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GB/DRAFT

ASPECTS OF COMPANY ORGANISATION AND INDUSTRIAL DEMOCRACY:
A DISCUSSION PAFPER W
INTRODUCTION

4 For a very long time belief in the overriding importance of the
technological determinants of the organisation of industrial work tended to
close off the subject to economic and sociological analysis. Even the
passing of the heyday of "scientific management" led to only limited
contributions from the disciplines of economics and sociology to the study

of the division of labour, and these tended to be restricted to questions of
choice between techniques of production or of organisation which exist
independently, or, in the case of sociology to questions of the undesirable
consequences of the "fragmentation" of work and the way in which the worst

of these might be attemuated.

2 There has, however, been a minority of economists and sociologists
interested not in the kind of choice made once the organisational “blueprints"
are known but in the factors which aré at work in the formation of these
Yblueprints" themselves. It is fairly clear that if these "blueprinté" are
determined by the kind of technology chosen then there is not much that
economics and sociology can say that is of interest. It is also clear that
if there is a "cne best way', as Taylor maintained, of organising work for
each technology of producticn then the whole gquestion of work organisation
lies pretty squarely outside the realm of industrial democracy. Indeed, one
of the reasons for the ratheruninspiring nature of much of the work of
economists on the economics of labour managed firms is that they have
maintained the assumption of a form of technological determinism of worik
organisation through the use of the production function with its assumption
of the existence of a set of fixed combinations of capital and labour for

. each set of relative prices. The result has been that they have had to
concentrate on the distributional rather than the orgenisational aspects of
self-management. The purpome of this paper is not to try to asseas the
relative merits of theories based on the assumption of the coverriding
importance of economic and social determinants as opposed to technological
determinants but to try and see what tHe former group of theories might tell
us that ig of interest to the gquestion of industrial democracy.



It was pointed out earlier that many of these theories have constituted
something of a minority movement within the two disciplines and for this
reason they are of a rather disparate nature, and their presentation in the
context of the debate on industrial democracy will require & fair amount of
further development aﬂd adaptation.

PART ONE: THE EMERGENCE OF THE FIRM
A THE FIRM AS THE TECENOLOGICAL CONSEQUENCE OF THE DIVISION OF LABOUR

3 To help the Reader follow the develoﬁment of this paper it will perhaps
be helpful if we give an example of what ve mean by technological

determinism of work organisation and how it hgs" entered into economic theory. .
Analysis of the example will also help to illustrate some aspects of the
starting point used by the group of economists whose ideas we shall bs looking

at.

b Muchk of the tone of the theories of the division of labour based on
the belief in technological determinism flows from the example of the

division of labour in a pin factory giveny by Adam Smith. Although Smith
also wrote extensively about the "large scale" division of labour between
 trades and firms, it vas the "emall scale" example of the pin fectory which

. geized the imagination of many of his contemporaries, and which has become

the example which proves the rule. The basis of his argument was that

the division of the process of pin making into a series of separate parts each
of which was to become the exclusive domain of one workman was able to
increase prodnction far beyond that achieved by the same number of men working
individually. The great efficiency of this method of dividing labour was
what recommended it. The limit at any wmoment to the extent of the division of
labour was given by the possibility of disposing of the final product, and
gubject to this limit there was an optirum degree of the fragmentation of
tasks for a given process of production. Although the level of demand is a
-merket and not a technological phenomenon, it remains true that the pattern
of work organisation itself in this example is chosen in order to maximise

the physical output of a set of technical inputs. It is technologically
efficient before being economically efficient. .-



5 The three factors.invoked by Smith to explain the dramatic results of
the ﬁivision of labour in the pin factory support this conclusion. These
were; the increase in the dexterity of the worker at his task, the saving of
time that would be wasted in changing tools and position as he went through
each individual step in the production process, and the invention and
improvement of machinery to "abriéige"'the tasks of labour which might result
fromvthe concentration on a limited task.

6  Although no claim is made that the writings of Smith are representative
of those who assert the predominance of technology in the determination of
work organisation, it is worth pursuing Smith's example a little furither as
it yields some useful insights.

7 One aspect of Smith's pin factory example that has tended to slip by
unnoticed, perhaps because it ia so obvious, is that the workmen are grouped
in a single workshop, under the same supervision, and in the employ of the
same man. They are working in a factory. The question then arises as to
whether the arguments that Smith invoked to explain the success of the division
of labour also explain the existence of the factory with, in Smith's case, &
system of supervision and of employment contracts.

8  Although none of the authors we look at question the fact that
specialisation is capable of producing dramat:ic results,; all of the reasons
-put forward by Smith have been questioned with respect to their ability to
explain a particular form of industrial organisation. Thus Marslin (1973)

for example, asks whether the first type of gain through increased dexterity
might not be achieved by the same worker working successive days on successive
parts of the production process, each day building up the stocks that would
serve him in the next step of production. The same objection might be raised
concerning the second type of gain through the reduction of time spent hetween
tasks. Williamson (1975) has asked whether such a system could not be _
worked by the establishment of a series of market contracts between workers
specialising independently in each step of the process, each selling his
day's produce to the next man down the line thus establishing a geriss of
open market transactions rather than a series of tasksundertaken undsr the
authority of an employer. The final reason, the invention or improvement of
machines, does not stand up very well for different reasons = that the
intellectually stifling nature of the mi;nute division of labour described

is no atmosphere for encouraging invention. In short, Smith's

technological arguments explain neither the existence of the factory, nor that
of the relations of subordination and superordination, nor that of the
employment confract. On its own the division of labour does not seem to

explain the existence of the capitalist firm.




9 Some economists, notably Coase (1937), have gone further to argue that
the market can explain the existence of the division of labour and & high
degree of specialisation, (or to put it more precisely, they have argued that
with a perfectly competitive market there is no need to resort to & non-market
force to explain the existence of specialiaﬁtion). The trouble is, to return
to Smith's example, that a factory is not, in any obviocue sense, a form of
" market, and so the economist has the rather perplexing task of explaining
in terms of market theory why firms exist in the economy, and what role they
play. It is not surprising that a science that has little to say about the
very existence of an institution like the firm should have very little of
interest to say about problems of industrigal democracy.

B THETRANSACTIONASTHEBASISOFTEETHIDRYOFTHEHRM

10 How then should the economist approach the explanation of the existence

~ and the structure of the firm so that he does not find that in doing so he

is forced to abandon the strongest part of his theory, the theory of markets?
The basis for an answer has been put forward by the American labour

economist and historian J R Commone (1934) in a presentation of "institutional
economics" in which he sought to bring economic theory into harmony with

hig long years of experience on government bodies in the United States.

11 What Commons set oﬁt to do was to discover a unit of economic activity
that could at once be an element in legal procedures &nd an object of social
rules and customs. He also wanted an object to which could be applied the
key prineiples he identified in social life: those of "c'onﬂict“, "dependence!’
and "order". This meant finding something that could be a unit of
conflicting interest of ownership, a unit of mutually dependent interests,
anpd a unit of "orderly expectations'. This last element needs some
explanation. For Commons "order" was not in any sense static, or a halting
of time. It was the essential link between past and future economic and
social activity, between present sowing and future reaping. The economic
phenomenon of "futurity" (of which debt was the key manifestation) was very
closely tied to Commons' concept of order. The unit which comes at the
cross-roads of all these requirements is that of the transaction, which
Commons defined as the "alienation and acquisition, between individuals, of
the rights of future ownership of physicgl things as determined by the
collective working rules of society”. (Odd though it may seem, Commons
appears to include labour as a "physical thing).



He goes on to say that the transfer of these rights must be negotiated.
In the definition itself we can see quite clearly the intersection of these
different social activities.

12 The basis of Commons' argument is not that starting from trensactions
rather than from a theory of choice is in some ill defined way more
“pealistic!, but that it creates a set of distinctions of functions that
correspond to those made by society. In a full development of the approach
it should not, therefore, be necessary to treat legal transactions, or social
customs "as if" they were something else. Unfortunately for us, after this
point Commons sets off in a rather different direction which is of less
‘relevance to the subject in hand. The "transaction" does, however, provide
the key for the economic study of the organisation of production.

13 With the ccncept of the "transaction" it is now possible to state the

. problem posed by the emergence of the firm as an economic institution, and
the problem is that of discovering why some transactijons will take place

on the open market, and under what conditions some will cease to be effected
on the open market. Given the usual set of constraints on economic actors,
it can be seen that the deciding factor will be the relative cost of making
the two forms of transaction. To make things a little clearer let us suppose
that there are two distinct methods for entering into transactionz. In the
first_. that of reliance upon the open market, the terms of the transaction
miet be completely defined "ex ante" or before the exchange is made. In the
second, making transactions off the open market (within the firm) complete
ex ante definition is absent and there is a separate procedure for
finalising the terms later. What is being argued is that it is the relafive’
cost of these two methods for making transactions which will decide which will
be used. If the relative cost of using the open market were lower for the
whole range of transactions to be effected thers would be mo firms. In fact,
there are increasing cpsta, as will be arguéd later, attached to the use

of both transaction methods so it is to be expected that a mixture of the two
will be used. Now it can be seen that anything which affects the relative
costs of the two will mean that a number of the transactions carried out
under one procedure will then be carried out under the other. Because of
thie, the transaction approach provides a way of looking at fluctuations

in firm size and of analysing policies of stergers and of the
decentralisation of production.



A gimple example of the kind of féctor which might lead to shifts in the

way in which transactions are effected would be the imposition of a sales

tax on opsn market transactions. Similarly, certain types of payroll tax
would discourage reliance upon the firm and favour reliance upon self-employed
workers dealt with on the open market.

1%  Factors underlying the variations in costs. Differences in relative
cost provide little more than a formal framework and tell us littls that is
of interest. Of central importance, however, are the factors underlying
these costs and movements in them. Looking ahead we shall assce that for
Alchian and Demgetz (1972) the chief factors acting on these costs are the
coste of supervision of the fulfilment of contracts, and of the detection
of marginally substandard performance either ex ante or ex post. For Coase
(1937) the costs are thbse of discovering what the relevant market prices
are, and such matters as like the incidence of tax on certain kinds of
transaction. The importance of the latter is probably not fully recognised,
being that part of the relative costs due to what Commens called the
"collective working rules of society". One might also mention the costs:
foliowing from different kinds of income or industrial relations policy.

For Marglin (1973), on the other hand, the chief source of economy came with
the control of the process of production and the possibility of recrganising
production as dictated by the market for the final product without having
to Ybribe" the workers in order to win the co~operation in such changes.
Williamson (1975), and Arrow (1974) develop further the informational costs
vhich cause the relative cost of the two tramsaction methcds to vary. Suach
then is a sample of the kinds of cost we shall be loocking at shortly.

15 Costs and the Problems of Definition of the Terms of Transactions. In
this paper we seek to go further, and to argue that it is the definition of
the terms of the transactions themselves that is one of the key problems.

indeed, the definition of the gubstantive content and the procedural scope
of the transaction is central to economic activity. This is so because it is
through their grouping into categories which can form a suitable basis for
transactions that goods and services can enter into economic exchange
relationships. This is something that tends to be obscured by the usual
paradigm of economic exchange which is explained in terms of parables about
the meeting of hunters in some primaevai foreat who exchange so many fishes

for deer, or people buying butter in a supermarket(1);



In both of these parables simplicity of the objects exchanged minimiges the
importance of c'lefi.n:i.‘l::i.on(2 + &8 the substantive terms appear to bear on
easily or readily defined objects. Horeover, the exampleg are ones in which
- the procedural terms, covered by open market proceaures, are relatively less
important in relation to the substantive ones than in certain other exchange
situations. The transsctions approach allows us to take the process of the
definition of substantive content and procedural scope into account. This
will become particularly evident when we come to discuss the labour contract
and the procedures it involves for ths completion of the substantive terms
of the transaction. For the time being, however, we shall concentrate

on the definition of transactions for the open market, and the reason why
this method of transacting should be of limited appllcability(s)

16  Economic exchange takes place between actors who are operating under

& number of cost constraints, and who are therefore cbliged to make fairly
precise calculations concerning the details of the tramsaction. Lack of
precision or general vagueness in the terms of the exchange is likely to
make it impossible to keep control over the costs of a process of which each
exchange act is but a part. This is why exchange transactions require

fairly precise definition. With transactione which are concluded on the open
market this definition has to be achieved before agreement is reached. Thls
is what we mean by "ex ante" definition..

17  Requirements to be placed_gppn the Process of Definition. There are
two main requirements to be met by this process. - The first is that the
degree of precision with which its categories are set out muet be such that
it offers an adequate basis for the kind of quantification necessary for
market exchange., This might be called definition in the "atatic" sense.

The second, which might be called definition in the “"temporal" sense, is that
the categories offer a basis for sufficiently stable expectations so that the
probability of the correctness of the calculation of future liabilities can
be worked out, and an appropriate level of contingency arrangements made.

In other words, we are concerned with the need to "forecast" or to "predict"
which will be the relevant categories. In the first sense of "definition"

we are concerned with definition in the present for the present. If we take

the case of the organisation of a production project, this merely amounts to
the need to decompose, or analyse it intd a number of constituent parts that
might gerve as the basiz for market transactions.



In the second sense, the concern is with the definition in the present for
the future. The "constituent parts" analysed out must act ae predictions.

' of'categories of transactions that will need to be ;ealised at pome date in
the future - predicting categories'tﬁat will be viable at some planned future
date. It is because prediction is so important in this that the question of
uncertainty is central.

