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When uncertainty is preseahd the task afeciding what to dandhow to do it takes
theascendancy ovehat ofexecution, thénternal organization of thproductive group

is no longer a matter of indifference or a mechanical detail. Centralization of this
decidingand controllingunction is imperative, a process of “cephalization,” such as
has taken place in the evolution of organic life, is inevitable, anthdosame reasons as

in the case of biological evolution.

— Frank Knight (1921, p. 268)
There is no reasowhy apolycentric order in which each element is guided only by
rulesandreceives no orders from a centre shoutd be capable dfringing about as
complex and apparently as “purposive” an adaptation to circumstances as could be
produced in a system whergart isset aside to preform such an order on an analogue
or model before it iput into execution by thiarger structure. In so far as tkelf-
organizingforces of astructure as a whole lead at onceéhte right kind ofaction (or to
tentative actions which can be retracbefore toomuchharm isdone) such a single-
stage order need not be inferior to a hierarchic one in whiclviloée merely carries
out whathas firstbeentried out in apart. Such a non-hierarchic ordéispenses with
the necessity of first communicatirgl the information on which itseveral elements
act to a common centendconceivably maynake theuse of more informatiopossible
than could be transmitted to, and digested by, a centre.

— F. A. Hayek (1967, p. 74)

Introduction.

The late F. A. Hayek is remembered for what may callthe information-processing
critique of centraplanning! The decentralized price system, he argued, has enormous
advantages ovgrlanned systems ithe critical areas of information transmission and the
use of knowledge. Imany mindsthe recentfall of the Soviet-style economies in Eastern
Europe has decisively matieat case. Butotall are persuaded. The centegodvity of
thinking about centraplanning has long since shiftéd attention away from Soviet-style
planning toward aless-comprehensive vision gfovernment administrativeontrol to
which the demise ofthe Eastern European economies spkssssclearly. Moreover, the

model of centralplanning that originally impressed Lenin —he moderrbusiness

1 The nature of this argument igidely misunderstood, however. For a corraterpretation, see
Lavoie (1985).



corporation — remains imany minds a formidablgiece of empirical evidence favor of

the possibility and desirability of centralized administrative control.

At some level, indeed, the modern neoclassical theory ifrihgives credence to
this view. In hisseminalarticle in the 1930s, Ronald Coaseted themany much-
discussed virtues of the price systamludingthoseHayek stressed. If the prisgstem
is such an effectivenechanismfor resource allocation, Coase then askéd;, do
entrepreneurs supersede the markedrggnizing transactionsithin a firm? Hisanswer
was that there isometimes a&ost tousingthe pricesystemor, to put itanotherway,
there arebenefits to what we can loosely call administrative or non-market modes of
resource allocationAnd some of theskenefitsareactually inthe nature oinformational
advantages: entrepreneurs in some cases have knowledge about productive tesburces
is superior to what one ca@ain from price signalalone. Iffirms areactuallysuperior to
markets on thiground, thersurelythere can be no general information-processing case

against planning.

Like most paradoxes, this one disappears on ckseninationFor example, it is
easy enough talismiss the implied syllogism, typified inJohn Kenneth Galbraith's
portrayal of the New Industridtate, that if dittle planning isgood, a lotmust surely be
better. Thefirm exists in and is constrained by a market systerpregiselythe type
Hayek praised, and ifdanning ability is strictly limited. This is guite sensible response.
But it leaves intact thempression ltat Hayek's theory othe market isiot fully general:

that the business firm is an anomaly or lacuna in his theory of economic order.

This paper takes differenttack. It argues thatlayek's theory of spontaneous
ordercan in facincludethe case of such apparently purposive and extra-nfarkes as

the business firm. T@ut it anotheway, Hayek's theory dhe market as a spontaneous



orderhas lessons for the theory of fiven that themainstream Coaseapproach has yet

fully to absorb.

Specifically,this essay picks up a number of suggestions in Hayek's evolutionary
theory of social institutions and uses them to draw a picture @frthéhat issomewhat
different fromwhat onefinds onthe easel of neoclassicansaction-costnalysis. In the
Hayekianpicture,firms and markets are bolystems of rules afonduct. And both are
systemsfor economizing on knowledge ithe face of economic change, albeit quite
different kinds of knowledge and changkloreover, there is a sensevirhich the firm
exists not in order tacentralize control over knowleddeut — like the market —
precisely todecentralizethe use of knowledge. In the end, | will argue,fifme is not a

model for political planning for one very simple reason: the firm does not plan.

Institutions: planned and unplanned.

