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INTRODUCTION

.In spite of its apparent advantages the labour-managed ﬁrm is con-
spicuous by its absence while the capitalist firm continues to thrive and
to constitute the main form of business organisation wherever the mar-
ket economy prevails. In the pages that follow an attempt is made to
resolve this paradox. ‘

First, the organisation and structure of the self-managed firm are de-
scribed and the advantages, which its advocates claim it possesses over
the conventional firm, are explained. The nature of business firms in
general is then dealt with and this leads naturally to a discussion of
entrepreneurship. It is shown that the formation of any firm, no matter
what its legal form, involves entrepreneurship, and that entrepreneurship
in turn is a matter of alertness to opportunities and of the provision of
the: means whereby contractual commitments can be underwritten.
Following this, the role of venture capital in the traditional firm is
analysed and the problems which arise in dealing with risk and uncer-
- tainty in the self-managed firm are confronted. Finally, the conclusion
is reached that self-managed firms fail to emerge in the market
economy becasue they are not conducive to the performance of the
entrepreneurial functions.

SELF-MANAGEMENT

The traditional “capitalist” firm has long been regarded as one of the
main causes of the ills that beset society today. The labour-managed,
or self-managed, firm is now widely advocated as an alternative in the
belief that many of the social problems attributed to capitéliSm would
disappear if production were organised along part101patory or self-
managed lines.

Considered as an organisation the labour-managed firm is thought to
be an_alqgous to a political system governed on the basis of both direct
and indirect democracy by those working in it.! Accordingly, the
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_main distinction between it and its conventional counterpart is said to
lie in the source of control. In the labour-managed firm control is seen
as being derived from active, or working, participation within the firm
and not from the ownership of financial capital which, it is contended,
is the source of control in the traditional firm. Those who provide the
financial capital are regarded as having a right only to whatever return
they and the working borrowers agree upon.

There could be many variants of the labour-managed firm. Ideally, how-
ever, the self~-managed system as envisaged by Professor Vanek, its most
distinguished advocate, is defined by five basic characteristics and one

~ behavioural principle, that of the maximization of net income per
worker. The five characteristics are as follows:—2

(1) The firm is controlled by labour. Labour includes everybody.
working in the enterprise and each member of the enterprise has an
equal voice in decision-making. Management is conducted on the basis
of a combination of direct decision-making in major matters and indirect
decision-making in other instances through elected representatives.

(2) Income is defined as the value of sales minus all costs, including
the cost of capital, and is shared by all members of the enterprise on
the basis of an income distribution schedule decided on by the mem-
bers themselves. :

(3) The members of the enterprise enjoy the usufruct only of the
assets of the enterprise. They do not enjoy full ownership in the sense
that they may neither destroy the real assets nor sell them and dis-
tribute the proceeds among themselves.
) .

(4) Each person is free to seek to join a firm or to leave it at any time
according to what he sees as his own best interest, while each firm is
free to add or not to add a new member.

(5) The firms operate under market economy conditions.

Whether or not the members provide some or all of the money capital
makes no difference as far as control is concerned. External financing
is, however, preferred to internal financing. Vanek indeed regards ex—
ternal financing as essential to the success of the self-managed firm.3
Internal financing is rejected partly because of the danger that it would
lead to the degeneration of the labour-managed firm into a conventional
business, and partly because it would tend to produce undesirable in-
. vestment decisions. Moreover, a group of workers who wished to set
up a firm of this kind would normally not be able to provide the funds
themselves in any case.
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The advocates of self-management claim that the labour-managed firm
has many distinct advantages as compared with. the conventional
firm. '

Firstly, it does not split the personality of the individual worker into
two, as it is argued other forms of the firm do. This splitting of the per-
sonality arises, it is maintained, because in his capacity as a worker an
individual is merely a factor of production and as such cannot use his
faculties of initiative and judgement and cannot participate in the over-
all responsibility for the operation of the.firm. He is, therefore, “alien-
ated”.* In the self-managed firm, on the other hand, the individual
acquires, as Vanek puts it, “a far gréater degree of internal unity”
with consequent advantages to himself, the firm, and the community
as a whole.®

Secondly, it eliminates industrial conflict and strikes. Since there would
be no possibility of worker-owner differences and no reason for worker-
management differences there would no longer be an “industrial-
relations™ situation and, therefore, none of the problems to which it
-gives rise.

Thirdly, as there is a very high degree of ‘““‘identification” between the
workers and their firm they would be much more “production-minded™
than in traditional firms and this in turn would lead to greater produc-
tivity. Instead of trying to minimize his effort “without being noticed
by his supervisor” the worker would be concerned with how to improve
the performance of his enterprise.® Consequently, what Marshall de-
scribed as ‘““some of the minor works of superintendence” would be-
come unnecessary because the workers ‘““for their own pecuniary
interests and the pride they take in the success of their own business
make each of them averse to any shirking of work either by himself or
by his fellow workmen”.” In this connection Vanek distinguishes three
aspects of effort, namely, duration, intensity, and quality. He supposes
that a reasonable range of variation in relation to each aspect is between
100% and 200% and concludes, therefore, that “the aggregate reason-
able range for effort taken as a whole may be as high as between 100%
and 800%. Accordingly, he maintains that ‘“‘the reasonable range of
value of product of a given firm will be of similar magnitude” and that
the labour-managed firm will tend to be in the top of this range.?

Fourthly, externalities are dealt with very effectively. As Vanek argues
those who hold power and control also happen to be those who would
suffer or benefit from external effects. Hence he concludes that there
is a strong presumption that “the processes leading to the correction of
the effects of externalities will be more direct and more effective than
they would be in other economic systems”.°® .
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- Fifthly, for a variety of reasons labour-managed firms tend to have a
smaller optimum size than other kinds of firms. Moreover, as a rule firm
and plant will coincide, there being little or no place for the multi-
plant firm. Consequently, industries composed of labour-managed firms
will tend to be more competitive than industries not so organised. At
the same time, however, the ‘“‘wastes of competition” would be less and
not greater.'® .

