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Abstract
The paper revisits the fundamental question of the nature of the firm by contrasting two 
philosophic worldviews suggested by process philosophy and the Luhmannian systems 
theory. Whereas the former worldview takes reality to be internally related, the latter ones 
underscores the tendency of social systems, such as firms, to disregard much of this interre-
latedness. The productive tension between these worldviews suggests that the firm provides 
a context where systemic imperatives meet the rich concrete reality of human life. The role 
of the firm is to house those aspects of this reality that are too organic to be accommodated 
by the abstract “language of prices” corresponding, in institutional economics terms, to the 
reliance on market governance. The major examples of these aspects explored in the paper 
are dynamic capabilities and business ethics, both of which hold the potential to improve 
the firm’s sustainability, both economic and social. The proposed contrast between the pro-
cess-philosophic and systems-theoretic worldviews thus illuminates not only the nature of 
the firm but also the managerial relevance of corporate sustainability instruments.

Keywords Business ethics · Process philosophy · Systems theory · Theory of the firm

Introduction

Since its explicit formulation by Ronald Coase (1937), the problem of the nature of the 
firm has provided impetus for extensive scholarship spanning many disciplines, such as 
economics, management, organization theory, sociology, political science, and business 
ethics. Much of this scholarship provides a fertile ground for the emergence of meta-
theoretical and philosophical perspectives, the premier varieties of which are social 
systems theory and process studies. In view of the pervasive and dramatic nature of 
challenges faced by corporations in the globalized world, such perspectives are gaining 
increasing traction, particularly in the fields of management and organization science 
(cf. Jackson 2019). The present paper contributes to the philosophic inquiry into the 
nature of the firm by probing the complementary implications of assuming the nature 
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of the firm to reside in the systems-theoretical function of complexity as theorized by 
Luhmann and alternatively conceptualizing the firm in process-relational terms as “an 
attempt at stabilization in a changing world” (Hernes 2008, p. 57), or “a tangled rela-
tionship of human and physical factors which shape each other in constant interaction” 
(ibid, p. 34). The complementarity of main concern to the present paper is, therefore, 
rooted in the apparent ability of process thinking to disentangle the apparent paradox 
contained in the conceptualization of the firm as a complexity-reducing social system.

The Luhmannian systems-theoretic approach points to the highly fragile and precari-
ous nature of the relations of many business firms to their societal and natural envi-
ronment. Luhmann argued that operational closure as the attribute of social systems 
is associated with the selective indifference of such systems to major chunks of their 
inner and outer environment (e.g., Luhmann 1995, p. 183). Yet, the degrees of freedom 
enjoyed by social systems in virtue of their operational closure carry “the risk that sys-
tems develop insensitivity to those environmental conditions on which they critically 
depend” (Valentinov 2014, p. 14). In the latter case, social systems suffer from sustain-
ability problems, which, paradoxically, often do not result in the immediate elimina-
tion of the unsustainable systems. It is in dealing with this paradox that a Luhmannian 
systems-theoretic approach can draw useful insights from process thinking. In a book 
devoted to the ecological crisis of the modern society, Luhmann (1989, p. 14) admitted 
that “the primary goal of autopoietic systems is the continuation of autopoiesis with-
out any concern for the environment… Viewed from a long term perspective, evolu-
tion is concerned about reaching ‘ecological balances’. But this merely means that sys-
tems pursuing a trend toward exposure to ecological self-endangerment are eliminated”. 
Indeed, the very fact that a broad range of sustainability problems persist for a long time 
indicates that many unsustainable systems could avoid being eliminated, at least up to 
now. At the same time, the paradigmatic focus of the Luhmannian systems theory on 
complexity reduction, and hence on the selective disregard of the environmental com-
plexity, may be partly responsible for the perception that this theory gives an incom-
plete account of the mechanisms of environmental anchoring of social systems (Roth 
and Valentinov 2020).

The perceived blind spot in the systems-theoretic analysis of sustainability prob-
lems may be conveniently illustrated on the example of what Valentinov (2014) calls 
“the complexity-sustainability trade-off” that he discerns in the Luhmannian systems 
theory. Valentinov derives the trade-off by juxtaposing two principles that seem to be 
implicit in his reconstruction of the Luhmannian vision of system-environment rela-
tions. According to the complexity reduction principle, “systems increase their com-
plexity by becoming increasingly insensitive to the complexity of the environment” 
(ibid, p. 18). According to the critical dependence principle, “the increasing complexity 
of systems is associated with their growing dependence on environmental complexity” 
(ibid). Whereas the complexity reduction principle can be said to be one mainstay of 
Luhmann’s work, the notion of critical dependence of systems on their outer environ-
ment seems to present rather an antithesis to complexity reduction and does not become 
fully clear within the Luhmannian paradigm; and whereas this trade-off between com-
plexity and sustainability is far from being inevitable, it corresponds well with the wide-
spread idea that the greater the complexity of a system, the greater the sustainability 
risks associated with it. It is probably for this reason that Valentinov resorted to linking 
the critical dependence principle with the open systems theory of Ludwig von Berta-
lanffy (1968), while his understanding of the complexity reduction principle remains 
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clearly grounded on the notion of operational closure as a centrepiece of autopoietic 
systems theory.

