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ABSTRACT

THE DIVISION OF LABOR AND
THE TRANSACTIONS:

A GFENERAL THEORY AND ITS:
APPLICZTION TO THE PROBLEM
OF UNSPECIALIZATION IN CHINA

I

This book discusses the problem of the divi-
sion of labor whichis a very old but eternal
theme in Economics. It seems that what
Adam Smith hadsaid about it is all what
Economics can say,so economists after him,
except a few, hardly talk about it again.
However, what happened in China reminds
us that Adam Smith did not give us a per-
fect explanation about the problem.
Contrary to the tendency of specializa-
tion described by Adam Smith, there has
been an interesting phenomenon in China in
these decades: enterprises prefer producing



parts and components of their products by
themselves to purchasing them from the
market. There is a tendency among en-
terprises in China to become a so-called
“full-function factory” which produces most
of the parts and components it needs at a
scale far from economic scale. Such a pro-
blem has troubled the Chinese government
and economists for many years. Almost all the
cfforts of the central government to change the
problem of unspecialization failed. This gets
us into a dilemma: now that specialization
can bring benefit to people, why enterprises
in China would 1ather choose unspecializa-
tion ? It seems that the economic theory
of division of labor, which we need and can
be regarded as a “perfect” one, should be
able not onty to explain why the dirision
of labor has developed, but also to indicate
the reason why the specialization could NOT'
be advanced.



II

People must maintain their comsuption
and production through exchange with
others once the division of labor appears, since
people can not divide their comsuption while
they can divide their production. The theo-
ry of division of labor is concerned not only
with the relationship between human beings
and the Nature but also with that betweeen
human beings. Therefore, it is impossible
to further the analysis of division of labor on-
ly depending on the approach of standard
economics which mainly focuses on the prob-
lem of resource allocation, i.e. the rela-
tionship between human beings and the Na-
ture. However, the classical political econ-
omy and its modern successors, such as
Institutional Economists, including old, neo-
and new ones, can give us some help,
since they traditionally consider economic
problems from both the relationship between



human beings and the Nature, and that
between human beings themselves.

In order to resolve that dilemma men-
tioned above, we must study people’s behavior
in their transactions as well as in their pro-
ductions. Accordingly, the Institutional Ap-
proach, which emphasizes the study of both
transactions and productions, will be the
main theorietical method in this book. the
concept of “Transaction Costs™; which is de-
veloped by New Institutional Economics, will
be the key concept in the analysis, and a cc-
mbination of the methods of the Neoclassical
Economics and the Institutional Economics
will be a methodological goal I seek for in
the research. ‘

I11

This book consists of three parts. In
the first part, which includes two chapters
(Chapter 1 and 2), problems and basic con-
cepts are presented. Chapter 1 expounds the



fundamantal concepts and classifacation of
division of labor and specialization, discusses
the economy of division of labor, and review
briefly the Listory of the division of labor and
specialization. Division of labor and specia-
lization in production is here defined as a kind
of production form. Correspondingly, un-
specialization is another kind of production
form which does not carry out the division of
labor in production. In real world, human
beings may make choice between the two pro-
duction forms. Dynamically, there is a pro-
cess of specialization when people adopt more
specialized form of production, and there is
a process of vitercal integration when people
make the opposite decision. In terms of both
technology and law, we can divide the ver-
tical integration into two kinds: High Verti-
cal Integration and Low Vertical Integra-
tion. Although there are various discussions
about the benifits of (i.e. economies of) di-
vision of labor and specialization, I in this
book simply explain them as that a given pro«



duction operation arrives at optimal produc-
tion scale through division of labor, which
otherwise can not be achieved by the uns-
pecialized form. The optimal producton scale
implies that the average production cost is
lowest. The marginal return of division of
labor is the difference between the average
production cost of the optimal production
scale and that of the unspecialized produc-
tion form. Therefore the marginal return of
division of labor may also be regarded as
marginal saving in production cost.

No doubt, the level of division of labor
and specialization in China has increased
since 1949. However, the tendency of un-
specialization can not be neglected. In Chap-
ter 2, 1 describe the problems of unspeciali-
zation as phenomena of “full-function fac-
tory”, “general workshop”, ‘“pocket-society
enterprise”’, “low-scale duplicate investment”,
*non-diversity of products’” and “similarity
in industrial structures between .re-gions’.
Dynamically, the tendency of unspeciali-



zation is the incarnation of unspecialized
choice of enterprises and regional govern=»
ments against the specialization efforts of the
central government.

