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The firm, its owners 

and managers



Understanding the Firm

▪ As we saw in unit 1, firms are one of the key institutions of the capitalist economy

▪ Firm: a business organisation which:

– Pays wages and salaries to employ people,

– Purchases inputs, 

– Produces and markets goods and services

– All with the intention of making a profit for its owners

▪ To understand the firm we will model how:

– employers set wages and employees respond

– coordination of labour takes place within firms.

– wages are determined when there are conflicts of interest between employers 

and employees

– mutual gains that arise from cooperation in a firm are shared. 



The Division of Labour

▪ The division of labour allows producers to specialise and carry out different 

tasks in the production process. 

▪ People can only specialize in production if there is some mechanism to 

coordinated their work and provide them with the items they need to 

consume, but do not produce 

▪ In a capitalist economy, the division of labour is coordinated in two major ways; 

through firms and through markets:

– Through firms, the components of goods are produced by different people 

in different departments of the firm, and assembled to produce the finished 

product 

– Through markets, the components produced by groups of workers in 

different firms may be brought together through market interactions 

between firms. 

– By buying and selling goods on markets, the finished product gets from the 

producer to the consumer



Markets and firms as means of coordination

▪ Capitalism is a system of production (organised in firms) for exchange (in markets)

▪ The way that economic interactions are coordinated within firms is different to 

coordination through markets

▪ Firms represent a concentration of economic power

– This is placed in the hands of the owners and managers

– The issue directives with the expectation that their employees will carry them out

– An ‘order’ in the firm is a command

– Firms are spaces of concentrated authority, hierarchy and planning

▪ Markets are characterized by a decentralization of power

– Purchases and sales result from the buyers’ and sellers’ autonomous decision

– An ‘order’ in a market is a request for a purchase that can be rejected if the seller 

pleases

– In markets, buyers and sellers react to prices, not to instructions from authority

– Markets spaces of voluntary interaction, decentralised choices, and 

spontaneous order



▪ Owners decide long-term strategies 

concerning how, what, and where to 

produce. They then direct the 

manager(s) to implement these 

decisions

▪ Managers assign workers to the tasks 

required for these decisions to be 

implemented and attempts to ensure 

that the assignments are carried out

The firm as a top down hierarchy

Firms have a decision-making process and ways of imposing their decisions on the people in 

it. The figure shows a simplified picture of the firm’s actors and decision- making structure. 

Ronald Coase pointed out that the firm in a capitalist economy is a miniature, privately owned, 

centrally planned economy: “If a workman moves from department Y to department X, he does 

not go because of a change in relative prices but because he is ordered to do so … the 

distinguishing mark of the firm is the suppression of the price mechanism.”



The problem of asymmetric information

▪ The green arrows represent flows of 

information.

▪ The upward green arrows are dashed -

workers often know things that 

managers do not, managers know 

things that owners do not.  

▪ This represents a problem of 

asymmetric information between levels 

in the firm’s hierarchy

▪ asymmetric information: Information 

that is relevant to the parties in an 

economic interaction, but is known by 

some but not by others

Since owners or managers do not always know what their subordinates know or do, not all of 

their directions or commands (grey downward arrows) are necessarily carried out. 

The relationship between the firm and its employees contrasts with the firm’s relationship 

to its customers, When you buy or sell something, it is generally voluntary. In buying or 

selling you respond to prices, not orders.



Separation of ownership and control

▪ In small enterprises, the owners are typically also the managers and so are in 

charge of operational and strategic decisions. 

▪ In large corporations, there are usually many owners. 

– Most of them play no part in the firm’s management. 

– They individual and institutions, such as pension funds, that own the shares 

issued by the firm. 

▪ Operational decisions are made by a relatively small group of specialized 

managers. 

▪ The senior management of a firm is also responsible for deciding how much of 

the firm’s profits are distributed to shareholders in the form of dividends, and 

how much is retained (reinvested) to finance growth. 



Profits: the firm’s objective

▪ A firm’s profits (before the payment of taxes) depend on three things:

– costs of acquiring the inputs necessary for the production process

– output (how much these inputs produce)

– sales revenues received from selling goods or services

▪ Profit is the residual (the leftover)

– It is what is leftover of the revenues after paying for inputs

– Profits legally belong to the people who own the firm’s assets

▪ When we model the firm as an actor, we often assume that it maximizes profits. 