18 Definition and the Transition between Typeas of Uncertainty. In dealing
with risk-taking and the function of the entrepreneur in econcmic theory

Knight (1957) wae led to identify three types of probability situation:

s priori probability" "statistical probability" what he calls "estimates'.
This last is what he ¢calls "true uncertainty, which is not susceptible to
measurement. The first probability situation is not of great relevance to our
argument, but the distinction between the second two is of great importance.
When talking about the problem of definition with respect to uncertainty

vwe are concerned with the tramsition from the situation of pure uncertainty
vwhich is not susceptible to measurement to that of statistical probability
vwhich is open to a form of measurement. We have been arguing that the
dependence of market exchange on a high degree of ratiocnal calculation means
that it needs to be based upon the second rather than the first type of
probability situation.

19 Traditionally, economic theory has assigned the function of mediation
between these two types of probability situation to the "entrepreneur'" who,
one might say, specialises in the committing of economic resources to certain
ends, or risk taking. His function can be contrasted to that of the "insurer!
whose function is that of "distributing riek', offering cover on the basis of
the observation of the frequency of certain kinds of event. The insurer's
activity is confined to that of statistical probability situations.

20 A clear idea of the entrepreneurial function and its relatioen to
specialist productive functions if offered by Marshall in his illustration
baped on the building trade:-

"The division of labour is often carried still further when houses are
built not at the expense of thome whe are to live in them, but as a
building speculation. When this is done on a large scale, as for
instance in the opening of a new suburdb, the stakes at issue are so
large as to offer an attractive field to powerful capitalists with a
very high order of general business ability, but perhaps with not much
knowledge of the building trade.

10



They rely cn their judgement for the decision as to what are likely

to be the coming relations of demand snd supply for different kinds

of hoﬁses; but they entrust to others the management of details.

They emﬁloy architects and surveyors to make blans in accordance with
their general décisions; and they enter into contracts with professional
builders for carrying them out. DBut they themselves undertake the
chief risks of the business, and control its general direction'.
("Principle of Economics" 1920 Bk IV ch xii pp 245«6).

21 Thus Marshall's entrepreneur can be seen to be taking on the initial
project for the construction of the suburb, decomposing the project into

a number of émaller elements that can be contracted out to specialist
architects or builders. The entrepreneur does not need to have the knowledge
to trace out each set of tasks in the minutest detail, but what he must do is
decompose the project into a number of phages whose linkage through time he
can handle and which constitute a viable basis for his own plans and those

of the other parties to the transactions. Effectively, he is, at this

stage, not detailing particular activities that must be followed through, but
he is asking for & series of finishéd products to be delivered. He wants

the plans from the architeot, the survey of the land, and the completed
houses of a certain specification. The details of the actual sctivities are
left to the particular specialists. As we shall see, this situation is
different from that of the labour transaction in which the entrepreneur is
not just interested in the delivery of the finished product (by a certain
date) but is also concerned with the control of the process of execution as
wellck).
22  Coste and the Process of Definition: the Transition from Market to
Non-market., It is now time to turn to the factors affecting the extent to

which the open market method of transacting is likely %o be used. There are
two counteracting tendencies. The first is that of the increasing'
difficulty of defining categories for transactions ocut of "pure uncertainty".
The second is that of the decreasing economies resulting from the frocess.

of defining_and contracting out on the open market.

23 Ve might represent the first situation graphically as follows:w

11
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On the vertical axis is represented the cost of defining the Ymarginall

o; "additional" transaction, and on the horizontal axis is the degree

of definition achieved. A rough measure of this might be the proportion of
total costs covered by eventual contracting out. Hypothetically, there

ié a point at which the entreprensur has contracted cut every task involved
in the project leaving himself in the position of aimply orchestrating

a set of market contracts. : '

2k Wwhy should the curve slope upwards? Definition out of uncertainty
requires forecasting, indeed, it is a form of prediction of which will
‘be the relevant categories at spoms point in the future reaiisation of the
project. The project will require organisation through time, and will

be divided into phases. If the analysis of each phase taken in isolation had

say a 90% probability of being correct, the fact that the phases must follow
each other, the correctness of one estimate therefore being dependent on
the realisation of the previous phase according to plan, it is easy to see
that as the probabilities must be multiplied the likelihood of error on

the later phases increases geometrically. If the likelihood of error
increases in this way, it is clear that the difficulty attached to
definition at each stage will increase after the sahe fashion.

25 Increasing cost of analysing out categories of task that can serve as
the basis of open market transactions is mot the only process at work. It
seems likely that there are also decreasing savings to be achieved as each
successive set of categories iz defined and contracted out.

12



This is because apeciaiisation is subject to economies of scale, and the
more limited the market for such specialisstion the less it is possible to
teke advantage of these. We thus have a second curve which can be laid on
the first and which represents decreasing marginal savings. There is a
lower limit to the margiral savings curve given by the cost of perfectly
organised production. The curve starts off at a high level representing
the highncos£‘§f stand-by resources if a desired level of production is to
be maintained with poor planning. ’
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26 Taken together, the processes represented by the two curves suggest
that there iz & point at which marginel savings from anslysie are equal to
"4ts marginal cost. We now turn to the question of the significance of this
point of intersection, and to the earlier question of the "procedures” used
for the definition of the terms of transactions. '

27 Returaing to the first curve, and to Kniggﬁﬁ distinction between
"statistical probability situations" and "estimate situations', we can see
that either end of the curve is going to be characterised by the predominance
of one of these two kindas of probability situation. As the categories for
transactions are analysed out, we pass from Knight's "true uncertainty" to
his "statistical uncertainty'. This is of relsvance to the kind of contract
getting down the terms of the transaction. If the entrepreneur's work of
analysis led to the isslation of areas of absolute certainty he could make
straightforward transactions buying a ireciae service for a certain agreed
sum.



In fact this is rarely possible, and moast contracts will have contingency
clauses. Williamson (1975) described such contracts as "contingency claims
contracts". These can be used vhere the probability situation is of the
statistical nature, and where it is not too complex. The building
speculator nmight conclude a contract with the building firm so that the
agreed sum should vary according to the strength of the foundations of
individual houses required by the type of soil undernesath. However, as the
degree of uncertainty increases, this kind of contract become a less and
less suitable way of regulating the transaction. In any case this kind of
contract cannot be used after the point given by the intersection of the
two curves because the reasoning on which they are based implies that a
sufficient degree of definition is not going to obtain thereafter. This is
the domain par exellence of the labour contract, and it is to this that

we now ghall turn. '

c THE LABOUR CONTRACT AND TRANSACTIONAL FLEXIBILITY

28 Earlier in the paper we remarked that the firm was not in any obvious
sense a form of market, amd in some respects the nature of the Labour
contract reflects this. The fact, that there is very often no writen formal
agreement stating the terms of the transaction complicates the problem of
its interpretation. If, and this is no neutral assumption, we are right in
seeing the transaction involved in labour supply as one coming under the
“off-market method" as it emerges from the discussion of "open market
method"” then we may infer that certain constraints upon the form of
procedure accompanying the method used apply, aigﬁ&hese may onvide ona
of the bases of the analysis of employment relationships and the kind of
organisational structure associated with them(S). These constraints bear
on the problem of ex ante definition and the consequent need for a level

of flexibility in arrangements. There is, however, a limit on the degree
of flexibility possible as the employment relationship is to a considerable
extent a calculative one on both sides implying the necessity of some basis
for the calculation of reward. For this reason some kind of categorisation
system is needed, and the degree of commitment cannot be regarded as unlimited.
There is some form of labour market from which employees must be recrnited
initially and this reinforces both the need for some degree of "labelling"
of skills, and the limits on the degree'of flexibility the entrepreneur may
be able to obtain. '

14



29 In this paper we lock at three main "procedures" which may be used

as alternatives to the ex ante defined transaction. In each of these the_
terms of the transaction are not defined exhamstively at the moment of
recruitment, but there is a procedufe_through which definition of the terms
at any given moment may be fixed, and it is this procedure used which
provided the key for the interpretation of the internal structure of the firm.
We shall argie later that being "ideal types" these procedures will only
very rarely exist in isolation, although the nature of their internal
coherence will mean that in cases where they are to be found together they
will not simply "soexist" side by side, but that one of them will tend to be
"dominant" in any given situation. But this bridge, like that of the ascope
of individual procedures, will be crossed when it is reached.

30 In the case of the first type of procedure, the sale of lahour is seen
as being regulated by a "sequential spot transaction” which is as one

writer deseribed it "a continuing implied renmewal of contracts at every
minute and hour, based on the continuance of what is deemed, on the employer's
side to be satisfactory service, and, on the labourer's side what is

deemed to be satisfactory conditions and compensation". The second sees

the contract regulating the supply of labour as one "“whereby the factor, for
& certain remuneration... agrees to obey the directions of the entrepreneur
within certain limits" (COASE 1937) it is a contract in which the transaction
is incompletely defined, with authority relations completing the circle.

The third is somewhat similar to the second in so far as the terms of the
contract are not completely defined, but in the place of regulation by an
authority relatiocnship, there is regulation by a power relationship. For the
purpose of this paper we define a command supported by an suthority
relationship as one for which obedience i# forthcoming wecause those in a
prosition of subordination believe the command to be legitimate. In the second
cage there is no such belief, and obedience is forthcoming because
subordinates can see no practical alternative, the group issuing the orders
being in a position to inflict a penalty which outweighs the advantages of
not cbeying. The one thing all three of these have in common ie the

element of flexibility which enables the entrepreneur to continue in his
position as risk-taler and organiser adapting output to changes in
conditions in the market for his producf{. Indeed, as has been implied, each
forn of transaction can be seen &s a way of preserving the flexibility
needed,

15
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PART TWO: ORGANISATION STRUCTURE: SUPERVISORY, AUTHORITY AND POWER RELATIONSHIPS

31 A. THE SUPERVISORY HIERARCHY, AND THE "CONTINUOUSLY BARGAINED" OR
"SHQUENTIAL SPOT" TRANSACTION

'fhe absence of relatio'n'sk of suborciination from a situatién ruled by
“sequential spot transactions" is not difficult to understand. The terms
of each successive spot transaction are settled by a form of continuous
negotiation between employer and employee, and bargaining takes place
between 'i‘om;ali equals which is the oppoeite of the formal inequality of
the relations of subordination of the authority and the power hierarchies.
In any case, if each movement iz settled by an implicit negotiation, then
there is no call for the issuing of commands.

32 Alchian and Demsetz (1972) introducing their article on the internsl
organisatipn of the firm presented matters in much the same way:~

“To speak of managing, directing, or assigning workers to
different tasks is a deceptive way of noting that the employer
continually is involved in renegotiation of contracts on terms that
must be acceptable to both parties".

Alchian and Demsetz'!s argument differs in some respects from that of the
present paper in that they base their explanation for the existence ahd the
nature of the firm not on uncertainty and problems of the definition of
transactions, but on the inability of the market to measure the productivity
of individual factors in certain circumstances, the chief of which being that
of joint output from the work of a team like that of & team of men loading
& lorry. The differences can, however, be exaggerated as the inability

of the market to evaluate individual productivity contributions in such
circumstances is aleo a question of defintion of tramsactions. If the
terms of the transaction could be defined easily in such a situation, it
would also be possible to measure individual productivity.

33 The inability of the market to monitor individual effort in such casee
will, according to these authors lead to a tendency on the part of
individual workers to give short measure, or to "shirk". "Shirking" will
occur because leisure is preferred to work, and becanse each member will
feel he is losing out if he thinks others ars "shirking" and he is not.

To counter this tendency they argue that some nonemarket form of monitering
is necessary, and the economic problem as they define it is that of finding
the form of monitoring which involves the lowest costs.
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34 Consistent with their idea that the firm involves no disciplinery
powers other than those applied by the market(s), they argue that the
monitor should be the only agent to be party to all the other contracts,

" and that he should have the power to remegotiate their terms, and if
necesgsary to terminate them unilateﬁrky. Being the agent who is party to all
the contracté‘it is the monitor who should allocate the other parties to the
different positions in the "team" and who should select‘new_members. The
function of the monitor then is to see that "shirking" is avoided, and to
screen new members to ensure that they have the appropriate productivity
characteristics when they join. The monitor, they argue, is accepted
because people prefer to work efficiently and take home a higher wage. (This
assumption, which is questionable, is important as without it it is by no
meang obvious that the monitor can fulfil his functions without recourse to

non-market powers).

35 The next step of the argument is to see who should fulfil this
monitoring funetion. In other words, if the function of the firm is that
of monitoring ﬁroductivity in "team production', what should be the most
efficient structure within the firm? Three possibilities will be loocked at,
and they will be explored in a little depth because they are also of some
relevance to the anthority and the power models. The three structures will
be "peer group " self-supervision, simple hierarchy, and extended hierarchy.
In each case the structures will consist of "flows" of information between
~elements of the structures, and in the monitoring case the information will
bear on work performance and factors relevant to the renegotiation of
contracts. C T

36 The Informational Efficiency of Different Supervisory Structures.
The analysis of these structures depends upon a distinction between
"messages" and "channels of communication”. A "message" is any piece of

information that might be sent between two elements of the structure. A
“channel" is like a piece of capital equipment specialised in the carrying
of such messages. Like capital equipment, it reduces the cost of the task it
is meant to facilitate, in this case the transmission of messages, but it
requires a certain initial investment. This means that channels have to
transmit a certain number of messages in order to reach their "break even'
point. The group structure consists of a structure of channels, and as we
shall see, different structures involve different numbers of channels.
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Serge-Christophe Kolm (1969) described the economic problem invelved in the
choice of structure as being that of minimising the combined cost of
messages and -channels. (It may be that the relative cost of channels is
such that the optimal solution is reached by first minimising their number,
or it may be that the relative cost of individual messages is so high that
it is their number that must be minimised first, or the relative costs
might require some intermediate solution)s Following the logic of the
Alchian-Demsetz approach, we can see that the difference befween the peer
group and the hierarchical structures will lie in the difference between
structures in which there is some specialisétion in informational tasks,

and those in which there is none.
The '"peer group" structure, vhich might be represented as follows:~

a - o

is one in which complete co~ordination of the group's effort is assured by
the existence of information channels linking each member to every other(7)

37 Drawing some of theae strandé togetherrwé can see that in the peer

. group structure there is no specialisation in informational tasks. In
Alchian and Demsetz's termsthere is no specialist monitor. For these two
suthors monitoring by the group as a whole is less efficient partly
because the detection of "shirking! is difficult and admits specialisation,

and partly because the number of channels in which information flows is great

snd so the reaching of decisions is time consuming, time that is needed
for production. ’
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38 If we compare the "peer group" structure with that of the "simple
hierarchy" using the "wheel! representation employed by Williamson (1975)
we can see the economy in the number of cliannels required for the
transmission of information.

