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Abstract

This paper examines the nature of genuine uncertainty and rule-following behaviour and
suggests some implications for the theory of the firm. The firm is seen here as emerging as a
means to manage some of the experienced uncertainty. The nature of the firm is perceived as
an evolving institution creating predictability both inside the firm and in the market. But
because of the spontaneous nature of life-world, social processes remain open-ended. This
subjectivist perspective cannot assign any particular premeditated purpose to the spontaneous
order which emerges through the market process. The process is not kaleidic but nor is it
considered to be moving toward increasing efficiency either. Rules and institutions provide
predictability to the extent that novelties can be introduced to the process. Discoveries do not,
however, only introduce new outcomes in the market process, they also change the rules of the
game.
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Introduction
The subjectivist tradition of Austrian economics has contributed to social science by offering
an alternative to the positivist method of the mainstream. The members of the Austrian
tradition hold the methodological view that the only way to truly understand economic
phenomena is through analysing human action as it appears in reality. What makes the inquiry
difficult is the fact that reality does not appear to us uniformly. Because our experiences,
knowledge and goals vary, our perceptions of reality are unidentical.

There is, however, also a common ground in human action that is widely shared in a
group. Social rules and institutions convey information on how we should or should not
behave in particular type of situations. By observing rule-following behaviour of the group
members, we are able to discern some general behavioural patterns and act, to some extent,
accordingly.

In this paper, I shall try to analyse the nature of uncertainty from an open-ended
subjectivist perspective. And since, as I believe, genuine uncertainty cannot be examined
without reference to rule-following behaviour, rules and institutions are of much interest here.
Genuine uncertainty is in this paper suggested to have an important role in explaining the
emergence and perseverance of the firm. The firm is considered to be an institution consisting
of a combination of spontaneous and designed rules. The rules applied are viewed as giving
rise to particular capabilities in firms. Insofar as this is the case, rules of the firm can be
recognised as a selective force in the evolutionary processes of firms.

The order of treatment is as follows. First, I shall examine genuine uncertainty regarding
coordination of the market process. The nature of learning in the market becomes crucial to
understanding whether an equilibrating tendency is probable. The second section deals with
rules and uncertainty with reference to the emergence of the firm. The firm is viewed as
arising, not because of its allegedly superior adaptability to unforeseen consequences of the
market process, but because of its nature as a stabilising institution facilitating predictability.
The third section discusses some implications that genuine uncertainty and rule-following
behaviour bring about for the theory of the firm.

Genuine uncertainty and coordination
The nature of genuine uncertainty is essentially endogenous and ineradicable. The list of
possible outcomes is not known at any point of time (O’Driscoll and Rizzo 1985, 71). The
endogeneity of uncertainty is the result of choices made in the market process. The process
itself creates uncertainty to which the participants try to adapt.

Ludwig von Mises linked uncertainty directly to the concept of human action. Action is
always directed at improving the state of affairs of the individual in question.

The uncertainty of the future is already implied in the very notion of action. That
man acts and that the future is uncertain are by no means two independent
matters. They are only two different modes of establishing one thing. (Mises 1966,
105)

Purposeful human action is teleological in the sense that individuals always seek to do
something: (1) action is caused by desire to improve one’s state of affairs; (2) it is directed at
realising an individually imagined more satisfactory situation, and (3) individuals generally
expect that purposeful behaviour can remove or alleviate the felt uneasiness. (Mises 1966, 13-4)
We cannot, however, predict all the choices other market participants are going to make. Thus
our expectations about the future will remain tentative. Only in retrospect can we learn to
what extent our plans have succeeded. But what we cannot know even ex post is whether our
action was optimal. To be able to know that would presuppose knowledge of the consequences
of all the possible choices which is clearly an unattainable state of affairs in an open-ended
world.

Genuine uncertainty comprises two opposite dynamics, similarity and uniqueness
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(O’Driscoll and Rizzo 1985, 72). If the world was altogether unpredictable, we wouldnt be able
to choose in any meaningful sense as every choice would bring about random outcomes. On
the other hand, if future events did not include unique and unpredictable elements, there
would be no room for purposeful planning and action as behaviour would be reduced to
mechanical reaction to stimuli (Mises 1966, 105).

