayekian and Schelling coordination problems, respectively), they both relate to the notion of

dovetailing plans and both appeal to background institutions in rationalizing the emergence of

dovetailing plans.   The interesting distinction (in the context of the theory of the firm) relates

rather to the distinction between rules and order (dovetailing plans), the latter depending

crucially on the former.  If we begin by rejecting the presumption that management can

centralize dispersed and tacit knowledge, two basic modeling strategies define the extremes

that are available for explaining how firms may achieve internal plan consistency:

1. Rational design: The codes, conventions, rules, routines, cultures, focal points, etc. that

coordinate local decisions and plans are designed by top-management.  In other words,

management is presumed to know the basic game(s) that is (are) being played and can

rationally influence its (their) outcome(s).

2. The organization as an adaptive network: Initially, agents basically don’t know what they

and others are doing, but fall back on naive adaptive learning procedures and over time they

may home in on some sort of equilibrium (absorbing state or the like) consisting of stable

decision rules.

From an Austrian point of view, none of these modeling strategies seem, at least initially, very

attractive: while the first strategy suffers from a “pretense of knowledge” (Hayek 1974), the

second one plays down rationality too much.  The rational design modeling strategy has

characterized much of the managerial literature on “culture”, while in economics the codes

through which agents communicate (and sometimes also their decision-rules) have similarly

                                                          
19  In an extended discussion of organizations, Hayek (1973: 48-49) points out that to some extent “... every

organization must also rely on rules and not only on specific commands. The reason here is the same as
that which makes it necessary for a spontaneous order to rely solely on rules: namely that by guiding
individuals by rules rather than by specific commands it is possible to make use of knowledge which
nobody possesses as a whole”.  However, according to Hayek, rules in the context of organizations are a)
not as abstract as the rules governing a spontaneous order, b) not tacit but explicit (note that this may be
partly contested, e.g., by pointing to work on organizational culture and symbolism), and c) are rules for
the performance of assigned tasks.
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been taken as part of the organizational design problem (e.g., Hurwicz 1972).  The basic

problem with this is that the designer needs to undertake much pre-play communication in

order to establish the optimal codes and decision rules20 − but limited communication and

knowledge is the starting point of the whole exercise.21  This problem does suggest a role for

grown (and not only constructed) coordinative conventions/routines/rules in firms, but the

second modeling strategy (as exemplified by Dow 1990) goes too far, at least from an Austrian

point of view, in ascribing too little rationality and alertness to agents; as in the case of

modeling strategy no. 1), modeling strategy no. 2) suppresses the entrepreneurial process of

discovery by assumption.

Most importantly, none of these modeling strategies tell us much that help us to discriminate

between different types of economic organization.  In the case of the rational design modeling

strategy, designers are supposed to be able to design rules (e.g., pricing rules) for both markets

and firms; in the case of the adaptive network modeling approach, all types of economic

organization (firms, markets, hybrids, whole economies, social institutions...) are seen as

“organization” and the approach basically doesn’t allow us to discriminate.  This may indeed

also be seen as the conclusion that follows from an application of the insights of the socialist

calculation debate to firm organization: Socialist planners cannot integrate and utilize

dispersed and tacit knowledge, and so can’t business managers. Therefore, firms must rely on

market mechanisms in order to survive, but what then is the difference between firms and

markets?   One way of solving the conundrum is the Gordian one of denying that there is any

essential difference (e.g., Alchian and Demsetz 1972; Cowen and Parker 1993).  The following

section tries to tell a different story.

V.  Towards an Austrian Theory of the Firm
A.  The Challenge of Dispersed, Subjective Knowledge (Once More)

The constraints on our discussion is found, again, in the division of knowledge, specifically in

management’s inability to centralize all dispersed, subjectively held, and tacit knowledge

inside the firm.  An implication of this is that, in general, employees will have a more fine-

grained understanding of their environments than their bosses.  In addition, they are likely to

also know more about the realizations of their action sets (Minkler 1993). As Sautet (1998)

                                                          
20  Technically, he must know the complete range of possible realizations of the agent’s private information.
21 Thus, this modeling strategy may be criticized along lines that are closely akin to the Austrian arguments

during the socialist calculation debate (Lavoie 1985).
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points out, management therefore confronts a “double Hayekian knowledge problem”: it is not

just that it doesn’t know what it doesn’t know in the market; it is also the case that it doesn’t

know what it doesn’t know about the firm’s employees.