39  Arrow (1974) has summarised the case for the centralisation of

- information flows as resting on (i) the superior efficiency of joint over
separate decisions together with (ii) the fact that the information

required for reaching optimum decisions is dispersed, (iii) that the
transmission of information is costly, and that (iv) this cost can be reduced
by transmission to a central point at which it is "sorted" and retransmitted
to the points at which it is needed. '

40  Kolm (1969) takes this a little further, extending the arguments in
favour of the simple hierarchy to those of the extended one. On the
assumption that the relative cost of channels is sufficiently great to warrant
their minimisation, Kolm arrives at the conclusion that a tree structure is
the most economical kind of network. He is able to show that the

centralised tree structure both minimises the mumber of channels, and given
this, it then minimises the number of specific messages necessary for

general co-ordination. He then shows that the resﬁlt. given his initial
assumptions of relative cost, applies generally to structure containing

more than three elements. '
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%1  We are now in a position to return to the argunent of Alchian and
Demsetz who use a similar piece of reasoning to support the case for the
"specialist monitor" as opposed to the selfwmonitoring peer group. On
grounds of informational economy they favdur the hierarchical structure
for the purposes of monitoring, but this structure makes the task of
monitoring the monitor himself very difficult. It also mskes it very
important because marginally substandard performance by the monitor will be
magnified by the general fall off in performance in the firm. Becsuse
information is highly centralised in the monitor no one else in the firm is
really in a position to evaluate his performance.‘ The two writers sugpest
that at this level the only efficient form of monitoring is that of
“self-monitoring'", and to guarantee the effectiveness of this the "selfe
monitor" should take "residual claimant" status, that is he should be in
receipt of the residual when costs are subtracted from income, profits.

k2  Some Reservations on _the Efficiency of the Hierarchical Structure. How
does this approach stand in relation to the earlier part of this paper
dealing with the function of the entrepreneur, and the problem of defining
out market transactions? Alchian and Demsetz built their case for nonwmarket

monitoring on the problems of assessing individual productivity in team
production. In other words, informational problems lay behind the need for
internalising certain market transactions. Now, hierarchical structures
were efficient when it came to minimising the number of channels and the
nunber of messages. It is easy to think of channels as telephone lines down
‘'which people speak, but telephone lines give the kind of direct
communication to be found in the peer group structure, and not the indirect
kind found in heirarchical structures which depends on the relaying of
messages by successive elements. All communication. requires a code or a
language, and the more the language is to be used in messages that have to
be relayed the better the definition of its terms has to be. The definition
of the terms of this language brings us back again to the problems of
-analysing out the 6ategories vhich are to serve as the basis of the language,
and of the work descriptions embodied in the renegotiated contracts.

43  If we return to the example of team work given by the two authors, that
of a team of men loading, we might wonder how a supervisor standing by would
‘change things. The best person to tell whether the man lifting up the

other end of a packing case is doing his share is the man sharing the task.
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More generally, if the nature of the work is difficult to define except by

doing it, the arguments used against the peer group structure might be turned -

round. Instead of four men being supervised from a distance by one

specialist we have each of the five men being "supervised" by the four others.

Whereas the specialist supervisor may not have bad direct experience of the
work and so magy know its ins and ocuts less well, the workers making up the
peer group will be intimately acquainted with its every detail.

KL Much work group activity falls within the realm of what Williamson,
Wachter and Harris (1975) have called "idiosyncratic exchange'". In such
exchange the transactions are of an extremely heterogenous nature with the
result that the relevant job details cannot be identified and codified
easily (or without cost). It is an area in which "on the job trajning" is
very widespread, with the consequent tendency towards the formation of
internal labour markets of the kind described by Doeringer and Piore (1971).

45 As a final remark it might be said that one of the implications of on
the job training is that the information may never become codified in such
a way that management can store and redistribute it. The information
necessary for doing the job is contained within the work group, and new
employees can only learn the job if the work group members are prepared to
pass on the information.

46 It is also worth adding that the problem of management access to
information of the way Jjobs were executed was at the heart of Taylor's
-"séientific management" with its concern for detailed analysis, and precise
measurement of the contents of individual jobs. Management participation,
if not complete control of restructuring aleo meant that the language
describing the job was of necessity one which was accessible to management,
and one which they could, if need be, communicate to new employees without
cowoperation from the existing work force.

47 For these feasons alone, the Alchian-Demsetz argument needs to be

regarded with some scepticism. This is not to deny some of the informational

virtues of hierarchical structures. All that we are saying is that the
very strong form in which Alchian and Demsetz have presented the

“gupervisory' theory of the firm's structure, excluding any reference to

authority, or to power, runs into difficulties once we turn over the stone of

costs and try to see what problems lie undermeath it.
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Subject to their assumption that pecple prefer to work at maximum efficiency
and to take home a maximum wage rather than work for a lower wage
in a more relaxed way, the Alchian-Demsetz approach works if there is no

problem connected to the language in which the information is going to be
expressed. The other two forms of theory of the internal structure of the
firm avoid this controversial assumption and to some extent get round the

language problem.

D CONCLUSICN

48 The Reader will probably have noticed that our own approach is in

some respects a little more general than that of Alchisn and Demsetz. Their

approach focusses on the problems of supervision or of monitoring, while cur
own centres on the problem of the definition of the object of the transacticn.
The form of contimuous negotiation associated with the “sequéntial spot
transaction" is one way of overcoming the problem of definition and of
allowing a great deal of flexibility. While this negotiation takes place
between equals the two approaches are consistent. (We deal with an
inequality of power in the context of the third procedure). Moreover,

the form of continuous negotiatidn agsociated with this procedure does create
problems of monitoring as the transaction is only fully defined in close
proximity to the task to be carried out. In the loading example, qudted

by Alchian and Demsetz, it is open to doubt whether the task could have been
defined usefully at a level higher than that of foreman. It is doubtful,
therefore whether the execution of the task could be assessed effectively

at any high level, at least until the undesired consequences it was hoped

to avoid have actually occurred {(when the damaged goods arrive). Furthermore,
the problems of definition of the terms of the transaction iz going to place

a heavy burden upon the structure of the information flows within the firm

as different levels in the hierarchy are going to need to know how large

a margin for negotiation they have so that the terms they agree to will not
upset the rest of the organisation.

49  Running through this approach can be seen a certain coherence which
applies to the nature of the sanctions used, the way the terms of the
transaction are set, and the use as far as possible of market procedures.
Continuous spot negotiation gives rise to & series of implicit very short-
term transactions which tende to focues interaction as far as possible on the
substantive issnes of a work-wage bargain, with & minimum of attention psid
to specific procedures, and maximum use made of ordinsxy market procedure,
that is of the threat of non-renewal of contracts and of buying or selling
elsevwhere.
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This cohererence, as we shall see, is quite different from that of

the proceduré vased on the authority relationship, or that based on the -

power relationship.
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B THE BIERARCHY OF AUTHORITY AND THE INCOMPLETELY DEFINED TRANSACTICN

50 TUnlike the interpretation of the hierarchical structure of the firm given
by the previous two authors, the authority interpretation does rely on the use
of sanctions which are not to be found in normal open market transactions. The
Reader will remember Commons' definition of the transaction as "the alienation
and acquisition ... of the rights to the future ownership of physical things,
as determined by the collective working yules of zociety".  Having explained
the nature of the contract in question, and the reamsons for its adoption, we
shall then argue that the suthority relationship cannot.be underastood in pure
market terms, and that recourse mist be made to the "collective work;ng tles®
that Commons spoke of.

51 Coase (1937) holds to the distinction made between the market and the
firm:~

"Yet in the real world, we find that there are many areas whers this

(the price mechanism) does not apply. If a workman moves from department ¥
to department X he does not go because of a change in relative prices, btut
because he is ordered to do so"

Loasg argues that reliance on relative prices does not work because of tha
probleﬁ of discovering what these prices are. This problem can be. very easily
brought round to those of definition and uncertainty, as these are usually the
reagons for the difficulty in ascertaining the costs Coase is talking about.

Coase goes on to explain that the labour contract is:
"eeeo one whereby the factor, for a certain remuneration ... agrees to
obey the directions of an entrspreneur within certain limits".

The reasons for adopting the incompletely determined form of contract from the
entrepreneur's point of view have been fairly thoroughly dealt with. Ve might
characterise the "sequential spot transaction" as one which concentrates on
"substantive™ issues, of immediate task content and of rates of pay, relying cn
the market for providing the form of “procedure"7. The incompletely determined
transaction, on the other hand, involves less precise substantive bargaining but
lays more stress on the “procedure' according to which the rest of the
transaction is to be determined during its execution. The question is whether
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the procedural elemant can be derived from purely market conaidarationsin the
way the monitoring function was, or whether it is necessary in explalning
to turn to the "eollective working rules of society¥.

52 Ihe Source of the Authority Relationship ILies outside the Market. If the

procedurs is t&ken to define the limits within which entrepreneurisl dirscticns

are to be issued and followed it is difficult ¢o see how it can be set down in

an individual market negotiated contract given that the very resson for setting

up the incompletely determined contract was that it would be extremely costly,
or perhaps impossible to predefine the tasks to be accomplished.

53 An alteruative market solution that ie less vulnerable is that a set of
laws was created, after the manner of ordinary contract law establishing a model
euthority relationship so that this kind of flexibility might be taken advantage
of. Everyone agreed to this law so that they could enter into this advantageous
. form of relationship. Thie is indeed true of some of the “collective working

 rules", thg: ifficulty is that authority relations extend beyond the market both
spatially and temporarily, and as Alan Fox (1971) has argued, people obey
authority not because they are paid to but because they believe it is "right" to
do sot=

"ees From childhood we are all trained in obedience ... As children we are
urged to obey our parents, teachers, policemen, and public officials simply
becanse they ere parents, toaéhers. policemen, and public officials ... wa
are usually left in no doubt that we ought to obey, that it is right for
the functionary to expect our obedience ..." p L5-6.

The problem is that authority lies with the values which lie behind our
substantive choices, and that to explain authority in terms of these substantive
cheices is really to deny that authority is a value concept. This is not to say
that all procedures are value oriented, many are substantively oriented, but
that it is a mistake to explain value oriented procedures excluaively in terms

- of the substantive gains they might produce.

54 It appears then that there are fair grounds for rejecting both "market™
interpretations of the authority relationship, first of all because defining
the limits within which the entrepreneur can issue his directions raises the
very problem of definition that this typ; of contract wvas mesnt to overcome,
and secondly, because the market type of explanation for the origin of the
authority relationship empties it of its value orientation.
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55 The Authority Relationship has its Baeis in Social Values. That authority
belongs to the realm of social values neither entsils that it cannot be used to
reinforce relationships within the firm, nor that it be universally shured.
Moreover, it does not imply that the entrepreneur or even the workers he employs
are being "irretional". What we have with the incompletely defined transactien
subject to authority is the solving of an economic problenm through the use of

the collective working rules of 'society {which includes the regulatory function
of social values).

56 Unlike the case of supervision and monitoring, that of authority knows no
equivalent to the "peer group" structure. Embedded in the concept of authority
is that of hierarchy, and it is to this that we now twrn. The informational
advantages of hierarchical structure may explain why authoritarian hierarchy

has sdapted fairly easily to use in economic institutions, but they are not E
central to all types of amthority. §

B THE NATURE OF THE AUTHORITY STRUCTURE AND ITS LINKS WITH HIERARCEY

57 Authority rests on a belief in its legitimacy which applies to the commands -
issued from a position endowed with authority.

58 The belief upon which such legitimacy is based is held by those in a
position of subordination. Like beauty, it exists, so to speak, in the eye of
the beholder. In this i'espect authority is different from power which can be
imposed unilaterally from above.

59 Authority is a structural phenomenon because it involves at least two ?
roles, those of subordinate and of supsrordinate. Ae such it cannot be a persoml
attribute like intelligence or training. A person is endowed with authority by
his position in this structure.

60 An authority structure is aa ideological phenomenon by virtue of the fact
that it rests upon beliefs, and the ideology applies to the whole structure.
The distinctions of material reward and quality of treatment (in the material
sense) although not without importance, are secondary in relation to this.

What hierarchical structure sdds is the ordering of the "social space™ on which
the different members of the authority structure are placed. The social space
on which the members are get is created by the ideclogy underlying a particmlar
form of authority, and is defined in terms of this. Social interaction between
the members takes place on thia space. Physical space may support such social 3
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space, but it is no more the essence of this than the mansging director's room ,
on the top floor is the ossence of his position in the firm. Through the way a
hierarchical structure orders the members on thiz soclsl space it helps to .
support the authority. . It does this by structuring the interactioa between i
menbera by means of certain rules restricting contact. The restriction of !
contact helps _tg‘maintain the differentiation of roles within the structure.