▪ This is a simplification, but a reasonable one for most purposes: 

– Owners have a strong interest in profit maximization: It is the basis of their 

wealth. 

– Market competition penalizes or eliminates firms that do not make 

substantial profits for their owners.



Owner’s are residual claimants

▪ Profit can either be distributed to owner’s or reinvested (to make future profits)

▪ The owners claim the residual, which is why they are called residual claimants

– Owner’s position as residual claimants defines their interests in the firm

– Managers (unless they are also owners) are not residual claimants. 

– Employees are also not residual claimants (they usually work for a fixed 

salary)

▪ If the firm’s profits increase because managers or employees do their job well, 

the owners will benefit, but the managers and employees will not (unless they 

receive a promotion, bonus, or salary increase). 



Managers have their own interests

▪ Owners own the firm, but managers control it. 

▪ It is not always in the interest of managers to maximize profits.

▪ They may choose to take actions that benefit themselves, at the expense of the owners (e.g. 

build empires or maximise how much they are paid)

▪ There are two ways that owners can incentivize managers to serve the owner’s  interests:

1) they can structure contracts so that managerial compensation depends on the 

performance of the company’s share price

2) the board has authority to monitor and dismiss managers, and shareholders have the right 

to replace members of the board. 

▪ But shareholders often don't exercise this authority

– Shareholders are a large and diverse group that cannot easily get together to decide 

something. 

– This free-rider problem exists, where every shareholder relies on others to do the costly 

monitoring (and hence no monitoring is undertaken as a result)

– If free-rider problem is overcome and a shareholder with a large stake in a company may 

lead a shareholder revolt to change or influence senior management. 



Relationships and firm-specific assets

▪ Market relationships are different from relationships within an organisation

– Contracts for products sold in markets permanently transfer ownership of 

the good from the seller to the buyer

– Contracts for wage labour temporarily transfer authority over a person’s 

activities from the employee to the manager or owner

▪ This difference can be likened to the difference between buying and renting. 

▪ But there is a second difference:

– Market relationships are often impersonal, short-lived and not repeated. 

– Relationships within organizations are frequently personal, extended over 

time and repeated over and over

▪ The skills, networks and friendships that develop within a firm are valuable –

then can lower the costs of transactions

▪ These are assets that cannot be easily transferred into another firm – they are 

firm specific assets that benefit both the firm and the individuals involved in 

these relationships. 



Mutual gains and conflicts of interest

▪ A firm’s profits (before the payment of taxes) depend on three things: 

– costs of acquiring the inputs necessary for the production process 

– output (how much these inputs produce) 

– sales revenues received from selling goods or services 

▪ There are mutual gains to be made by owners, managers and workers if the 

firm grows and all are compensated fairly

– The people making up the firm (owners, managers, and employees)  are 

united in their common interest in the firm’s success, because all of them 

would suffer if it were to fail. 

▪ But conflicts arise as firms seek to minimize the cost of acquiring the 

necessary labour to produce the goods and services they sell 

– they have conflicting interests about how to distribute the profits from the 

firm’s success amongst themselves (wages, managerial salaries, and owners’ 

profits), and may disagree about other policies such as conditions of work, 

managerial perks, and who makes the key decisions 



Employment with incomplete contracts

▪ Incomplete contract: a contract that does not specify every aspect of the 

exchange that affects the interests of both parties.

▪ A firm cannot write an enforceable employment contract that specifies the 

exact tasks employees have to perform in exchange for wages: 

– The firm does not know exactly what it will need the employee to do in 

every situation – there will be unforeseen future events. 

– It would be impractical or too costly for the firm to observe exactly how 

much effort each employee makes in doing the job.

– Even if the firm somehow acquired this information, it could not be the basis 

of an enforceable contract. 

▪ As a result of contractual incompleteness, paying the lowest possible wage is 

almost never the firm’s strategy to minimize the cost of acquiring the labour 

effort it needs. 

▪ Just as the owners of the firm protect their interests by linking management 

pay to the firm’s share price, the manager uses incentives so that employees 

will work effectively. 