The combination of predictable and unique gives rise to a world which is viewed here as
non-deterministic and open-ended. This means that although we are able to predict some
outcomes of the near future, we are less able to foresee further into the future. Consider the
social process as a sequence of complex games. Although we may know some particular
outcomes of the first game, we can only predict some general characteristics of the second one
because we cannot foresee all the intended and unintended consequences of the first round.
Therefore, at the initial point of time we are less able to predict the particular outcomes of the
second game (O’Driscoll and Rizzo 1985, 66). As the time horizon expands, we are less and
less able to predict even the general patterns because more and more particularities of which
we have no knowledge are brought into the process. The general nature of the social process is
genuinely open-ended in this sense.

The fact that prices exist is often taken as evidence of the coordinatedness of the market
process. The price system is as Hayek explained ‘a mechanism for communicating information’
(1945, 526). The crucial question is, however, what type of information do prices communicate
and to what extent?

A seller finds himself with unsold inventory of a product in excess of desired
levels at a particular price. But what exactly is the market telling him at that price?
That he needs to relocate his store? That he has failed to advertise the existence or
availability of the product sufficiently? That the price is ’right’ but the quality or
characteristics of the product is ’wrong’? Or that the quality and characteristics
are ’right’ but the price is ’wrong’? What the price has conveyed is information
that something is wrong, that the seller’s plans and expectations are inconsistent
with those of others. It has not unambiguously told him in which direction the
error lies. The price’s information, in other words, needs interpretation as to its
meaning concerning the preferences and plans of others. (Ebeling 1995, 143)

Information acquired from prices is not complete because prices do not convey
information about what particular alterations an entrepreneur should make to the initial plan.
Prices and quantities produced and exchanged in the market are outcomes of the interaction of
plans of participants (Lachamann 1990, 136). Prices thus manifest some aspects of objective
knowledge in the Popperian (1979) meaning. An entrepreneur can only have theories about
what alterations she should make to do better. Those theories are then tested in the game of
the market. And after gaining new, theory-laden knowledge through experience, the
entrepreneur is again ignorant of the particular alterations she should make in order to do
better in the future. There is a continuous learning process going on. We cannot, however,
escape the dilemma that what is learned is about the past and this knowledge should then be
used to build up theories about the future.

Learning

The idea of the market, whether as a process of discovery (Hayek 1978; Kirzner 1973, 1979, 1985,
1989) or as a process of creativity (Buchanan and Vanberg 1991), presupposes a perception of a
genuinely uncertain world where an unfolding future is unpredictable or non-existent before it
becomes the present. The market process is generated by the initial market ignorance of the
participants (Kirzner 1973, 10).

The market process is one that is generated, at each and every moment, by
entrepreneurial decisions [which] embrace, most importantly, the perception and
evaluation of the alternatives identified as relevant, in an environment of
ineradicable uncertainty (Kirzner 1989,18).
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Knowledge may be deliberately searched only in the sense that we can have theories
about what we are searching for. We cannot know the exact nature of knowledge before we
possess it.  Knowledge also emerges spontaneously as an unintended consequence of actions
of the market participants. Emphasis on the latter is characteristic of the process approach.
Individuals learn something from the stream of events as time passes (O’Driscoll and Rizzo
1985, 38). What they learn is beyond their ability to foreknow, however, because of the
unexpected consequences which arise in the market process and because individuals cannot
foresee how learning changes their knowledge.

Kirzner and other Austrian ‘middle ground’ theorists recognise the dispersed nature of
knowledge in the market. They maintain, however, that knowledge integrates in the course of
the market process, bringing about increased coordination of plans and actions of the
participants. Entrepreneurial discoveries are seen essentially as remedies to hitherto unnoticed
errors in the market. The competitive process, where alert entrepreneurs outperform each
other, secures that the market process moves toward increasing efficiency.