The main contention of the present paper is that the historical gravity of the critical 
dependence principle can be usefully illuminated by process thinking which “invites us 
to think about individuals, organizations and social entities in terms of ceaseless change, 
emergence and self-transformation” (Nayak and Chia 2011, p. 282). Change and self-trans-
formation are indeed endemic to the representations of steady-state and metabolism in the 
open systems theory. No less crucially, process thinking, especially at the hands of Alfred 
North Whitehead, embraces the idea of internal relations, which means that “everything 
that is arises out of multiple other things and has no existence apart from their relations to 
them. This is best understood if we think of the world as made up of happenings, occur-
rences, or events. Each event arises out of other events and is nothing apart from their 
participation in its constitution” (Cobb 2007, p. 568). Accordingly, critical dependence 
in the framework of the complexity-sustainability trade-off can be conceptualized as the 
Whiteheadian relation of a system’s “internal relations” to their outer environment. Yet, 
according to Whitehead, the rich complexity of this relation defies the limits of abstract 
thinking practiced by persons, p. “The advantage of confining attention to a definite group 
of abstractions, is that you confine your thoughts to clear-cut definite things, with clear-
cut definite relations… The disadvantage of exclusive attention to a group of abstractions, 
however well-founded, is that, by the nature of the case, you have abstracted from the 
remainder of things” (Whitehead 1929, pp. 72 et seq.).

In terms of the complexity-sustainability trade-off, Whitehead’s acknowledgment of the 
advantage of abstract thought is tantamount to recognizing the useful function of complex-
ity reduction. Just as the systemic complexity reduction function seems to abstract from 
the critical dependence of social systems on their environment, Whitehead (1978, p. 7) 
referred to the “fallacy of misplaced concreteness” which “consists in neglecting the degree 
of abstraction involved when an actual entity is considered merely so far as it exemplifies 
certain categories of thought. There are aspects of actualities which are simply ignored so 
long as we restrict thought to these categories”. In other words, the fallacy highlights “the 
error of mistaking the abstract for the concrete” (Whitehead 1929, p. 64). One might con-
jecture that the implications of this fallacy for the nature of system-environment relations 
can be well described in terms of “a lack of reverence in the treatment of natural or artistic 
beauty” (ibid, p. 243). Whitehead refers in this context to “two evils”: “one, the ignoration 
of the true relation of each organism to its environment; and the other, the habit of ignoring 
the intrinsic worth of the environment which must be allowed its weight in any considera-
tion of final ends” (ibid, p. 244). These “evils” translate directly into the tendency of social 
systems to underestimate the importance and complexity of their critical environmental 
dependencies, and thus to suffer from sustainability problems. This point is well acknowl-
edged by Mesle (2008, p. 11): “unless we can take seriously the ecological, cultural, reli-
gious, and economic interwovenness of our lives in this world, we are in serious danger of 
self-destruction. Process philosophy can help us come to that vital self-understanding”.

This paper will explore the implications of this process-philosophic insight for the con-
text of the theory of the firm. Following Luhmann, systems-theoretical scholars have con-
sistently (over-) defined the firm as a complexity-reducing system. The growing scholarly 
interest in understanding the processual nature of the firm (cf. Langley and Tsoukas 2017) 
suggests that, by virtue of the very nature of complexity reduction, this description cannot 
be complete. In discussing the reductionist nature of abstractions produced by the classical 
political economy, Whitehead (1929, p. 249) stressed that “a factory, with its machinery, its 
community of operatives, its social service to the general population, its dependence upon 
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organising and designing genius, its potentialities as a source of wealth to the holders of its 
stock is an organism exhibiting a variety of vivid values. What we want to train is the habit 
of apprehending such an organism in its completeness”. The contribution of process think-
ing, especially of Whitehead’s own making, is to expose the nature and significance of 
this completeness, against the background of the crucial systems-theoretic insight into the 
firm’s complexity-reducing function. The paper will revisit some of the recent Luhmann-
ian systems-theoretic accounts of the nature of the firm and lay bare the ways in which 
the critical dependencies of the firm on its outer societal environment reveal the firm as 
a Whiteheadian “organism” embedded in the evolving web of relations with the rest of a 
modern world that “provides one world for one system; and it integrates all world horizons 
as horizons of one communicative system” (Luhmann 1982, p. 133). While the systems-
theoretical emphasis on the complexity-reducing function is certainly not inadequate, the 
realization of its true potential requires a better appreciation of the firm as a web of internal 
relations. The subsequent sections contribute to this appreciation by revisiting the nature 
of system-environment relations in the context of the theory of the firm, the origins of the 
dynamic capabilities of the firm, and the understanding of business ethics.