Sixthly, as there could be no wage rigidity there could be no general
unemployment. Instead there would be a strong tendency towards full
employment. In so far as general unemployment might emerge it would
only be in conditions that would be conducive to the entry of new
firms which in turn would help to maintain and expand émployment.
The “‘general price level” might fluctuate a good deal in the short run
but the trend would be comparatively stable.!!

Seventhly, the growth potential of the economy would be very great.
Vanek envisages that as much as 20% to 30% of the net national
product could “be mobilized for investment in the long run, without
anyone feeling the burden of such national savings™.1?

Summing up the case for labour-management, Vanek says:—

“ . it can be said that under the scrutiny of economic theory
the participatory economy appears in a very favourable light, both
in comparison to an absolute standard of efficiency and in com-
parison with other economic systems. In the context of absolute
evaluation it will tend to produce solutions at or very near the
conceivable maximum and can reach very high rates of growth
and development.

“Comparatively . . . there is every reason to believe that the
participatory economy is, all things considered, superior to western
capitalist economies. In the sphere of how well it allocates re-
sources in production, it has both’advantages and disadvantages
compared to the western market alternative. It has a definite ad-
vantage in generating full-employment, long range price stability,
and growth. A similar comparative advantage, quite considerable
‘in terms of its quantitative implications, must be assigned to the
labour-managed  solution in the context of what we may term its
‘special dimensions’, that is, dimensions largely absent from econ-
omic systems where the role of labor is exclusrvely that of a factor
of production.”!3

Yet in spite of all the apparent advantages of labour-management and
in spite of the goodwill of some of the most eminent economists, .
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including Mill, Jevons, Walras, and Marshall towards workers’ co-
operatives the self-managed firm does not seem to be capable of emer-

ging as a normal form of business organisation in the market economy.!*

Despite its defects it is the traditional capitalist firm in its various
forms which flourishes while the labour-managed firm, though it is
certainly the subject of a flourishing literature, scarcely exists in prac-
tice. The reason for this paradox, we suggest, is to be found in terms of
entrepreneurship. But before we can elaborate on this we must digress -

to consider what a firm is, why it comes into being, and how it is estab- -
lished.

THE FIRM

The “theory of the firm” is concerned with problems of maximization

and minimization.!® It tells us little about the problems of organisation,

decision-making, and control such as we find in real firms.!® It is not

indeed intended to do so.!” Paradoxically, it virtually assumes that the

firm does not exist at all as an organisation.!® Hence it offers little in- .
sight into what firms are or as to how and why they are established.

Apart from the theory of the firm, however, economists have written

a good deal about the firm as an organisation and about the reasons for

its existence. Four main approaches as to what its nature or essence is

may be distinguished.

1." It is looked upon as an altematlve to the market. Its “distinguish-
ing mark”, as Coase puts it, “is the supersession of the price mechan-
ism™.1% It arises because of the costs and risks of using the market and
also because of ignorance.2® By substituting a long-term general contract
for a series of short-term ones the costs of making contracts are reduced
as is the risk that the short-term agreements will not be renewed.?!

In many cases the information that would be required to engage in
market transactions is simply not available. We cannot enumerate all
the possible consequences of a decision taken here and now nor can we
set out all the possible appropriate courses of action that ought to be
taken even in the case of the consequences we can foresee.?? Hence we
cannot conclude anything more than an extremely limited set of contin-.
gent contracts. But the firm being a “‘system of relationships” based on
long-term open-ended or unspecified contracts permlts us to organise
and manage situations as they emerge over time.?

2. The firm is regarded as the embodiment of the employer-employee
relationship and, therefore, as a “hierarchy”.2* A factor is employed
“within the firm” and the contract made with the factor supplier is
“one whereby the factor, for a certain remuneration (which may be
fixed or fluctuating) agrees to obey the direction of an entrepreneur
within certain limits”.?> Thus the direction of resources becomes de-
pendent on the buyer, or hirer, and the “relationship’ which constitutes .
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_ the firm is obtained. Accordingly the firm is a “simple” or a “‘complex”
hierarchy involving authority and subordination.?® Hierarchical organ-
isation is resorted to because it conduces to quick decision-making
and, therefore, to “adaptability” as compared with a group of auton-
omous individ uals.2? «

3. The firm is seen as a team.?® If it is possible to increase produc-
tivity through group or team production and to estimate marginal pro-
ductivity by choosing a particular input behaviour the “classical capital-
ist firm” will emerge as a means of ‘“monitoring” or “metering” the
performance of individual members of the team and seeing to it that
they do not ‘‘shirk”.2° The monitoring is performed by the “central
contractor” or owner of the firm who must have power to revise the
contracts of individual members of the team. Alchian and Demsetz
insist that his relationship to the members of the team is based on a
quid pro quo -contract in the sense that the employee “orders” the
owner of the firm to pay him money in the same way as the employer
directs the team members to perform certain acts. There is no authori-
tative control.3® The arrangement is simply a network of contracts sub-
ject to continuous re-negotiation with the central agent.3!

4.  As everyday speech reminds us, the firm is identified as an “enter-
prise” or “‘entrepreneurial unit”.32 Robbins and Stauss equate the firm
and the entrepreneur.3® Generally, however, entrepreneurship is seen
simply as a necessary element in the formation and operation of the
firm.