Hayek's writings orthe informationalcharacter of the marléeareactuallypart of alarger
schema encompassing a theory of social institutiéits.Hayek, as for most others who
think about social institutions, anstitution is a regularity of behavior, and the study of
institutions is the study dkystems of rules of conduct” (Hayel@7). Drawing on a
tradition that dates througlarl Menger in the nineteenth century to the Scottish
Enlightenment ofthe eighteenth century, Hayek focuses on institutioas are
“spontaneous orders,” thas, abstracpatterns ofbehavior whosestructure emerges

organically from the interplay of individual intention rather than from any grand scheme.

Both parts of the term “spontaneous order” are of interest. Whlats a system
of rules spontaneous rather thalanned is, in effect, a question of origin. In Menger's

(1963) terms, such gystem can be eith@rganic or pragmaticin origin. Unlike an

2 Of which Hayek (1945) is the best known.



organic system of rules, a pragmatiucture is one set in motion by conscimisntion,

and thus, in a sense not yet made precise, such a structure is a creature of planning. At the
same time, a system of rules in Hayek's theory can be eitloederor anorganization.

In an order, theulesthat guide behavioare abstract and independent of purpose; in an

organization, those rules guide behavior toward more-or-less concrete ends.

This gives udour possibilities, asuggested in figure 1 (Vanberg 198@nglois
1993b). Spontaneous ordamslude such abstract and unplanned institutions as language,
the Common Law,money (in Menger'sheory), and “the market,” broadlynderstood,
itself. Are thereanypragmatic orders? If constitutional economists like Buch&290)
are right, it ispossible consciously to design abstract systems of rulesjfewsnHayek
would insist, sucldesigning must consist almost entirelyhe selective imitation of rules

that evolved spontaneously in other times and places.

Organic(spontaneous) orders Organic organizatiorlls
Pragmatic orders Pragmatic organizatio
- — — - — ]
Figure 1.

The firm, of course, is an organization, and it thereftakks necessarily in the
right-hand column. Thepper right-hand box — organic organizationsmay seem
puzzling. One possible examplet comes tomind isgovernment bureaucracies. In the
Public Choice view ofovernment, various government organizations (warehoriented
toward relatively concrete purposes like defense, redistribution, the provisiguuldic

goods, etc.arise in thanterplay of private interests each seeking to dremt streams in



their own direction or toprotect thosethey already enjoythat is to say, such

organizations do not arise because of the grand design of any individual or group.

Needless to say, we should expecfind the firm in the lower right-hand box.
Surely (most?all?) firms are of pragmatic origin, in the sertBat anindividual or
relatively small group of individuals starts a firm with saoacrete purpose mind. We
may everwant tosaythat theformation of afirm involves “planning,”although wewill

have eventually to make more precise what exactly the term means.

Now, if we consideronly the uppeteft and lower right boxes in figure 1, have
the familiar Coasean dichotoflyetween the market (a spontaneous order) and the firm (a
pragmatic organization). The portrayal of tiven elsewhere in neoclassical theory
reinforces this dichotomyFor theneoclassicafirm is not only pragmatic in origin, it is
pragmatic by its veryature. Thais, the neoclassicafirm (at least arguably) isiot a
system of rules adonduct all and therefor@ot aninstitution# Rather, it is alecision-
making unit that consciously surveys a well-defined problem-situation in seahehlmgst
course of action. This is by no means inappropridt® the purposes d¥larshallian
comparative-statics. But, if takentoo seriously,the neoclassical portrayadbviously
obscures théne structure andnner workings othe firm asinstitution. It also leads one
quite naturally tothe false conclusiorthat planning — conscious, rational, forward-

looking decision-making — is what a firm is all about.

In Hayek's theory, spontaneoasders emerge through avolutionary learning

process. Goal-directed action at thdividual level leads tahe casting up of wide

3 In his fiftieth-anniversary lectures on “The Nature of #iem,” Coase (1988) listed as one of his
regrets the sharpness with which he had cast that distinction in 1937.

4 Unless, of course, weiew the maxim “maximize profit” as a behavioral rule by default. For a
relevant discussion, see Langlois (1990) and Langlois and Csontos (1993).

5 For some ofhe relevant methodological issussg Langloi1986), LangloisandKoppl (1991), and
Langlois and Csontos (1993)



variety of experimental or conjectural behapatterns. Those patterns lméhaviorthat

turn out to beefficacious in relation tthe physical environmerdand thebehavior patterns

of others are morékely to berepeated. And, with repetition, subkehavior patterns
become institutions. If, however, we alsew organizations gsatterns of behavior, then

it is quite reasonable to see the procedearhing within such organizations as broadly
similar to the evolution of more abstract social institutions. The important question
becomes: how does the proces$eafning, andhe nature of the ruldeemselvesdiffer

between abstract institutions and goal-directed organizations like the firm?