Systems Theory and the Theory of the Firm

In spite of the wide spectrum of the Luhmannian scholarship on the nature of formal 
organizations and managerial practice (Ahrne et al. 2016; Cooren and Seidl 2019; Grothe-
Hammer 2019; Hernes and Bakken 2003), the Luhmannian themes in the economic theory 
of the firm have received a relatively scant attention (Roth et al. 2020; Plaza-Úbeda et al. 
2020; Valentinov and Thompson 2019; Thompson and Valentinov 2017; Valentinov 2020). 
Thompson and Valentinov’s (2017) systems-theoretic assessment of the mainstream con-
tract-based and competence-based theories of the firm has led them to conclude that these 
theories are paradigmatically based on the firm’s complexity-reducing function. According 
to the authors, “the determining factors in both contract-based theories (namely asymmet-
ric information) and competence-based theories (namely tacit/collective knowledge, uncer-
tainty, and bounded rationality) either stem from, or are made salient by, environmental 
complexity” (ibid, p. 1069). At root, these theories explore the ways in which the firm as 
a social system brings environmental complexity down to the level of limited cognitive 
capacities of individual human agents. To the extent that this complexity reduction is suc-
cessful, firms achieve cooperation (stressed by the contract-based theories) and coordina-
tion (stressed by the competence-based theories) in such a way as “to coordinate complex 
processes of production and exchange that are beyond the knowledge, information and 
intelligence of any single participant (Valentinov and Thompson 2019, p. 574).

Thompson and Valentinov (2017, p. 1061) doubt, however, that the two types of the 
theories of the firm are fully successful, for they “acknowledge the importance of trust 
and loyalty but neglect such behaviour in the substance of their analyses”. This neglect is 
a specific manifestation of the perceived complexity-sustainability trade-off which means, 
in the present context, that the paradigmatic focus of the economic theory of the firm on 
complexity reduction has an opportunity cost in the form of the lacking appreciation of the 
multifarious dependencies of the firm on its societal and ecological environment (cf. Kea-
hey 2020). Thus, from the systems theory perspective, firms “can be expediently conceptu-
alised as social systems, whose complexity-reducing function leads them to disregard their 
critical environmental dependencies and thus undermine their own sustainability” (ibid, p. 
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1078). In their more recent work, the authors draw “inspiration from the classic Marshal-
lian presentation of supply and demand in modern economics [to argue] that the principles 
of complexity reduction and critical dependence translate into the demand for and supply 
of social systems” (Valentinov and Thompson 2019, p. 570). This analogy makes clear that 
any theory of the firm cannot be balanced if it pays more attention to demand than supply.

Yet, given the perceived paradigmatic bias of the Luhmannian systems theory to com-
plexity reduction, the guidance that this theory may be expected to be of only little use for 
constructing the balanced explanations of the firm. This is where the Whiteheadian doc-
trine of internal relations comes into play. At first sight, this doctrine poses a certain chal-
lenge to the conceptualization of operational closure of the firm as a social system. A plau-
sible interpretation of operational closure is that a personal affiliation with the firm occurs 
in the framework of the narrowly defined roles which are not at all supposed to account for 
the full context of real-life situations in which specific firm stakeholders (such as employ-
ees) may find themselves. At the same time, a plausible interpretation of the doctrine of 
internal relations is that the firm thrives, if it does, on the full utilization of personal capac-
ities which are shaped and maintained within the web of rich social interactions, and which 
go far beyond the narrow contexts of specific formal organizations. In other words, the firm 
as a social system might be, in principle, able to “instrumentalize” the rich web of envi-
ronmental relations in a similar fashion that the living organism “instrumentalizes” diverse 
environmental resources to maintain its own existence. Furthermore, this “instrumentaliza-
tion” does not need to be seen as contrary to the operational closure of the firm.

