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Abstract

An intended contribution to new thinking on an institution that seems to have lost memory of its origins and functions, conducted with the tools
of organizational law and economics. The argument shows how far we can go in reconceptualizing the firm as a democratic institution using only

efficiency and innovation arguments.
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Introduction

Governance is a central theme, if not ‘the’ grand theme in
contemporary economic organization and management theory.
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Among all governance mechanisms and forms examined and
assessed, though, the most important and celebrated device gov-
erning modern collective systems is almost never mentioned. A
remarkable blind spot indeed. Is democratic governance useless
in economic organization? What kind of entity the modern firm
is, or has become, that seems to float outside the basic rules of
our selfcalling democratic societies? This essay pulls together
a series of studies and elaborations that, properly connected,
can give a threefold response to the above question: first, where
and why democracy is actually a superior economic governance
mode; second, where and to what extent it is actually applied
(more than it is acknowledged); and third, what some founding
features can be of a renewed theory of the firm that, in the course
of being scientifically more correct, is also more conducive to
collective wellbeing and growth.

The approach is efficiency based, i.e. speaks the same lan-
guage of economic organization analysis (hence hopefully also
to organizational economists) and shows how far we can go
in justifying democratic governance before introducing any
motivational, ethical, or political consideration on the value of
participation.

The itinerary bringing to the propositions summarized here
has been long, and took moment also in dedicated initiatives
that I promoted along all the 2000s, allowing discussions among
scholars with different backgrounds but similar concerns. '

1 Among the earliest initiatives, there has been the Bocconi Centennial Con-
ference on ‘Corporate governance and firm organization’, in 2002 roughly
coincident with the Enron scandal and published in an edited volume (Grandori,
2004). Among the more recent events, there have been the Crora-Bocconi
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Democratic governance in modern economic entities is here
argued to play a different role at an institutional and at an organi-
zational level, that, therefore, will be kept distinct in the analysis.
The ‘institutional level’ is meant to be that of what are the devices
that ‘institute’ or ‘constitute’ an economic and juridical entity;
it is the level that in larger entities such as states is in fact called
‘constitutional’. What is the nature of the entity? How can it
come into existence? What is the glue keeping it together? The
‘organizational level’, instead, refers to how decision rights and
obligations are ‘partitioned and coordinated’ within the entity.
Democratic governance plays a different role at the two levels
because, it will be argued, in a constitutional sense and at a con-
stitutional level, all legally recognized entities are democracies
in modern societies, although the nature and number of the prin-
cipals in the democracy may vary (Grandori, 2015). The internal
organization of an entity, instead, obeys to laws of internal and
external fit among organizational mechanisms, giving rise to
different configurations, in which democratic mechanisms may
be more or less represented in different situations (Grandori &
Furnari, 2008).

The firm as democratic institution

Suppose in the beginning there is no firm. Where does the
firm come from in the first place?

We can respond in two ways to this question, and in both ways
(a rational reconstruction of) history helps. We can address the
appearance of the firm as a species (a ‘form’ of economic organi-
zation) and as an individual subject (a firm getting established).

Firms are called ‘companies’ or ‘societies’ in law. Both terms
come from the mother of all western law, i.e. Roman Law. They
both indicated the formation of a ‘partnership’: ‘cum panis’
(from which ‘company’) literally means ‘eating bread together’,
and the Roman societas was an agreement stipulated among peo-
ple for the common use of a resource (Hansmann, Kraakman, &
Squire, 2006). Business historians have taught us that the first
step beyond those simple ‘societas of people’ appeared in high
Middle Age and fluorished in Renaissance was taken with the
form called ‘Commenda’ (Hodgson, 1992): an agreement capa-
ble of associating a variety of resources and dedicating them
to a project in front of uncertain results. Very close to what a
‘firm-like’ organization is supposed to be: a ‘continued associ-
ations among co-specialized, dedicated assets, coordinated by
conscious direction’ (Demsetz, 1991). Which economic activ-
ities or problems initiated in that period to which that kind of
contract was a response? The relatively new phenomenon was
the undertaking of economic projects, as ‘silk route’ expedi-
tions, involving a level of scale, risk and uncertainty formerly
experimented and reserved only to states’ actions.

It has been observed that the features of those early agree-
ments are interestingly close to those used to establish firms

Think-Tank Day on ‘Democracy in and around economic organization’ in
September 2012; the Keynote panel at the EURAM Conference 2013 on
‘Democratizing Management’; the Special Panel on ‘The firm as a democratic
institution” at the ISNIE Conference 2013.

when for conducting risky uncertain projects, like modern start
ups (Brouwer, 2005): investments of assets that differ in kind
into a new entity, and residual reward and decision rights shared
by the different types of investors (the entrepreneur investing
mainly the project and knowledge assets, and actors like financial
angels and venture capitalists investing mainly money).

Hence, the birth of the firm, intended both as ‘the inven-
tion of the enterprise’ as a species and as the establishment
of a single firm, is founded on the use of a partnership-
like agreement (Hansmann et al., 2006); that in the Civil
Law systems closer to the Roman inheritage, as Europe
and Latin America, in fact called ‘contract of societas’
(Societa/Societe/Sociedad/Gesellshaft) (Grandori, 2010). The
essential ingredient of such an agreement is the establishment of
athird juridical person, different from the socii, into which assets
can be invested and dedicated to a project (without exposing to
risk all other investors’ assets), while resource providers stipu-
late to share results without knowing them ex-ante in amount or
even in kind.

That’s the glue. No power, no hierarchy, not even necessarily
any ‘pooling of technical assets’ (all assets can be immaterial)
nor any ‘employment relation’ (there might be no employees)
are necessary ingredients for establishing a firm and keeping it
together; but an agreement in which a ‘societas’ is established,
in which all the socii are principals. Given that assets become
property of the societas (the firm), and what the socii have and
share are residual rewards rights, a further complementary mech-
anism, is necessary for the contract to be acceptable: a sort of
‘constitution governing the on-going cooperation’ (Goldberg,
1976). In other terms, it is necessary to establish who has the
right to decide, as things evolve. How can those rights be ‘shared’
among multiple actors?

What counts is who votes (Hansmann, 1988): the core mech-
anism for sharing decision rights among a set of principals is
democracy — direct or representative, simple or weighted. That
is the sense in which ‘all companies are democracies’ (Grandori,
2015) (and an efficiency rationale for modern organizational
law, prescribing that any legally recognized association should
be governed in a democratic mode). And that’s why, I think,
Hansmann (1988) once said that ‘corporations are cooperatives
of lenders’. True, in the sense that both establish societies to be
governed by some democratic way of forming decisions. Prob-
ably false, however, in the sense, the difference between voting
rights attached to heads or weighted by the amount of invested
resources (attached to shares) is not trivial. A constitution may be
democratic but voting procedures and the identity of principals
can make a huge difference (Masten, 2013).

As to voting procedures, it may seem that one-head-one-vote
systems (characterizing the constitution of cooperative firms for
example) are more democratic than one share-one-vote systems
(essential feature of corporations). Nevertheless, if by demo-
cratic governance we mean a fair system of representation of
knowledge and interests (at an acceptable decision process cost)
(Buchanan & Tulloch 1962), in an economic endeavors where
parties invest resources, a representative system that is not linked
to the relative value of the resource provided is likely to be unfair
and unsustainable (Grandori, 1991; Lammers, 1993). The key
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