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Visible and Invisible Governance

By OLiver E. WiLLIAMSON*

Although the invisible hand of competi-
tion—according to which “Every indi-
vidual...intends only his own gain, and he
is in this, as in so many other cases, led by
an invisible hand to promote an end which
was no part of his intention”—is credited to
Adam Smith (1776 [1976 p. 477]), both Carl
Menger (1883) and Emma Rothschild (1994)
express precautions. It was Menger’s judg-
ment that Smith and his followers had a
“defective understanding of the uninten-
tionally created social institutions and their
significance for economy... . [They view] the
institutions of economy...[as] the intended
product of the common will of society as
such, results of expressed agreement of so-
ciety or of positive legislation... . The broad
realm of unintentionally created social
structures remains closed to their theoreti-
cal comprehension” (Menger, 1985 p. 172
[emphasis added]).

Indeed, it was Menger who advanced the
much more ambitious view that “Law, lan-
guage, the state, money, markets, ... [the]
prices of goods, interest rates, ground rents,
wages, and a thousand other phenomena”
are to “no small extent the unintended re-
sult of social development” (1985 p. 147),
whereupon the fundamental challenge for
the social sciences was posed as follows:
“How can it be that institutions which serve
the common welfare and are extremely sig-
nificant for its development come into being
without a common will directed toward es-
tablishing them?” (1985 p. 146). Friedrich
Hayek (1945 p. 527) and Karl Popper (1965
p. 342) subsequently expressed similar views.
The proposition that “Invisible-hand expla-
nations of phenomena...yield greater un-
derstanding than do explanation of them as
brought on by design as the object of peo-
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ple’s intentions” (Robert Nozick, 1974
p. 19) has made progressive headway and
now enjoys widespread support.

My views are that a choice does not need
to be made and that still greater under-
standing will be realized by appealing to
both invisible- and visible-hand explana-
tions, provided that this is done in a disci-
plined way. The caveat reflects Gresham-law
concerns: easy arguments (bad money) will
drive deeper arguments (good money) out
of existence where naive intentionality cor-
responds to an easy argument! and sponta-
neous order is a deeper argument.

Intentionality analysis does not need to
be naive, however, and intentional and
spontaneous order often work together. I
develop the argument by taking the central
problem of economic organization to be that
of “rapid adaptation to changes in the par-
ticular circumstances of time and place”
(Hayek, 1945 p. 524).

I. A Puzzle

Dennis Robertson once described firms
as “islands of conscious power in this ocean
of unconscious co-operation like lumps of
butter coagulating in a pail of buttermilk”
(1923 p. 85). The unconscious cooperation
to which he referred was, of course, the
invisible hand of the market. Conscious co-
operation within the firm nevertheless posed
a puzzle: Why “in view of the fact that
it is usually argued that co-ordination will
be done by the price mechanism,...is
such [conscious] organization necessary?”
(Ronald H. Coase, 1937 p. 387).

"Naive functionalism supplies ex post rationaliza-
tions for outcomes in which some intent is purportedly
served. That is an easy exercise, but it is irrefutable
and undisciplined. Intentional explanations need not
be of a naive functionalist kind.
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A related puzzle was posed, albeit at a
higher level of aggregation, by the Socialist
controversy. The merits of the market, in
relation to central planning, was the issue
that pitted Oskar Lange and Abba Lerner
on the side of planning against Ludwig von
Mises and Hayek on behalf of the market.
Although the early verdict was that Lange
and Lerner had won this exchange (Joseph
Schumpeter, 1942 p. 172; Abram Bergson,
1948 pp. 440-47), Hayek was unpersuaded
and persisted with his argument that the
central plan could not be implemented.

Hayek’s main argument was that those
who subscribed to central planning had
slighted the importance of local, idiosyn-
cratic information (Hayek, 1945 p. 522). Be-
cause much of the relevant information per-
tinent to a high-performance economy was
local and could not be communicated
quickly and cheaply (if at all) to the center
(thereupon to be aggregated or otherwise
combined with other relevant information
and appropriate individual and combined
responses prescribed), Hayek concluded that
decentralized decision-making, in which
prices signaled opportunities and adapta-
tion was accomplished in the market, was
the superior way to organize.

The puzzle referred to earlier, however,
persisted: “Pushed to its logical extreme,”
exclusive reliance on local or specific knowl-
edge would imply “more or less complete
atomization of the economy” (Michael
Jensen and William Meckling, 1992 p. 260).
Wherein does conscious coordination arise?

II. Cooperative Adaptation

The need for and neglect of conscious
cooperation were evident to a contemporary
of Hayek’s, Chester Barnard, who com-
plained that social scientists in general and
economists in particular had failed to ap-
preciate or even to “sense the processes of
coordination and decision that underlie a
large part of the phenomena they described.
More important, there was lacking much
recognition of formal organization as a most
important characteristic of social life”
(Barnard, 1938 p. ix), where by formal orga-
nization Barnard meant “that kind of coop-
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eration among men that is conscious, delib-
erate, purposeful” (1938 p. 4). If real time
responsiveness between interdependent
stages was the pressing need, then coordi-
nation through administration, rather than
the market, had a good deal to recommend
it.