Iv

The second part is the core of this book.
In this part, in order to answer the question
why people choose specialized production
form or unspecialized one, and find the nese-
ccary and sufficent conditions of the develo-
pment of division of labor and the expansion
of firm scale in modern history. different
forms of transaction activities and their costs
are analysed

The development of division of labor in
production inevitablly brings the increment
of people’s contacts with each other which
is defined as Transantion Activity. In Chap-
ter 3, Transaction Activity is regarded as
a general concept with the same importance
as Production Activity. While production



activity is an economic activity by which
peeple obtain benefit from Nature, transac-
tion activity is an economic activity by which
people gain from the transactions between
themselves. In maximizing people’s inetrest,
there is an alternative relation between trans-
action activity and production activity; 1In
employing and consuming the same resources,
there is a competitive relation between then:.
Since it is a kind of economic activity, tran-
saction activity can provide utility but it al-
so needs costs. The factor determining the
transaction utility and transaction costs,
besides transaction technology and social eco-
nomic situation, is mainly the fransaction
form. The forms of transaction may basical-
lv be classified as bargaining transaction,
manageria! transaction and rationing tran-
saction (as Commons defined). A set of
iransaction activities obeying the same trans-
action form is called an institutional arrange-
ment. The market, the firm and the gov-
ernment are three institutional arrangements



corresponding to those three kinds of transac+
tion forms mentioned above. There are
complementary relations among these three
forms when they realize different transac«
tional functions; there are alternative rela-
tiors between them when they work for the
same transactional function.

Chapter 4 is a static analysis of the prob-
lem of “why people choose specialized or
unspecialized production form”. The ana-
lysis develops in two dimentions: one is varied
transaction forms and the other is varied
states of market structure. Given market scale
and resources, an individual or an economic
organization may make choice between two
production forms, the specialized and the
unspecialized, and between two tiansaction
forms, transaction thiough market and one
within firms., These two production forms
and two transaction forms may envolve three
basic choice combinations: (1) specialized
production through market transaction; (2)
specialized production within firms and (3)



unspecialized production within firms. Wheth-
or an individual or an economic orgnization
adopts the transaction form through market
or within firms depends on which one of these
two transaction forms has lower unit transac-
tion cost. When the marginal cost of market
transaction. equal to that of intrafirm tran-
saction, the specialization level of a firm a-
chieves eguilibrium, and at this point its scale
is determined. When the maginal cost of mar-
ket transaction and that of intrafirm transac-
tion are higher than the marginal return brou-
ght by the specialization, people would rather
choose the unspecialized production form.

The higher the unit cost of market trans-
action is, the more difficult it is to realize
the specialized production through market;
and the stronger the monopoly power in mar-
ket and the higher the transaction costs, the
more reluctant the consumers are to buy the
products by specialized production. To mo-
nopolistic producers, the monopoly behavior
is an alternative choice to specialized stragedy.



People would not be willing to adopt special+
ized production form if they are able to ob-
tain higher benefit by monopoly behaviors
such as trade association, cartel, controlling
stock company and trust. The government
activities may have either active or negative
effect on the market structure. Monopoly
power may be reduced by enacting laws and
regulations to restrict monopoly behavior
and guarantee fair competition. However,
other government measures intervening mar-
ket, such as the high regulated price, the
low regulated price and prohibition of free
entrance and exit and so on, are possible to
make the market power stronger, or result
other similar consequences. The low regu-
lated price is a government intervening mea-
sure which has a special meaning. The
low regulated price inevitably brings about
shortage of supply which may increase the
transaction costs of obtaining the product or
service in short. The shortage makes produc-
ers and purchasers to adopt the stragedy of



vertical integration, especially low vertical
integration (i.e. unspecialized producting
the product in short by those individuals or
economic organizations themselves who de-
mand the product).

Given the supply of resources, the level
of division of labor within firms and their cor-
respording scales are determined by the unit
transaction cost of intrafirm transactions.
With the advance of division of labor and the
expansion of firm scale, the unit cost of in-
trafirm transactions may increase nonlinear-
ly. The tendency is restrained by the or-
garizational innovation of firms, such  as
adding administrative levels, dividing the
manegerial functions and multiplving divi-
sions, thus the division of labor within firms
and the firm scale can be developed. The
iz @5 a hicrarchy, however, has inlierently
four basic chortcomings: (1) The costs of
transactions between the senior and the ju-
nior are not symmetrically born by both sides;
(2) there are risks in the coriuii relations bete