Employment rents



Employment Rents

▪ Employment rent: the economic rent a worker receives when the net value of 

his or her job exceeds the net value of his or her next best alternative (e.g. 

being unemployed). 

▪ From workers perspective:

– If firms paid their employees the lowest wages they would be willing to 

accept, the answer would be no. 

– Such a wage would make the worker indifferent between remaining in the 

job and losing it. But in practice most workers care very much. 

▪ From owner / managers perspective:

– The employee is more likely to stay with the firm: If she were to quit the job, 

the firm would need to pay to recruit and train someone else. 

– They can threaten to fire the worker: Owners and managers exert power over 

employees because the employee has something to lose. The threat can be 

implicit or explicit, but it will make the worker perform in ways that she 

would not choose unless this was the case. 



Calculating employment rents

▪ Economic rent measures the value of a situation compared to your next best option

▪ To calculate employment rent (or the net cost of job loss) we need to weigh up all 
the benefits and costs of working compared with being unemployed 

▪ Costs of working

– Disutility of work (time spent doing things you would prefer not to do)

– Cost of travelling to work every day

▪ Benefits of working

– Wage income relative to the reservation option

– Firm-specific assets: These include workplace friends, and perhaps the proximity 
of the workplace to your present home

– Medical insurance: The employer may pay for the employee’s healthcare in some 
countries

– The social status of being employed: the stigma of being unemployed is 
equivalent to a substantial financial cost for most people

▪ The text references a US study that showed that laid-off workers took major salary 
cuts in get in new jobs. This situation is much worse in a high unemployment 
country like South Africa.



A model of economic rent

▪ Even confining attention to the loss in wages, the cost of losing a job is high. 

But how do we measure it?

▪ Remember: Utility is a numerical indicator of the subjective value that a person 

places on an economic outcome. 

▪ To determine her economic rent, we need to think how the employee would 

evaluate two aspects of her job:

▪ The pay that she gets

– The employee values her pay 

– Utility is increased by the goods and services the employee can buy with her 

wage

▪ How hard she works

– She would like to do no more work than is necessary. 

– Utility is reduced by the unpleasantness of going to work and working hard 

all day – the disutility of work. 

– Her disutility of work depends on how much effort she puts into her job. 

The greater the level of effort, the higher is the disutility of work. 



Modeling employment rent (cost of job loss)

▪ The pay that she gets: Maria, an employee earns $12 an hour for a 35-hour 

working week. 

▪ How hard she works: Her disutility of work depends on how much effort she 

puts into her job. Suppose she spends half of her working time actually 

working, and the other half checking Facebook. We represent this as an effort 

level of 0.5. Lets assume that working this hard is equivalent to a cost of $2 per 

hour to Maria. 

▪ To calculate her employment rent we first find her net utility of working and 

earning $12, compared with being unemployed and earning nothing

net utility per hour = wage − disutility of effort per hour

= $10 

▪ This is her employment rent per hour

▪ The total employment rent (or cost of job loss), depends on how long she 

expects to remain unemployed. 

▪ We will suppose that if she loses her job she can expect to remain unemployed 

for 44 weeks before finding another.



Maria’s cost of losing her job

▪ Maria’s employment rent for a given effort and $12 wage in an economy 
without an unemployment benefit



Introducing unemployment benefit

▪ If someone loses their job they may receive an unemployment benefit or receive income from 

their family or from informal employment – this will partially offset the lost wage income 

▪ This is Maria’s reservation wage i.e. the amount of income someone will get in alternative 

employment or from unemployment benefits if not in his or her current job



Calculating employment rent with a reservation wage

▪ Employment rent per hour 

= wage – reservation wage – disutility of effort

= $12 - $6 - $2

= $4

▪ Total employment rent

= employment rent per hour x expected hours of lost work time

= $4 per hour X 1540 hours (44 weeks at 35 hours per week)

= $6160

▪ Unemployment benefits usually run out eventually and families and friends will 

not be able to help forever

▪ If Maria’s eligibility for unemployment benefits of $6 lasted only for 13 weeks, 

her reservation wage would not be $6 – she would not be indifferent between 

a job that paid $6 an hour and unemployment. 