Rules, learning, and capabilities.

One approach to connecting the theory of organizations with the theosypciai
institutions has taken its cue from Constitutional Economics (Gifford 1991; Vanberg
1992). In this view, organizatiorsse indeed systems amplicit and explicit rules, and

they have much in common with political systems. Ath@& dominant transaction-cost
theory of the firm (Williamson 1985), when highly specific assets are necessary to generate
guasirents froncooperation in production, tHem emerges because it teat protects the
cooperating parties from the threat of mutual expropriation or ‘tldhan does market
contracting. In this case, the firm's superiority lies in its constitution, for, aspolitial

world, awell-designed constitution is a system of rules that constgamgp members

from unproductive rent seeking and directs their energies toward productive rent seeking.

In essence, then, the constitutional approach tértheseeks a closer tie between
the lower right-hand and lower left-hand boxes in figure 1 cdyrastHayek's theory of

the evolution of social institutions would take us instead in a vertical direction.

When we sayhat aninstitution is a system of rules, we can m#éaterm‘rules”

in at leastwo senses (Langlois 1993b). In one sense — and tthis isense most often



meant in Constitutional Economics — a rule is a side-constraint on beltzatias not
otherwise rule-following. For example,the implicit and explicit rules of aonstitution
might constrairthe conscious, deliberate quest for rents. diffarent, if not completely
unrelated, sense, however, a rule canri® somuch aconstraint as a cause of action,
thatis, it can be a habit @mustom. In this sensthe agent is “programmed” teehave in
certain predictable ways (Langlois and Csontos 1993). Themflosttial version of this
idea comes fronthe work of HerberSimon (1982), who argues thabecause agents
suffer from “bounded rationality,” they must follow rules or “heuristics” of behavior rather
than consciously directing their actiondn thehands of Nelson and Wintét982),this
idea has translated into a theory of the evolution of the industry in frinelare selected
on thebasis ofthe “routines” they follow. Routines are rulesSimon's sense, ruldéisat
(as Hayek would agree) are often tacit amgossible to transmit tothers without a

costly process of apprenticeship.

Influenced by Nelson and Winter aathers? a growing group of writers is today
applyingthe ideas of rule-following to questions of organizational f@ireece, Pisano,

and Shuen 1992; Langlois aRdbertson 1993b). These writers panut thatthe rules

6 In Hayek,rules seem to play theseo roles simultaneously: thegre both constraints aonscious
behaviorand programmed routines. “Many ahe institutions ofocietywhich are indispensable
conditions forthe successfupursuit of ourconsciousaims are irfact the result of customs, habits or
practices which have beeaeither invented nor am@bservedvith any such purpose wiew. We live
in a society inwhich we cansuccessfullyorientate ourselvesind inwhich our actions have good
chance of achieving their aims, rarily becaus®ur fellows are governed by known aims or known
connections betweemeans and endbut because thegre also confined by ruleghose purpose or
origin weoften do noknow and ofwhose vernexistence wareoften not aware.. Man is as much a
rule-following animal as gurpose-seeking one. And hesisccessfuhot because he knows why he
ought toobservethe rules which heoes observe, or is even capablstating all the rules imords,
but becauséis thinking and acting agoverned by rules which have by a process of selebgen
evolved inthe society inwhich he lives,and which are thus the product of the experience of
generations.” (Hayek 1973, p. 11.)

7 In a recent interview, Simon (1992) recognizes sonthesimilaritiesbetweerhis ideasandthose of
Hayek.

8  The others include EditRenrose (1959), G.B. Richardson (19z)dAlfred D. Chandler, Jr(1977,
1990).



— the routines — that agent®llow within an organization embodfoften tacit)
knowledge that isisefulfor action. This knowledgeconstitutes thecapabilities of the

firm.

As I've alreadysuggested, theapabilities view ofthe firm differs from the
constitutional view in itonception of rules agrimarily routnes rather thamrimarily
constraints on conscious behavi®ut it also differs fronthe constitutional approach —
and from the mainstream oftransaction-cost theory — igeeingthe essence of
organizationalstructure adying not in thedomain of transactiobut in thedomain of
production. Toexplain the structure of th&rm primarily in terms of itsability to
constrain unproductive rent-seeking behavior is to igth@enoredifficult and important
problem “the constitution” othe firm — its repertoire otapabilities — is actually

directed toward solving, namely, what to produce and how to produce it.