Leibenstein notes that the firm, which he describes as a time-binding,
input-transforming entity, is created by the entrepreneur.?? Loasby
points out that differences in valuation being the basis of profit oppor-
tunities provide a reason for establishing the firm.3® Coase refers to
the “entrepreneur co-ordinator who directs production’ and defines
the firm as ‘““the system of relationships which comes into being when
the direction of resources is dependent on the entrepreneur” 36

Mises points cut that the factors of production cannot come together
spontaneously. They must be combined by the purposive efforts of
men aiming at certain ends.3” Indeed the factors of production could
no more combine themselves spontaneously for the purpose of engaging
in production than consumers’ goods could combine spontaneously for
the purpose of providing utility to individual consumers. In each case
they have to be actively selected and-combined in appropriate ways.
The entrepreneur combifies the factors for a specific purpose. He and
the factors associated with him then constitute the “complex entity”
which is the firm.38
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The firm emerges, as Papandreou puts is, when ‘‘the owners of produc-

tive services sell them to an entrepreneur”. Thus the firm is not the

same thing as the pure entrepreneur. Rather is it that which “results

after the entrepreneur has completed some entrepreneurial decision-

making, specifically the purchase of certain resources”.?® Once the

entrepreneur has acquired some of the resources necessary to produce

a particular commodity he is, as Kirzner says, “in business” and is com- .
mitted to a particular branch of industry.*°

This interpretation of the firm is more comprehensive than any of the
others to which we have alluded. It applies to all types of firms what-
ever their size and legal form and explains why they come into being
and why they grow. It embraces what is valid in the other interpreta-
tions, places them in perspective, and gives them coherence.

The concept of the firm as “a complex entity” consisting of entrepren-
eur and factors of production leads easily to the recognition that one of —
the ways it can grow is by superseding the market as, for example,
through vertical integration if the entreprencur perceives a possibility
of profit in so doing. Williamson cites several reasons for “internal
organisation™, as opposed to market transactions, all of which are
merely instances of what might make profit possible.*! If they are per-
ceived as such by the entrepreneur they will be availed of. Otherwise
they will not. ’ o

Similarly, the hierarchical aspect of the firm falls into place since the
entrepreneur may hire labour. He does so in pursuit of an end which he
has perceived and which the individuals he hires agree to pursue with
“him in'return for the payment he contracts to make to them. They thus
constitute his “team”. He monitors the members of the team for his
own purposes; but in doing so serves their purposes also since they
choose to hire themselves where they expect to secure the greatest
remuneration, that is to say, be most productive. The firm is set up not,
of course, to monitor but to produce. Monitoring is an incidental,
albeit a very necessary, activity in the firm.

Production always requires a combination of factors since production
with one factor alone is impossible.*? An appropriate combination of
factors cannot arise spontaneously. It must be organised. In a market
economy production is carried on to meet the actual or potential de-
mands of buyers. It follows that the factors will be organised only if
someone sees that by so doing these demands can be met. Hence
production is always purposive. A factor owner may perform the
entrepreneurial function of bringing the factors together or it may be
performed by an independent initiator. He and the factors he secures to
engage in production then constitute the firm. He, or the legal entity
he establishes, plays the role of the “central contractor”. Thus the firm
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is the entity the entrepreneur creates (and which includes himself) to
engage in production for the market. Once there is production (for sale)
there is a firm. No matter how small it is it must always be regarded as -
an organisation because it must always include more than one factor
and it will always be intended to remain in being for a period of time
because all production takes time.

Production with a view to its sale is the ultimate raison d’etre of the
firm. In a production-exchange (or market) economy, therefore, though
internal organisation may up to a point replace the market the firm is
itself an essential element in the market process. Without the firm there
could be no production for sale and, as a result, no market.

ENTREPRENEURSHIP (

Before any firm can be established an opportunity to engage in business
must have been perceived and the means of acquiring the necessary
resources secured. The- perception of business opportunities and the
provision of the means of acquiring resources constitute entrepreneur-
ship.

The primary attribute of entrepreneurship may be regarded as the cap- -
acity to see, or discover, and appraise opportunities to use the factors
of production in new and better ways.** This in turn may involve
either the production of an existing good by a more efficient use of the
factors of production or the production of an entirely new commodity
the demand for which is purely potential and is seen only by the person
endowed with this entrepreneurial capacity. The capacity to see such
opportunities depends above all on alertness to actual or potential
discrepancies between current factor prices and the price of the product
the factors, when appropriately combined, will produce.** It also re-
quires imagination to ‘“see” potential demand, the ability to research
for and discover hitherto unnoticed opportunities, and the will to
engage in the line of production the opportunity for which is noticed.*®

Innovative use of the factors of production consists not so much in the
exploitation of new inventions as in “new combinations’ of the factors
themselves.*® Carrying out new combinations of resources, though it
may involve nothing more than employing existing goods to greater
effect, requires qualities of leadership which Schumpeter sees as an
essential ingredient of entrepreneurship and concerns the will more
than the intellect.”

g

The foundation of a new firm may not involve what may be called
primary innovation. A new firm may be merely a copy of an existing
one. Nevertheless, a degree of entrepreneurship is needed in founding
such a firm because a firm will not be founded unless an opportunity is
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seen to employ resources not necessarily in a completely new way but .
at least in a different way from that in which they were previously
employed. This in turn will not be possible unless the price discrepancies,
to which we have referred, are still seen to exist.

The capacity to see opportunities is highly personal and subjective in
that it depends on mental qualities and so must originate in particular
individuals. Two or more people may see the same opportunity at the
same time. But even if they do, they will see it as individuals and not as
members of a pre-existing group. Because entrepreneurship in this sense
is primarily a mental faculty it is open to anybody. It does not require
the person who exercises it to possess assets of his own. As Kirzner
stresses, entrepreneurship involves the organisation and direction of
resources to production but does not itself involve the contribution of
a resource.*8

Entrepreneurship and ownership are functionally quite distinct.#® Basi-
cally entrepreneurship, in the sense in which we are now dealing with it,
consists in buying at low prices and selling at higher prices and not in
the exchange of owned assets into assets of higher value. This can be
seen most clearly when the opportunities to buy and to sell arise simul-
taneously, that is, when there is pure arbitrage.’® In this case it is
obvious that “initial resources” are not necessary for the exercise of
entrepreneurship. All that is necessary is that the opportunity be per-
ceived and acted upon. When entrepreneurship is ‘“‘exercised across
time”, that is, when there is production, purchase must precede sale.5!
Hence the investment of capital, including venture capital, is always
necessary. The role of the capitalist qua capitalist is to provide the
entrepreneur with the means of acquiring resources. Without prior
ownership of funds it isimpossible to be a capitalist just as it is impossible
to be a labourer without possessing the capacity to work. But in order
to exercise entrepreneurship in the narrow 1n1t1at1ng sense prior owner-
ship of a resource is not necessary.’