▪ The employment rent would be higher, and her reservation wage would be 

lower, because the average level of benefits she could expect over the 44-week 

period of unemployment would be much less than $6.



Calculation’s for Maria: Question 6.5 worked through 

▪ Maria earns $12 per hour in her current job and works 35 hours a week. 

▪ Her disutility of effort is equivalent to a cost of $2 per hour of work. 

▪ If she loses her job, she will receive unemployment benefit equivalent to $6 per 

hour. 

▪ Additionally, being unemployed has psychological and social costs equivalent to 

$1 per hour. 

▪ Maria’s Employment rent per hour = wage – unemployment benefit –

disutility of effort + disutility of unemployment = 12 – 6 – 2 + 1 = $5 

▪ Maria’s reservation wage = unemployment benefit – disutility of 

unemployment = 6 – 1 = $5. 

▪ Maria’s total employment rent = $5 (employment rent per hour) × 35 hours 

per week × 44 weeks = $7,700.

▪ If Maria gets a new job with a lower wage, her employment rent would be 

higher than $7,700.



Labour discipline 

model



▪ When the cost of job loss (the employment rent) is large, workers will be willing to work 

harder in order to reduce the likelihood of losing the job. So a firm can increase the cost 

of job loss (and so increase effort) by raising wages. 

▪ We can represent this social interaction in the firm as a game played by employers and 

employees. 

▪ Players: the employer and a single worker, Maria. 

▪ A sequential game repeated in each period of employment. 

– Employer makes an offer

• A wage (based on knowledge of how employee's effort responds to wages)

• A contract of permanent employment as long as work-effort is sufficient.

– Maria chooses a level of work effort

▪ Payoffs

– Employer: Profit – the greater Maria’s effort, the more goods or services she will 

produce, and the more profit he will make.

– Maria: Net valuation of wage and disutility of effort

▪ Outcome: Nash equilibrium 

The labour discipline model



Maria’s best response

▪ Maria must balance the net benefit of wages and effort

▪ A higher wage increases the employment rent and hence the benefit from effort 

so it will lead her to choose a higher level of effort

▪ Maria’s effort has

– Cost: the disutility of work which depends on effort

– Benefit: it reduces the chance of unemployment 

▪ Maria’s best response (the effort she chooses) will increase with the level of the 

wage offered by the employer

▪ Maria’s best response curve is positively sloped – showing how much effort she 

puts in for each value of the hourly wage on the horizontal axis.

▪ The best response curve shows the optimal amount of work that a worker 

chooses to perform for each wage that the employer may offer. 



3) Worker’s best response The upward-sloping 

curve shows how much effort she puts in for 

each value of the hourly wage on the horizontal 

axis.

4) Effect of a wage increase when effort is low

When the wage is low, the best response curve 

is steep: a small wage increase raises effort by a 

substantial amount.

5) Diminishing marginal returns At higher levels 

of wages, however, increases in wages have a 

smaller effect on effort.

6) Employer’s feasible set The best response 

curve is the frontier of the employer’s feasible 

set of combinations of wages and effort that it 

gets from its employees.

7) Employer’s MRT The slope of the best response 

curve is the employer’s marginal rate of 

transformation of higher wages into more 

worker effort.

1) Relationship between effort and the wage One variable (effort) depends on another (hourly wage). As 

the wage increases so does the employment rent, so she chooses higher effort, to reduce the risk of being 

fired and losing the rent.  

2) Reservation wage If Maria is paid $6 she does not care if she loses her job because $6 is her reservation 

wage (H). This is why she provides no effort at a $6 wage. If she is paid more, she provides more effort.

Best response function

H



Understanding the best response curve

▪ At point J wage = $12, effort = 0.5 and expected duration of 

unemployment if Maria loses her job = 44 weeks. 

▪ If economic conditions worsen, increasing the unemployment duration: 

– Maria’s employment rent would be higher, so for any wage, her best 

response would be to exert a higher level of effort 

– the best response curve would shift upwards and reservation wage 

decrease

▪ When employment rent / cost of unemployment falls:

– If the unemployment benefit rises and Maria’s employment rent fell 

– the best response curve would shift downwards and reservation wage 

increase



Efficiency units: effort per dollar

▪ Maria has bargaining power because she can always walk away, Maria chooses 

how hard she works. 