The suggested interpretation of operational closure and internal relations seems to draw 
support from Chester Barnard’s (1938) classic theory of formal organization. Barnard 
shared the Luhmannian penchant for the study of system-environment relations and had a 
deep understanding of the formal organization’s operational closure, even if he did not use 
the term. In his theory, operational closure is clearly implied in the distinction between two 
aspects in the relation of employees to their organizations: “in the first aspect, some of the 
activities of the person are merely a part of a non-personal system of activities; in the sec-
ond aspect the individual is outside, isolated from, or opposed to the cooperative system” 
(Barnard 1938, p. 17). This distinction retains some validity despite the fact that, according 
to Barnard, the individual decides about participating in the organization in the light of 
its whole life context which is clearly outside of the organization. Accordingly, Barnard’s 
theory of organizational equilibrium holds that organizational survival depends on loyalty, 
solidarity, sense of purpose, and “sustained personal effort as a contribution to coopera-
tion” (ibid, p. 84), even though all these conditions evidently involve the employee’s whole 
personality in the rich web of social interactions. Furthermore, according to Wolf (1974, 
p. 87), Barnard believed the extent of responsibility in formal organizations to frequently 
exceed the extent of authority, in such a way that the emerging gap between them can be 
only compensated by personal loyalty and commitment which are inseparable from the 
context of the employee’s whole personality.

Even a hard-core contract-based theory of the firm, such as that by Alchian and Dem-
setz (1972), can be shown to assume this commitment. Alchian and Demsetz explain the 
rationale of the firm in terms of the need to control shirking behaviour in the setting of 
team production “wherein individual cooperating inputs do not yield identifiable, separate 
products which can be summed to measure the total output. For this cooperative produc-
tive activity, here called ‘team’ production, measuring marginal productivity and mak-
ing payments in accord therewith is more expensive by an order of magnitude than for 
separable production functions” (ibid, p. 779). The main reason for this expensiveness is 
that the shirking behaviours of individual cooperating inputs cannot be directly observed 
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and sanctioned. Accordingly, the “centralized contractual agent”, whose existence Alchian 
and Demsetz (ibid) assume to be defining characteristic of the firm, must rely on indirect 
observational clues: “when lifting cargo into the truck, how rapidly does a man move to 
the next piece to be loaded, how many cigarette breaks does he take, does the item being 
lifted tilt downward toward his side?” (ibid, p. 780). The suggested examples of the clues 
are highly significant. The subtle humour contained therein indicates that the centralized 
contractual agent must develop a high degree of personal creativity in order to be maxi-
mally responsive to a real-life situation whose formal and informal dimensions are hard to 
disentangle. This creativity requires commitment whose practical meaning goes beyond 
anything that can be specified in a formal contractual relationship. A similar requirement 
of creativity and commitment is likewise assumed by the competence-based theories. In 
terms of Barnard’s organization theory, this requirement fills the gap by which the extent of 
individual authority in the formal organization falls short of the extent of responsibility (cf. 
Wolf 1974, p. 87).

A Processual View of Dynamic Capabilities of the Firm

The harnessing of the full context of local real-life situations seems to have relevance to a 
key issue of the competence-based theories of the firm and the nature of dynamic capabili-
ties as discussed in the recent work by Nayak et al. (2019) and Chia (2017). According to 
Barney’s (1991) seminal rendition of the resource-based view of the firm, dynamic capa-
bilities can generate a sustainable competitive advantage of the firm if they are valuable, 
rare, inimitable, and non-substitutable. As Nayak et al. (2019) aptly discern, the extensive 
scholarship on dynamic capabilities ultimately fails to provide a satisfactory account of the 
origins of the inimitability and hence idiosyncrasy of dynamic capabilities. Equally mys-
terious remain their tacit and opaque character. Given these features, Nayak et al. (2019) 
wonder about the extent to which the evolution of dynamic capabilities across firms in spe-
cific markets and industries might converge around coherent patterns. To address this issue, 
the authors advance the ecological approach buttressed by a new vocabulary of process-
inspired terms, such as environmental affordances, empirical sensitivities, and habitus, the 
latter of which clearly goes back to the work of Bourdieu.

A possible reading of the contributions by Nayak et al. (2019) and Chia (2017) sug-
gests that the processes of organizational learning can be analysed along two dimen-
sions corresponding to the complexity reduction and critical dependence principles of 
the complexity-sustainability trade-off. If organizational learning is informed by com-
plexity reduction, it deemphasizes contextual embeddedness and boils down to delib-
erate information processing and accumulation with a view to overcoming the limits 
of the individual cognitive capacities. Dynamic capabilities and routines arising out of 
this type of organizational learning can be thought of as “best practices” (Eisenhardt 
and Martin 2000) that may potentially become common across specific firm popula-
tions, for the complexity-reducing function is indeed generic for all types of social sys-
tems. If organizational learning occurs along the lines of the critical dependence prin-
ciple, it acquires different features which may account for idiosyncrasy, inimitability, 
and opacity of dynamic capabilities. Informed by the latter principle, organizational 
learning seeks to embrace, rather than reduce, environmental complexity. Whereas Luh-
mann explicitly associated complexity reduction and operational closure of social sys-
tems, such as firms, with the selective indifference toward the environment, the critical 
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dependence principle underscores the requirement of systemic sensitivity to the envi-
ronment, at least as long as the environment remains capable of tolerating the system 
in question. Following Chia’s (2017) terminology, the types of organizational learning 
governed by the critical dependence and complexity reduction principles can be respec-
tively titled as cognitive and non-cognitive. His work can be taken to suggest that the 
former type of learning can take place only after the latter type has place. “Social prac-
tices” underpin the “prior unconscious adaptive and improvisatory learning” (ibid, p. 
108) and thus provide the substrate for the cognitive learning informed by the complex-
ity reduction principle.