Production and uncertainty are inseparable since production takes time
and we cannot know what time will bring. Over the above the price
discrepancies that exist by reason of the limited knowledge of each in-
dividual there are likely to be other price discrepancies arising because
- we cannot know the future. While the entreperneur can (at least in prin-
ciple) observe present price discrepancies he cannot observe price dis-
crepancies across time. He can only estimate what they are likely to be.
To a greater or lesser extent, therefore, he will always be in some degree
uncertain of them. But though he is especially concerned with the un-
~ certainties of the future, he cannot be regarded as bearing the burden
of uncertainty. It is because he estimates that the cost of the resources
he organises is going to be less than the value they produce that he
initiates a productive process. But he may be wrong. The resources may -
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turn out to have been undervalued in relation to the process for which
he uses them. If so, there will be a loss. And if there is, it cannot fall on
the entrepreneur as such since, as we have argued, he does not in his
capacity of entrepreneur commit resources to production. It must,
therefore, fall on resource owners and particularly on those who pro-
vide venture capital. Accordingly, while uncertainty and entrepreneur-
ship are inseparable in relation to production the initiating entrepreneur
as such cannot be regarded as suffering the consequence of his errors.
As Schumpeter points out, the entrepreneur unlike the capitalist is
never the bearer of risk or uncertainty.® Risk falls on the owners of
the means of production or of the money capital that was used to pay
for them. Even though the entrepreneur risks ‘‘his reputation the direct
economic responsibility of failure-never falls on him”.5* Though all
factors operate under conditions of uncertainty the capitalist bears
uncertainty and suffers the consequences of entrepreneurial error in a
special way since he alone can suffer a negative income in production.

Viewed ex ante the entrepreneur envisages profit. If he envisaged loss
he would not initiate the project. As Kirzner puts it: “Treating profit
as a residual fails to disclose that from the point of view of the pros-
pective entrepreneur the profit opportunity is, with all its uncertainty
there, it is not seen as something that may or may not be left over after
all contractual obligations have been met”.55 Profit arises because of
correct intuitions about opportunities and not for bearing uncertainty
or risk as such. It accrues to the entrepreneur not as a “reward” for
anything but because his forecast was correct. Losses arise if his pre-
dictions are incorrect but fall not on him but on the capitalists or
owners. There is thus a lack of symmetry in the incidence of profit and
loss. That this must be so arises from the fact that only those who have
assets can “dis-save”. Ultimately then it is only on capital that the
consequences of paying the factors of production more than the value
of what they produce must fall since there is no other source from
which these excess payments could come. This lack of symmetry is a
reflection of the inherent differences between capital (or savings) and
the particular goods and services which are bought or hired for use in
production.

Ex post, however, not only may there be no profit but the residual,
after all contractual commitments have béen met, may even be negative.
Hence there is always a problem as to how to meet the ex post situa-
tion should it turn out to be unfavourable. The entrepreneur “‘sees”
positive profit subjectively but he cannot guarantee it objectively. He
must, therefore, make some arrangements to anticipate the possibility
that it may turn out to be inadequate. If he were absolutely sure of the
future he could borrow the money capital he required on a contractual
basis, enter into firm contracts with the factors he wished to hire, buy

the rest for spot cash, and keep all the profit for himself. But because.

A
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he cannot be sure of the future he must seek a partner or partners who
will “‘accept” responsibility for the residual should it be unfavourable
and thereby enable contractual commitments to be entered into with
the suppliers of resources. Only those with capltal can play this role.

The suppliers of capital of this type are, of course, acting entrepreneur-
ally too. They “venture” their capital because they, too, “see” price
discrepancies which they believe will give rise to entrepreneurial profit
over and above the interest they could earn if they used their capital to
make a risk-free loan. They use their capital not only as a means of
access to the results of entrepreneurial action but also as a means of
enabling such action to be brought to fruition. By exposing their capital
to loss they accept final responsibility for the contractual obligations of
the firm and thereby provide resource owners with the assurance that
contracts they make with the firm will be honoured.>¢ Without such an
assurance resource owners would be unhkely to commit their resources
to a firm even for a short period.

Venture capitalists also act as owners in that they make a decision as to
how they will use their capital. By choosing to venture it they choose in
a very special way to expose it to partial or even total loss. But this risk
differs in degree only from the risk of loss to which all capitalis subject.

Thus the foundation of a firm requires (a) the recognition of an oppor-
tunity to employ the factors of production in a way which is better
than they have hitherto been used, (b) its appraisal, and (c) the provision
of the means whereby contractual commitments can be guaranteed or
underwritten. In addition, of course, a definite plan of action must be
devised and implemented for the purpose of realizing the opportunity
which has been recognised. The devising and implementation of the.
plan of action are functions or tasks that can be delegated to a manager
or managers but the others cannot. Initiative, on the one hand, and
final responsibility, on the other, in the nature of things are not trans-
ferable '

VENTURE CAPITAL AND THE TRADITIONAL FORM

We have now seen that the firm is an entrepreneurial unit which includes
those performing the entrepreneurial function and the resources they
organise. In other words, it is the organisation which the entrepreneur
creates in order to enter into some line of production. We may now re-
turn to the question: why in a market economy does this organisation
normally take the form of the traditional capitalist firm rather than the
‘labour-managed firm or workers’ co-operative?’

If entrepreneurship, in the initiating sense, is open to anybody, as we
have seen it is, why do workers not act entrepreneurally and set up
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their own firms? Why does a worker who does act entrepreneurally and
founds a firm, develop it along capitalistic lines rather than asa workers’
cooperative? Why does the “one-man” firm, which is the prototype of
all firms, almost invariably develop along these lines rather than along
self-management lines? Why, apart from governmental action, are such
labour-managed firms as are to be found in the market economy estab-
lished either by enthusiasts for “social reform” who are not themselves
involved in business, or as a last-ditch attempt to save jobs where a firm
is about to close down? Why in so far as they do exist have they to be
“engineered” into being? In a word, why has the labour-managed
system of industrial organisation not emerged ‘spontaneously”? In
view of the nmature of the market economy, which permits and indeed
compels innovation and experimentation not only in products but in
organisation as well and which facilitates adaptation to all kinds of
changing circumstances, it might be expected that labour-management
would have emerged of its own accord.>?