61 The specialisation maintained by this differentiation helps to protect the
beliefs cn which the authority is based by shielding them from the kind of i
-empirical experience that might falsify and lead to the loss of faith in theses
beliefs. Appearances sre more easily preserved when knowledge of & failure is
incomplete end somewhat dispersed.

62 The hierarchy of authority shows itself to be a very different creature
from the communicational hierarchy locked at in the previous section. Wheress
* the commmmicational hierarchy appeared in a context of monitoring, reallocation, :
‘and of renegotiation, the authority hierarchy permits a degree of flexibility ;
in the labour contract by grafting a part of the social value system onto a ,
transaction whose terms are not completely defined. As we shall sse later, in
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the final pection, its implications for industrial democracy policy are rather
different. Before pressing on to look at the "powert hierarchy, it will perhaps
be useful to lock at the types of authority hiérarchy that might be of
relevance. Consideration of these will only be fairly sketchy as it is hoped to
deal with these more fully in another paper on worker orientations and industrial
democracy. - '

63 Different es of Authority Structure and the Values on which they are
Based. There are many possible ways of distinguishing different types of
authority but the one most comsistent with the approach adopted so far is that
of aetting out from the type of belief on which authority rests. Max Weber
(1921) outlined three such types of belief: a 'rational' belief in the legality .
of the commands given; a belief in the lsgitimacy of the commands based on
immemorial tradition; and finally, belief in the exceptional characteristics
of the person giving the command. These threes types of belief give rise to
Yraticnai~legal® authority, "traditional" suthority, and to “charismatic®
authority.

-
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64 - "Rational-legal" grounds come c¢losest to the economist's market explanstion
for the emergence of a new social institution. They are based on caleulations
of material advantage, but apply to the acceptance of a particular order or a
whole system of roles, rather than to each "command taken individually. Weber
agsociated this kind of authority with a bhierarchically orgenised buresucracy .
in which bureaucracy represented a rational form of the division of
organisatios) labour, while h.i.erarchical structure represented an efficient way
of co-ordinating this. Some of the drawbacks of this kind of authority
structure have already been dealt with. The Reader will remember the
difficulties pomed for the informational theories by the problem of finding a
language in which the information could be communicated. He will alec remember
our objection to the market explanation of the institution.of authority, that
it was a value phenomenon, and as such lay behind substantive choices. Weber
himself remarked that authority based entirely on rational legal grounds may
not be that stable as the continued acceptance of the social institution
required a continuing convergence of the interests of the different parties
participating in it.

65 As one would expect, obedience to authority for reasons of “immemorial
tradition” is not accompanied by a very precise demarcation of functions nor is
it associated with the application of the universalistic criteria in matters of
selection and of functioning that were to be found in the "rational legal' form
with its hierarchical bureaucracy. The kind of relationship that prevails is
"diffuse" that is there is no rigid separation between the post and the person
filling it, personal or kinship oriented favours are common, and precise
quantification of interpersonal exchange is absent.

66 The third type of belief we wanted to look at very briefly was that in the
exceptional characteristics of a leader. ¥Yeber defined “charisma" as "a certain
quality of an individual personality by virtue of which he is set apart from
ordinary men, and treated as endowed with supernatural, superhuman, or at leszst
specifically exceptional powers or qualities". What is important is not the
objective existence of such qualities, but how the person is actually seen by

' those subject to his authority. '

67 If we return briefly to the role of the entrepreneur as described by
Marshall, or by Knight, and reflect on Knight's categorisation of types of
probability situation we can see that the entrepreneurisl function is to szome
extent a charismatic function. The entrepreneur, it will be remembered was
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working in the area of uncertainty that was more it resistant to rational
analysis. Indeed, Knight's contrast between the salaried manager and the

* entrepreneur is quite re¢levant. The difference lay in the fact that the
functions of the manager had been defined before he was given the job. (Of
course, they will only have been defined to the extent that the employment
contract predefines duties and not totally defined). The entrepreneur, on the
other hand, has Just this task of definition, his own tasks being quite
undefined beyond that of analysis and commitment of resources.

68 The fact that "charisma" is not an objective quality but one that is
attributed by followers places it on the borders of rational action, in the
same way tluit the entrepreneurial function is on the borders of rationalised
probability and non ratiomal “estimates". There sesms then to be some reason,
at least, for thinking that the entrepreneur might exercise a form of

. chariematic authority. They are in the situation in which succese Justifies
itgelf. If something is successful it requires no. further explanstion, Failure
iz as damagins to this kind of authority as success is self-reinforcing.

69 However, the number of truly charismatic leaders in the history of _
industrial development is not very great. Everyone can point to men, the power
of vhose character hore them to success, men like Henry Ford, or Brunel, Krupp,
or Rockefeller, and perhaps even men. like Slater of Slater~Walker before his
fall. These men were nevertheless a minority, amd charismatic authority would
not be of great importance were it not for the waye it is, as Weber put it,
Yroutinised", that is the way it was transformed into a stable and viable form
of organised anthority. Much of Weber's own .analysis was historical, and so |
was inevitably concerned more with the way in vhich charismatic political or
religious leaders gave birth to lasting forms of political organisation, but
the relevance of his analysis extends beyond this. He focused on the way in
which the "problem of succession was faced, and how the "mantle of authority"
vas 'pasaed to tollowei-s many of whom could not ¢laim to have brought about the
initial successes that led to the first 1eader's.being attributed with
chariematic qualities. The creation of a hierarchical organisation is ome way
in which this can be achieved as it does restrict contact between levels, it
differentiates nenbers. and does, as was suggested earlier have the effect of
concesling a certain ahount of lack of suctess, which might if widely recognised
disabuse those in poaitions of subordin&ﬁon to the "successors'.



70 Conclusion. Enough has been said in the context of this paper to give an
ides of 'the vay "authority" é&iffers from "monitoring~-co-ordinating®. The
incompletely determined contract which iz complemented by an authoriterian
co-ordination,' then, involves the entry into a network of authority
relationships. This can only work in so far as the authority is recognived as
legitimate by those entering into it. However, as authority relationships
pervade the whole of our society, it would be wrong to think of the individual
worker as chooéing ab initio whether or not to recognise the authority
exercised by his emwploying organisation each time he changes job. Indeed, it
ie the general social training in the recognition of amthority that FPox (1971)
referrod to that makes its inclusion in the spirit of the labour contract a
viable means of introducing flexibility into this kind of transaction.

¢ INCOMPLETELY DETERMINED CONTRACTS AND THE POWER HIERARCHY

71 The third form of transactional arrangements we wanted to discuss was that
in which flexibility was maintained by means of the incomplete determination of
the terms of the tramsaction supported by a power relationship. Wheress
obedience was forthcoming in the authority relationship because the commend was
regarded as "legitimate" (provided it fell within certain limits) obedience is
fortheoming in the power relationship because one. party is able to force the
~other to comply. This is neither. to say.that force is used on every occasion,
nor that such power does not obtain obedience only within certain limits.
Because we are dealing with the use of. power as a mesns. of goaining compliance
tér the oi-ganisation of production for economic ends it is fairly safe to eay ,
that the main constraint on the use of power will be its cost compared with the
 benefits supposed to accrue to its use.

72 1In the following section we shall begin by looking at the way in which the
‘use of power relations in the firm might serve as a substitute for a set of
market transactions as described in a study of the transition from the artisan
based "putting-out system" to the factory system of production. We shall then
come on the some of the implications of the power hypothesis in terms of the
formalisation of work place relations, and in terms of the develcpment of
bargaining as a means of obtaining flexibility.

7> Power Relationships and the Emergence of the Firm. Before looking at

Marglin's historical case study it is necesgary to establish ite relevance given
that the approach of both Alchian and Demeetz, and that of Coasze was of a purely
theoretical nature. Their question concerned the conditions under which en
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. inetitution like the firm should “emerge" from a compestitive market, and they _
all focus on the transactional difficulties that mizht lead to "market failure' |
and the way in which certain institutions might overcome these. Msrglinm (1973) |
as ve shall aele focuses on the historical emergence of one of the key features !
associated with the fifm, thst is the factory based organisation of production.
Marglin is also interested in transactionsl difficulties and the gains which |
were offered to the entrepreneurs. In this respect Marglin's account is much
wore than an interesting amecdote. It openly challenges the neglect of ques?ionss
of power and control as determinants of work organisation of which most i
aconomists are guilty.

7h Harg:in'é‘ (1973} study of "the origins and functions of hisrarchy in
cépitalist production” was based on an historical analysis of the passage from
the Y'putting out system" of weaving with its set of market transactions between
merchant and artisan, to the factory system of production with ite substitution
of the contract of employment for previous set of market arrangements. We can *
' best understand the nature of Marglin's argument by locking at the weaknesses :
from the capitalist merchant's point of view and seeing how the factory system
wvas meant to put this right. ' ‘

The wéakneas of the putting out system can best _be illustrated by a diagranm.
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Under these arrangements the merchant. usually mediated. between the extended
market and the artisam, providing the artisan, who may or may not have owned
bis loom, with his raw materials and agreeing to buy his entire output which
-he would then sell at his own risk, keeping any profit. A4s can be meen, the
sitvation was not particularly advantageous to the artisan who dealt with the
merchant on a monopsonistic micro-market (the merchant being the buyer). In 4
addition, the merchant had a virtual monopoly of information on the extended '
product market, the artisan at best knowing the much more limited market for
which he might do work "on the side'. i

éﬁ(ﬁuﬂka Markut
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75 The situation was not however ideal for the merchant es there wvers
vweaknesses in the transactional system. The merchant did not supervise the
artisan weavers dirsctly and as a result he had little control over theft of
meterials for work dome on the side, and he could not prevent a certain smcunt
of short-circuiting of his mediating position between the artisan and his

;- market.

76 Marglin argues that the essential change with the shift to factory
organisational was not technological - it can be argued that the creation of

& viable form of factory organisation was a precondition for the aubzaguent
technological developments - and that the factory represented the first step in
a process of removing control over the process of production from the workers
and transferring it to their employers. This trensfer of control remedied s
number of the defects of the previous system. Much of the possibility of theft
of materials no doubt stémmed from the artisan's need to put his raw material
into condition for weaving, and to sort out the waste material. If three pounds
of cotton rew material produce usuwally between two and a third and two and two
thirds pounds weight of finiszhed product then scope for "pilfering" for work
on the side is considerable, and potentially & sericus imroad into the
merchant’s profit margin. The centralisation of work into the factory under
centralised supervision could control losses of this nature. Grouping into &
factory also gave the employer some control over the rate at which work was
done.

77 Throughout the first part of the nineteenth century one of the big
complaints employers had, even with the improved supervision of the factory vas
that workera would earn as much as they felt they needed and then pack up. Under
the "putting out" syastem the only control the merchant had over the rate of
working was through the price he paid for the finished articles, and only by
lowering the price cculd he . force the artissns to increase output.
Other devices might be used, but insofar as these required a positive effort of
enforcement, they were probably less efficlent from the putter-outer's point of
vievw than direct factory supervision.

78 In Marglin's model the relationship running through the hierarchical
structure of the firm is one of power rather than authority, or of monitering.
Exaggerating slightly, one might say that whereas tho authority hierarchy
required acceptance of commande by subordinates, in the powsr hisrarchy the
subordinate needs the approval of his supsrior for the continuance of the
rolationshipa. :
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79 Looking over Marglin's argument it can be seen that both of the chief
factors he mentioned az being important in the employer's geining control over

' the process of production itself, that of reduced theft and that of increased
control of the level of production are relevant to the earlier analysis of the
role of the entrepreneur. The firast factor increases the entrepreneur's coatrol
over costs, and the second, his control over the rate of production.

86 Power as the Basis of Procedure and the Intsrmal Structure of the Firm.
Hierarchy works in three main ways in this hypothesis. First of all it has sowe
of the commumnicational advanteges dealt with_earlier. Secondly, it can be =aid,
end this is an important part of Marglin's argument, to reinforce the position
of the entrepreneur by dividing up, and structuring the work force. Thirdly it
results in a system of control over resources that cmployées need, and whose
with-holding can serve as a sanction or an incentive.

81 This aspect of power is of very great importsnce in the context of
relations within the firm, because the direct use of force is very costly and
iikely to be very inefficient as a means of organisipg production. The problem
is that the sort of structure which allows the use of "threat" as a form of
curvency needs to ba created. It must be such that actual sanctions can be used
in isolated individual cases where they are at their most effective. The power
advantage of the agency is at its greatest, and the possibility of combined
opposition is at its lowest. Marglin's argument about the function of hierarchy
within the firm is of this.nature.. It mipht well be called the "divide and
rule" hierarchy. Continuing our analogy, we can see that the firm might dispose
of a certain capacity to apply sanctions (let us say to inflict costs on v
individuals that can outweigh the advantsges they might obtain by refusing to
obey vhich may take the form of fines, deprivation of overtime or bonus work, or
-dismiseal) and that it can entitle certain members to use its "threat™ as the
form of currency they need to obtain complisnce. Thus, the foreman might be
allowed limited use of the threat of certain sanctione with the right to "cash"
thie threat from time to time and obtain the dismissal of an employee or his
exclusion from promotion or something like thsat.

82 The hierarchical structure is quite well suited to such an arrangement

as it has a large number of isolated end-points end thege are separated to
gome extent from each other by their links to the level above. HNot only are
there divisions of this kind within each level, btut there are also distinctions
of level which further divide up the workforce snd tend to isclate pockets of
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- potential opposition, thus maintaining the overall power advantage of the
central point, and wminimising the cost of using this power at sny moment. It _

| is probably only under such conditions that power can provide a stable basis for !
ths organisatic;n of production. This sesms even more true when we considor the
use of & powsr relatioﬁship &8 an alternative to the use of open market

exchange.