Obviously, the approach'm sugesting isiot exclusive ofthe constitutional
approach. (Indeed, i$ a kind of constitutionahpproach, nomerely inthat it sees the
system of rules and routines as “constitutingtmakking upthe firm but also irthat those
rules also serve the functions of constraint and governandeidbtheorists like Vanberg
point.) But aconstitutional approach that focuses onfthrection of governance runs the
danger of ignoringhe function of aystem of rules iproduction. To put it anothavay,
both transaction-cost economics and the constitutional paradigm tend to draw attention
toward theways in which organizational fornpgevent unproductive rent-seeking — and
thus away from the ways in those rules generate productive rent-seeking. Mairoger,
rules-as-routines are constraining bifhavior as well as motivating @khavior, it is
entirely likely that therulesthat embody knowledg@about production are also theales
that solve theproblems of rent-appropriation, monitoringtc., within the organization.

Thus the constitutional approach, like the transaction-cost approék#lyito ignore the



extent towhich it is alsoproduction itself not just some freestanding “governance

structure,” that typically serves the function of constraining unproductive rent-séeking.

By thinking about theways in which productive capabilities are acquired,
transmitted, angbrotected, then, wean begin to formulate gynamic or evolutionary

theory of productive institutions, including, especially, firms.

Spontaneity and planning in the market order.

We began with thédayekian distinction betweehe abstract rules of amderand the
relatively more concrete and goal-directed rules of an organizafitis is an important
distinctionthat mustsurely inform anydepiction of thefirm as an evolvingsystems of
rules: the “constitution” of the firm is surely different from that of the market. As Thomas
Sowell (1980, p4l, emphasis original) insists, “thearket’ is nothing more than an
option for eachindividual to choose among numeroasisting institutions, or tdashion
new arrangements suited his own situation and tasteOr, asBrian Loasby(1993)
makes more precise, the market is an institutiah provides options for future contracts,
whereas the firm is an institutidhat consists in contracts for future options. At Hagne
time, however, one can argtieat firm and market araltimately made otthe same
“stuff,” namely capabilitiesBoth organizations and markets are composeddofiduals
who know how to do certaithings andvho pursue various goals. Tissue ishow —

and why — those capabilities sometimes cohere into an organization.

9 Gilson and Roe (1993) have pointed ouhat muchrecent scholarship on Japan hhsse same
blinders. Most authors attempt to expl#ire functioning of Japanese institutions in termsghefr
ability to reduce transactionostsand to eliminatgroblems ofrent-sharing, monitoringetc. —
without noticing that these institutions also serve the function of reducing production costs. Moreover,
it is partly becausethese institutions areffective inproductionthat they reduce (as an unintended
consequence) transaction and governance costs.



Langlois andRobertson (1993b) have proposed a theory of the boundaries of the
firm that takescapabilities and routines dke fundamental unit ofanalysist® In this
theory, one of th@rincipal determinants dhe formbusiness institutions witbke is the
nature of the uncertainty -er, if you prefer, thénnovation — involved. The second
critical factor is the existing structure of relevant capabilities, includindpoth the
substantive content of those capabilities and the organizational formaumcethey are

deployed in the economy.

One patterrtypical inthe history obusiness institutions emerges whesystemic
innovation is feasibl¢hat would createsignificantnew value. To be successful, such a
systemic innovation requires simultaneous change in sestagas of productioH. This
would likely render obsolete sonsexistingassets and, at tlsame time, cafior the use of
capabilitiesnot previously applied inthe production of the product. If, addition, the
existing capabilitiesre under separate ownershipos- to put itloosely and somewhat
inaccurately, the existing production system is coordinated through mee&leanisms —
then we arrive at one important rationale for the institution obtiseness firm.Under
this scenario, the business firm arises because it can more aleelglgt, coordinate, and
where necessargreate thecapabilities needed to makiee innovationwork. Because
control of the necessary capabilities in the firm wouldceksivelymore concentrated than
in the existing organizationastructure,such afirm could overcomenot only (1) the

recalcitrance of asset-holders whose capital would have creatively to be destr@tsa but

10 The remainder of this section draws on Langlois and Robertson (1993a).

11 This usagefollows Teece(1986). Theopposite of a systemic innovation is antonomousone, in
which change can proceed in one stage of production without requiring coordination with other stages.

10



(2) the “dynamic” transaction costs of informing and persuading new input-holders

whose capabilities are necessary to the success of the innovation.

