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Understanding Innovative Enterprise

Toward the Integration of Economic Theory
and Business History

WILLIAM LAZONICK

wWhat determines the growth of an economy? How does a society share
amony its members the costs of generating ceonomic growth and the
benefits that are derived from it? These fundamental questions of growth
and distriburion are as old as the discipline of economics. But modern
economics hus not been very successful in providing cogent answers.
The main problem is that the conventional theory of the market economy
lacks a theory of ¢cconomic development.

This intellectual deficiency is neither inevitable nor acecidental. During
the nincteenth century, the elaboration of a theory of economic devel-
opment was the central project of what came to be called “classical” €Co-
nomics. But during the twentieth century, the economics discipline dis-
played an ever-growing commitmernt to the individualistic ideology and
ahistorical methodology of “neoclassical” cconomics. Given thesc ide-
ological and methodological orientations, adherents 1O the neoclassical

Tl wriginal version of this essay was prepared for the conlerence “Business listory sround
the World at the End of the Twentieth Century] Milan, Cotober 13-17, 1998, A revised
version was presented at the Business Ristory Workshop, Said Business School, University
of Oxford, March 19, 10949, The subsiantial clboration, amendment, and refinement of the
afgumients in this essay have been made under a grant from the Targered Socio-Economic
Research Programme of the Enropein Commission, DGR, Contrct Mo, SOELCTOR-1114,
1w grateful fo Louis Galamboy and Mary OrSullivan for comments on various dratfts,
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32 LAZODNICK

perspective negieceed 1o build a theory of economic development that
can comprehend the historical experiences of economic growth and
income distribution in the world's most advanced national econonties.!

Indeed, the necclassical research agendn by its very <efinition — the
study of the alloca fion of Scarce resolirces Gatong compering ises —
phlaces Lhe process of ceonomic development beyond its analytical scope.,
Using this definition, conventional economic analysis assumes that, in the
determination of economic pecformance, techinological and market con-
ditions can be taken as exogenous. The neoclassical economist takes the
“scarcity ! of resources - technology - and the “competing” uses to w lich
they can be allocated — markets - as given constriaints i the resource ai-
location process. Economic actors are assumed to opente subject to
these exogenously determined constraints as thoy seek to optimize their
obyjectives.

In contrasr, a theory of economic development takes as given nei-
ther the quantity nor the qualicy of productive resources available, nor
the uses o which these resources can be applied. Economic develop-
ment ocenes through the transformation of prevailing technological mwnd
market conditions so that higherguality, lower-cost goods and services
become available to enhiance the standards of living of the society's popu-
kation. Thc neoclassical economist considers as oprimal those ouLCo mes
thut reflect responses to gives technrologics | and market conditions. Yet
it is preciselyr such optimal cutcomes that must be changed forthe weale

of nations to grow,

A theory of economic development indicutes how transfornuitions of
technologics and markets occug amd hiow chese tmnsformations affect
the creation and distribution of income wnd wenith. The quest (or suclh
a theory raises a number of key questions for emyprirical amilysis, with
methodological implications for how this research is to be performed:

' What technolagical and macket conditions staad in the way of eco-
nontic development at any point in time? The very notion that can-
divions that constrained economic activity at a point in time can
be transtormed to generate economic cdevelopment means that the
study of the coconomy requires a Bistorival anaiysis of the process rf
chrrrge.”

¥ 1 hove elabooced on this stcgument in WAllim Lazonick, Susivess Qrmumaizalion dua e
AfD af the Marker Seonongr (New Yok, 1991

% Such was che grear amalyticnl insight of Joseph A, Schumpetes For a cliscussion of
Sclnimpetes idens on histarical analysis, see Lazonick, Susiress Orgeratzalion, 12X _30,
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* are such historical transformations the work of entrepreneuril in-
dividuals, innovative cnterprises, nonprofit insticutions, orc develop-
menial stutes? The nnswer to this question determines the sacial wikits
of analysis that are the foci of cur research an< ulimately permits us
ey dhetermine fowr different Sochal (tits mteract in the process of
econoiNic develfopinent,

I call the analytical approach that seeks to integrate theary amd his-
tory in this way the “historical-transformation meethodology™ - an ap-
proach that stands in sharp contrast to the constnined-oprimizuion
merhodology that conventional cconomists use (o analyze the COGIHNLY.
In this essay, 1 offer a perspective on the interaction of different so-
cial units in the historical-transformation process. I pacticular, [ fons
on the role ol furrceaiine eaferprise, 1s distinct rom entreprenetriel
individuals, nonprofit organizations, and developmental staees, in this
historicultransformation process. [ acgos that the innovatise cEleryirise
is a Social organfzoation that is central (o the processes of chiange du
results in cconomic development and chat, us o soc orgEiEerion, i
inwvestment strillegy, Lrginizitional scruciore, sl procducrive capabili-

tics reflect o some extent the institutional enviconment in which it
E

OpPeries.,

Howe then <o swe analyze innowvitive enterprise? nnovation ent
the transtornition of productive inpues into salulle Ouiprues 1o pgene-
are products and services thar are higher in gualiey - mooe desible 1o
users - und ower in cost - more affirdible o users - than elwe proevi-

aashy uttainalile qualitysoost af Lhose goods aoal secvices ac prevailing
fictor prices. " Inmostive earerprise” refers v the busioess arnisition,
Bortly wrielin o Blron s o dlistinet unit ofF strategic control i aoross i al-
Liedl netweorrk ol firms, that undertikes this transformation process. 1 shall
arggue that, swhiether within o firmor aceross :a noetwork of Benes, irenaenion
miLsl e analyaed as o collective proce
Epregrarifon of the activities of Luge nwmbers of people who ruticipwite
in a specinlived division of Labor

reguiring dw oneoa s ST fond

sunl el e Lo gers e of Tlices iy i Hisrory: Sethadolisgy zunad Fleslopy in Schumpeiers
Berunamics.” iy Frerdeesfeassaeays care of Wews-Nodae o berierar cligreracsctes for Mevanionrdes, od. Laes
ALipnusson O3 orwweil, S L Oy, 24504,