83 The third way in which a power hierarchy can work, though related, is
‘really separate from this. Control of incentives and ssnctions still applies,
but the structure within which the currency of "threst" would work is less
favourable to this. Gouddner (1955) in his study of social and industrial

" relations in a‘gypsum plant, began to sketch out a theory of intergroup relations .
within the plant in which the cohesion of these groups was maintained by the
need of {ndividual members for a minimum level of s,pproval' from the group.
Work groups, for example, cen apply sanctions to members of vhose sctions or

. attitudes they do not approve which range from minor “comments" to the hiding
‘of tecols or "sending to Coventry". Gouldnerts point is that many employess are
‘membera of two or more groups and are thus subject to pressures from these to
conform to what may be contradictory norms. In the case of foremen, he
represents the situation as follows:-
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The "power" of the "power hierarchy" intervenes at these points of overlapping
conflicting norms, and the esaence of a "power hie‘rarchy“ lies in the ability
of the superordinate group to enforce its norms on the employees who are membars
of both groups, and thus to oblige such employees to communicate the norms of
the superordinate group to the subordinate one. Gouldner simplifies by taking
the two groups of workers and management. The sanctions the workers cen take
will be dealt with later. The sanctions management can use to enforce its norms
of course relate to quoations of pay, promotion, preferment, dismissal, and ao
on. The successful working of these sanctions leads to an orientation of
attention seeking approval that is direcfed upwards towards manzgement.

Gouldner illustrates with the following diagram:-
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84  The Structure of the Firm and "Dafensive Formalisation". Following froa
the earlier argument about the role of the entrepreneur as being that of
enalysing probability situations out of pure uncertainty ones, and his
consequent need for increasing flexibility as he approaches purer uncertainty,
it can be seen that the entrepencur will not want any degree of formalimation
of relations in-the power hierarchy that might limit his capacity to respond to
changed market conditioﬁa. Xt iz when we come to the corollary of the power
relationehip, that is the eximtence of a degree of conflict of interests, and
the possibility that one side will seek to secure its interests at the expense
of those of the other, that the formalisation of relations within the hierarchy
becomes an issue. A degree of "formalisation" or of "bureaucratisation" as
some writers have called it ean be understood in terms of its informstional
edvantages ~ rules save repeating commands, end provide criteria by which the
effectiveness of supervision can be judged, they can economise on direct

supervision, and set out minimum levels of prerformance required and so on.
However, the source of formalisation that is of greatest interest in the context
of the power hierarchy is that of what might be called "defensive formalisation".
Defensive formalisation as we shall argue is directly related to the power
question, and unlike the other sources of formalisation, the source of this one
is a desire to restrict the area of flexibility of the other aside. The two
writers who have contributed most to this field are Gouldner (1954) and

Crozier (1963). The basis of the argument will be that the side whose plans
face the greatest uncertainty in general is least well placed to take particular
risks, and of special importance among these are the risks of confrontation®.
Formalisation of procedures is a particularly effective way of reducing the
opponsnts room for manceuvre and of increpsing the probability that he will
behave in a certain way, thus reducing the number of uncertain variables the

* This is developed in Appendix 1.
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first side is facing. As the formslisation of procedures spplios to both sides,
and thus restricts both sides, it con be goen that the side with the lesast to -
" Jose from this, will be the one that has least room for manoeuvre. Fhus it is
to be expected that the weaker sidé will attempt to make most use of the device
of "defensive formalisation". Ae will be seen this form of action cen bs used

by either management or workers.

85 One of the sources of weakness in this context is the inability to produce
a graduated response. The closer one is to having to give an all or nothing
response the greater the risk invelved im.confrontation and consequently the
less likely one party is to make an issue of small grievances. Preissr (1952)
has taken this argument a long way and argued that the relative power of
employers and workers should be.analysed in terms of this. Workers are wesk
he argues because they have an all or nothing response to management. They cen
strike collectively, or gquit individually, but they cannot put pressure on the
employer in a leas absclute way. The consequence is thet they must either
fight by withdrawing their labour and then "sitting it out®, or they must
continue working. The employer, on the other hand, has a mich gresteyr
flexibility of responase given to him by the possibility of varying the levelas
of stocks, and by his overall contrel over the production process. The
inability to respond to employer imtitiatives except on such a basls puts the
worker in the situation of a known risk avoider as conflict greatly increases
the nnéertainty elemont in his plans. The nearer he comes to the "all or
nothing" eituation the greater the stakes if he opts for conflict, and so the
more he is forced to avoid risk. ' '

86 The "prisoner's dilemma model", which is developed in the appendix,
illustratesz the widely recogniged weakness of the positicn of the krmown *risk
evoider". Because one party knows that the other is not in a position to take
the risk of pursuing an aggressive strategy, the other knows he can get away
8)l the more easily with aggressive or “exploitative" behavicur. The
consequence of this would seem to'be that the workers who need to minimise the
uncertainty they face (bscause of the employer's flexibility of response) will
try to improve the range of their responses, end at the same time to limit thoze
of their employer. The creation of formal procedures is one way in which this
can be achieved. In this way they can gradual;y lever themselves out of the
situation in which allowing themselves to be "exploited" in the short run may
be less expensive for them than defending themselves.
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87 An Example. The best example Gouldner (1954) gives of formalisation from
below as a form of defence is that of the "bidding rule" which covered intermal
recruitment and promotion within the gypsum plant he studied. Basically, the
rule applied to the way in which management should fill vacancies that .
occurred, and conslsted of -a procedure cutlining who within the works had first
refusal. Only once this précednro had been exhausted could the vacancy be
advertised externally. The workers' system of priorities spplied first within
the workshop concerned on the basis of geniority, and. then within the whole

- works on the some principle. This rule, which was vigorously defended by the:
union, affected managerial freedom of manoeuvre in a number of ways. It
restricted a form of management patronage by substituting for management
evaluated "ability" the criteria of which are hard to judge in an objective
way the principle of seniority whose recognition is much. less open to dispute.
"Ability" was defined according to mansgement norms, which ab suggested earlier
may not be the same as those of the workers in the case of. the power model.
Management could use this either.to promote technical ability, or.as a form of
revard for loyalty to management. The latter of these was especially relevant
in non-promotion cases, as transfer to easier or better paid Jjobe do not
necessarily require a higher isvel of ability.

88  Uncertainty for the woékers is decreased in a number of ways. The
seniority principle is an easy “ebjective! standard the workers themselves can
apply, and it is predictable in its application over a long period of time. No
Ybright young man" is likely to jump the queue over those working their way up.
Because of the euse with which it can be recognised it cannot lead to workers
competing with each other for management favour in order to obtain the post.

The uncertainty of rivalry is thus eliminated. Finally, the seniority principle
prevents management from using refusal of tranzfer or of promotion to workers
who “steand up for their rights", and thus allows workers to express their
grievances more freely.

89 Crozier (1963) gives a number of other examples of formalisation of
procedures stemming from pressure from below.

90 Bargaining and the Incompletely Defined Transaction. To some extent ihe

formalisation of procedures from below is a form of procedural bargaining. This
‘ aight be contrasted to the other aspect*of the incompletely defined tramsaction
which is completed by a power relationship, that is the one in which definition
is completed by a process of bargaining.. Williamson (1975) has argued that the
Y“idiosyneratic" nature of the labour supply transaction which is due to the
great numbor of features that are specific to any particular job, means that
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the labour contract is formed and defined under a form of bilateral monopoly
in which the basic parties are the work group and the employer. The source of
pover on which this hypothesis of bilateral monopoly is based is again that of
the uneven distribution of information. Much work is open to the advantuges of
learning by doing, and as & result "on the job treining" is an important way
in which the appropriate skills are required. Such learning is rarely tha
result of one individual working out on his own better ways of deing his Jjob.
It is much more commonly learning on the job alongside other workers who have
gradually discovered the important short cuts which mske for efficient work.
The knowledge passed on in this way, it was argued earller, was the property of
the work group in two ways. First, the training of new werkers had to be
undertaken with the agreement of the work. group, and secondly, because the
various ‘tricks of.tha.trade".were,léanned.by initation,. there erxisted no
language in which thia knowledge could be stored apart from the work group, and
vhich management could control.

91 Beceuse of the work group's control over this information it could with-
hold a vital resource from management, and mensgement could not replsce the
.individual members of the groﬁp"overnight as it could not replace their
knowledge overnight. Under such circumstances the entreprensur can retain some
flexibility at the expensse of accepting bargaining as the method for adepting
to changing circumstances. Under completely unilateral management control such
changes could be effected without compensating the workers. With the bargainigg
model the entrepreneur has to bargain an acceptable price for change. A good
example of this is the working of the "mutuality principle” in the British .
engineering industry, according to which management can introduce the change it
wants in work allocation, but it has to negotidte the rates of pay with the
worker, or work group aifected.

D CONCLUSION

92 This concludes the third part of our analysis of the forms of tramsactional
errangemsnts available for meeting the peculiar requirements of the labour
. comtract and its peculiar relation to the poasition of the entreprensur. The
next question to be faced concerns the relationship between them. To some extent
they have been developed as if they were rival hypotheses, but each appsars to
be based on too solid a part of reality. for any -one to be rejected totally in
favour of another. If each contains its part of truth they are not of such
nature that the Wtruth" is simply the sum of its different aspects. It is
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‘just not possible to "add" a hierarchy of authority to a power hierarchy as the
tvo kinds are to a considerable extent exclusive one of another. The same is

" true of the reasoning behind the supervisory hierarchy. A full treatment of the
queation would require at least anott;er paper. . It is therefore neceasary to
improvise to some extent if a basis for the drawing of some limited policy
conclusions is to be established.
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PART THREE. THE RELATIONSHIP BETWEEN THE THREE TYPES OF TRANSACTION

PROCEDURE AND SOME POLICY IMPLICATIONS

A THREE PROCEDURES

93 Before exploring further the relationshi? between each of these types
of procedure an additional word needs to be said about their rature. A

certain consistency between the procedures used to complete tﬁe definition

of the substantive content of the labour contract can be drawn out of the
previous section. For the sake of brevity we shall present them in tabular form.:

PROCEDURE BASIS SANCTIONS HTERARCHY CONFLICT
Supervisory Market. Free Market type Informational ;
Congent. sanctions. :
Authority "~ Belief in Ypunishment"  Socia) Space Normative. ‘
‘ legitimacy & Distance. ;
Power Recognition "Retaliation", "divide & rule" Bargain,
of superior group: & counter
powver, Pressures. organigatiocn
compliance. ’

94 The distinctness of these types of procedure extends through a number of
key aspects of the way in which they work: the basic beliefs and attitudes on
which they rest, the kind of sanction available, the type of hierarchy, and the
kind of conflict or form of opposition engendered. All this points to an
important characteristic of these types, and that is that their internal

consistency is really the internal coherence of what might be called a 'meaning
systen". In other words, they function a little like three separate languages

vhich are "read" and understood by the actors who orient their behaviour within
the firm. In fact, this linguistic analogy has been pressent in our argument
from the moment we introduced the problem ¢of the definition of the substantive

terms and the procedures regulating individual transactions.

95 Just as a languasge has certain rules of grammar which must not be infringed
if meening is to be conveyed clearly, so these typee of "meaning system" need i

to maintain their own internal coherence if they are to give rise to coherent
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overall patterns of linteraction or behaviour within the firm. This tends
to mske the types of procedure mutually exclusive, which is something that
would, on first sight, appear to run against experience as each type of
procedure and hierarchy though containing important elements of truth,
appears to give an inadequate account on its own.

96 The most obvious way of relating these apparently coexisting but mutually
exclusive types is to:treat them as three dimensions of a possible reality.
We might represent each type by an axis in three dimensional space.
M

- Supervision.

N

td
Authority.

Power',

If pomething has to be quantified on the axes, it might be the degree of
development of the type in question. The pure types are described by the
axes, butrin actual fact pure types will be extremely rare. It is more
likely that in any given organisation one type will be dominant in the sense
that where conflict between the types emerges, one type will always override
the others. This type will be called the dominant type. In terms of the
three dimensional representation, organisations with a dominant type will be
found in clusters around each axis. The existence of such dominance, or
“overdetermination" as we shall call it, means that there will be few
organisations situvated outside the main clusters around the axes. The problem
then from the point of view of those seeking to effect chenge is to ldentify
the type of hierarchy being dealt with, and the type of transactional base on
which it is built, and to see what kind of industrial democratic change is
appropriate to which kind of hierarchy. We then hope to look at some of the
kinds of unintended consequences that might flow from attempts to change each

type. *
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97 THE EMPIRICAL IDENTIFICATION OF THE DOMINANT TYPE

This is not the place to deal with in depth with the question of the empirical
" identification of the type of transactional and hierarchial structure to be
found in different organisations. 'VWe,-however, possess & criterion for the
recognition of the dominant type, and that is the way it overrides the other
two types in cases in which they enter into conflict. For example, in a
situation in Gﬁich both authority and power relationships appear, if bargaining

were rigorously restricted to substantive issues in deslings with the foreman an-

was rigorously excluded by both/all sides procedural issues concerning the
exercise of authority within its prescribed limits it is clear that the
authority hierarchy is dominant. If, on the other hand, the scope of the
foreman's jurisdiction were the subject of workshop bargaining, then if is
clear that it is the power based hierarchy that is dominant. 8imilarly, the
supervisory hierarchy is dominant if the supervisor is restricted to the
application 6f the kind of sanction to be found on ‘the open market - eble to
renew or terminate the contract, and bargain over rates, but not to fine or
more generally to punish in the strict sense of the word = and if there is no
bagis for bilateral monopoly stemming from the importance of learning by deing,
or if there is no basis for one-sided employer power.