This scenario accurately describd® situation surrounding the creation and
growth of many of the enterprises Alfred Chandler chronicl@heVisible Hand1977).
With the lowering of transportation asdmmunicationscosts in theAmerica of the
nineteenth century, ther@ose profit opportunities for those who could creai@ss
markets and take advantageeabnomies of scale in magsoduction. Examples range
from steel and farmmachinery tocigarettes and brandegbods. Inall these cases,
profitable improvements iproduct attributesind costs required the creative destruction
of existing decentralized systems mfoduction and distribution in favor afystems
involving significantly different capabilities. Gustavus Swit'sation of thesystem of
refrigerated meat-packing (Chandi&77, pp. 299-302) was systemic innovatiorhat
rendered obsolete the older network ligé-animal distribution. Swift was forced to
integrate into both refrigerated railroad cars awviiblesale distribution irorder to
overcome the opposition of vested interests and to persuade others adhatheof

production of the value of his innovation (Silver 1984, pp. 28-29).

In this picture othe rationale for th@rm, the superiority of centralized control of
capabilities lies inthe ability to redeploy thosecapabilities inthe service of an
entrepreneurial opportunity when such redeployment would otherwise be costiggmThe

overcomes the “dynamic” transaction costs of economic change.

However, the scenario just depicted is bymeansthe only important one, let
alone theonly possibleone. The superiority of thiem rested on itsbility cheaply to

redeploy, coordinate, and createcessary capabilities in a situationwhich (1) the

12 More generally, dynamic transactionsts —or, more generally still, dynam@overnancecosts —
are thecosts ofnot having the capabilitigg®u need wheryou need them. (Langloiand Robertson
1993b, chapter 2).

11



entrepreneurial opportunitpvolved requiredsystemic change an@) thenecessary new
capabilitieswere notcheaply available from an existiggcentralized or market network.
In situations, however, whichone or both of these conditions is missing,lt@eefits of

the firm are attenuated, and its rationale slips away.

In manycircumstances, foexample, change — even sometimes rapid change —
may proceed in autonomodashion. A prime example of thi&curswhenthe attributes
buyers desire can be provided in the foiwh of a presgbackage but of emodular system
(Langlois and Robertsdl®93, chapter 4). Steraystems and IBM-compatible personal
computers are promineakamplesput there arenanyothers asvell, includingcases in
the realm of process technology (Langlois 1992). For present purpodesy teature of
a modular system ishat the connections dfinterfaces” among components of an
otherwisesystemicproduct arefixed and publicly known. Such standardization creates
what we might calexternal economies of scofleanglois1992) that substitute ilarge
part forcentralized coordination among tiweelders of complementary capabilities. This
allows the makers of components to concentrate their capabilities narrowly and deeply and

thus to improve their piece of the system independently of others.

Moreover, inhighly developed economies, a wide variety of capabilitieay be
available for purchase on ordinary markets, in the form either of contract infintshed
products. At thesame time, itmay also be the casthat the existing network of
capabilitiesghat must bereatively destroye(htleast inpart) byentrepreneurial change is
not in the hands of decentralized input suppliers but is in fact concentrated in existing large
firms. The unavoidablélip-side of seeing firms apossessed ofapabilities — and
therefore as accretions of habits and routines #haissuchfirms are quite asusceptible
to institutional inertia as is a system of decentralized economic capabilities.thBugh
firms may have a&trategicdecision-making function, thayay yet be unable teeorient

themselves inthe face of rapid change (Langlois and Robertd®93, chapter 6).

12



Economic change has manycircumstances come frosmallinnovative firms relying on
the capabilities available ithe market rather thagxisting firmswith ill-adapted internal

capabilities.

Sometimes, of course, larfiens areable tocatch and overtake the innovators —
or the innovatorshemselves become large firms, asmnany ofthe nineteenth-century
cases Chandler chronicleBut whenthe innovation involved is1ot systemic, innovation
may actually proceed faster in a decentralizegstem because of itbility to utilize a
more diverseset ofinformation (Nelson and Winter 1977). A case in poitihéspresent-
day microcomputer industryHere technological changeolume production, and unit-
costreductions are proceeding at a paceva any Chandlerian industry mstory. But
thesegains have come ime virtual absence of largegms integrated across the stages of
microcomputer production. Although some of this advansarelythe result ointernal
economies irfirms like Intel and Microsoft, even thosiems are relatively narrowly
focused. Large establishédns, which have been able atherindustries to overtake
innovative first movers, have r@cord of démal failure inthis industry (Langlois and
Robertson 1993, chapter 4)They have missedpportunities at everyurn, andhave
shown themselves unable tmpete with the moraéimble independent marketer-
assemblers. The Japanese have made few inroads. Andréd8btrdhas beethat of a
technological followetiving off its brand-name capitallndeed, IBM's success with the
original standard-setting PC in 1981 was based on a strateguyofg inputs on the
market rather than according itgernal divisionstheir accustomed privileged access to

resources — a strategy the firm subsequently abandoned to its detriment.

13



Do firms plan?