If an individual can combine the two main entrepreneurial functions in
himself there is no obstacle to his “going into business” on any terms
he wishes. It is to be expected that he would wish to set up his business
in the most straightforward and cheapest way possible and at the same
time allow himself the maximum room for manoeuvre in the future by
keeping his commitments to a minimum. This points to hiring rather
than buying in the case of capital goods, whenever possible, and to
“hiring rather than the formation of a partnership in the case of labour.
Thus the kind of firm that best meets the needs of the entrepreneur is
one based on the h1r1ng or purchase of resources.

If the entrepreneunal functions cannot be performed by one person,
that is, if the alert initiating individual has insufficient assets of his own
to start a business, it would seem natural that he should try to secure
the risk capital in the first instance because, as we shall see, without it
he would find it very difficult to proceed any further. Both entrepren-
eurial functions must be performed before a firm can be brought into
being. In order to secure the requisite venture capital the initiating
entrepreneur would have to be able to find and convince potential
“backers” that there was a profit opportunity in which they: could
participate if they provided the necessary funds. If they saw the profit
opportunity as he did they would then be prepared in effect to go into
partnership with him in the enterprise. The form of this partnership
could range from one in which the partners would seek no more than a
share in the profits on some agreed basis to one in which they became

actively involved in the promotion and direction of the businesses.>®

Venture capital is at risk in a special way as compared with the re-
sources that are hired because it becomes embodied in specific capital
goods and because it is committed to the payment of wages in advance
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of any receipts from sales. If the business fails the capital goods, which
are always to a greater or lesser extent specific, may become virtually
“worthless while the wage payments will already have been made so that
the capital may quite literally be lost. Labour, on the other hand, is
usually less specific so that the worker who loses a job by reason of
business failure can get another job without much delay in normal
circumstances. He loses “his” job, not his capacity to work. How soon
he will get another job will depend primarily on the state and structure
of the labour market.

As it is capital which is particularly at risk the forms of business organ-
isation, as Knight stresses, centre round the arrangements made for
raising it.% In other words, it is at the stage of securing the venture
capital that the crucial agreements are made which determine the form
the firm will take. Those who venture their funds buy (or hire) resources
in partnership with the initiating entrepreneur. They may do this
directly as in the case of a simple partnership, or they may do it in-
directly through the intermediary of a company. But whether they own
or hire the resources directly or indirectly it is the initiating entre-
preneur who organises and directs them so that he is able to engage in
business virtually on the same basis as if he had provided the venture
capital himself.

Once the venture capital is secured definite contractual commitments
can be made to all those who supply resources and the risk to which
they are exposed can thereby be minimized. Indeed resource suppliers
are likely to seek purchase or hiring contracts, rather than partnership
arrangements, precisely in order to minimize risk and so enable them to
make their own plans with less uncertainty than if they had to wait for
a return on the goods and services they provided until the output
of the firm had been sold.

The legal vehicle through which the initiating entrepreneur and the
venture capitalists enter into partnership is, of course, pre-eminently
the corporation or company. Except in the case of very small businesses,
where the formation of a company would not justify the expense in-
volved, the company provides the entrepreneur with a form of business
organisation which is eminently suited to his needs and also to those of
potential investors of all types. Through it the entrepreneur can secure
not only the venture capital but all other types of capital as cheaply
as possible because he can arrange the capital structure of the enter-
prise in such a way as will cater for the requirements of investors.®!

Basically the company is simply a set of contractual arrangements by
which the entrepreneur can go into business on, as nearly as possible,
the same basis as if he was able to venture his own capital in the business.
The contractual_nature of the company indicates that its origin is also

7/
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contractual 62 It developed from the partnership through the action
of individuals as a device both for raising large amounts of capital and
for spreading risk.6® Though legislation sets out certain conditions
and limitations to which the contracts underlying the company must
conform, it does not create it. The principle of limited Hability, too, is
rooted in contract.®* Being contractual in nature and origin the com-
pany does not, and never did, require the assistance of the state to bring
it into being.®% It is very much a phenomenon of the market economy
which evolved to meet real needs and which in practice was and is
found to meet them. Indeed when large amounts of capital are required
it may, in Rothbard’s words, be said to be the “natural structure” of
the firm.%¢ Being the outcome of a “natural” evolutionary type of pro-
cess, governments were never concerned with trying to establish and
propagate it as a form of business organisation nor was it ever the pur-
pose of a “social movement” to do so.

The venture capitalists, who are the partners of the initiating entre-
preneur, provide funds to enable him to acquire the resources he needs
to go into business on his own and on their behalf. It is for him, there-
fore, to decide how the funds are to be used. It is evident then that the
exercise of comirol over the activities of the firm derives from entre-
preneurship and not from the ownership of capital. Ownership ob-
viously involves control over the object owned. In the case of the firm, .,
owners use their ownership right to transfer control over the object
~owned to the entrepreneur either by selling it or by hiring it for specific
purpose. Within the firm, considered as an organisation, the control
over the disposition of the resources of the firm thus passes by agree-
ment into the hands of the entrepreneur in order that he may through
them achieve his purpose. But since the resource owners do this volun-
tarily it follows that in selling or hiring their resources to an entrepreneur ~
they are also seeking to achieve their own purposes. Resource owners,
subject to their agreement with the entrepreneur, are always free to
resume full control over their resources by withdrawing them from the
firm.