B POLICIES OF CHANGE AND DOMINANT TYPES OF PROCEDURE

98 ' There are certain kinds of measure appropriate to the-"democraiisation"

of felationships according to which type is dominant. The kind of change that
would be associated with the hierarchy in which the supervisory, or meaitoring
type is dominant would affect the nature of the supervision., A good example of
the kind of change appropriate in this case would be the introduction of selfw
supervising peer groups in the place of hierarchically structured groups with
a foreman. Such appears to be the main thrust of the movement towsrds
autonomous work groups in which teams of men work together on the construction
of a whole object, like a car, with only a minimum of supervision from above,
instead of working individually on small parts of the whole under/ supervision
of quality controlled piece work, or of the assembly lineé. The relative
effectiveness of peer group supervision as compared with specialised supervision
has already been dealt with.

99 The kind of change appropriate to obganisations in which the suthority
bierarchy is the dominant form bears on the bases of the legitimacy of the
form of authority present. It seeks a change in the bases of comsent,
Examples of this kind of change (regardless of whether or not they follewed
correct diagnosis) can be found in the J Lewis Partnership and in the Glacier
Hetal experiments. In both of these cases there has been an attempt to change
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the basis on which employses consented to the éuthority of their superiors
9

through the setting up of representative structures within the company.
100 In both cases there was a desire on the part of management to move from
a system of absolutist to one of constitutional management. In the Lewis
Partnership the shift appsars to have been towards authority based on a belief
in goals shared by management and workers as if théy vere all partners. In
Macier, too, the central preoccupation of mansgement seems to have been the
basing of consent to the crders given by management on a bellief in shared
chjectiveas. These objectives are of a material nature in the form of
increased welfare for all concerned, and the basis for authority is close,

in theory, to the "rational legal" grounds we referred to earlier on.

101 The kind of change appropriate to a situation in which it is the power
hierarchy that is dominant can be found in the history of German
“codestermination'. This, it should be stressed, is not to say that the

power hierarchy is the dominant type all through the Federal Republic, but
aluply to stress the power implications of the institutional arrangemente
there. 'later in this paper we shall see some of the possible consequences

of introducing measures appropriate to a power hierarchy in a situation in which
the autherity hierarchy is dominamt. As the Reader will be able to guess from
~ our reflections on "defensive formalisation" one of the most important
institutional changes that can alter the bslance of power is the restriction
of the area for manoeuvre of the other side. In this respect, the presence

of worker and union representatives on the supervisory board and the limitation
of ‘management's area of unilateral control by codecision rights constitute
measures which would lighten the weight of the power hierarchy, and increase
the need to win agreement through bargaining and the making of concessions.

| 'Limiting the employer's field of manceuvre in this way and increasing the

need to bargain for co-operation decreases the relative ease with which the
employer can pursue an “exploitative' strategy, and the likelihood that the
workers will have to adopt a "eco-operative" one.

c POSSIBLE CONSEQUENCES OF MIXING POLICIES ARD TYPES

102 We now pass to & brief amnalysis of the possible consequences of wrong
diagnosis. .

103 If we follow the argument of Alchian & Demsetz, the main consequencee
of applying measures designed for "industrial democracy'" in situations in
which authority or power ig dominsnt im a gituation in which it is the

supervisory hierarchy which overdetermines the others will bear on the
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the efficiency of the monitoring. In arguing that the single entreprencur
. a8 '"residusl claimant” constituted the most efficient form of onganisatidn
Alchian & Demsetz did consider the possibility of various other kinds of

arrangement. The Reader will remember that their central problem was that

of monitoring the performance of the monitor as the concentration of
infermation in his hands meant that no one else could do this job effectively.
The kind of representative crganisation considered in the case of the

John Lewis Partnership or of Glamcier Metal would not be adequate for this

as responsibility for monitoring is too diffusely spread in two senses. In
the first, Alchisn & Demsetz argus that the more responsibility is concentrated
the more efficiently it can be controlled, and the more concentrsted the
residual that is profit is, the more effective it is in motivating.

104 We now consider the case in which it is.the authority hierarchy that is
dominant and in which measures appropriate for the supervisory and the power
hierarchies are taken. Earlier we suggested that the c¢reation of autcnomous
work groups was one way in which a supervisory hierarchy might be loosensed.
The difficulty with such a measure if applied in & context overdetermined by
a hierarchy of authority is that two different procedures for completing the
definition of the labour supply transaction are made to work side by side.
The whole idea of the autonomous work group is that intervention by an
external organiser is limited, and the whole idea of the authority hierarchy
is that co-ordination takes place through the issuing of orders. The
introduction of such measures in this context is likely to lead to conflict
between these two principles. ‘

105 The alternative wrong diagnosis results in the introduction of measures
which restrict the exercise of power through the power hierarchy in a context
in which the authority hierarchy is dominant. In this case the likely result
is that the social distance created by the hierarchy will carry over into the
power oriented institutions. This may be one factor behind the social
distance geparating German workers from the "codetermination" institutions.
Most of the studies, for example, locked at by Dahrendorf (1965) revealed that
many German workers felt that the Works Councils and the Supervisory Boards
‘worked somewhere "up and there", and thgt they were distant from their main
preoccupations. The dominance of the authority hierarchy means that the other
institutions have to be structured in such a way that they can deal with the
appropriate level of the hierarchy. If mansgement is distant, and contact with
it limited, then the workings of the supervisory board will also be distant.




106 The final case to be locked at is that in which the power hierarchy is
dominant. In thia context, measures like the introduction of autonomous:
work groups -are likely to affect the power structurs. The Reader will
remember that in an earlier part of the discussion we referred to the role
of "scientific management" and the fragmentation of work tasks in the
breaking down of the power of the work force relative to management. -
Taylorism sought to take away control over work préceas from workers, and
to break their control over information about the way wcrkvuas done, The
creation of autonomous work groups would seem to be a move in the 6pposite
direction, albeit a limited one as management has a much larger role in
the definition of the tasks than it did in pre-Taylorian days. The
consequences of such & shift back in the balance of powser will be considered.
when we come to the question of fluctuations in the size of the firm.

107 The last example to be considered is that in which measures designed
te change an authority hierarchy are introduced in a power-dominant context,

- Fox (1974), commenting on Jaques' analysis of the problems encountered at
Glacier Metal, and particularly on the latter's observation of a “bresk" ai
the bottom of the executive structure between the levels of foreman and
worker, suggested that this was due to a fundamental conflict of values
vhich the attempts to alter the basié of consent through the introduction
of a '"'parliamentary system'" had not really changed. In other words, attempts
to alter the authority structure had been grafted onto a power atructure

~ that was dominant. ' ‘

108 So far then, we have argued that the three types of transaction and of
hierarchy within the firm represent three dimensions of a spacs of control.
Each of the dimensions represents an aspect of social reality, but at the
same time they are to some oxtent mutually exclusive., As a result it was
argued that in cases in which they occur together ome of the types will be
dominant, or will "overdetermine' the others. Different types of industrial
‘democratic reform are appropriate to each of the types of hierarchy. The
last couple of pages have been devoted to a brief analysis of the kind of
consequence that might be expected to fellow from attempting to reform one
kind of hierarchy in a situation in which another type is dominant. It
remains to be argued that the tensions resulting from these together with
changes vwhich are disadvantageous to the entrepreneur may have a further
effect upon the structure of the firm owing to their effect upon the
relative cost of effecting transactions on the open market as opposed to
bringing them under the auspices of the firm.



109 The Reader will remember our earlier discussion of the ideas of
"J R Commons (1934) concerning the importance of starting an analysis of
institutional economica from the tranmsaction, and of Coase's suggestion
that the size of the firm might be defined theoretically by the number of
transactions that might otherwise be effected on the open market that are
gathered under the organising control of the entrepreneur. The Reader will ;
also remember Coase's argument that the entrepreneur will increase the size ;
of the firm to the point at which the costs of organising the marginal
transaction within the firm are equal to those of carrying it out on the open
market.

110 From this it is easy to see that effects on the cost of organising :
production resulting from elther restricting the margin of manceuvre of the
entrepreneur, or from the tensions resulting from the mismatching of reforms
and contexts may lead the entrepreneur to hive off some of the transactions
grouped under the auspices of the firm and return to the open market. (In a
very simplified case, returning to the cost diagram on page 15, we might see !
the problem in terms of a shift of the marginal savings curve to the right,
representing a decline in the savings to be achieved by organising within the
firm). In actual fact, the effect on costs is unlikely to be general, but to
apply unevenly to different groups of transactions. The costs of employing
white collar workers may not be increased as much as that of exploying manusl
" workers. In addition organisational change is often of a structurel nature
and as such is unlikely to allow smooth fluctumtions in size. However, this
does not go against the predicted underlying téndency.

HOW "REALISTIC" IS THE TRANSACTIONS AFPROACH?

111 Finally, we might ask; is this realisiic,. or is it just an interesting
prediction of theory, but of little practical iaportance? No definitive answer
can be given but a recent piece of research undertaken by the Italian socioclogist:
Pac_ (1973) on the labour market in Northern Italy suggests that the practical :
importance of these ideas may be quite broad. Paci's main concern was to look
at the rg;ationship between the employment strategies of the large capital
intensive firms operating in Eurspean markets and the very small labour
intensive, precariocusly based firms that worked side by side with them. Many
writers on the industrial structure of modern Italy have taken the view that
these firms belong %o aeparate sectors.ione advanced and the other backward.

e o e o
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. Paci's main argument was that they were in fact interdependent, many of the
emall firms producing directly for the large capital intensive ones. One of
the principle reasons Paci put forward to explain this was that the cost of
employing labour was much Lower in the small firms. DBecause of the‘precarions
nature of their existence they were relatively free from trade union
organisation which meant that they knew neither the “disadvantages" of
collective bargaining, nor the "disadvantages" due to trade union vigilance
over the enforcement of law on working conditions, health, and safety. They
had the further advantage of getting through the net of social security
legislation, and so on.

112 So much for the static advantages to the employers.' The interesting part
for the present argument is the fluctuations in the relative size of these two
sectors, and the changing strategy of the Italian big employers. Eggentially,
vhat seems to havé occurred is that in times of economic expansion the large
capital intensive firms have preferred to avoid simply increasing the scale of
their own operations to meet the increased demand, and to opt instead for
contracting work out to the small peripheral firms or te individuals engaged
in moonlighting or in home working. The small firms were used to a great
extent during the years of the "economic miracle", although the depression of
the mid-sixties severely reduced the numbers in this sector. In the up turn
of the late sixties, Paci argues that this sector was no longer strong enough
to meet the demands placed on it, and that+his has led in part to the failure
of Italian industry to repeat the "miracle", and in part to the search for new
ways of reducing the cost of labour. To éome extent new forms of contracting
out have been found, and Paci'’s team is at present looking at domestic working,
and éﬁ&fOther ways of reducing the cost of employing labour in the central
sector have been sought. He argues that the strikes and industrial unrest of
the "hot autumn" of 1969 were in large part a response to methods of reorganis-
‘ing and intensifying work.

113 To sum up, Paci argues that there are fwo main reasons why the large firms
prefer to contract out a large amount of their work. One is that the small
firms are not easily subject to government controls, and the other is that
trade union organisation is weak in the '"marginal sector". Both conclusions
illustrate the importance of costs in détermining the entrepreneur's decision
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whether to employ or to contract out, and they both illustrate possible
consequences of industrial democracy legislation which is not acceptadble to
employers, insofar as industrial democracy legislation is a special case of

a government control, and of increased organisation of the work force.
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PART FoUR. |
ARGUMENT

b SUMMARY/AND CONCLUSICNS

11% The aim of the paper is to outline the basis of an alternative approach
to the eccnomic and sociological anslysis of the firm and its internal

structure, and to examine the implications of this for policies directed at
the promotion of industrial democracy.

115 The basic ideas underlying the approach adopted in this paper diffor from
most of the work done by economists on the theory of the firm and industrial
democracy in that their focus is on the ORGANISATIONAL rather than the
DISTRIBUTIONAL aspects of the question. Instead of taking organisation
structure as being technologically determined (I} our chief concern is the
factors affecting organisation structures and procedures. This has the distinct
advantage over much of the work done to date of allowing us to look at changes
resulting from quite modest policies like the introduction of supervisory
boards or even of autonomous work groups rather than the very ambitious ones
involving radical changes in the -ownership of British induetry auch as might
come about with the encouragement of worker cooperatives at the expense of
capitalist firms.

416 This paper falls into three broad sections. The first deals with the
nature of the firm end the remsons for its emergence. The second looks at
different transactional procedures and the internal structure of the firm
developing a threefold typology of procedures and hierarchial structures.
The third looks at some of the policy implications that follow from this for
the promotion of industrial democracy.

I The Nature of the Firm and the Reasons for its Emergence

117 We take the TRANSACTION as the basic unit of analysis because it has the
virtue of being at once a unit of economic activity, an element in the legal
process, and an object to which the "working rules of society" may apply.