We are now in a position to shape a tentative outline of the answer to the gumestion
essay posed. Do firms plan¥o, they don't. Or, ratherthey “plan” in a sense quite

different from the meaning usually given that term in discussions of central planning.

At the most abstradevel, what it meangor asystem to plan ishat, as lyek
(1967, p. 74pays, the system somehow “preforms on a mdtel'actions it takes. That is,
the system sets asidepart of itself (like a brain in a biological system) with which to
create anodel ofthe future. Thesystem then usébatmodel as a guide tihe courses of
action the whole will take. Do firms plan in this sensedDfse theylo. Indeed, Frank
Knight (1921, p. 268)s right insaying hat thevery rationale othefirm lies inthe need for

“cephalization” of this sort.

It's important to notice what thaobesn'tmean, however. Thigm does nofplan
— the firm does notexist — because “cephalization tife deciding and controlling
function” (Knight 1921, p. 268) is innately superior to thelycentric or non-cephalic
alternative undeall circumstances. As | have tried to show — and as Knigtérstood
— cephalization is (sometimes) necessary, or at least (sometimes) superi@violabée
alternatives, “when uncertainty pgesent.” Thus, thealue of a cephaliorder does not
lie in its ability accurately to forecast the future, ahbility that is essential to central
planning as it is commonlynderstood. Indeed, it ecisely in situations dftructural
uncertainty® or radical economic changdhat “planning,” understood alondraditional
rationalist lines, is least effective (Lavoie 1985Yhe more uncertain — the more
unpredictable — the future, the ldgsely that any model othat future will lead to

desirablecourses of action. As | have argued, ih@ thecorrectnesf the“plan” the

13 On structural uncertaintgee Langloi§1984). For an argumerthat this was alsdnight's
understanding of the term uncertainty, see Langlois and Cosgel (1993).

14



firm embodieghat counts but rathéts synopticcharacter. Acephalic system of rules —
a firm — arises because, when a possibly superior configuration of diffess
systemically fromthe existing configuration, subsystems in whitie deciding and
controlling functions are centralized have an advantadeinging about thenecessary
adjustments. That s, as | have argued, subBystemare better abvercomingdynamic

transaction costs under particular circumstances.

Thus firmsare notsuperiorex antebecause they “plan” ithe rationalist sense,
even if theymaytend to look superior othis groundex post In an evolutionary system,
whether it be &iologicalone or a cultural one, it anly adaptednessx postthat counts.
Foresight is ofimited usefulnessand itmay be gositive detriment to the extethtat it is
based on a model formed fronset of pasexperienceshat havebecome inappropriate.
Thus,firms existnot because they pldmut becaustheyplanned thatis, because they (or
their founders, adnyrate) set irmotion a reconfiguration of capabilitiestime economy.
Even this kind of planning neeubt be asational(ist) as onenight think. As Schumpeter
(1934)insists, entrepreneurship requires something motkeinnature ointuition — a
kind of vision. This is still planning in Hayelsgense. Theisionaryentrepreneur has a
model ofthe future inhis orher head, even if thatodel cannot bstated in words or
derived from explicit premises. (Entrepreneurship too is an ecocapability consisting
in part of tacit knowledge.) Thus thiem is less a matter of “planninghan it is of

coherent conjecture, of hypothesis (Loasby 1976; Eliasson 1990).

Notice that, irkeeping with figure 1, | have so far stresegl question obrigins.
| have tried to suggesthy firmsarise and the nature of tliplanning” their origins
involve. But the matter obrigin is logically quite distinct from thassue of ongoing
functionality, that is, fromthe question of how, on@stablished, a system of rules
maintains itself — and changes ever time. And it is precisely ithe context of ongoing

functionality that much confusion about “planning” within the firm arises.

15



In the entrepreneurial theory of the firm | sketched above, the rationale fiomthe
lies in the ability of central direction to reconfigure a system of rulesarfduct. How
that system develops — and, in particular, whether and hiat wextent iremains a
coherent organization — ovéime will depend on theelative learning abilities of the
organized subsysteitself and ofthe largesystem in which it is imbedded. In effect, the
founding(or, insome cases, tifeeengineering”) othefirm is ahistorical eventhatkeys
a path-dependent processledrningthrough the accretion anohprovement of routines.
Under some — but by no means all — circumstances, such a praaesult in a large,
complex organization. And, as was otive case fobiological organisms, sudoherent
organizations may easily be misinterpreted as being the creatures of conscious design. The
founding of Apple Computer in 1976 wasurely anact ofconscious design, even if
founders Jobs and Wozniak had quite differasibns of what the organization was and
could become. But it would benonsense to sathat the corporatiorcalled Apple
Computer thaexiststoday is the result of conscious design. The corporation grew in
what is in effect an organic fashithrough the slow accretion of routines aagbabilities.