Thus, the distinctive feature of the noncognitive learning associated with the criti-
cal dependence principle is contextuality and “immersive engagement with the world” 
(Nayak et al. 2019) which includes the rich web of social interactions whose formal and 
informal dimensions are hardly separable. If so, then the Luhmannian framework and 
the complexity-sustainability trade-off may indeed explain how each firm can be idi-
osyncratic. A basic postulate of the Luhmannian theory is that the environment exhibits 
overwhelming complexity for which no social system can mobilize sufficient “requisite 
variety”. For Luhmann, a system is, therefore, embedded in its environment via the idi-
osyncratic structural couplings to this environment. Yet, from the process perspective, 
the overwhelming environmental complexity translates into the overwhelming diversity 
of idiosyncratic contexts in which all social systems, including firms, are embedded. 
Operating according to the complexity reduction principle, firms may indeed disregard 
many of these contexts; but the noncognitive learning strategies corresponding to the 
critical dependence principle lead the firms to refine their “empirical sensitivities” in 
such a way as to recognize and take advantage of their “environmental affordances” 
(Nayak et  al. 2019). Obviously, these affordances are contextual and unique, and can-
not be recognized by disregarding the environment. Teece (2012, p. 1396) suggested 
to understand dynamic capabilities in terms of the firm’s ability to “sense”, “seize”, 
and “transform” environmental opportunities. An implication of his approach is that the 
development of dynamic capabilities goes against the grain of complexity reduction.

This stark conclusion notwithstanding, it is evidently true that firms equally require 
both cognitive and non-cognitive learning strategies, which accordingly sustain a rela-
tionship of mutual complementarity. The former strategies may be supposed to be trig-
gered when the familiar routines and habits are disrupted or bring unexpected outcomes. 
This may be the case when “objects and relations are conspicuous (they no longer work 
in the normal way), when they obtrude (they become absent) or when they obstruct 
(they are experienced as obstacles)” (Chia and Holt  2006, p. 649). The non-cognitive 
learning strategies may thus be supposed to be subject to “complexity limits” that may 
be overcome if firms are able to resort to the cognitive strategies. In contrast, in line 
with the complexity-sustainability trade-off, the latter strategies may be supposed to 
be subject to the “sustainability limits”, as the orientation toward complexity reduction 
may bring firms to disregard their critical environmental dependencies. Whereas Val-
entinov (2014) associated these limits primarily with social and ecological sustainabil-
ity, Nayak et al.’s (2019) work on dynamic capabilities suggests that these limits may 
likewise pertain to the economic dimension, and more specifically to the firm’s com-
petitive advantage, which may or may not be sustainable. Whether ecological, social, 
or economic, the required sustainability calls for an enhanced systemic sensitivity to 
the environment. Given that this sensitivity is framed by the critical dependence at least 
as much as by complexity reduction principles, its nature cannot be fully grasped by 
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cognitive strategies. It is for this reason that dynamic capabilities related to this sensi-
tivity are characterized as inimitable, tacit, and opaque (cf. Teece 2007, p. 1321).

A Processual View of Business Ethics

If the refined sensitivity to environment underpins the firm’s sustainable competitive 
advantage, it is even more crucial for securing the firm’s ability to respond to societal 
expectations and to uphold thereby their “license to operate”. The importance of the latter 
ability is widely established in the extensive literatures on business ethics and corporate 
social responsibility. In the 1953 classic, Howard Bowen maintained that “it is becoming 
increasingly obvious that a freedom of choice and delegation of power such as business-
men exercise would hardly be permitted to continue without assumption of social respon-
sibility” (Bowen 1953, p. 6). He saw the nature of this responsibility in “the obligations of 
businessmen to pursue those policies, to make those decisions or to follow those lines of 
action which are desirable in terms of the objective and values of our society” (ibid, p. 6). 
In line with the modern emphasis on the business case for corporate social responsibility, 
he did not believe in the antagonistic opposition between the interests of corporations and 
their societal stakeholders. He discerned that corporate managers are increasingly seeing 
the contribution to societal welfare, rather than profit maximization, to be the touchstone of 
business success (ibid, p. 52). If “the welfare of society is related not only to the quantity of 
final goods and services, but also to the conditions under which these goods and services 
are produced” (ibid, p. 113), then the corporate social responsibility for improving these 
conditions will ultimately correspond to the direct economic interest of corporations (cf. 
Pies et al. 2019; Ramírez et al. 2019).