The practical implication is that because an employee has finer and wider knowledge of the

realization of his action set than his boss, he may arrive at different conclusions as to how

certain events that are relevant to the firm should be handled and what their consequences may

be.   There is, therefore, a powerful argument that the agent should possess extensive decision

rights (of course, balancing the benefits from this against the agency costs of additional

decentralization).  But if this the case, then why have firm organization? Driven to its logical

extreme, an emphasis on local knowledge thus easily leads to a denial of the need for firms

(Jensen and Meckling 1992; Cowen and Parker 1997).  In fact, in the absence of incentive

conflicts, first-best allocations would seem to be always obtainable by the market mechanism;

firms cannot realize any production possibilities that cannot be reached by markets.

However, for the rest of this paper, I shall argue that this conclusion is too hasty, and is likely

to only hold true (if at all) in a static context.  In a dynamic context, firms may have distinct

advantages relative to markets in terms of their superior planning ability.   Given that a main

message of Austrian economics is that there are strong inherent limitations to planning, this

may indeed sound as a strange conclusion to reach in a paper with an Austrian orientation.

However, there are different meanings of planning, and some of these are fully compatible

with an Austrian point of view.

B. Planning and Directed’ness

The notion of planning that I suggest that we don’t rely on is that criticized in economics by

the Austrians and in business administration by Mintzberg (1994).  But the fact that we cannot

have fully informed and detailed top-down planning that mobilizes and incorporates all

dispersed, subjective and tacit knowledge in a firm doesn’t mean, of course, that we cannot

have some sort of planning (Hayek 1946).   First, note that many firms actually regularly do

carry out strategic planning exercises, and continue to do so, which suggests (if not proves)

that such exercises may have some sort of value.22  That value may exactly be that although

                                                          
22 Admittedly, strategic planning may have fallen somewhat out of favor relative to its heydays in the 1960s

and 1970s.  However, the type of planning that has fallen out of favor is precisely the detailed, top-down
planning, so strongly criticized by Mintzberg (1994).
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nobody believes that all dispersed, subjectively held and tacit knowledge can be mobilized, a

regular strategic planning exercise may indeed make clearer to management what sort of

knowledge is present in the organization and which learning processes are going on locally

(say, in a foreign subsidiary).  For example, this knowledge may be used for the purpose of

transferring superior practices to other parts of the organization.  Indeed, there is a strong

argument that it is precisely the ability to transfer at low cost successful practices that gives

multinational firms a competitive edge not only over domestic firms but also over the market

(Bartlett and Ghoshal 1989).  More generally, note that such a directed planning exercise, as

well as a  subsequent knowledge-transfer, are activities that firms can normally do much more

efficiently than markets capable of.23

Second, planning can mean simply choosing some sort of policy, however broadly defined, to

emergent events, where the policy in question concerns the coordination of those activities that

are affected by the emergent events.  As Brian Loasby (1976: 134) argues, we should in fact

look to emergent events in order to find a rationale for the firm:

The firm exists because it is impossible to specify all actions, even contingent

actions in advance; it embodies a very different policy to emergent events.

Incomplete specification is its essential basis: for complete specification can be

handled by the market.

Unfortunately, Loasby doesn’t really make clear why markets cannot handle “incomplete

specification”.  However, an answer was provided a long time ago by Richardson (1960) and

Malmgren (1961) who suggested that markets are particularly bad (relatively speaking, of

course) at handling emergent events in the context of complementary activities.24 That markets

have problems handling complementarities (which is often the form that organizational

interdependencies take) has been a recurrent theme in the modern economics of organization

(e.g. Hart 1995).  However, here the problems are seen to stem from incentive conflicts; it is

the mutual hold-up threat that is the problem.  Richardson and Malmgren, in contrast, held a

                                                          
23 Limited types of planning may be exercised in a market context in firm networks and other types of

cooperative relations.
24 Lachmann (1956: 54) hinted at something similar: “... we have to distinguish between two types of capital

complementarity: plan complementarity, the complementarity of capital goods within the framework of one
plan, and structural complementarity, the over-all complementarity of capital goods within the economic
system.  The first type of complementarity is brought about directly by entrepreneurial action. The making
and revision of such plans is the typical function of the entrepreneur ... Our second type of complementarity
is, if at all, brought about indirectly by the market”.
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coordination perspective on these problems: in a competitive market, absent communication

and forward markets, agents wouldn’t have a clue about how to coordinate their actions.

Planning, in their conception, may be a superior mechanism for handling these problems.

C. Coherence and Flexibility: the Firm in a World of Radical Uncertainty25

Planning, to recapitulate, may be understood as no more than defining and having a policy to

emergent events (actually, “leadership” may be a better word here, cf. Calvert 1992). But we

have to tackle the problem of how one can one speak of a “policy to emergent events”; isn’t

this a contradiction in terms, for the simple reason that what is unanticipated cannot be planned

for?