A firm thusbegins inthe lower right-hand box digure 1. But if it lives verylong, it

eventually moves into the upper right-hand box as it grows and learns organically.

As I've already hintedhe neoclassical portrayal tiie firm as arational decision-
making unitrather than as aystem of rules otonduct contributes to a widespread
intentionalfallacy inthe understanding of the larfsen. As a number ofvriters have
suggested in various contexts, theoclassical modeimplies that the firm has an
unbounded capacity fatecision-making andtrategic reorientation. Budven writers
who are quiteinclined to see thdirm as aninstitution sometimesgend to invest that
institution with far more unboundedanagerial capabilitighan an evolutionary approach
would suggest as warranted. Fxample, it is possible teeadAlfred Chandler(1990)

and some ohis followers (Lazonick 1991) amvestingthe institution ofrofessional
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management with an almost heroic quality. In this readngfimanagerial revolution”
that replaced thefamily firm with salaried professionalbestowed upon théarge
corporationabilities inthe administration of existingtructures and imnovationthat are

both inherently superior to those of the market.

David Hume, always good antidote toexcessive rationalism, lorggo noticed
the tendency tascribethe abilities of an evolvedrder to theconscious design dhose

who wield capabilities inherited from the past.

Were this world ever so perfect a production it nstiftremainuncertain,
whetherall the excellencies ofthe workcan justly be ascribed to the
workman. If we survey a ship, what an exalted idea must we form of the
ingenuity of the carpenter, whisamed so complicated, useful, and
beautiful a machine? And what surprisest we entertain, when wiad
him a stupidmechanic,who imitated others, and copied am, which,
through a long succession of ages, afteultiplied trials, mistakes,
corrections, deliberations, and controversies, had bgedually
improving? Many worlds might have beenbotched and bungled,
throughout an eternity, etlis system wastruck out:Much labour lost:
Many fruitless trials made: Andsdow, but continuednprovement carried
on during infinite ages in the art of world-making (Hume 1980, p. 36).

And what was true of Hume's workman is also arguably true of Chandler's manager.

This is a littletoo facile, ofcourse. Let me try tmakethe argument hit more
carefully. There aretwo issues:(1) theability of managerial hierarchies to administer
existing structures and2) theability of managerial hierarchies tonovate. | will take

these in order.

| have been at some pains elsewhere (Lang@#8a) to argue thdirms are not
inherentlysuperior to markets in thedministration of existingtructures ofcapabilities.
The entrepreneurial theory of tifien suggests thatirms are born in therucible of
economic change, often change of the entrepreneur'snakimg. That afirm persists

overtime suggest that it is isome kind of stasis with its environment, which mebaas
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the organization cafine-tune its routines tthat environment, which iturn may have a
feedback effecthat furtherstabilizesthe environmentBut if the original raison d'étreof
the coherent organization is ibility to redeploy capabilities, it iaot clear that such
coherence accords thiErm any superiority in the quitedifferent task of refining
capabilities for a steady statenvironment. Markets(meaning an increasingly
decentralized or polycentric organization) have the advantage of high-pomeeetives
(Williamson 1985),whereas, in the tru#&arshallian longrun, the transaction costs of
arms'-length exchange decline as behavior becanms routine and externalocial

institutions arise to mitigate opportunism (Langlois and Robertson 1993b, chapter 2).

Indeed, decentralization \&ry muchthe imperativefor any organization once it
becomes successful and established. The case of Hanarys instructive.Langlois and
Robertson (1993b, chapter 3) argue that Ford's suaactsthe Model T resulted ilarge
partfrom hisstrategy of vertical integratiomhich allowed a systemic reinvention of the
process ofmaking automobilgarts, a process thhad previously beethe domain of a
decentralized network of suppliers. Yet, once that new system of production was in place,
the system could be (re)decentralized along the new lines he and his staff had marked out.

We startecassembling anotor car in a single factoryThen as we began
to make parts, wbegan to departmentalize @t each departmewnbould
do only one thing. As the factory is now organized each depannaget
only a singlepart orassembles part. A department is ldtle factory in
itself. Thepartcomes into it as ramaterial or as a castingpes through
the sequence omachinesand heat treatments, or whates@y be
required, and leaves the departménished. Itwas only because of
transport ease that the departments were grouped togetier we
started to manufacture. did not know thasuch minute divisionsvould
be possibleput as our production greand departmentsultiplied, we
actually changed from making automobiles to makpagts. Then we
found that wehad made another new discovewmpich was that by no
means all othe parts had to beade in one factory. It wasot really a
discovery — it was something the nature of going around incacle to
my first manufacturing when | bougtite motors ang@robably ninety per
cent. of the parts. When viegan to makeur own parts weractically
took for granted thathey all had to be made ihe one factory — that
there was somspecial virtue irhaving a singleoof over themanufacture
of the entire car. We have now develop&dy from this... So now we
are on our way back to where we started from — excefiginstead of
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buying our parts on the outside, we are beginning to make thaun awn