A more radical view of the knowledge problem, endorsed here, maintains that
ignorance cannot be systematically eliminated. Learning is not a solution to the knowledge
problem because the ’worth of new knowledge cannot begin to be assessed until we have it. By
then it is too late to decide how much to spend on breaching the walls to encourage its arrival’
(Shackle 1972, 272). Ignorance of the present and future actions of other market participants
prevents the markets from generating complete consistency among individual decisions.
Experience of inter-individual inconsistency of plans may prompt participants to try to revise
their plans in the direction of convergence. There are, however, preventing forces operating.
Revision of plans in the direction of convergence requires that participants understand their
present situation relative to the plans of everyone else. Secondly, coherent expectations of the
future among the participants are required to achieve the convergence of individual plans.
(Lachmann 1986, 56) Individual participants may, however, have erred in interpreting their
past resulting in a misjudgement of the present situation. They may as well fail to form
coherent expectations of what would be a consistent pattern of plans in the future.

Discovery and entrepreneurship

A genuine discovery of a hitherto unperceived opportunity is something that cannot be
premeditated in full, that is, it cannot be a successful outcome of a deliberate search for a
known object. A discovery always includes a feature of surprise though it may, as soon as one
perceives it, seem obvious.

The solution of the economic problem of society is always a voyage of exploration
into the unknown, an attempt to discover new ways of doing things better than
they have been done before (Hayek 1948, 101).

The recognition that the future is non-deterministic and created through individual
choices does not imply that the future is beyond any predictability, nor does it preclude the
fact that individuals have expectations about the unfolding future. In the catallaxy, i.e., in the
game of the market, participants try to adapt to the prevailing circumstances as well as to
changes they expect to occur in the future (Buchanan and Vanberg 1991, 181). An idea of the
catallaxy as a ’game without goods’ (Ibid., 182) promotes the perception of a non-teleological
reality. The unpredictable nature of ’objective novelties’ (Witt 1995) is inconsistent with the
deterministic perception of the market as an equilibrating process.

Assume that no initial goods exist, and that individuals have certain talents and skills
that enable them to produce consumable goods from nature. Exchange will take place if
individuals recognise that they can improve their welfare not only by producing for their own
consumption, but also by exchanging. Assume that the idea of exchange is discovered, thus
leading to specialisation and division of labour. Individuals may, instead of directly satisfying
their own needs, through introspection, imagine what might prove to be of exchange value to
others. This allows the participants to create new goods that have potentially exchangeable
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value. ’Individuals would use their own imagination, their own assessment of the potential
evaluations of others, in producing goods wholly divorced from their own consumption,
goods that are anticipated to yield values when put on the market’ (Buchanan and Vanberg
1991, 182). If the market process is considered a process of exchange of pre-existing, well-
defined goods, it may become tempting to think that the process tends to allocate the known
goods in a way that further gains from trade are unfeasible. But this picture breaks down as
soon as we recognise the emergence of novelty.

The market economy, as an aggregation, neither maximizes nor minimizes
anything. It simply allows participants to pursue that which they value, subject to
the preferences and endowments of others, and within the constraints of general
’rules of the game’ that allow, and provide incentives for, individuals to try out
new ways of doing things. There simply is no ’external’, independently defined
objective against which the results of market processes can be evaluated.
(Buchanan and Vanberg 1991, 181)

Expectations in the neoclassical tradition are about a knowable future whose expected
outcomes can be calculated as the stochastic probability distribution of future events is claimed
to be distinguishable. It is held that ignorance of the future can, in principle, be remedied by
learning (Buchanan and Vanberg 1991, 171). In a more open-ended subjectivist perspective,
expectations are individuals’ theories about the future which is essentially non-existent before
choices, creating for their part the future, are made.

The future has not yet happened. About it, men can have only opinions, related to
past experience (learning). Since men can (must) choose how to act, their chosen
acts, together with the evolution of the physical world, are continuously creating
the emerging future. If this is so (as it must be), then the future cannot be known
’now’ (that is, in the continuous present). (Wiseman 1989, 268)

Our theories of the future change corresponding to our experience of past events. Every choice
we make has its affect on the future whose particular nature we cannot know. The market
participants both create the future and simultaneously try to adapt to its outcomes. The
process is characterised by a continuous interaction between the subjective interpretations and
the objective world.