While Bowen believed in the possibility of convergence of economic interests and 
social responsibilities in the framework of what he called institutionalization processes, he 
was far from denying the economic logic of profit maximization faced by corporate manag-
ers. In that sense, he may be said to have upheld the operational closure of the economic 
system. Against the backdrop of operational closure, it is noteworthy that he considered 
corporate managers to be capable of registering the evolving societal demands, particularly 
due managers’ socialization in the respective societal environment. As he put it, “the busi-
nessman has been subjected to pressure originating from the new social climate in which 
he operates, and at the same time he himself has assimilated many of the values and atti-
tudes that are characteristic of this new social climate” (Bowen 1953, p. 75; cf. Wabule 
2020). Acquier et al. (2011, p. 636) affirm that “for Bowen, the businessman is not a lone, 
calculating actor. His behaviour is embedded within social and organizational contexts”. 
Thus, Bowen not only considered managers to be persons with a unique history and social 
awareness, he must also have assumed that corporations have dynamic capabilities of sorts 
to sense societal expectations before they become fully institutionalized, if the institution-
alization processes are to get off the ground. These dynamic capabilities are evidently func-
tionally similar to those theorized by the resource-based view of the firm. Just like the 
latter ones, they allow the firm to refine its sensitivity to its critical environmental depend-
encies but pertain primarily to the dependencies on the societal rather than economic envi-
ronmental segments (Valentinov and Perez Valls 2021).

Sensitivity to environment, however, is not only a precondition of positive relationships 
between corporations and their societal stakeholders. This sensitivity is likewise impli-
cated in the emergence of “business ethics as practice” (Painter-Morland 2008) lived by 
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corporate employees (cf. Tortia 2018). Understood as “practice”, business ethics in cor-
porations radically differs from “many corporate ethics programs [which] have become no 
more than ‘insurance policies’ against corporate liability and are implemented and man-
aged with an indiscriminate ‘checkbox’ mentality” (ibid, p. 1). Instead, Painter-Morland 
(ibid, p. 3) proposes to understand business ethics as “the capacity to respond appropri-
ately to the many competing pressures and expectations that push and pull individuals in 
the course of their daily participation in complex organizational and business networks. It 
requires an intuitive and continuous balancing act, in which an individual’s character, val-
ues, and relationships all register in significant ways”. Business ethics as practice evidently 
means full responsiveness of employees to their dense webs of personal relationships 
which go far beyond the limits of the operational closure of both the economic system and 
thus also beyond the limits of the social responsibility and similar forms of “aspirational 
talk” (Christensen et  al. 2013) of the formal organization with which the employees are 
affiliated. An implication of this argument is that the practical meaning of business ethics 
in corporations can be analysed through the lens of the complexity reduction and critical 
dependence principles. The complexity reduction principle would, at least on face value, 
be consistent with the institutionalized and bureaucratized management of ethics programs 
and codes, whereas the critical dependence principle would stress context, relationality, 
and the genuine furthering of social life.

The latter goal is assumed to be particularly attainable through values, which, in the 
business context, are said to “have the unique ability to solicit the voluntary support of 
individual employees. They emerge as a kind of inarticulate pattern or quality in the behav-
iour and expectations of those who participate in an organizational system. They create 
a certain congruence, both in the actions of an individual over time and under different 
circumstances, and in the behaviour of all those who identify with a particular organiza-
tion. … Through their emergence, an organization’s employees develop a sense of pro-
priety that guides decision making more effectively than the deliberate application of 
principled thought” (Painter-Morland 2008, p. 174) framed by the complexity reduction 
principle. The “sense of propriety” noted by Painter-Morland (ibid) evidently denotes the 
sensitivity of employees to the corporate societal environment constituted by the rich webs 
of personal relationships inextricably harnessed in the corporate efforts to withstand the 
moral challenges and seductions of globalized capitalism. If this interpretation is correct, 
business ethics as practice may indeed be the most important dynamic capability essential 
not only for the competitive advantage but also for the very survival of corporations in the 
midst of the turbulent social life.