▪ Employer can get more effort only by paying higher wages 

▪ To maximize profits, firms want to minimize the costs of production, they want 

to pay the lowest possible price for inputs, but this does not mean paying the 

lowest possible wage 

▪ If Maria provides e units of effort per hour, and her wage is w per hour, the cost 

of a unit of effort is w/e

▪ to maximize profits, the employer should find a feasible combination of effort 

and wage that minimizes the cost per unit of effort, w/e

▪ In other words, the employer should maximize the number of units of effort 

(sometimes called efficiency units) that he gets per dollar of wage cost, 

e/w 



▪ Each curve represents the same ratio of effort to wages (e/w)

▪ The isocost lines join points that have identical effects on the employer’s costs

▪ On the middle isocost curve, the employer gets 0,45 units of effort for a wage of $10 so w/e 

= $10/0.45 = $22.22

Iso-cost curves for effort

▪ On the steepest isocost curve 

the employer gets 0.7 units of 

effort for a wage of $10 (at B) 

so the cost of effort (w/e) is 

$10/0.7 = $14.29 per unit

▪ The steeper the isocost curve, 

the lower the cost of effort for 

the employer

▪ The slope of the effort isocost

curve is the marginal rate of 

substitution (MRS): the rate at 

which the employer is willing to 

increase wages to get higher 

effort



▪ The steeper the isocost line the lower is 

the cost of effort (w/e) 

▪ To minimise costs, and maximise profits, 

the employer will seek to reach the 

steepest isocost line for effort, where the 

cost of a unit of effort is lowest. 

▪ But the employer cannot dictate the level 

of effort, so the employer has to pick 

some point on Maria’s best response curve 

where the steepest isocost curve is 

tangent to Maria’s response curve (point A 

on the next Figure)

▪ the employer will choose point A, offering 

a wage of $12 per hour to hire Maria, who 

will exert effort of 0.5 and will minimise 

costs and maximise profits

▪ the employer cannot do better than this 

point: any point with lower costs, for 

example, point B, is infeasible (as Maria 

would not put in such levels of effort for 

the wage offered)

▪ the employer would not choose point C as 

by paying more he will benefit from a 

lower wage-effort ratio (i.e. lower cost of 

effort or w/e and steeper isocost curve)
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Efficiency wages for profit maximization

▪ For the employer, Maria’s best response curve is a constraint, which defines the 

set of allocations that are economically feasible. 

▪ The employer minimizes costs and maximizes profit at the point where his MRS 

(the slope of his indifference curve or isocost line) equals the MRT (the slope of 

the best response curve, which is his feasible frontier)

▪ The employer balances the trade-off he is willing to make between wages and 

effort against the trade-off he is constrained to make by Maria’s response. 

▪ Discuss where MRS > <MRT

▪ Efficiency wages - the payment an employer makes that is higher than an 

employee’s reservation wage, so as to motivate the employee to provide more 

effort on the job than he or she would otherwise choose to make. 

▪ the employer recognises that what matters for profits is e/w, the efficiency 

units per dollar of wage costs, rather than how much an hour of work costs



What the Labour Discipline model shows

▪ The labour discipline model explains how employers set wages so that 

employees receive an economic rent (called employment rent), which provides 

workers an incentive to work hard in order to avoid job termination 

▪ Equilibrium: In the owner-employee game, the employer offers a wage and 

Maria provides a level of effort in response. Their strategies are a Nash 

equilibrium. 

▪ Rent: In this allocation Maria provides effort because she receives an 

employment rent that she might lose if she were to slack off on the job. 

▪ Power: Because Maria fears losing this economic rent, the employer is able to 

exercise power over her, getting her to act in ways that she would not do 

without this threat of job loss. This contributes to the profits of the employer. 

▪ Institutions: Because the reservation wage is depends on policy



Involuntary unemployment

▪ Involuntary unemployment is the state of being out of work but preferring to 

have a job at the wages and working conditions that otherwise identical 

employed workers have. 

▪ An implication of the labour discipline model is that there will always be 

involuntary unemployment

▪ If Maria lost her job and could immediately find another at the same wage, her 

employment rent would be zero. 