factories on the outside (Ford and Crowther 1923, pp. 83-84).
Once theinnovation of masgroduction of partdbecame assimilated and disseminated,
centralization became more costly and Ildsmneficial. At Ford, the ensuing
decentralizatioriook place within a verticallyntegrated ownershiptructure for reasons

of what it is now fashionable to describe as path dependency.

Now, one of thecentral arguments associated with Wark of Chawller isthat
the managerial revolutiowas accompanied by the M-form organizatistalcture. The
M-form is in fact an innovation in decentralization, separaiunghe strategic function of
management frorthe day-to-day function of administration. Thebeved of day-to-day
concerns,top managers, in this vieware free to focus their attention on new profit
opportunities and on th@oblems of economic change facthg company. Ithis sense,
then, the M-form gave the modern corporation #idity both to manage existing
structureswell and to reorient those structuisggategically when necessary. Aaldl of

this is no doubt true to some extent.

On the one hand, however, it is by no means theamanagerial hierarchies have
been as innovative in practice as this theory would suggest. Chandler and Lbatmick
cite theexample of Britain inthe late nineteenth amdrly twentieth centuries, where
“personal capitalism” — meaniniyms in which astrongindividual or family retained
some measure of both day-to-day and strategic contrialiled, in their view, relative to
the professionally managdams of the UnitedStates. One has to keemanycetera(like
the extent of the markeparia in such a comparison, however. And anymuoéned to
accept personalapitalism ashe cause dBritish failure might want to remembgrat the
IBM of the early 1960s,which made a brilliant gamble dhe 360 series aghainframes,

was a‘family firm” under the tight control of Thomas Watsdn, whereas the IBM of
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the 1980s,which failed to seizehe opportunity of the personal computer, was a

professional managerial hierarchy (Carroll 1993).

Moreover, recent work on theapabilitiestheory of thefirm (Teece.et al, 1993)
hascast theoretical doubt on tlaéility of firms — everM-form firms — to do all things
equally well. In thisiew view firms who distancéop managemertioo greatly from day-
to-day productive operations run the riskstifaying from their “core competences” and
thereby losingthe competitive advantages those competerresde. Managerial
capabilities are not as unbounded as it once seemed, anthélyeveell be aminavoidable
trade-off between thability to administer existing tines effectivelyand theability to

create new routines.

Abstractness and economic change.

Despite my skepticisnabout managerial hierarchies, | do thinkere is an important
lesson in the theory of the M-forgtructure. In fact, | want to proposi@s lesson as a

general hypothesis, albeit one in need of further elaboration and refinement.

Williamson (1985,pp. 279-285)ives a cybernetimterpretation to the M-form:
the separation of the strategic function from the function of day-t@diaynistration is
effectively aseparatingout ofdeviations in kindwhat we can all structural variation)
from deviations in degree (parametric variation). We gia@ this a Hayekiatwist by
noting that theules or routines that the strategic manadatsw are necessarily more
abstract than those of the day-to-day managers, whodweaktwiththe concretéletails.
To the extent, then, thatanagers at the stratedgwel areable toredirect the lowelevel
capabilities ofthe firm, it is preciselybecause they possess more absitaphbilities.
Clearly, managers a&he day-to-dayevel can adjust their routines to deal wsiinall

variations in the environment. Managers at the strategat, free fromthe burdens of
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concrete administrationmay be able tdeal with more severe @ualitatively different
variations. As the 1980 anehrly 1990s have made clear, however, even teams of
strategic managers are oftenable toredirect lower-levelcapabilities effectively, and
even more abstract institutions — like the marketctoporate control or thiankruptcy
laws — must come into play. As Hayskggests, the more abstract the rules syfstem,

the betterablethat system is tacoordinate adiversity of concrete purposes. Concrete
rules arelimited by the purposes thesmbody, and sare necessarily ill-adapted to
circumstancedhat necessitate ehange — especially an unpredictable change — of

concrete goal.

The hypothesis | propose generalizes this idlea:more radical the change — the
more radical the deviation from the customary path — the more abstkhdie the
institutions necessary to change, create, or otherwise redirect concrete capabilities in an

effective direction.

If this hypothesis is right, thetthe bestvay for an organization tplan for the
future, especially an unpredictabfature, is to emulate in some degree a spontaneous

order.
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