A similar problem was discussed (though in a somewhat different context) some years ago by

Richard Langlois (1986) in a splendid but neglected paper.  He argued that the crux of the

matter is that most events have both foreseeable and unforeseeable aspects, or in the

terminology of philosopher-sociologist, Alfred Schütz, that they have “typical” and “unique”

features (Langlois 1986: 182).  Typification is an aspect of the way in which agents (including

firms) perceive their environment (O’Driscoll and Rizzo 1985). Typical features are those

elements of the environment that are stable, while the unique features are non-repeatable and

idiosyncratic.  While we can often clearly foresee typical features, we often have to let time

pass before we can fill in the unique features.  As Coase (1937: 21) explained this is indeed the

essence of the employment contract:

It may be desired to make a long-term contract for the supply of some article or

service ... 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 ... Therefore, the service which is being

provided is expressed in general terms, the exact details being left until a later date

... When the direction of resources ... becomes dependent on the buyer in this way,

that relationship which I term a “firm” may be obtained.

It is also the mix of typicality and uniqueness in most actual events that makes it possible, after

all, to have a “policy to emergent events”.  For example, the firm may have an implicit contract

                                                          
25 Apologies to Langlois (1986).
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(or “corporate culture”) that solves incentive coordination problems by signaling to employees

that management will not opportunistically take advantage of them in the case of unforeseen

events, although nothing specific is being said (or can be said) about the event.  Likewise, we

can have shared interpretive schemes that solve other types of coordination problems by

allowing employees to categorize unexpected events as being of the same overall type and

therefore reacting in a coordinated manner.  Here, there is the creation of a “convergence of

expectations” that Malmgren (1961) saw as a primary benefit of firm organization, but only

convergence of expectations with respect to typical features (cf. also O’Driscoll and Rizzo

1985).

It is on the level of deciding in a broad way how to react to unexpected contingencies that

management can “plan”.  It can influence and steer the evolution of implicit contracts and

interpretive schemes that are flexible enough to accommodate unforeseen events, and that help

agents coordinate their interdependent activities.  As this suggests, several interrelated

coordination problems are present.   Which actions (strategies) should be picked in the face of

an emergent event?  Which game should be played? How is the pay-off structure of the

relevant coordination game made known to agents? How are agents induced to choose the

right actions.   Moreover, there are both cognitive qualities and incentive aspects to these

coordination problems; for example, the problem of adapting to an unexpected event has the

cognitive dimension of categorizing and interpreting the event, and it may also have the

incentive dimension of avoiding that one the parties to a contractual relation utilizes the

unexpected contingency to effect a hold-up.

Many coordination problems are likely to contain such a mix, and the various problems may to

some extent be thought of as hierarchical.  It is obvious why it should be so.  As Calvert

(1992: 12) points out, the ongoing interactions of real life, for example, inside large firms, are

not simple repeated games.  There is unlikely to be an exact correspondence between players,

strategies and outcomes in various “repetitions” of “the game”.  Instead, there is a Hayekian

division of knowledge, implying that players are likely to have incomplete (or none at all)

information about other players, previous plays, etc.  In this situation, there is likely to be

multiple equilibria, but, unfortunately, behavior that is appropriate for play in one equilibrium

may be inappropriate for another equilibrium; equilibrium strategies are not interchangeable.

The problem of selecting the right equilibrium is clearly a higher-order coordination problem.
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Thus, one may think of the act of choosing which coordination game to play, of making sense

out of new events (and communicating this), etc. as more fundamental coordination problems

than the problem of inducing agents to make specific actions within an already well-

understood decision situation.    The higher in the hierarchy a coordination problem is placed,

the more abstract is the solutions(s) likely to be  This is related to Lachmann’s (1971: 81)

discussion of the limits of social engineering:

In a society in which it is generally known that frequent change of undesigned

institutions is inevitable, the designers of designed institutions may deliberately

confine their activity to designing a framework which leaves room for a good deal

.. of change ... In such a society it might be said that the undesigned institutions

which evolve gradually ... accumulate in the interstices of the institutional order.

The interstices have been planned, though the sediments accumulating in them

have not and could not have been.

Applied to the firm and the activity of management, we may think management in an Austrian

perspective as consisting of solving (or helping to solve) “lower-level” coordination problems,

while planning (or leadership) is the higher-level activity of selecting “precedents” or “focal

points” that may assist in management as well as in judgment exercised on the shop floor.