Toward a Processual Perspective on the Nature of the Firm

In a highly discerning argument, Tor Hernes (2008, p. 94) identified several overarching 
differences in the thought of Luhmann and Whitehead. Contrary to Luhmann, “boundary 
drawing does not occupy a major role in Whitehead’s work… Luhmann’s reasoning, on the 
other hand, dictates that without boundary drawing there is no difference between one sys-
tem and another” (ibid). Furthermore, whereas Luhmann emphasized “inward connecting 
processes of systems”, Whitehead put stress the on the outward connections (ibid). Argu-
ably, the Whitehead-Luhmann contrast contain rich implications for systems theory and 
process studies, as well as the theory of the firm. In terms of systems theory, these con-
trasts illuminate the relationship between the complexity reduction and critical dependence 
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principles along the lines drawn by the structural couplings of system and environment. 
In terms of process studies, these contrasts correspond with Hernes’s (2008, p. 54) sug-
gestion that concrete experience and abstraction are complementary and infuse each other 
with meaning. In the context of the theory of the firm, the Whitehead-Luhmann contrast 
suggests a new as processual as systemic perspective on the question about the nature of 
the firm. The firm may be understood as a platform where personal (or even spiritual) and 
organizational observations cross-fertilize each other and thereby create a new contrast 
which serves, in terms of Whiteheadian ethics, to enhance the depth and intensity of either 
form of observation. The firm is a platform where organizational imperatives meet thick 
personal descriptions and worldviews. In the course of this meeting, personal life can be 
enhanced (or debased), and organizational imperatives propel interaction (which may be 
more or less productive or opportunistic).

While the possible range of processual approaches to the nature of the firm is hardly 
exhaustible, the advantage of the perspective proposed above is that it throws sidelights 
on the fundamental question of the specification of the boundary between the firm and the 
market (Foss 1993; Hodgson 1998; Kroszner and Putterman 2009; Zenger et  al. 2011). 
In radicalising Luhmann, Roth (2018, p.132f) interprets the market not only as the inner 
environment of the economic function system, but rather as the intra-societal horizon of 
all forms of organized communication. Accordingly, this multifunctional market may be 
segmented into and features mutual influences between, inter alia, economic, political, sci-
entific, legal, religious, or educational markets. Still, the economic market segment remains 
framed by the economic system’s complexity-reducing function which, at the same time, 
underpins the systemic imperatives impelling the action of economic decision makers. 
Thus, the firm’s reliance on the economic market governance of a specific set of trans-
actions, i.e., the specific delineation of the firm-economic market boundary, indicates the 
firm’s ability to adequately translate some of its dependencies on the outer environment 
into the complexity-reducing “language of prices” (Luhmann 1989, p. 62). Those depend-
encies that cannot be adequately translated into this language must remain internal to the 
firm. Distinct types of the theory of the firm deal with specific reasons why this transla-
tion cannot be successful. In also alluding to the legal market segment, the contract-based 
theories can be taken to argue that this translation would be thwarted by the problem of 
human opportunism which makes the devising and execution of contracts across firms pro-
hibitively costly (Hodgson 1998, p. 180). In drawing on educational market metaphors, the 
competence-based theories, in contrast, take the primary translation obstacle to reside in 
“the largely non-communicable, idiosyncratic and non-contractible nature of competence” 
(Foss 1993, p. 139).Yet, whatever the specific nature of the translation problems may be, 
the firm may be seen as an enclave for phenomena which are essential for the fulfilment of 
systemic imperatives but are not adequately translatable into the language of prices. The 
list of such phenomena is potentially very long, and includes, among other things, truth, 
belief, loyalty, and power. All these phenomena must be fully embraced by the firm if it is 
to be competitive; but they are much too complex and subtle to be purchasable in the eco-
nomic market setting.

The same processual point of view can be presented in a slightly different terminology. 
Oliver Williamson, a Nobel Prize-winning economist, took adaptation (a process!) to be 
“the central economic problem” (Williamson 1996, p. 101). He traced the same view in the 
work of Friedrich von Hayek (1945) and Chester Barnard (1938) who, however, referred to 
adaptation of very different kinds. Whereas Hayek (1945) held that the price system consti-
tutes “an extraordinarily efficient” adaptation mechanism (Williamson 1996, p. 101), Bar-
nard was primarily interested in the intra-organizational adaptation which is “conscious, 
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deliberate, purposeful” (Barnard 1938, p. 4). Williamson (1996, p. 102) fully recognized 
that “both Hayek and Barnard are correct, because they are referring to adaptations of 
different kinds, both of which are needed in a high-performance system. The adaptations 
to which Hayek refers are those for which prices serve as sufficient statistics”. The last 
sentence is remarkable in that it (almost) explicitly refers to the translatability of specific 
phenomena into the language of prices, with the implication that the limits of this translat-
ability crystallize into the rationale of the firm. In terms of Hernes’ (2008) interpretation of 
Whitehead, the firm accommodates those dimensions of concrete experience that cannot be 
converted into the abstract form of price as the expression of the economic system’s com-
plexity reduction.