Thus capital does not give control or authority over or within the firm.
It is not a matter of capital hiring labour, as Meade, for example,
suggests but rather, as Knight points out, a matter of the entrepreneur
hiring both capital and labour.®” There is no way by which the owner-
ship of capital can confer on anyone the right or authority to control
labour. That right can be acquired only by agreement with the labourer
. who owns his labour. In so far as people put themselves under the direc-
tion of an entrepreneur it is because he has an overriding sense of pur-
pose and knows how to achieve his goal by combining resources in a
particular way. People expect that they will be able to attain their own
limited goal by agreeing to accept the entrepreneur’s direction and
thereby allow him to direct them towards his end. He knows what his
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purpose is. They know that he knows it but they need not and usually

do not know it themselves. Ultimately then it is the sense of purpose of
the entrepreneur which is the source of control and authority in the

firm. If there were no such sense of purpose there could be no firm

because it is, as we have seen, the entrepreneurial organisation of re-

sources for a particular purpose which is the origin of the firm. Thus

control and direction necessarily derive from entrepreneurship not as a

“right” but as functions that must be performed if the entrepreneurial

"objectives are to be achieved. If resource owners did not agree to allow
the entrepreneur to use their resources to achieve his objectives then

they simply would not join his firm in the sense that they would not

hire their resources to him. But by agreeing to place themselves, within

limits, at the disposal of the entrepreneur they allow him to direct and

control them. The fact that labour and the labourer are inseparable

creates certain difficulties as we have seen. But analytically labour is

no different from any other resource the owners of which contract
with the entrepreneur to use it for his purposes. In so doing it must be

presumed that the resource owner believes he is using his resource

better than he could otherwise use it.

When we view the firm in this light it is clear that the contention that
something is amiss when ownership and control are separated is without
foundation.®® As we have indicated, the control which derives from
ownership relates only to what is owned. It cannot relate to the firm
since the firm, as a whole, is a complex entity normally consisting of
many resources owned by different individuals but all necessarily under
a common overall guidance because they are all brought together for
one overall purpose. If ownership of capital were to be identified with
control then capital as such would have to be identified with entre-
preneurship. This is patently absurd since capital is a thing and entre-
preneurship is an activity. Neither could ownership be equated with
entrepreneurship since ownership is a set of rights and not an activity.

ENTERPRENEURSHIP AND THE SELF-MANAGED FIRM

Workers cannot join fully-fledged labour-managed firms that arise
spontaneously out of thin air. The labour-managed firm just like any
other type of firm consists of several factors of production. As we have
stressed, the factors cannot organise themselves spontaneously. They
must be deliberately organised and brought together. But before this
can be done an opportunity to combine the factors in new and better
ways must have been perceived. In other words, some person or persons
must display entrepreneurial alertness and act to realize the opportun-
ity that has been noticed. Who will perceive the opportunity and who
will take the appropriate action in the case of the labour-managed
firm? These questions are simply another way of putting the question:
who will set up the labour-managed firm?



LABOUR MANAGEMENT AND THE MARKET ECONOMY 31

Vanek suggests that there are four ways in which such a firm might be
set up, viz., by the government, by a local authority, by an existing
labour-managed firm, or by a group of workers.®® Since we are dealing
with the problem in the setting of a market economy we must exclude
the first two possibilities. We must also rule out the third since it brings
us back to the question as to how the founding labour-managed firm
itself came into being in the first instance. We are, therefore, left with
the fourth possibility.

Alertness and initiative, as we have already noted, are highly individual-
istic characteristics. An .opportunity is likely to be perceived by an
individual rather than by a group. Similarly, the initiative to exploit the
opportunity is also likely to be taken by an individual. Vanek argues
that one of the main functions of labour-management is to create the
conditions of a collective mind.”® But even if it succeeded in doing so
after the firm had been in being for some time, and it is highly doubtful
if it could, we certainly could not expect a collective mind to exist even
before the firm was set up. Collective entrepreneurship could no more
be expected than collective art. Even if we were to assume that a group
could be alert and could take an initiative it could be nothing more
than sheer coincidence if the group seeing the opportunity also happened

to have the appropriate distribution of labour skills to exploit it. There
are only two cases where a group contemplating the setting up of a #

workers’ cooperative has the appropriate distribution of personnel to
operate it. One is where an existing firm is converted into a cooperative.
The other is where a number of tradesmen combine to set up a small
workshop.”! But even in such cases it is most probable that the initiative
is taken by a single individual rather than that all the workers con-
cerned simultaneously see the possibility of forming a cooperative.

There seems to be no doubt then that in a market economy labour-
managed firms, like all other kinds of firms, would have to be promoted
in the first instance by an individual. This is not because members of
the “working class” as such are more lacking in the entrepreneurial
qualities than any other group in society.”? It is rather because entre-
preneurship is essentially and by its very nature a set of highly in-
dividualistic functions which simply cannot be performed collectively.
The idea that there could be collective alertness and initiative is basically
as self-contradictory as the idea that everybody could be first. Since
entrepreneurship is above all else a mental attribute, collective entre-
preneurship would indeed require a collective mind.

We must now consider how the second main aspect of the entrepren-:

eurial rble, that is, the bearing of final responsibility for the contractual
commitments of the enterprise, is to be performed in the labour-
managed firm. The workers’ cooperative, just as much as any other kind

of firm, operates under conditions of uncertainty. There can, therefore,
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be no assurance that the residual, after all contractual costs have been
met, will be positive. The possibility that it might be negative must be
arranged for from the start as in other kinds of firms.

In the conventional firm the residual income goes to those who supply
the venture capital. Indeed what distinguishes venture capital from
other kinds of capital is that it is the means by which the contractual
payments the firm makes can be underwritten and is itself in conse-
quence particularly exposed to the risk of receiving no positive return
and even of being entirely lost. In the labour-managed firm the residual
income goes to the working participants. At first sight then it might
appear as if there is “venture labour” in the labour-managed firm
analogous to venture capital in conventional firms and that it is labour
which is exposed to loss if the firm’s receipts are insufficient to cover
its contractual outlays.”® Besides, as labour cost is normally very much
bigger than the return to equity capital, it might also appear as if there
is a much larger “‘buffer’ between a firm’s receipts and its contractual
outlays in a labour-managed as compared with a conventional firm.
Consequently, it might look as if the risk run by lenders on a fixed
interest basis is less in labour-managed firms so that the cost of borrow- -
ing at contractual rates would be lower than in ordinary firms.