Rules and the firm
Individuals exhibit certain patterns or regularities in their conduct that can be described in
terms of rules. This does not necessarily mean that individuals are aware of these regularities
or that they are explicitly stated as rules. ’A social institution is a regularity in social behavior
that . . . specifies behavior in specific recurrent situations, and is either self-policed or policed
by some external authority’ (Schotter 1981, 11). Social rules are thus behavioural regularities in
the interaction between individuals. They arise because of the uncertainty in deciphering the
complexities created by the very interactions, and because they facilitate the peaceful
settlement of conflicts. I shall concentrate on the former aspect here.

Every situation that we encounter is unique in the sense that the situation in which we
find ourselves can never recur in an exactly similar way because of the unescapable passage of
time between any two situations, hence the world is no longer the same at the latter situation
compared to the preceding one. We are, however, able to find certain similarities between
different situations. We do not seem to respond to particular situations as unique events but,
instead, tend to form categories of situations which we in some sense perceive as similar
(Vanberg 1993, 176). We can therefore identify certain types of situations belonging to the same
class. We ignore some of the unique aspects of particular situations and concentrate on the
aspects that help us to put the situation into a class of adequately similar situations. Without
this categorising ability we could not discover any similarities between past and future
situations and therefore could not choose in any meaningful sense.
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[Rules] serve to abbreviate the list of circumstances which we need to take into
account in the particular instances, singling out certain classes of facts as alone
determining the general kind of action which we should take. At the same time,
this means that we systematically disregard certain facts which...it is rational to
neglect because they are accidental partial information which does not alter the
probability that, if we could know and digest all the facts, the balance of
advantage would be in favour of following the rule. (Hayek 1967, 11)

Elimination of certain kinds of action restricts the alternatives on which conscious choice
is required; thus decisions are, in part, determined by rules which an individual may not even
be aware of. The limiting and elimination of alternative kinds of action also works as a
restraint on creative action in specific circumstances. While doing so rules prevent society from
falling into a state of chaos. Thus, the economic lives of the members of society proceed
somewhere in between the perfect rigidity of rules unresponsive to environmental change, and
the state of chaos perfectly responsive to environmental variation, the latter extreme being in
fact incompatible with the very notion of rule-following. Greater uncertainty will cause rules to
be more restrictive in eliminating particular actions. Interestingly enough, uncertainty itself
becomes thence the basic source of predictable behaviour as greater uncertainty causes
increasingly predictable regularities (Heiner 1983, 570).

Here we have an alternative view of the connection between uncertainty and the nature
of rules compared to the interpretation that in an increasingly uncertain environment rules of
conduct tend to become more flexible to be adaptive for unexpected change. Insofar as
individuals are seen to be eager to try to alleviate uncertainty, the former interpretation
appears sound. Increasing uncertainty combined with greater space for behavioural variances
increases the risk of fatal mistakes and is therefore undesirable for risk averse individuals.

On the other hand, if rules are greatly restrictive in an uncertain environment, agents are
not able to adapt to many situational variances. I argue that this is what happens in reality. The
rule-following notion indicates that individuals choose not to pursue case-by-case
maximisation because of their ignorance of the outcomes of particular situations. Instead, they
prefer predictability of future outcomes by adhering to behavioural patterns that have proved
their desirability in the past. Experimenting with rules is dependent on the degree of
uncertainty of the environment. The higher the degree of uncertainty in the environment, the
closer the changes of rules are to the prevailing body of rules. This connection presupposes a
group of people where risk aversion is more dominant than risk preference.

Uncertainty and the firm

A recognition that uncertainty itself is the basic source of predictable behaviour, as depicted by
Heiner (1983) can have some general implications for the theory of the firm. A knowledge-
based theory of the firm, presented by Conner and Prahalad (1996), explains the emergence of
the firm through its superior adaptability to future contingencies compared to that of the
market.  ‘The firm may obtain superior flexibility, because the hierarchy may economize on
bargaining costs relative to market organization in the case of meeting and handling major
unforeseen contingencies’ (Foss 1996b, 23).

