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@Whether a firm should produce a product or service in-house or purchase it on the market is one

of the mogt common and important business decisions. Perhaps surprisingly, it is also one of the most
profound questions in economics. To see this, notice that—despite all the praise given to free markets

by most members of the business community—most resource allocation decisions within firms are
not made using markets. When a manager needs more people on project X than project Y, the
manager doesn't usually raise wages in division X and cut them in Y hoping that workers will move
in response to this price signal. Instead the manager just assigns (orders) some workers to move from
X to Y. So, in an important sense, firms are islands of authority in a sea of competition. It's almost
as if our economy consisted of a large number of mmini-Soviet Unions (within which resources are
allocated by fiat), with the important proviso that unlike the Soviet Union, workers are free to leave
any firm if they find a better deal elsewhere. Thus, the "buy versus make" decision is really about
the boundaries of the firm—should a given activity be conducted inside or outside the boundary—
and hence also about whether the firm should use markets or internal authority to produce it.

As you might guess, oboth markets and authority have their advantages. One advantage of
authority is that it can be faster and more reliable: When something very specific needs to happen
quickly, it may be best just to order it done. One advantage of markets is that they require less
centralized knowledge to operate effectively. @The rapid rise of internet-mediated transactions via
business-to-business platforms has probably reduced the cost of using markets and increased the

extent to which businesses now outsource everything but their core competencies.
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