▪ Maria would be indifferent between keeping the job and losing it, so her best 

response would be an effort level of zero. 

▪ But this could not be an equilibrium: the employer would not pay $12 an hour 

to someone who did no work. 



Involuntary unemployment (2)

▪ If it were ever to happen that there were plenty of jobs available in the 

economy at $12 per hour, and no one was unemployed, such a situation could 

not last. 

▪ Employers would offer higher wages to ensure that their workers had 

something to lose and would therefore work hard. 

▪ But with higher wages, they would not be able to offer as many jobs. 

▪ Workers who lost their jobs would no longer be able to find new ones easily. 

▪ Jobs would be scarce and it might take weeks or months to find another. 

▪ The economy would have moved to an equilibrium with higher wages and 

involuntary unemployment.



Unemployment, policy 

and economic 

outcomes



Putting the model to work

▪ Until now we have considered how the employer chooses a point on the best 

response function

▪ But changes in economic conditions or public policies can shift the entire best 

response function, moving it to the right (or up) or to the left (or down)

▪ The employee’s incentive to choose a high level of effort depends on how 

much she has to lose (the employment rent), but also the likelihood of losing it. 

▪ So the position of the best response function depends on: 

– the utility of the things that can be bought with the wage 

– the disutility of effort 

– the reservation wage 

– the probability of getting fired when working at each effort level 



Impact of a rise in unemployment benefits

▪ A rise in unemployment benefits means that 

– The reservation wage is increased

– The total employment rent (the cost of job loss) is decreased

▪ This shifts the best response curve to the right and downwards
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▪ For a given wage, say $18, the amount 

of effort that the worker will provide is 

reduced, and the profit-making 

conditions for the employer deteriorate

▪ the wage that the employer would have 

to pay to get a given effort level, say 

0.6, increases



▪ For a given wage, say $18, the amount of effort 

that the worker will provide increases, 

improving the profit-making conditions for the 

employer. 

▪ the wage that the employer would have to pay 

to get a given effort level, say 0.6, decreases. 

▪ reservation wage is reduced 

▪ the total employment rent (the cost of job loss) 

is increased

▪ When higher unemployment, workers who lose their jobs can expect a longer spell of 

unemployment

▪ Rising unemployment shifts the employee’s best response curve to the left and upwards

Impact of increase in unemployment rate 



Differential class interests

▪ Economic policies can alter both the size of the unemployment benefit and the 

extent of unemployment (and hence the duration of a spell of unemployment). 

▪ These policies are often controversial. 

▪ A rightward shift of the employee’s best response function favours employees, 

who will put in less effort for any given wage

▪ A leftward shift favours owners, who will acquire the effort of their employees 

at a lower cost, raising profits. 



Extending unemployment benefits as unemployment rises

▪ In this case, an increase in the level of unemployment would not affect the 

reservation wage, 

▪ but it would increase the cost of job loss so the best response curve will shift 

upwards for each level of the hourly wage

▪ Similarly if the employee’s disutility of effort increased, this would shift the best 

effort curve downwards as the employee would need a higher wage at each 

level of effort, but it would not impact on the reservation wage (where the 

employee extends no effort)

▪ Draw diagram



Principles, agents 

and alternative 

forms of 

ownership



Principals and Agents and incomplete contracts

▪ Many contractual relationships can be modelled as a game between two 

players - known as principal–agent problems. 

▪ In the case of Maria and her employer, the employer is the principal. 

▪ He would like to offer Maria, the agent, an employment contract, and she 

wants the job, 

▪ but the amount of effort she will provide cannot be specified in the contract 

because it is not verifiable. 

▪ This is a problem because there is a conflict of interest: he would prefer her to 

work hard, whereas Maria prefer not too.