I suggest an alternative connection between the firm and uncertainty. The firm is not
seen here as emerging because it can better adapt to future unforeseen contingencies than the
market but because action that takes place inside the firm itself creates stability and
predictability both inside the firm and in the market.

The firm as a hierarchical organisation is arguably less adaptive to unforeseen change
than the spontaneous market. The essence of the market process is that it improves the chances
of unknown entrepreneurs to discover. Insofar as we cannot know beforehand who is going to
discover something valuable, limiting the number of participants reduces the variety of
discoveries. A limited group of people cannot outperform the market in creativity.
Furthermore, an individual who enters a firm as an employee gives up the right to choose
freely in future circumstances as she becomes subject to the authority of her superiors
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(Goldberg 1989, 19; see also Simon 1951). In a hierarchical organisation, future behaviour is
limited within the bounds of organisational rules and the authority of higher level decision-
makers. Insofar as a firm comprises employees of non-entrepreneurial position, its ability to
adapt to unforeseen future circumstances is inferior to that of the market.

The market contains a spontaneous incentive for experimental activity as the successful
entrepreneur can benefit herself from a discovery. Inside the organisation of the firm, the
performance or value-added of a single employee is often not readily measurable as the
essence of the firm is in the teamwork. Pecuniary rewards may therefore often become
alienated from entrepreneurial discoveries inside firms. This may work against experimental
activity when risk taking is not expected to pay off: if successful, the innovator is not
necessarily rewarded by pecuniary or other means; if the experiment proves to be a failure, the
innovator may become a subject to non-pecuniary punishment. I think that it is appropriate to
say that in the market, incentive problems regarding experimental activity are generally not as
severe as inside the firm.

The spontaneous learning process in the market is able to generate knowledge that no
single person or a limited group is capable of producing intentionally (Hayek 1945). This
notion indicates that individuals can use knowledge that nobody possesses in its entirety.
Think about the modern motor car, for instance. Car production involves partly quite complex
interaction among group members and among different groups. But the knowledge they use is
not limited within the boundaries of the firm, or even within the chain from the first supplier
to the last customer. The knowledge they use has its roots in the dawn of the automobile (or
even farther in the history of transportation, if you will). The evolutionary development of the
motor vehicle contains a myriad of experiments and inventions, numerous skilful people have
contributed before the modern car emerges. Therefore, although the car manufacturers are
skilful people, they cannot even imagine the extent and complexity of knowledge they are
building upon when producing their superior models.

The firm outperforms the market in at least one respect, though. The firm is more
adaptive to changes within the boundaries of the firm itself, or to put it in another way, the
firm can control some of its internal information (which is less dependent of the plans of other
market participants) by intentional planning better than what would emerge spontaneously in
the market (cf. Malmgren 1961). Insofar as the firm partly creates the market, this may have
some significance. The methodological principle of learning from experience suggests that
firms do what they have learned to be profitable in the past. Individuals have an innate
resistance for excessive variation, so they rely on routines that have proven beneficial. This
gives rise to a semi-stable environment where discoveries can be pursued.

The firm emerges when production necessitates teamwork. Think about an entrepreneur
who gathers together a group of people to combine their skills in order to produce something
on a going-concern basis. The members of the group may become specialised as the
participation and interaction continues. The firm emerges if the entrepreneur sees that it is
more undesirable to produce for an unspecified length of time by recurrently contracting with
unfamiliar people whose skills are not known, than by incomplete contracting with people
whose skills become known during the process.

The firm creates predictability as it is based on the rule of going-concern. The
entrepreneur tries to secure that the resources available today are there also tomorrow, in
order to create predictability of the production process. And as the employees already know
what type of action is expected from them, they have incentives to act on the going-concern
basis as well. The parties are pulled towards group action as they separately try to manage
genuine uncertainty.

Some implications for the theory of the firm

In the neoclassical literature, monopoly is often considered inconsistent with competition as
the market is viewed as being close to perfect competition. Entrepreneurial action is precluded
from the framework as the price-quantity combination of a firm’s product is considered given.
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The Austrian tradition has contributed to the theory of competition breaking this picture by
introducing genuine uncertainty and entrepreneurial discoveries.