118 Making the transaction our point of departure allows us to analyse the
open market and the firm in the same terms; as alternative systems of
transactions which may be used for organising production. Transactions may
either be effected on the open market or within the firm, or by a mixture of

(1) For economists who use the ''production function'" as the basis of their
analysis technological determinism takes the form of there being a given
combination of capital and labour for a given rate of profit.
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the two. The key factor in _deciding which of the two, or which combination
of the two, is going to be used is their cost. If the cost of using one or
other system neither increases nor decreases with the number of transactions
effected we would expect one of the two to be used exclusively at the expense
of the other. On the other hand, if both, for example, experience increasing
costs, and there is some point beyond which it is cheaper to rely on the other
system for carrying out the remaining transactions, we would expect to find
both systems in use, Moreover, we would expect changes in the relative costs
to lead to shifts in the transition point dividing the sreas covered by the
two transactionsl systems in one direction or the other.

119 There are a number of hypotheses relating to the factors underlying the
costs incurred by these two transactional systems. According to one group of
authors the chief coats are those of '“monitoring” the fulfilment of the terms of
the transactions, or of seeing that "full-measure'" is given. They argue that

_ there are circumstances in which the open market is less efficient in this than
direct supervision. For another author, the chief problem asscciated with
reliance on the open market is that of discovering what the relevant prices
are, and for yet another, the problem is one of maintaining sufficient levels
of effort and of "workmanship" without a degree of coercion and of direct
control of the system of production.

120 Adopting the "traﬁsactions approach' highlighte a further factor which is
central to economic activity: the DEFINITION of the scope and content of the
transaction. This is so because it is through their grouping intc categories
which form a suitable basis for transactions that goods and services can enter
into economic relationships. The transaction may be the elementary unit of
economic interaction, but it is far from being a zimple indivisible particle.

121 The requirements‘imposed on these categories by market exchange are twofold.
First, they must be defined ex ante with sufficient precision to offer the
basis for the quantification that is so important in market exchange as both
parties have their accounting do so. ' Secondly, they must offer a basis for
sufficiently stable expectations so that the probability of the correctness of
the calculation can be worked out and an appropriate level of contimgency plann-
ing made. In the first case, the task is that of decompozing the production

- project into categories which can serve’as the basis for market transactions.

In the second case, there is the reguirement of defining categories in such a
way that some measurable probability can be assigned to their execution. The
guestion of probability need smome elaboration.
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122 Two types of probability situation are relevant in this context. The
first is that of "statistical probability' in which a system for the classifica- .
tion of instances can be gained from empirical evaluation, and the probability
calculated from the observation of the frequency of association between
variables. The second is that of ''pure uncertainty” in which there exists no
valid basis for any kind of classification of instances, and which is not, as

a result, susceptible to measurement. Both of these situations are always
present in the market and the problem in defining the content of future transsct-
ions is that of abatracting the categories which serve to establish a situation
of statistical probability out of a situation of 'pure uncertainty'. Tradition-
ally, economic theory has assigned the role of mediation. between these two
probability situations to the "entrepreneur". In playing out this role the
entrepreneur is required to take risks in committing resources to certain
projects. He differs from the "insurer' whose role is that of distributing
risks on the basis of the calculation of the probability of certain kinds of

event.

123 As the c¢ategories which form the basis of market transactions are
successively abstracted out of the initial project, the residual of "pure
uncertainty" becomes harder to reduce. At the smame time, the savings on
production costs brought about by increased ahalysis and consequent improved
organisation tend to decrease. The meeting of these two tendencies suggests
that there will be some point beyond which there will be no advantage to be
gained by grouping tasks so as to form the basis of further open market
transactions. The greater influence of pure uncertainty situations will

‘ require the use of more flexible arrangements for effecting transactions.

124 Framing the problem of the emergence of the firm in terms of different
ways of effecting transactions as a result of the problems involved in their
definition allows us to pursue the analysls in terms of the use of different
procedures. Economists have been able to treat market transactions as if they
bore exclusively on substantive issues. It is true that the importance of
quantification does lead to a primary focus on substantive questions, but this
should not disguise the fact that the market contains its own set of procedures
which include the ex ante definition of the terms of tramnsactions, the
possibility of the non-renewal of contracts and the changing of the content of
subsequent transactions under the threat of going elsewhere.
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125 The chief difference between transactions effected on the open market and
those effected within the firm is that the latter are incompletely defined

ex ante insofar as they deal with substantive issues. On the other hend, the
incompleteness on the substantive side is made wp for by the inclusion of
terms relating to the procedure to be followed in order to complete the
definition at the necessary time. The use of such procedures allows the
maintenance of a margin of flexibility that is necessary in order to meet the
changing requirements of market conditions, and dissolves the nead for complete
ex ante definition of the terms of the transaction. This is the area par
excellence of the labour contract. ‘

II The Transactional Procedures, and the Internal Structure of the Firm.

126 1In this section of the paper we look at three main ways of solving the
problem of defining the content of transactiong for which it is not economical
to use the open market. The three procedures used concern the continuous
negotiations of "sequential spot transactions", reliance upon partial definitioz
supported by an authority relationship, and partial definition supported by
power relationships.

127 The first might be described as "a continuing implied renewal of contracis
at every minute and hour, based on what is deemed, on the employers' side to
be satisfactory éervice. and, on the labourer's side what is deemed to be
satisfactory conditions and compensation®.

128 1In the second, the procedure is one "whereby the factor, for a certain
remuneration ..... agreeas to obey the directions of the entreprensur within
certain limits...". It is argued that the authority relationship does not owe
its existence to the market but that it exists independently being "grafted”
onto a basically economic relationship. ‘

129 waer is the factor underlying the third kind of procedure. It is
important to distinguish this from authority. Authority depends upon consent
from below and has to be believed to be legitimate by those subordinate to it.
Power, on the other hand, makes no such demands and one of the ccmmonest
criteria for the empirical jdentification of ite presence is the ability of
one party to get its way against the wishes of another. Put very simply, the
terms of the traneaction can'be made fully explicit at any cne moment by the
capacity one party has to oblige the other to comply.
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ﬁ}O Each of the three types ¢f procedure rests upon & particular set of
sanctions. Those of the "segquentisl spot transacticn" come closest to those
of the open market. They reat on the capacity of either side to refuse to
renew the contract, and on the possibiiity of Breaking off the obligations
entered into if one side does not fulfil its part of the transaction.

Alchan & Demsetz (1972) maintain that the employment relationship is in no
fundsmental way different from my relationship with my grocer. I can order
him to supply me with this brand or that brand of peas or butter, and if I
find the service unsatisfactory I caﬁ always refuse to return with my custom,

131 In the case of the authority relationship, the relevant sanction is
"punishment'". In contrast, the sanction relevant to the power relationship

is that of "retaliation". While the substantive content of the sanction may
be identical, for example the loss of the first half-hour's pay for poor

time keeping, the conditione surrounding it are vitslly different as is the
likely behaviour following it. In the first case, where the commands supported
by authority are regarded as legitimate, the requirement of good time-keeping
is likewise regarded as legitimate. Poor time-keeping is felt to be a fault
for which punishment is justified. In the second case, commands backed up by
power are cheyed because the other party is in a position to inflict a sanction
which outweighs the advantage obtained from not obeying.

132 All three of these types of procedure give rise to relationships that are
structured hierarchically, although the type of relationship running through
each hierarchy means that the kind of behaviour running between each of the
levels is different.

133 The sequential spot transaction gives rise to a hierarchy of "supervision"
or "monitoring’. Unlike the hierarchies associated with the. other two
procedures, this one knows only flows of information concerning the tasks to
be accomplished, or details of the transactions to be completed. The chief
reason for the hierarchical structure in this instance is its efficiency in
the transmisesion of information. The co-ordination of small groups does not
impose very exacting requirements on an information structure. It is, however,
easy to illustrate the large number of information channels required for
complete co-ordination if there is no specialisation, and the way this can be
reduced by centralisation. In a simple structure consisting of five members
free communication between all requires the existence of ten information
channels. Against this, a simple "wheel' structure with one central member
who "goris" and retransmits information, only four such channels are needed.
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More generally, the hierarchical structure ewerges as the most economical

if the relatlve cost of settlng up channels as opposed to the simple emlsalon
of messages is such that the number of channels must first be mininised.
Continuing along these lines it can then be shown that for a given number

of channels, the centralised form of the hierarchical structure requires

the emission of the emallest number of MesSAgeS.

134 Some reservations concerning the informational efficiency of the
centralised hierarchy structure need to be expressed owing to the problems of
defining the categories to be used to transmit the messages. Where, for
example, "on the job training" and Mearning by doing" are important it is
exceedingly difficult to develop a language in terms of whlch the tasks to
be accomplished can be described.

135 In the context of the authority relationship the hierarchical structure
gerves a very different purpose. The informational advantages of the
hierarchy structure may favour the use of a hierarchy of authority in firms
but this is only a secondary factor. The central importance of hierarchy

in the context:of authority relationships stems from the way it creates and
structures "social space" establishing the social distance between superior
and subordinate. It is the importance of this "social distance" that explains
why authority and hierarchy are so frequently to be found together. Authority
belongs to the realm of social values and rests upon a belief in its legitimacy.
Neither the value nor the belief belong to the realm of rational belief
grounded in impirical observation., They belong rather to the realm of the
non-rational. The social distance is maintained through the restriction

of the types and the degree of interaction between the different levels of

the hiérarchy. Among other things this serves to protect the non~rational
beliefs of those in subordinate positions from the kind of empirical experience
.that might falsify, or lead to loss of faith in these beliefs.

136 A number of different types of authority relationship are looked at
according to the kind of belief on which it is based., These are a belief
in the legitimacy of a particular authority relationship on grounds of
"immemorial tradition”, on grounds of the extraordinary qualities of the
person exercising authority, or belief based on "rational legal' grounds.
The kind of consensus on which the last is built probably comes as close as
authority relationships can come to beiﬂé democratic in that the consensus
is to a greater extent based upon shared goals with subordination accepted
as a means through.which these might be achieved. A consensus based on



"immemeorial tradition" comes the closest to a source of legitimacy that is
"grafted" onto, the “immemoriml tradition® being more likely to be associated
with the social context of the firm than the actual firm itself. Authority
accepted on the grounds of the exceptional qualities attributed to a leader

by his followers is importént because of the similarity between these

qualities and those required of the entrepreneur who is, in the ideal case,

the economic actor who mediates between the situations of calculable and
incalculable uncertainty. The boundary between thes¢ two situations is also
that between action based on rational calculation and that based'on-ﬁon~rational
Mhunch™ or intuition. The interesting feature of this form of authority is

the way in which it can be "routinised" and built into institutional structures.
Neither of these last two forms of authority is based on anything remotely

resembling democratie principles.

137 The third and last type of transéctional procedure gives rise to a
hierarchy based on power relationships., As with the authority hierarchy,
informational efficiency is an advantage without being of central importance.
As with the authority hierarchy, the use made of differentiation and
separation is important thamough for different reasons. In the first instance
they allow the dividing up of potential opposition which in turn permits

& much more limited and more economical use of sanctions.

138 A second type of pbwer hierarchy rests on the idea that at each level
there are different groups each able to exercise a degree of power over
their own members to obtain conformity to the set of norms of that group.
Sanctions applied by work groups to their members include a number of
practices like tool hiding or “sending to Coventry". The groups within the
firm are to some extent overlapping. For example, the foreman is frequently
both a member of the work group and a member of the management group, and
as such subject to the norms and the sanctions of both. The essence of the
‘power hierarchy lies in the capacity of one group to enforce its norms

- at these points of overlap, and thus to communicate its norms to the

subordinate group.

139 The first two types of hierarchy were based primarily on consensus and
sbeence of conflict. Conflict is at the very roots of the power hierarchy,
and this leads to two interesting deveibpments absent in the other two types.
The first is that conflict of group norms can lead to what might be called
"defensive formmlisation", or the use of formalised procedures to restrict
the mcope for manoeuvre of the other party. What is striking is that this

process can be initiated either from above or from below, and that work

55



groups can themselves bé the sourcé of highly formslised procedures. From
the point of view of the entrepreneur who sought to use non-~market transac-
tions because of their flexibility this is clearly a "dysfunction"., The
second development is that of bargaining as:a transactional procedure, The
situation, however, is rather different from that of the “continuous
bargaining of §pot transactions" as this form étems from the existence of

work groups and the power base they cffer.

140 An important result to emerge from this running comparison of the types
bf procedure and the nature of the hiersrchies they give rise to is their
distinctness as types. Each appears to have its own underlying logic or
coherence. This has important consequences for the way they might be thought
of as coéxisting in the real world. At the beginning of the argument on the ex
ante definition of the content of transactions, and the reasons for its
abandonment under certain conditions in favour of incomplete ex ante definition
supported by a particular procedure,it was pointed out that definition was a
process of central importance. If the three types of procedure are to be

seen as part of this definitional process as we argue they should be, it is
clear that their coherence be of equally central importance. If these procedure:
are simply juxtaposed there is no way of maintaining their coherence and thus
‘no way in which they'can satisfactorily fulfil their function. Without this
coherence individual actors cannot Yread" the situation in which they find
themselves and orient their action in such & way that its meaning is in
harmony with that of other actors. |

141 If their coherence or underlying logic is to be maintained, and there
is to be some measure of coexistence of these types, it is necessary that
in any one situation one type be "dominant". By "dominant" we mean that :
in cases in which there is contradiction between the requirements of two i
or more transacticonal procedures one of them will take precedence. The §
minimum necessary scope fo¥ this dominance follows from the argument about
definition and the emergence of the firm. The firm "emerged" at the point

at which the use of open market transactions became uneconomical. At this
peint a set of incompletely defined transactions remain and these are grouped
thus constituting the firm. As the firm is the smallest group of such
incompletely defined transactions it is the smallest unit over which the

scope of the dominance of one procedure may extend.