Thus, the top-manager’s task is inherently rather circumscribed.  It is mostly a matter of

choosing the right interstices.  To quote again from  Lachmann (1971: 13):

[T]he central problem of the institutional order hinges on the contrast between

coherence and flexibility, between the necessarily durable nature of the

institutional order as a whole and the requisite flexibility of the individual

institution ... the relative immutability of some institutions is always a necessary

prerequisite for the relative flexibility of the rest.

The importance of “relative immutability”, as Langlois (1986: 187) points out, is that a stable

high-level environment is conducive to the division of labor, and therefore, we may add, to the

growth of knowledge.  Genuine uncertainty is reduced and allow agents to concentrate on

fewer tasks in which they can therefore accumulate more knowledge.  Some measure of

flexibility, on the other hand, is still required in the face of the fact that not only are

unexpected contingencies emerging from the external environment, the firm itself generate

emergent events through collective learning, management experimentation, R&D, etc. (Kirsten

Foss 1998).  To optimally combine “relative immutability” with “flexibility” is indeed a
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“central problem” not only of the design of an institutional order, but certainly also of

organization design (cf. also March 1988).

For example, problem-solving capability (“flexibility”) (including innovative efforts) may

be supported by a shared understanding (“relative immutability”) of the nature of the

businesses the firm is in, such as may happen when corporate mission and vision statement

become not only “corporate” but also “personal”.  The danger, of course, lies in the

possibility of shared knowledge becoming so constraining that the benefits of diversity are

lost.

VI. Conclusion

“If I have ... shown not only that the answer to this question is not obvious but

that occasionally we do not quite know what it is, I have succeeded in my

purpose” (Hayek 1937: 56)

The aim of this paper has been to apply a well-known Austrian theme − the division of

knowledge  − to a somewhat unusual context, namely firm organization and theories thereof.

I have argued that much of the modern economics of organization can be criticized by

means of much the same arguments that were employed by the Austrians during the socialist

calculation debate.  Thus, truly dispersed, subjectively held and tacit knowledge are

suppressed in the modern economics of organization.   It is easy to point to a number of

reasons, of both methodological and more substantive nature, why this is so.

From the methodological point of view, the model-builder (which nowadays means most

economists of organization) may point out that we are dealing here with hard-to-model

phenomena. Anyone who has invested some resources in familiarizing herself with contract

theory will know how even seemingly simple interaction situations can lead to the most

mind-boggling mathematical exercises.  To the formalist, it is surely better to forget about

all the seeming additional mess introduced by the Austrians and concentrate on simple,

clear-cut incentive-conflict problems.26  From the more substantive point of view, if we take

seriously the division of knowledge, it is hard to find room for firms; firm organization

                                                          
26 He may also wish to introduce the charge of ad hoc’ness.  However, this is hardly a justified charge

coming from a proponent of the economics of organization, since organizational economics approaches
are shot through with ad hoc’ness (e.g., the assumption in principal-agent theory that principals have all
the bargaining power, the use of Shapley values in the incomplete contracts literature, etc.).



31

seems to evaporate in the face of the superior powers of markets to utilize local knowledge

(Jensen and Meckling 1992).

In response to these objections, one may argue, first, that Austrian issues, such as dispersed

knowledge, entrepreneurship and emergent rules, certainly are given to formal modeling

(e.g., Littlechild and Owen 1980; Dow 1990; Crawford and Haller 1990).  The problem is

not that they cannot be modeled; it is rather that most modern economists of organization

follow a methodological convention that dictates a very specific and arguably narrow

modeling heuristic − that all issues of economic organization must be cast in the incentive-

conflict mold − to the exclusion of alternative modeling heuristics.27  It may be argued that

in the absence of incentive conflicts, the first-best solution is always obtainable, but this can

only be upheld if all other coordination problems are already assumed away.

With respect to the second point, I have argued in this paper that firm organization may

actually have advantages relative to markets and may exist for this reason.  Not only can

firms demonstrate a degree of “directedness” that is not in general available to markets, they

can also develop local norms, interpretive schemes, etc. that solve particular coordination

problems for a subset of the economy’s input owners.  Although, I have refrained from

extending this basic story to other issues of economic organization, such as the issue of the

boundaries of the firm, intuitively, there is much in Austrian economics that is helpful for

understanding this issue.  For example, the problems of managing dispersed knowledge

indicate that there are truly knowledge-related determinants of the size and boundaries of the

firm.  However, telling that story is attempted in another paper (Foss 1998).

                                                          
27 An example of an alternative approach is Wernerfelt (1997) who models the choice of organizational

form as a matter of choosing thw gameform that best economizes with communication costs.
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