▪ Our model of Maria’s employment is an example of a general class of principal–

agent models, in which an action taken by the agent is ‘hidden’ from the 

principal, or ‘unobservable (see examples)



Principals and agents



Worker-owned cooperatives

▪ Co-operative firm - a firm that is mostly or entirely owned by its workers, who 

hire and fire the managers

▪ workers are the owners of the capital goods and other assets of the company, 

and they select managers who run the company on a day-to-day basis 

▪ cooperatives need fewer supervisors and other management personnel - fellow 

worker-owners will not tolerate a shirking worker because the shirker is 

reducing the profit share of the other workers

▪ inequalities in wages and salaries are also typically less in worker-owned 

cooperatives

▪ worker-owned cooperatives tend not to lay off workers when the economy 

goes into recession (often they cut back on the hours of all workers rather than 

terminating the employment of some)



Example of a worker-owned cooperative

▪ One well-known example of a cooperative is the large British retailer John 

Lewis Partnership founded in 1864 and held in trust for its employees since 

1950. 

▪ Every employee is a partner, and employee councils elect five out of seven 

members of the company board. 

▪ The benefits for employees (pension, paid holidays, long-service sabbaticals, 

social activities) are generous, and the business’ profits are shared out as a 

bonus, calculated as a percentage of each person’s salary every year. 

▪ The bonus normally ranges between 10% and 20% of pay, even after a 

significant chunk of the profits are retained for future investment.



Conclusion

▪ To understand the role of the firm, we view it not only as an actor, but also a 

stage on which three sets of actors (owners, managers, and employees) 

interact. 

▪ In terms of Principal–agent models employment contracts are incomplete: they 

can cover hours and some working conditions, but not the effort provided by 

the employee, which is not verifiable. 

▪ So employers set wages that are higher than workers’ reservation wages. 

▪ Workers receive an employment rent, which motivates them to work hard and 

deters them from quitting. 

▪ When all employers set wages in this way, there will be involuntary 

unemployment in the economy. 

▪ Public policies such as the provision of unemployment benefits change 

workers’ reservation wages and best response curves, and so affect the wage-

setting process. 



ADDITIONAL 

SLIDES



Herbert Simon’s insights 

▪ A contract with a firm is typically for a specified task, whereas employment by 

a firm means that you agree to take on a range of tasks that due to uncertainty 

might not all be specified at the time of entering the employment relationship

▪ The inner workings of the organisation of the firm is as important to 

understand as the price mechanism operating in transactions between firms

– the price mechanism needed to be supplemented— even supplanted—by 

institutions and governments better equipped to handle uncertainty and 

rapid change. 

– alternative ‘authority mechanisms’ draw on partially understood aspects of 

the human psyche: loyalty, group identification, and creative satisfaction. 



Insights by Ronald Coase 

▪ “If a workman moves from department Y to department X, he does not go 

because of a change in relative prices but because he is ordered to do so ... the 

distinguishing mark of the firm is the suppression of the price mechanism.” 

(‘The Nature of the Firm’, 1937) 

▪ Coase pointed out that the firm in a capitalist economy is a miniature, privately 

owned, centrally planned economy. Its top-down decision- making structures 

resemble systems of centralised direction of production.



Insights by Karl Marx

▪ Marx was the first economist to understand why the capitalist economy was 

the most dynamic in human history. Perpetual change arose, Marx observed, 

because capitalists could survive only by introducing new technologies and 

products, finding ways of lowering costs, and by reinvesting their profits into 

businesses that would perpetually grow. 

▪ This, he claimed, inevitably caused conflict between employers and workers. 

▪ In the labour market, in which owners of capital are buyers and workers are the 

sellers, the appearance of freedom and equality was, to Marx, an illusion. 

▪ Employers did not buy the employee’s work. Instead, the wage allowed the 

employer to rent the worker and to command workers inside the firm. 

▪ Workers were not inclined to disobey because they might lose their jobs and 

join the ‘reserve army’ of the unemployed.



John Stuart Mill’s insight

▪ Mill thought that the structure of the typical firm was an affront

to freedom and individual autonomy. 

▪ Mill described the relationship between firm owners and workers as an 

unnatural one: ‘To work at the bidding and for the profit of another, without 

any interest in the work ... is not, even when wages are high, a satisfactory state 

to human beings of educated intelligence’

▪ He predicted that the spread of education, and the political empowerment of 

working people, would change this situation: 

▪ ‘The relation of masters and work-people will be gradually superseded by 

partnership ... perhaps finally in all, association of labourers among themselves.’ 

(The Principles of Political Economy, 1848) 