142 .This step prepares the way for the kind of policy conclusions that

follow from this mede of anslysis.
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IIT Implications for different Policies aimed at the Promotion of

Industrial Democracy

143 In considering the policyrimplicationﬁ it is argued that for each
dominant type there is a particular kind of policy that is asppropriate for
the promotion of industrial demoecracy. It is argued that in the case of

the “superviébfy" hierarchy measures of decentralisation of the structure
conatitute a move in this direction. An example mentioned is the creation
of autonomous work groups.. In the case of the authority hierarchy it is
possible to attempt to change the basis on which the authority rests, and
to move, for example, from the "traditional" or "charismatic™ forms to the
Yrational legal® form. The creation of the John lLewis Parinership might be
understood in this light. Finally, it is possible to introduce policies
which seek to improve the balance of power, or to increase the degree of
control that employees can exercise over their work environment. An example
of this kind of policy might be the creation of a system of "supervisory
boards" on the West German lines. Such policies might help to foster the
degree to whicﬁ consent is obtained by bargaining, and help to foster the
kind of mutual confidence which stems from equality of strength and thus reduce

the extent to which strategies of ™ defensive formalisation® are resorted to.

1l Our reflections on the question of “coherence" and of “dominance™ suggest
‘a further set of policy implications, and this concerns the possible resulis
of trying to apply policies that are appropriate to one type of hierarchy

and procedure in a situation in which another is dominant. The main line

of the argument is that most policies aiming at reform rather than fundamental
change are unlikely to affect the balance between the different types within
& given situation. This means that the type of procedure that is dominsnt

in that situation is likely to "over-determine" the changes introduced by

the policy and impose its own pattern of coherence upon them. Thus a policy
aimed at changing the basis of authority relationships introduced in a context
- in vhich power relationships are dominant is likely to find itself over
determined by these. This might well be the reason for the much commented
"break in the bottom of the executive structure™ found at Glacier Metal.

Other examples are worked through for other cases.

145 A final policy consequence that i; locked at is the possibility that
policies to promote industrial democracy might affect the relative coats of
effecting transactions on the open market rather than within the firm. The
transactions approach that has been used suggests that a possible consequence

of such a change in relative costs could lead to a tendency on the part of
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employers to resort increasingly to open-market transactions. They might
dismiss cleaning staff and resort to the services of an cutside contractor.
An indication of importance of this possibility is given by some recent

research on the labour market in Northern Italy.
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APPENDIX. FPOWER AND THE PRISONER'S DILEMMA  (See paragreph 88.)

K| The parable goes as follows. Two men mre lying in _priaon charged with the

same crime. They ere kept in separa;‘;e. cells with no means of communication
between each other. The crime has been commitied in such a way that they sre
the only witnesses. Each man is thus in the situation in which he can elther
confess himself, or accuse the other. If he confesses he is told the penalty
will be less sévere. On the other hand, if he accuses the other prisoner, and
the latter also admits his guilt, then the first prisoner goes free.
if they both accuse sach cther, they both receive the maximum penalty.
both confess they both receiv_e a lighter penalty.

Bowaver,
If they.

2 Two types of factor are important in determining the cutcome of the two
prisoners' decisions. The first is the structure of the "pay-offs', or the
distribution of the different sentences, and the second is the belief one
prisoner has about the likely decision of the other. In the pure version of
the dilemma this second factor is excluded, but the developments from this
point are among the most interesting.

3 The different pay-offs accruing to each course of action can be represented
in matrix form (v Gergen (1969) and Crossley (1972). Let us represent the
pay-offs in terms of the number of years' priscn, so that if “A" gccuses and

"B* confesses, then "A" goes free, and "B" gets twenty years.

B
Cmfss. Aconse Mpppi” Cmfto MNAcune Pkl
1o o b o o)
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15 20 20 35 |
= §O 2"',"/
Accint o 20 o 35 z-

l.

Accusafian Buased 2. Comfessimn Biased,

4 The two matrices represent two possible pay-off astructures. If we assume
that from the point of view of either priscner the decision of the other to
“accuse" or to “confess" is random, eitl;,er prisonsr bafore deciding might aséi.gn
&8 fifty per cent subjective probsbility to either ocutcome from the other, and =o

might evaluate his own alternative courses of actioen by adding the product of
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the sentences and their subjective probability for each altornative. In the
first matrix, then, WAM has to chcose between a 50% probability of 10 years with
a 50% probsbility of 15 years which he cen svaluate as 12} probability yssrs,
and a 50% chance of going free with & 50% chance of 20 years, giving a result

of 10 probability years. If he were neither particularly prone to taking riaks,
nor to avoiding them, he would do well to choose to "accuse™. We might say,
.therefore, that the first set of pay-offs had sr accusatory biss. Similarly, wa
might sey that the second had a bias towards confessions. It might be that an
honest confeassion is regarded as being geod, while "brazening it out" is
regarded as compounding guilt with contempt for the law.

5 The situation, however, changes radically as soon as the assumption of
complete ignorance about the likely decision of the other prisoner ie dropped.
We phall now look at three types of case in which. this epplies: in the first
there is limited commnication, in the second there is some knowledge of tha
psychological or material pressures acting on the other prisoner, and in the
third, therse is a social relo.tionship holding between them.

6 The first case does not change very much. Ths two prisoﬁers meet, come to
an agreement, and then give their decision separately. The reason why not very
mach is changed is easy to see as the potential gains from double crossing and
"'accuaing" are still as great, if not more so as the one who is double-crossed
goes to prison and s0 is unable to enforce the agreement until he is sot free.

7  The second, kmowledge of the riek-taking disposition of the other is rather -
more important, and can in fact reverse the bias of the matrix. If one prisoner |
knows the other is an inveterate risk taker (or that he is forced for material
reasons, because imprisonment would ruin his business or his career, to adopt
risk all strategy) and that he will "brazen it out" hs lmows that he is
inevitably condemned. He has then to choose in the first matrix between
confessing and receiving fifteen yeara, and accusing and receiving twenty years.
In which case, if he has .no desire for vengesnce he will probably. confess. In
the second matrix let us assume. that A would like to rlay safe and confess. If
B knows this, he may even be induced to accuse, again going against the bia.s of
the matriz.

SV

8  The third case, in which the existence of a social relationship between
the two priscners affects the cutcome, is the most interesting because of the
way it etructures the probabilities to be attached to the sets of possible

sentences. As a simple example, A and B may be brothers and have great trust

g e T M e R b e maere e
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in each other, and thus confidence that the other will confess, or if they have

agread to a pair of strategiea, that the other will abide hy the agrecment.

. Each knows fhat; to betray the -trust is also to betray the relatiocnship and woulg

entall facing the rest of the family afterwvards. Other kinds of relationship
will affect the probability of the outcomes differently.

9 If we now lift the very restrictive assumption implied in the parable, _ﬂmt

there iz no continuity in the relationship between the two accuszed, the
prisoner's dilemsa model takes on much greater generality. In partioular, it
becomes more applicable to issues associated with the employment relationship
of which continuity is a major characteristic.. In place of the two. strategles
of Y“eeccusing" and "confessing", we might substitute those of "exploiting" and
"oo-operating'. '
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NOTES

4 Indeed, much of the analysis of consumer behaviocur in terms of "“demand curves®
has tended to assume this problem away. " The price is represented on the vertical
axis, and quantities of the good on the horizental axis. For the good to be
quantified it must first have been defined. BEven if we tzke a simple good lils &
car or a television set there is gome problem of definitien of the ternus of the
transaction. A phygical object of a certain quality, that is, capable of providing
a certain flow of services, is exchanged. The capacity to provide these services
is usually covered by guarantee, and this is quite an important element in the
definition of the scope of the tramsactien. DNor is the guarantee costless as the
manufacturer has to keep a number of repair staff and a stock of replacement items.
Moreover, the presence of the guarantee is not trivial., In the secend hand msyket

" there are usually no guarantees and the custom of '"caveat emptor'', let the buyer be
beware, applies. -

2 The first paragraph affords a striking example of sociocentricity. It is
assumed that the two hunters naturally want to exchange rather than say try to steal
the other's catch, or to enslave the other. The second neglects the importance of
the conditions surrounding the transaction. Unlike the situation in the street
market, in the supermarket you take the goods as they are packaged,

and unlike the situation in some
aouthern european markets you accept the price printed on the packsge and do not
seek to bargain. In other words, before entering a supermarket you are expected
to know that there is a complicated set of conditions defining the goods offereq,
and defining the terms of the transaction. Refersnce to these important procedures
are neglected in parables about buying pats of butter in supermarkets.

3 It would be useful to clarify a emall terminological point at this stage. We
shall refer to the choice between transacting on the open market and in "off-market®
inatitutions as a choice between METHODS of transacting. Against this background
there exists a number of PROCEDURES for the definition of the scope and centent of
transactions. The open market method generally uses s procedure which involves the
complete ex ante definition of the substantive terms of the transaction. As we
shall see vhen we come to look at the off-market method quite a range of procedures
exists. These generally involve incomplete definition ex ante coupled with
procedures to be followed for the completion of the definition at the time required.

b Strictly one fipal problem needs to be dealt with before we turn to look at the
- factors affecting the degree to which the entrepreneur will use one or other method,
and that concerns the relationship between the contracting parties who meet on the
open market. The Reader may be worried that if the entrepreneur '"trencforma' pure
uncertainty into statisticael probability, a contradiction is introduced into the
_argument once one entrepreneur is involved in open market transactions with another.
-The market is made up of a great web of interconnecting transactions and inter-
dependent transactors, and this alcne would suffice to destroy an argument that the
entrepreneurial function should be confined to the initial project - in the case of
Marshall's illustration this would be the project for the opening of a new suburb.
Indeed, it is doubtful in many cases whether the "initial' project could actually be
identified. This is why it is important to cur argument that open market relations
be conceived of as bearing on the exchange of present or future finished products
rather than sete of activities. When the trehsaction bears on the completed product,
for example a completed terrace of houmes in eighteen months' time, the actual
organisation of the activity is left {o the party cerrying it out. Thus both the
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entrepreneur who took the suburb project, and the entrepreneur running the
specialist building firm have their areas of pure uncertainty. Both, so to speak,
hava their "initial" project out of which they must distil the parts which will
serve as the basis of their organieing activity.

The use of a diagrem may help to makte this clearer., The different blocks represent
different contracting partles at some point in the open market where there are
neither totally new ideas being exploited, nor final cousumption. In the very
simple model we have been working with the web of transactionz will resemble the
branches of a tree.

In a fuller developmwent which is not really appropriate here, it would be more
accurate to take account of the fact that most entrepreneurs work for several others,
and that the categories around which they base their product is oriented not to the
needs of one entrepreneur but to several., They are working with movements in the
relation of demand to supply on the market and are involved in developing a product,
or a certain specialised service that has as wide a market as possible. Huch of
the work of "definition" that they undertake comes at this stage. What the
specisliged builder offers the first entrepreneur is the ready-made ability to
preduce a product of a certein quality for which he has already built up the basic
organisation, and for which he has already establighed a certain set of necessary
contacts for obtaining materials at the right price and so on. In fact, the risk
worke in two directions. From the first entrepreneur, it is still necessary to
define categories out of the "initial project" of sufficient stability for cpen
market transactions. For the second entrepreneur, the situation is such that he
must define his specialisation in such a way that he can sell it to other entrepren-
ours when the current "suburb" project ia finished. Both of these elements are
present in the work of all entrepreneurs, although the balance between them clearly
veries. For the entrepreneur who undertakes to orgsnise the construction of the
suburb the decomposition of each individual project is clearly the main problem, for
the specialist builder, on the other hand, the definition of the specialisation’
itself will be of greater importance.

5 The assumption involved is far from neutral as it presupposes the general
acceptance of the theory of merkets and their applicability to the emalysis of the
employment relationship.

6 These consist of the non~renewal of contracts and occasionally, suing for non~
fulfilment, Alchian & Dansitz compare the sanctions that can be applied within the
employment relaticnship to those that apply in my relationship with my grocer. I
can take my custom elsevhere, or sue if I am sold something bad. ILikewise he can
refuse to supply me with certain goods.

7 Looked at from the procedural point of view the sequential spot transaction

does pose some problema. Williamson {(1975) has argued that if market procedure is
followed through to its conclusion then this type of tramsaction is subject to the
problem of what he calle "Iirst mover advantages". That is to say that a competititive
market situation holds at the moment the firat of the meries of transactions ie made,
but that after the first, the "first mover" has an advantage over those whose
applications were not accepted becanse he has learned how to do the job. The result
is that when the second transaction comes up perfect competition no longer prevails
because he has an informational advantage over all the applicants who were not
accepted first time round. .
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] In Marglin's model the necessity of approval stems from the fact that as the
foctory eystem progressed it beceme less and leasz possible to leave employment

and set up again as an artisan. The atrict supervision of the factory meant that

if the artisan wanted to compete he would have to impose on himself the same
discipline the employers wers imposing upon their workers, In addition, the artisan
did not have such well developed access to the market as the merchant or the factory
_ownsr. He not only had to compete in production, he had also to compete in marketing.
The more the system developed, the more dependent the worker becmme for hic
livelihood on the maintenance of his job in the factory, and thus the more subject
he bacame to the power of the employer, in whose hends lay the continusnce of the
employment relationship.

2 Accounts of these experiments can be found in Flanders, Pomerantz and Woodford
(1968) and Emery, Thorarud and Trist (1969).



Source of the notes.

Wote 1 % paragraph 15.
Hote 2 ¢ paragraph 15
Note 3 ¢ peragraph 15,
Hote bk 3 paragraph 21,
Ho'te Bt paragrapb 28,
Yote 6 ¢ ps.ragraph Bk
~ Yote T @ paregraph 36,
Yote 8 @ peregraph L8,
Hote 9 ¢ paragra.ph 9.
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