A monopoly situation is traditionally considered to emerge when a seller has the control
over supply and is protected from the possibility of others entering her market (Kirzner 1973,
101). To promote the process approach, the monopoly situation is defined here as emerging
when an entrepreneur has the control over certain resources which are thus precluded from the
use of others. A monopoly situation presented here does not, however, guarantee an immunity
from the competition of close substitutes. The entrepreneur is only protected to use the
particular resources doing what she does (Ibid.).

Emergence of the firm

Considering the nature of monopoly in the above Austrian sense we may see that the goal of
an entrepreneur is to create long-lasting or recurring monopoly situations. This aspect may
have some implications for the emergence of the firm.

An entrepreneur tries to gain lasting monopoly situations in order to reap profits. An
entrepreneurial plan may require resources and capabilities other than she herself possesses.
Insofar as the applied resources give rise to particular monopoly situations, the entrepreneur
has an incentive to get control over the resource owners. The entrepreneur wants to preclude
the possibility of other entrepreneurs of getting access to her resources. It is important to
notice that the possibility of precluding others from the use of particular resources is a result of
prevailing property rights. The fact that we have organisational arrangements we call the firm
is therefore also dependent upon the evolution of property rights.

There are some characteristics of knowledge that enhance the perseverance of a
monopoly position. Firms employ people from other firms in the same industry, they may
engage in industrial espionage and incur sometimes tremendous costs in trying to get an
access to the knowledge of other firms in their line of business. And yet they are not often able
to discover the particularities of success. This may be due to the nature of knowledge
embedded in firms as partly tacit in the sense that individuals may not be aware of the
knowledge they possess or they may not be able to characterise it enough to be able to
communicate it to others (O’Driscoll and Rizzo 1985, 104). In addition, knowledge is partly
path-dependent in the sense that what is known now is dependent on what was learned earlier.
These characteristics of knowledge work against successful imitation among firms with
dissimilar capabilities and institutions.

The transaction cost view of the firm

Coase’s prominent article on the nature of the firm (1937) examines reasons for the emergence
of an economic organisation of the firm. It also explains the changes in the firm size. He
suggests that the fundamental reason for the existence of the firm is to be found from the
outcome of human action itself, namely, from the ineradicable uncertainty of the future.
Uncertainty manifests itself in the form of transaction costs. It is costly business to search,
negotiate and contract with other market participants. In addition, many of us are risk averse
in the sense that we prefer smaller but more predictable profit to a larger but more uncertain
one. Genuine uncertainty together with our inherent tendency to actively search ways to
manage it gives rise to rules and institutions such as the economic organisation of the firm.

Coase (1937) presents the basic explanation which an entrepreneur relies on when
choosing between market coordination and the coordination of the internal organisation. The
fact that there are costs of using information conveyed by the market prices can create
incentives to strike long lasting contracts among the market participants. The size of a firm is
then defined through a comparison between the costs of market transactions and those of the
internal organisation. It should be noticed, however, that the nature of change of these costs is
uncertain. This means that we cannot, ex ante or ex post, deliberately design an optimal
combination of vertical hierarchy and market transactions. This is because we do not know all
the possible combinations and their future consequences. An entrepreneur tries to discover
profit opportunities by experimenting with alternative organisational structures and market
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arrangements. Learning is, however, of retrospective nature and as we learn by experience, we
cannot guarantee that a revision of a plan results in better adaptation. This is due to our
ignorance about particular characteristics of the future (resulted by intentional and unintended
consequences of other participants’ actions) which influence our success.

Coase captures the essence of a long-term incomplete contract between a resource owner
and an entrepreneur when arguing that such a contract ‘should only state the limits to the
powers of the entrepreneur’ (1937, 391). This is an important remark for it underlines the
nature of the future as genuinely uncertain. If the world was uncertain only in the stochastic
sense, that is, that we were able to know the probabilities of the alternative futures and were
uncertain only about which one will actually disclose, we could, in principle, reach a perfect
contract by including these ‘facts’ as terms of agreement. But to our annoyance (or perhaps
enjoyment), the world doesn’t appear that way.

