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Neoclassical Theory of the Firm

View of the firm in technological terms, a single firm is represented by a production function. Selfless Manager chooses inputs at minimal cost and (optimal) output level to maximise profit at price p*.

As output increases, variable costs increase, but fixed costs do not. Beyond a certain point further expansion becomes difficult, hence a U-shaped cost curve.
Theory weaknesses:

· ignores incentive problems, the firm is considered as a perfectly efficient ‘black box’, unrealistic

· the theory has nothing to say about the internal organisation of the form (hierarchical structure, delegation of decisions, distribution of authority)

· the theory does not identify the boundaries of the firm. Neoclassical theory is consistent with there being one huge big firm in the world and with each subdivision of each current firm being a separate firm

Principal-Agent Theory

Principal-Agent Theory specificly addresses the second issue from above; incentive problems within the firm.

If the principal could observe and verify effort (contractible), then the principal would pay w* as long as the agent exerts effort e* (w=a+ße). If effort is not observable this contract is not feasible. In designing a contract under these circumstances the parties face the classic trade-off between optimal incentives and optimal risk sharing:
high-powered: fixed component a is low, variable ß is high (piece rate) ( high incentive for agent but also high risk, or 

low-powered: high fixed component a, low variable ß ( low incentive to put in high effort, high security
Weakness:

· Theory does not explain the boundaries of the firm

· Theory does not differentiate between subdivision and interfirm trade; consistent with there being one huge big firm in the world, BUT asymmetries might be lower within firms & cost/profit sharing easier, but PA theory does not explain why. (Satisfactory to assume that the informational structure chanfes directly as a result of a merger)
Transaction cost theory

“Cost of using the market.” Writing a good contract is costly (Coase, 1937 & Williamson, 1975). Agency theory ascribes all contracting cost to the cost of observing variables. If a variable is observable by both parties, then the theory assumes that it can be contracted costlessly. But this is not the same as supposing that it is costly to write a contract.
Contracts are incomplete (legal disputes are a symptom), only perfect information would avoid contractual renegotiations. Contracting costs/ limitations:
· in a complex and uncertain world it is difficult for people to think very far ahead., and plan for all contingencies

· even then, it is difficult to negotiate about these plans and to find a common language to describe states of the world.

· even then, it is difficult to write down plans in such a way that, in the event of a dispute, a court could figure out what these plans mean.
An incomplete contract will be revised and/ or renegotiated as the future unfolds. Renegotiation imposes several costs:

· parties may engage in a great deal of haggling, which is inefficient since it consumes time and wastes resources.

· Asymmetric information may lead to inefficient outcomes.

· Incomplete contracts may deter relationship specific investments that would be efficient. Given each party’s fear that the other party will ‘hold it up’ at the renegotiation stage, the parties are likely to make non-specific investment: Hold-up problem.
It is often suggested that haggling and hold-up behaviour are reduced in a single firm. However, the precise mechanism by which this happens, are usually not spelled out. In a zero-transaction-cost world organisation form does not matter, i.e. that non-integration and integration are equally efficient.
The Property Rights Approach (PRT)

All previous theories do not explain what changes when two firms merge, the PRT tries to address this question.

There are several possible situations:

Non-integration: M1 (Manager) owns a1 (asset) and M2 owns a2

Type 1 integration: M1 owns a1 and a2 (vertical backward integration, where M2 supplies M1, (M2 = Fisher, M1 = GM), human assets do not change ownership)

Type 2 integration: M2 owns a1 and a2 (vertical forward integration)

· highly complementary assets should be should be under common ownership.
· Independent assets should be owned separately.

· Increasing returns to scale should lead to the formation of large firms, since under increasing returns to scale one large asset is more productive than two assests og half size.

Optimal integration type depends on the circumstances.
PTR is the most suitable to explain a U-shaped AC curve.