Note in this connection that Barnard, like
Hayek, held that the central problem of
economic organization was that of adapta-
tion. Confronted with a continuously fluc-
tuating environment, the “survival of an
organization depends upon the...readjust-
ment of processes internal to the organiza-
tion ...by which [adaptation] is accom-
plished” (Barnard, 1938 p. 6 [emphasis
added]). The need, evidently, is to recognize
that a high-performance economy will com-
bine the capacity for autonomous adapta-
tion (in the market) with cooperative adap-
tation (in the firm) in a discriminating way.
Visible and invisible hands are thus joined.?

III. Background Supports

What, however, are the instruments that
permit firms to implement cooperative
adaptations that markets cannot? Also, and
relatedly, what are the institutional sup-
ports?

As developed elsewhere (Williamson,
1991), I argue that the main instrument to
which firms have access that markets do not
is fiat. That, however, merely relocates the
problem: wherein does fiat arise?

The exercise of fiat through hierarchy is,
of course, a very conscious, deliberate, and
purposeful way of accomplishing coordina-
tion. As it turns out, such fiat is supported
by two very spontaneous (almost invisible)
forces: forbearance law and informal orga-
nization.

’Ina separate but related way, Joseph Stiglitz (1993
p. 111) describes the Walrasian model as one that
“focused only on those situations where what coordi-
nation was required could be attained through the
price system.”
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A. Forbearance Law

Whereas the contract law of markets is
(comparatively) legalistic and prescribes that
courts are the forum of ultimate appeal, the
(implicit) contract law of hierarchy is that of
forbearance, according to which internal or-
ganization becomes its own court of ulti-
mate appeal (Williamson, 1991). Thus,
whereas courts routinely grant standing to
firms should there be disputes over prices,
the damages to be ascribed to delays, fail-
ures of quality, and the like, courts will
refuse to hear disputes between one internal
division and another over identical technical
issues. Access to the courts being denied,
the parties must resolve their differences
internally. As a consequence, hierarchy be-
comes its own court of ultimate appeal.

The underlying rationale for forbearance
law is twofold: (i) parties to an internal
dispute have deep knowledge—both about
the circumstances surrounding a dispute and
about the efficiency properties of alternative
solutions—that can be communicated to the
court only at great cost, and (ii) permitting
internal disputes to be appealed to the court
would undermine the efficacy and integrity
of hierarchy. If fiat were merely advisory, in
that internal disputes over net receipts could
be pursued in the courts, the firm would be
little more than an “inside contracting” sys-
tem (Williamson, 1985 pp. 218-22). The
application of forbearance doctrine to inter-
nal organization means that parties to an
internal exchange can work out their dif-
ferences themselves or appeal unresolved
disputes to the hierarchy for a decision. But
this exhausts their alternatives. When push
comes to shove, “legalistic’” arguments fail.
Greater reliance on instrumental reasoning
and mutual accommodation result. The ar-
gument that the firm “has no power of fiat,
no authority, no disciplinary action any dif-
ferent in the slightest degree from ordinary
market contracting” (Armen Alchian and
H. Demsetz, 1972 p. 777) is exactly wrong:
firms can and do exercise fiat that markets
cannot.

The question then becomes this: wherein
does forbearance law arise? In particular,
does forbearance law have intentional ori-
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gins or did it arise spontaneously? I conjec-
ture that forbearance law is the evolution-
ary product of business and the law groping
for a contractual logic that “worked,” which
is to say that forbearance law was not con-
sciously invented but mainly evolved. More-
over, because of its spontaneous origins, it
is almost subliminal and goes unremarked:
courts practice forbearance law without
(usually) expressly articulating it.

B. Informal Organization

His emphasis on formal organization of
an intentional kind notwithstanding,
Barnard made express provisions for infor-
mal organization, which unlike formal orga-
nization, arose spontaneously. Not only do
formal and informal organization always and
everywhere coexist (Barnard, 1938 p. 20),
but informal organization contributes to the
viability of formal organization (Barnard,
1938 pp. 122, 169). Barnard’s insistence on
intentionality did not, therefore, obliterate
spontaneous order. Rather, the latter is in-
separable from and in significant respects
supports the former.

Barnard observes with respect to this last
that (1938 p. 169):

Since the efficiency of organization is
affected by the degree to which indi-
viduals assent to orders, denying the
authority of an organization communi-
cation is a threat to the interests of all
individuals who derive a net advantage
from their connection with the organi-
zation, unless the orders are unaccept-
able to them also. Accordingly, at any
given time there is among most of the
contributors an active personal inter-
est in the maintenance of the author-
ity of all orders which to them are
within the zone of indifference. The
maintenance of this interest is largely
a function of informal organization.

IV. Concluding Remarks

The problem of economic organization is
usefully posed as one of comparative analy-
sis of discrete structural alternatives in which
both spontaneous (invisible) and intentional
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(visible) features are combined in varying
degrees. Viewed instrumentally, all forms of
organization are accorded respect; and be-
cause each has a role to play, none is ac-
corded undue respect.

The upshot is that the marvel of the (in-
visible) market is examined in relation to
the marvel of the (visible) hierarchy. Al-
though that complicates the study of eco-
nomic organization, it also invites analysis
of a more probing and less contrived kind.
The range of phenomena to which an eco-
nomic approach can be brought fruitfully to
bear is expanded in the process. The com-
bined study of law, economics, and organi-
zation is implicated.
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