Transaction costs and ignorance

Despite its close-ended flavour of mainstream economics, Coase’s article of 1937 can give some
insight to the open-endedness of the economic organisation. There are some fundamental
obstacles that, I believe, should prevent from taking our calculative ability too much for
granted. First, we are ignorant of many valuable things around us and especially of those not
yet existent. Second, our ignorance about the particularities of the future gives rise to
imperfection of planning. Third, knowledge is dispersed in the minds of individuals in an
unpredictable way and we cannot communicate even the knowledge we possess ourselves in
totality because much of it we can reveal only in particular situations. Fourth, our reasons are
limited in the sense that although, in principle, we can discover valuable things, there is no
guarantee that we ever will.

Entrepreneurs are ignorant about many input combinations that could be discovered
and thus would result in change in the transaction-costs of market exchange in relation with
those of the internal organisation. Secondly, the path of a firm is not independent of the past
decisions and it can be argued that customs and routines may have more explanatory power in
determining choices than case-by-case calculation (Vanberg 1994a, part I).

The positivist approach to transaction costs gives an altogether different view of the
firm. Kirzner holds that:

the ”full-awareness” interpretation of equilibrium need not mean full knowledge
of all relevant information; it may mean merely full knowledge of how to acquire
(costly) relevant information. Ignorance may thus be consistent with market
equilibrium to the extent that it is known that removal of this ignorance is not
worth the cost of such removal (Kirzner 1990, 26).

If it is, however, already known in advance that the cost of removing ignorance (acquiring
more relevant information) exceeds the benefits of that removal, the nature of the further
information is necessarily also foreknown which again would require perfect knowledge of the
relevant information at the initial moment. How else could we know beforehand whether or
not it is advantageous to remove this ignorance? Ignorance, it is argued here, is not consistent
with market equilibrium in any situation. Search of valuable information cannot be totally
without risk. A newly discovered opportunity to trade may or may not lead to a net return on
search costs. This result cannot, however, influence the decision to engage in information
efforts ex ante since one cannot yet know the outcome of the search. And ex post it is impossible
to change the information costs incurred. The information will thus be used irrespective of
how costly it was to acquire (Streit and Wegner 1992, 137).

Insofar as optimisation itself is a costly process, the optimal degree of optimising
behaviour cannot be discovered by solving the initial optimality problem (Argyrous and Sethi
1996, 481). Instead, the emerging circularity problem shows that optimising cost cannot be
completely handled in an optimising model (Conlisk 1988, 214-5). What I want to suggest here
is that transaction costs are real world phenomena that we take into account when making
plans but we cannot acquire all the relevant information, ex ante nor ex post, about them in the
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positivist sense.

The nexus of contract view of the firm

The nexus of contract view of the firm, introduced by Alchian and Demsetz (1972) takes an
alternative view to the existence of the firm. Long term contracts are, according to their
original view, not the essence of the emergence of the firm (ibid., 74). Instead, the
employer/employee relationship is seen as analogous to spot market transactions between any
two exchanging parties. The economic organisation of the firm arises to solve externality
problems brought about by technological indivisibility and asymmetric information in team
production. The contracting parties lack incentives to pursue beneficial collective goals if the
individual marginal product is of nonverifiable nature and only the joint product is observable.
This gives rise to incentives to shirk leaving the costs of free-riding upon other parties to bear.
What we have here is a typical case of the Prisoners’ Dilemma situation (figure 1) which leaves
gains from trade unutilised: mutual cooperation of A and B would yield the largest total
returns (4+4=8), but either one gains from opportunistic behaviour if the other one acts bona
fide (7+0 or 0+7). Both players are aware of this and are therefore not willing to risk being left
empty handed. So they both defect (2+2=4) and end up in a worse personal situation compared
to the cooperative mode of behaviour.
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defect

Fig ure 1
Prisoners’ Dilemma

The economic problem is to find an institutional arrangement that internalises the
externality problems created by measurement difficulty and moral hazard. A suggested
solution to this problem is that one of the team members who specialises in monitoring other
members’ inputs and/or outputs is given the residual right for profit. The monitor will then
have an incentive not to shirk herself. (Alchian and Demsetz 1972, 83)