There is, however, one very important difference between labour in the
labour-managed firm and venture capital in the conventional firm. The
supplier of venture capital can and must wait for his return while the
supplier of labour cannot. In the nature of things the working members
of the cooperative would have to withdraw income at frequent intervals
as the process of production proceeds and in anticipation of the sale of
the product. To a greater or lesser extent indeed, depending on the
length of the process of production, they must necessarily hire capital
in order to pay themselves ‘“wages”. The part of capital so used is a
wages fund which is ““advanced’ by the capitalists to the workers. But
it places the working members in a dilemma. If they draw their “wages”
regularly in anticipation of the sale of the product they cannot be sure
that receipts will be sufficient to cover not only their own drawings but
also the various contractual commitments of the firm including, of
course, the contractual commitments to the suppliers of capital. More-
over, the suppliers of capital will know that the risk they run in lending
capital to a labour-managed firm operated on this basis would be
greater rather than less than in the case of a loan to a conventional firm.

It would seem, therefore, that if the labour-managed firm is to give
some degree of security to its creditors and thereby be in a position to
engage in business, some arrangement must be made whereby venture
capital is in fact provided. One possible way of doing this is by raising
capital on a variable return basis by the issue of non-voting shares.”?
This would give the shareholder a return which would be related either
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to labour income or to the value added in the cooperative. In principle
it would mean that the residual would be divided between the working
members and the providers of venture capital. But, as we have seen,
total labour income is not, in fact, a residual. Wages are drawn not only
in anticipation of the sale of the product but even before many of the
contractual commitments of the firm. are met. Hence there would be
very great, possibly insuperable, difficulties in deciding ex ante what
the working members would withdraw during the production period.”’

Even if such a decision could be made, its implementation would have
to be supervised or “monitored” by or on behalf of the suppliers of the
venture capital because of the absence of ‘“‘commitment’ on the part of
the members of the labour-managed firm.”¢ This lack of commitment
is an inevitable consequence of the fourth characteristic of the labour-
managed system which means that the working participants can leave
the firm at any time they wish (see above). But if the participants were
to be monitored in this way a form of co-determination would prevail
and the firm c¢ould not be said to be a self-managed one in the full
sense. On the other hand, unless the providers of venture capital were
to be in a position to see to it that their funds were being properly used
they would be virtually making a gift of them to the members of the
firm. '

If capital were borrowed on a fixed interest basis the members of a
labour-managed firm would have no alternative but to try to solve the
problem of the venture capital themselves by keeping their regular
withdrawals of income as small as possible so as to build up a ““contin-
gency fund” to cover a possible deficiency in the firm’s receipts as com-
pared with its contractual outlays which now would include interest. In
other words, they would have to treat their income, in part, asa residual
by deferring its withdrawal to the greatest possible extent so as to give
the firm’s creditors some assurance that it could pay its debts. If they
were to do this, however, they would in effect be “saving” and so
playing a capitalistic role in regard to the financing of the firm. Accor-
dingly, the preference for external financing could not be fully im-
plemented.

Whether such a contingency fund could be large enought to enable a
realistic assurance to be given to the firm’s creditors that they could be
paid if sales turmed out to be less than was anticipated is very much
open to question. Vanek offers no evidence in support of his contention
that labour productivity would be very high in the labour-managed
firm. Others contend that it would be low either because management
would “shirk’ or because of disciplinary problems.”” In the absence
of evidence one way or the other it seems to be more realistic to-assume
that productivity would be very much the same as in similar conven-
tional firms. If this assumption is correct the extent to which the
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working participants could defer the withdrawal of income would be
very limited. Hence the guarantees that could be given to creditors
would also be very limited and the cost of raising loan capital and doing
business generally, other things being equal, would be correspondingly
great.

Nevertheless, an initiating entrepreneur might believe that an adequate
contingency fund could be built up and that other things would not be
equal, and so might decide to set up a labour-managed firm in prefer-
ence to another kind if he saw an opportunity to use resources advan-
tageously. He would then be faced with the two inter-related tasks of
raising the necessary capital on a fixed interest basis and finding pros-
pective partners.

But whatever the contractual terms of a loan to a labour-managed firm
were the lenders would really be in the position of venture capitalists as
regards risk. In addition to the ordinary risks of business, lenders to a
labour-managed firm whether on a “fixed” or a variable return basis
also run the risk that the working participants would use the funds to
pay themselves high wages and then leave the firm if it became evident
that their contractual obligations could not be met. There would be
nothing to prevent them from doing so since they themselves, as we
have seen, would have no commitment to the firm.”® It would be very
difficult for an initiating entrepreneur to give any guarantee to the
prospective lenders on behalf of his prospective partners that this would
not happen especially as the borrowed funds would, in part, be required
to pay wages. Even if it were possible to devise a method of ensuring
that “excessive’” wages would not be withdrawn without involving the
_ lenders in the internal operations of the firm, it would seem to be
quite impossible to ensure that the working members would not “shirk™
until such time as they decided to leave the firm, unless the lenders
were in a position to see to it that their funds were being used for the
purposes for which they were provided.