The processual nature of the problem of the inadequate translatability into the language 
of prices is further confirmed by the fact that this translatability is suppressed by proces-
sual attributes such as change and turbulence. In a 1961 classic, Burns and Stalker drew 
the seminal distinction between the mechanistic and organic systems, the former of which 
relied on clear job descriptions which specified the limits of individual responsibility. 
While Burns and Stalker (ibid) associated the mechanistic systems with bureaucracy, the 
sheer clarity of job descriptions has a strong complexity-reducing aspect. Crucially, Burns 
and Stalker (ibid) see the changing business environment as a key driver for the rise of 
organic systems, in which “the boundaries of feasible demands on the individual disappear. 
The greatest stress is placed on his regarding himself as fully implicated in the discharge 
of any task appearing over his horizon, as involved not merely in the exercise of a special 
competence but in commitment to the success of the concern’s undertakings approximating 
somewhat to that of the doctor or scientist in the discharge of his professional functions” 
(Burns and Stalker 1961/2001, p. xxii). In the recent literature, turbulence of the business 
environment is a widely acknowledged driver of the rise of stakeholder management as 
an alternative to “the mainstream view of shareholder capitalism” (Freeman et  al. 2010, 
p. xv). Freeman et al. (2010, p. 35) explain that “as long as the environment is stable, few 
strategic surprises occur” and “the mainstream view of shareholder capitalism” may hold 
sway in the same way as the mechanistic structures in the context of Burns and Stalker 
(1961/2001). As the processual nature of the business environment makes itself manifest 
through the growing turbulence, the considerations of competitiveness necessitate a shift of 
managerial priorities from maximizing profits for shareholders to “creating as much value 
as possible for stakeholders, without resorting to trade-offs” (Freeman et al. 2010, p. 28).

Concluding Remarks

This paper has identified a productive tension between the systems-theoretic and process-
theoretic philosophies and argued that this tension throws new light on the fundamental 
question about the nature of the firm. Luhmann was convinced that social systems, as he 
understood them, are more than mere analytical constructs; “the concept of system refers 
to something that is in reality a system and thereby incurs the responsibility of testing its 
statements against reality” (Luhmann 1995, p. 12). Process philosophers are no less ada-
mant about the reality of processes, organisms, and internal relations. While there are good 
reasons to agree with both philosophies, their perfect complementarity is often said to be 
contravened by the fact that systems exhibit a number of features such as complexity reduc-
tion, operational closure, and indifference to the environment. These features do not seem 
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to be well attuned to a processual worldview assuming each novel event to be “prehen-
sively” influenced by the rest of the universe, but neither do they deny the latter’s organic 
interconnectedness. The challenge to imagination posed by this tension helps to appreci-
ate the philosophic meaning of the firm which turns out to be reposed on the paradoxical 
entanglement of the irreducibility of complexity reduction and the sustainability-require-
ments inherent to both personal and organizational forms of environmental observation.

Against this backdrop, the unique function of the firm is to house those aspects of this 
reality that are too unique, idiosyncratic, or organic to be accommodated by the “language 
of prices” corresponding, in institutional economics terms, to the reliance on market gov-
ernance. The major examples of such aspects include technological complexity, organiza-
tional culture, competence, loyalty, commitment, and intrinsic motivation. The juxtapo-
sition of the systems-theoretic and process-theoretic perspectives helps to diagnose and 
overcome the apparently predominant framing of the economic theory of the firm by the 
principle of complexity reduction as a key ingredient of the Luhmannian vision of the pre-
cariousness of system-environment relations. This framing per se is an adequate signifier of 
the complexity-reducing role of the economic function system, which, however, has often 
been referred to in ways that tend to side-line the critical dependence of this system on 
other function systems as well as its broader social and non-social environment. To do jus-
tice to this dependence, firms could act in their “organismic” quality; they could embrace, 
rather than disregard, the complexity of their environment. To the extent that they succeed 
in doing so, they develop dynamic capabilities (Nayak et al. 2019) and engage in “business 
ethics as practice” (Painter-Morland 2008), improving thereby their economic and social 
sustainability. Dynamic capabilities and business ethics are just two examples of the broad 
range of phenomena which have a strong bearing on firm survival but remain inchoate and 
mysterious to those theories of the firm that are wedded to simplistic over-identifications 
of systems theories with the complexity reduction principle. Qualifying this principle with 
new insights from process thinking opens up new avenues for scholarship on both the con-
ceptual nature of the firm and its practical sustainability limits.
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