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"ABSTRACT

DIVISION OF LABOUR, INCREASING RETURNS AND
INSTITUTION OF FIRM

The title“Division of Labour, Increas-
ing Returns and Institution of Firm”may
seem puzzling. However, it is not my real
intention. In this book,I try to construct a
general theory about the nature of the firm
with the definition and analytical tool of di-
vision of labour and increasing returns
based on neoclassical theory and the theory
of the firm. The theory gives a legically i-
dentical illustration about the change of
scale and the evolution of organization of
the firm. On the basis of this theory,I try
to theoretically interprete such practical

problems as reform of state-owned enter-




prises and predict its trend,as well as the
implication of policies in the theoretical
analysis of the book.

According to classical economics repre-
sented by Adam Smith ,market competition
can maximize the social welfare during the
process of resource allocation, and division
of labour can increase the efficiency of pro-
duction, both of which make the indispensi-
ble aspects of economics. In neoclassical for-
mulas for the function of market competi-
tion, the theory of production function and
consumption function make the effect of di-
vision incompatible with the market compe-
tition. In details, neoclassical economics de-
duces the supply function from the produc-
tion function and the assumption of maxi-
mizing the profits; it deduces the demand
function from the consumption function and
the assumption of maximizing the utility;
and it deduces from the equality of demand
and supply the equilibrium of market which
can coordinate individual interest. Among
these logical argumentation, the non-scale-
return production function only reflects the

relationship between input and output, but
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it does not show how the level of specializa-
tion as well as the structure of organization
affect the efficiency of production. Smith’s
theory of division depends on the axiom that
division of labour can improve the efficiency
of production and it is concerned with the e-
conomies of scale. Thus, the theoretical
frame of neoclassical economics successfully
expounds the first aspect of classical eco-
nomics, but conflicts with the second one.
“Neoclassical economics describes the techni-
cal condition of the firm by means of pro-
duction function, while the central part of
production theory which Smith, Marz and
Young hold is about the relationship between
the efficiency of production(level of technol-
ogy)and economic organization in society. So
Jar as production theory, neoclassical eco-
nomics abandons the essence of the classical e-
conomic theory. ”(Yang Xiaokai ,1989)
Neoclassical micro-economics focuses
its attention on market transaction, and its
subject matter is the function of price in
achieving the equilibrium between demand
and supply. Under the tradition of neoclassi-

calism, the firm is simplified as the assump-




tion of achieving maximization of profits and
is formulated by production function as the
input-output relation under the premise of
the given resources and the level of technol-
ogy. Some things are not regarded as the ob-
ject of study,such as why the firm exists,
how the scale of the firm is determined and
what are the structures of organization
within the firm,and so on. The general equi-
librium theory,which serves as the destina-
tion of neoclassical micro-economics, was
established under rigorous assumptions as
its premise,such as non-existance economy
of scale, complete market, full information
and non-existance of externality. If those re-
quirements are fulfilled ,the market will au-
tomatically reach the optimal equilibrium
without concerning the firm. Therefore ,neo-
classical economics pays no attention to
studying the problem of the firm,and natu--
rally there is no theory of the firm in it at
all.

The analytical tool of neoclassical eco-
nomics is another reason why it ignores the
research of the firm. In 1930s when Mar-

shall set up the theoretical frame of neoclas-




sical micro-economics ,nobody knew how to
deal with the policy-making problems of ex-
isting corner solution, and the method was
found in 1950s. Economists have to evade
corner solution in order to apply the
marginal analysis which is based on inner-
point method. A central point which classi-
cal economics studies—— the relationship
between division of labour and efficiency of
production,can only be formalized by intro-
ducing corner solution. Hence, neoclassical
method shifts the kernel of economic re-
search from division of labour,specialization
and the problem of economic organization to
resource allocation within the given struc-
ture of organization. Why the division of
labour takes place? Why is the economic or-
ganization getting more and more special-
ized 7 Why the firm comes into existence?
Why is the organization of the firm getting
more and more complicated? All of these
questions are the puzzles which neoclassical
economics can not work out.

Being an important theory branch of
modern micro-economics, the theory of the

firm originated in 1930s. Its research object




mainly includes two related aspects—— the
nature and inner structure of the firm. The
former indicates the origin and scale of the
firm, which was set up by Coase;the latter
indicates the principal-agent relationship
and incentives, which was developed by
Berle and Means. Since then, the theory of
the firm had not advanced further until
1970s. Then its value was gradually ac-
knowledged by many scholars,who followed
the two clues to study the theory of the firm
from different point of view.