One may ask, however, who gives the residual right? The above presentation deals with
the firm as if it existed in an institutional vacuum. As if nobody owned the residual right from
the start and as if the firm was set up by a joint agreement upon division of tasks among the
members. Both these implications are far from reality in most firms. The firm is set up by an
entrepreneur who possesses the property right over particular resources, normally in the form
of capital. A set of contracts between the employer and the employees is not analogous to
mutual agreement among group members upon the rules of the game (The type of a firm I am
considering here is not a workers’ cooperative). The prevailing body of law largely defines the
limits and powers of contracts between the employer and the employees. Therefore it seems
appropriate to examine the firm in an institutional context.

An evolutionary perspective of the firm

In this paper, the firm is perceived as an institution evolving in an open-ended universe which
is characterised by dispersed and limited knowledge and genuine uncertainty. The outcome of
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a firm is brought about by cumulated, idiosyncratic capabilities. These capabilities are often
tacit and path-dependent due to the nature of knowledge depicted earlier in this paper. In
addition, capabilities are not directly deductible from the group members’ combined abilities
because the former also comprise institutions, such as organisational culture and tradition,
which are not resolvable into individual abilities.

This paper recognises that capabilities do not generally emerge nor cumulate
accidentally. Insofar as this is the case, we can try to analyse the underlying processes that give
rise to desirable as well as undesirable outcomes. It is suggest here that capabilities (and
negative capabilities for that matter) are brought about by the underlying rules and institutions
of the firm.

Abilities to discover novelties and imitate rules that have proven successful in other
groups are central in the survival of a firm. Rules emerge both spontaneously and through
deliberate institutional-constitutional design (Vanberg 1994b). Intentionally designed rules are
perceived as experimental inputs into the evolutionary process of the firm which itself is beyond
anyone’s capacity to control or guide in totality. This is due to the recognition that neither
individuals nor firms are independent of the catallaxy, the game of the market.  Instead, they
are interdependent with the spontaneity of the market process and the evolution of social
rules.

Concluding remarks
In the theory of the firm literature, it has been recognised that firms differ with respect

to their capabilities (e.g. Langlois 1992, Foss 1996a, 1998, Loasby 1998). The idiosyncratic, path-
dependent and often tacit nature of capabilities eliminate the opportunity for easy imitation
among firms. I see capabilities essentially as forms of knowledge. Learning is not a solution to
the knowledge problem because its nature is essentially backward looking. I suggest that
insofar as capabilities do not emerge and cumulate by accident, some observable underlying
explanations exist that give rise to them. One prominent explanation is suggested in this paper,
namely, rules and institutions. Rules facilitate stability and expectancy, both which are needed
in order to cumulate knowledge in any meaningful sense. Imagine a person acting without an
ability to adopt any (personal or social) rule. Every action she takes upon herself is purposeless
because her action is totally random and there can be no learning from experience whatsoever.
Although she may have a good memory of past events, the pool of information in her head
doesn’t tell her anything about the expectancy of the future because she cannot find any
pattern or connecting idea between separate events. It would be useless to consider that kind
of process a cumulative one.

It is suggested further that rules and institutions not only help us survive in this world,
they also select behaviour.  We cannot learn from the unique aspects of separate events but we
can do so from what we consider similar. We seem to be more interested in trying to figure out
the underlying rules of successful behaviour than particular outcomes themselves.

The firm emerges as a means to manage genuine uncertainty. The twofold consequence
of the firm is that it creates predictable behaviour facilitating coordination of plans both inside
the firm and in the market. The coordination is, however, open-ended in the sense that plans,
both inside and outside of the firm, are of experimental nature. The firm is therefore not an
optimising unit nor does it guarantee increasing coordination of the market process as a whole.

This paper has tried to examine some characteristics of the combination of genuine
uncertainty and rule-following with reference to the firm. The resulting market order remains
open-ended although social processes comprise not only unintended consequences but also
intentional design. But insofar as we are not able to foreknow the future, purposeful plans
remain experimental inputs into the evolutionary process.
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