Under normal conditions all that is necessary to overcome risk aversion
is the offer of a sufficiently high rate of interest. Higher interest rates,
however, mean higher production costs and so a smaller residual. Under
labour-management conditions, therefore, the higher the promised rate
the greater would be the incentive to draw upon the borrowed funds
and then abandon the firm. The conclusion seems to be inescapable
that it would be particularly difficult for an initiating entrepreneur to
borrow funds for the purpose of establishing a labour-managed firm.
The difficulties arise, it must be emphasized, not because potential len-
ders are hostile to the ‘“working class” or to the principle of self-
management but because of the risk involved.”®
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The initiating entrepreneur would be faced with yet another set of pro-
blems in seeking to organise working partners: Far greater care would
need to be exercised in selecting members of a cooperative than in
hiring employees because of the difficulty in dealing with members who
failed to pull their weight or otherwise turned out to be unsuitable.
Consequently, the cost of organising any given number of people into a
cooperative would be greater than the cost of hiring the same number.3°
Moreover, what the initiating entrepreneur could offer his prospective
partners by way of income and by way of participation in management
would in practice be rather limited. Even if everything went according
to plan the individual member could not hope to earn very much more
than the wage he would earn as an employee in a conventional firm.
But instead of being able to draw his full wage weekly or monthly he
would have to defer the withdrawal of part of his estimated income to
build up the contingency fund, to which we have referred, if capital
were borrowed at a fixed rate of interest. Even if the capital were ob-
tained on a variable return basis the working members would also have
to defer the withdrawal of some part of their income pending the cal-
culation of the firm’s net income at the end of the production or trad-
ing period.

Except in very small firms the prospective member of a labour-managed
enterprise would know that his voice, as an individual member, in the
running of the business would count for very little. He would also know

that management itself is a specialized function frequently requiring a

high degree of training to develop particular skills. Accordingly, he

would be likely to conclude that his participation in management

would be very largely illusory. As far as the individual worker is con-
cerned, therefore, membership of a labour-managed firm is hardly likely

to be seen as possessing decisive advantages, material or otherwise, as

compared with being employed in a conventional firm. In this connec-

tion it is noteworthy that the trade unions have not sought to foster

and encourage the development of labour-management.®' While it

might be going too far to say that in not doing so they aré reflecting
- the wishes of their members, it is certainly no exaggeration to say that-
they are not acting against the wishes of their members in this regard

either. At all events it cannot be taken for granted that the majority

of workers would be at all anxious to join labour-managed firms so that

the initiating entrepreneur might well find it as difficult to obtain

working partners as to obtain lenders.

Thus an entrepreneur who wished to found a firm to exploit an oppor-
tunity he had noticed would be faced with difficulties and costs if he
chose to organise a labour-managed firm which he would not encounter
if he chose to set up a conventional firm. These extra difficulties and
costs might be outweighed by other factors, but there is yet another
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problem that the labour-managed firm would create for the entrepre-
neur. The advocates of labour-management are under a misapprehension
in claiming as they do, that ownership of capital is the source of control
in the conventional firm and that by a mere organisational change
labour can play the rdle which they assume is played by capital. They
make this mistake because they conceive of the firm in terms that do
not allow for entrepreneurship. And this in turn is the result of using
static models (or their “dynamic” variants) of the firm and of its econ-
omic environment, and of interpreting the firm as an organisation in
political terms. Consequently their economic analysis is conducted in
terms that do not require entrepreneurship to be considered while the
organisational frame of reference and analogies being political relate to
problems of power within the firm. As we have argued, however, direc-
tion and control derive from entrepreneurship and must be exercised
if the opportunities perceived are to be exploited. But, and this is the
problem, if an entrepreneur sets up a labour-managed firm he parts with
the possibility of directing it towards his goal.

" In the conventional firm the initiating entrepreneur will normally have
to cede a share in the profits to those who provide the venture capital
and will have to operate in partnership with them. But there is no inher-
ent contradiction here. The initiating entrepreneur and the venture
capitalists will be in a position to work out an arrangement which is
satisfactory to all and fully in keeping with the nature of the capitalist
firm. The initiating entrepreneur will not proceed unless he anticipates
that he will be able to achieve his purpose, In the case of the labour-
managed firm, however, the initiating entrepreneur, though he might
get a comparatively large share in the profits, could not get any greater
share in the formal control of the firm than anyone else without doing
violence to the very nature of the labour-managed firm. He could, of
course, exercise a decisive influence in the firm though nominally
having only one vote. If he did, however, the firm would be only nom-
inally labour-managed. Consequently, it would seem that if a firm is to
have the entrepreneurial purpose and direction which is required not
only to bring it into being but to keep it in being it cannot be genuinely
self-managed. Unless the prospective members ““follow” the entrepre-
neurial leadership and allow themselves to be organised and directed a
labour-managed firm will not come into being let alone survive. Yet if
they do, the firm is not labour-managed. In other words, the concept of
labour-management is self-contradictory and the labour-managed firm is
an inherently contradictory form of organisation and so is not likely to
be chosen by an initiating entrepreneur who wished to organise the fac-
tors of production for the purpose of engaging in business.

If, as we have argued, workers cannot collectively act entrepreneurially
either in the initiating sense or as providers of venture capital, they
cannot collectively set up labour-managed firms. Moreover, if, as we
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have suggested, it may be impossible to make satisfactory arrangements
for the provision of venture capital on any basis whatsoever to labour-
managed firms and if such firms are inherently contradictory by reason
of the entrepreneurial origin of direction and control, an independent
initiating entrepreneur is not likely to be able to set up a labour-
managed firm either. Accordingly, it looks as if the possibility that
labour-management could emerge in a market economy as a normal-j
form of business organisation must be ruled out. 82

CONCLUSIONS

The establishment of any firm involves the performance of the entre-
preneurial functions. The traditional capitalist firm in all its various
forms permits them to be performed in a simple straightforward way.
Indeed, it evolved in response to entrepreneurial needs. It enables
workers to engage in production by providing them with the necessary
capital goods to work with and by assuring that their wages will be paid
as the work proceeds. No matter how large it is and no matter what its
legal form it remains in every sense an entrepreneurial organisation and,
therefore, an integral part of the market process itself.

The labour-managed firm on the other hand is not conducive to the per-
formance of the entrepreneurial functions and is not likely to be re-
garded as a good proposition by workers, other resource suppliers, or
by savers. Moreover, the concept of labour-management itself is based
on the erroneous assumption that direction and control in the conven-
tional firm is derived from ownership. Once it is recognised that control,
under business conditions, derives from entrepreneurship the inherently
contradictory mature of the labour-managed firm and, therefore, the
impossiblity of its emergence, except in special cases, in the market
economy becomes obvious.
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