After 1970s, its rapid development
made the theory of the firm the vanguard
field in modern economics. The theory of
the firm, however, has not formed a com-
plete theoretical system up to now. Almost
all the academic schools and theoretical
branches study the firm only from their own
aspects, while keep up a logical congruity
and compatibility is overlooked. For this
reason,all of them lack a complete interpre-
tation of the firm. In general, the theory of
transaction cost, which discloses the nature
of the firm, and the theory of principala-

gent, which discloses the internal structure




of the firm,are separated from each other.
That is to say,although the application of
the definition and analytical tool of transac-
tion cost can explain the relation between
firm and market to a certain extent,it can
not show the principal-agent relationship,
incentive and co-ordination within the firm.
It is clear that not only every school of the
theory of the firm has its own one-sided
version, but the theory of the firm itself
does need a systematic and logical frame-
work.

The purpose of the book is to rectify
the deviation of cognition in neoclassical
theory as well as to build up a systematic
and logical framework of the firm theory. I
have to admit that it is hard to find a satis-
factory one within the current frameworks
of the theory of the firm. Having re-exam-
ined classical economics,] find among them
so many deep thoughts which supply us
with guiding direction of research. The firm
is connected with division of labour in soci-
ety,and itself is also the organization of in-
ternal division. Thus,division of labour (in-

cluding division of labour in society and in




firm)is the key point to explain the nature
and internal structure of the firm. The rea-
son why neoclassical economics abandoned
division of labour within its theoretical
framework of market competition lies in the
trouble of adopting division of labour into
its theoretical system. It is important to give
a convincing explanation about increasing
returns. Using the concepts and analytical
tools of division and increasing returns, I
propose a general theory about the nature of
the firm;and with the same logic,I show the
evolution from traditional firm to modern
one. Generally speaking,since the origin,the
scale change and the organization evolution
of the firm can be explained within the same
logical framework which takes division of
labour and increasing returns as its central
point, this book may be valuable to con-
tribute to the development of theory.

The reform of firms as the decisive step
of the economic system innovation in China,
though having achieved some acomplish-
ment,is hard to go ahead at present. One of
the crux is the limitation of the theory of

the firm guiding the reform practice effec-




tively. In our academic circles of economics,
studies of the theory of the firm and the re-
form of state-owned firms are developed es-
sentially at two levels,one is the summaries
of the relative documents overseas,the oth-
er is positive research on the problems,rea-
sons and measures of the state-owned
firms. Lacking a set of theories based on the
theory of the firm for analyzing the nature
and operation characteristics of the state-
owned firms,it is not easy to understand ex-
actly and thoroughly the current problems
and the reasons about the state-owned en-
terprises. And the problems can not be
solved completely. On the basis of the com-
parison and synthesis of theories of the
firm, or the developed theory of the firm,
the book tries to meet the practical need for
building up a modern institution of firm and
to study the problem of the reform of state-
owned firms. So the book has some practical
significance as well. -

There are eight chapters included in
this book.

It begins with an introduction in Chap-

ter 1. First, I make briefly a comment on
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neoclassical theory and the theory of the
firm, then I evaluate the theoretical value
and practical significance of the book. After
discussing the methodology of economics, I
spontaneously give my methods of research.
In my opinions ,what must be pointed out is
that theoretical innovation originates from
logical criticism during the period of deduc-
tive reasoning, and what applied to the
study of the firm theory is the methods of
deductive reasoning and logical criticism. At
the end of Chapter 1,1 give an introduction
of the structure and primary contents of the
book.

In Part I which consists of Chapter 2,
3 and 4,the nature of the firm and its evolu-
tion are discussed. They are the important
parts of the firm theory.

In Chapter 2,1 summarize the theories
of the firm. The criticism about neoclassical
theory of the firm develops at two lev-
els——the theory of general equilibrium and
neoclassical method. It is vital to reunder-
stand neoclassical micro-economics from the
angle of the theory of the firm. The discus-

sion about Coase’s theory of the firm(the
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theory of transaction cost)is after the defi-
nition of transaction and transaction cost.
From my points of view,it is not complete
and scientific to explain the origin and scale
change of the firm using the theory of
transaction cost. However,it provides a new
method of thinking. The substantive devel-
opment of the theory of transaction cost is
of many aspects,among which chiefly dis-
cuss the theory of indirect pricing and the
theory of asset specificity because they best
represent and direct the theory of transac-
tion cost. We agree to such idea that
Coase’s theory can be divided into two
branches—— one is developed by Steven
Cheung,the other is by Williamson, Yang-
Ng Model and Grossman-Hart-Moore Mod-
el are the ownership theory of these two
branches ' respectively. (Zhang Weiying,
1995)

I put forward a general theory about
the nature of the firm in Chapter 3. First,]
propose a basic explanation about the origin
of the firm on the basis of Smith’s theory of
exchange and division of labour ,and Marx’s

analyzing of division of labour and handi-