Fhisinsight. whiclis by e moans reacdily ippane ne s somcane enecd ioelero cemrnamic
theory suud iy clerives Brom the vwork ol business bhiseorions, e current state of the
wet of whitch i3 siumnrricod i tbe conteibations 1o this volume. Sce alsa 3z Brestuess e
sire Weentle of Wertéors, e, Alfred D, Glandler, Jo. Frenco Amdtors, wid Takshi Fhikioo
CMew York, 19977,
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34 LAZOMNICE

The particular types of specinlized activities that the innovative enter-
prise integrates into a collective process depend on the particular trans-
formations of prevailing technological and market conditions chat currcnt
competitive conditions require. The intellectual challenge is to develop
a theory of the social processes that transform frdrestrial (technologieal,
marker, and competitive) conditions to yvield innovaitive outcomes. The
prime purpase of this essay is to articulate a theoretical perspective on
those processcs.

in the following section, drawing on research cardied out by Mary
O Sulflivan and me over the past several years, 1 outline wimt I call “the
social condlitions of innovative enterprise.” or the “SCIE," perspective,*
Then I go on to consider how Edith Penrose’s theacy of the growith of the
firm and alfred Chandler's strategy-structure approach celate to the SCIE
perspective. [ conclude by briefly considering the relation of the SCIE
perspective to (wo recent attempts by economists to bring econonilic
theory and business history into closer relation 0 one anoelher.

THE SCIE PERSPECTIYE

How does an innowative enterprise transform technological and mar-
ket conditions to generate higher-quality, lower-cost products? To under-
take the research that can begin to answer this fundamental guestion
requires a thearetical perspective on the processes of historical trans-
formation in which business organization is central. Given that business
enterprises are social structures thae are embedded in beoader (typically
nationald institution:! enviconments, the theory models the relations
among frdusirial conditions, prganizational coniditions, andl fnseitoe-
tiongf concfitions in the process of historical transformation. I thus pro-
vide a theoretical perspective on the sacial coemlitions of innovative
enterprise. The fundamental assumptions, selations, and principles of
tlre SCIE perspective are themselves derived from prior compicacdve-
historical research.” Central to this perspective is thwe spocification of

* See our elaboration of this perspective in William Liusonick and sary O Suolfivien, “Per-
spectives o Corporite Governance, [nnovatien, and Econemic Perforomence” cepoet 1o
the Burapeit o Caommission, Targeted Socio-Boono mic Rescaech Programme, uodor contnct
numbrer SOC-CT98-11EE { hutpyrfwovewsinscud, edofcge ),

Wilkam Liuzonick and docy O Sullivin, “Onganization, Financs sod Intemsitionl Competi-
tion. fadnstrfed aud Corprorvate Change S, ne. 1 19950 1-44 jl., ~Fimkincee and Industriat
Deselopmeit, Parts 1 and 2 Fiaanofef Fistorr Reddere 4, nos. 1and 2 (1907 7-36, 1
34; k., *Hig Business amd Skill Foranation in the Wealthicse Mations: The Ocganizarionat
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the key characteristics of the industrial, organizational, and institutional
conditions that can promote or consteain the innovation process, The
key characteristics are

= industrial conditions: sechrofogreal, wmiarfeer, and corpetitive
=  organizationl conditions: cogefdive, Delavioral, and strateyic
« institutional conditions: esmpfoperrent, Faancial, and regedeataoeg:

To understand how these different social conditions influence the
innovation process, [ also specify the key characreristics of thot pro-
cess. Drnwwing on the theoretical and empirical litemture on itnaowvaticon
and relating ic o resource allocation in the economy as a whole, Mary
O'Sullivan has argued that the innovation process can be characterized
as ceerreelative, colfective, and wncertain® The innovation process is
cumulative because the possibilities tor transforming technological and
market conditions today and tomorrow depend an the development of
those conditions in the past. Hence, an inooviative enterpriss engages
in cumulative learning. The innowvation process is coflective because the
tmansformation of technological and market conditions reguires the in-
tegration of karge numbers of people with specizlized knowledge and
slilts so thot they interact to develop and utilize produciive resources.
Hence, an innovitive enterprise enpages in caollective kearning. The in-
novaron process is uncertai n because the cuwmubative and collective pro-
cesses thuat can trnsform technologi ] mocrket conditions o genoer-
ate higher-quality, lower-cost products wre unknown at the time when
resourees itre committed oo these processes, Henoe, am fronosseive eatenr-
prise nuast be stonregic @ bow i eoguapes in cumalative aod collecrive
learning.

Beneugisrn U the Uweentivdle Century” B fhy feesfaess erveed the WiteeXods cof” Nertioeses, ol
Clunudler. Az, ot Elikeoo, 97 -S2E; Willm Laxonick, * Ownginizeciool Lesirniog
Enceroniitical Connpelition.” i Gfo el izertforre, £5ronif, seteed Ceodvrmeeice. cils. J. ivich
LG Senith (Oscfond, 1998, k- 3H. For e dewelopawent o g alysi Billegic comenl
S AL et I emditio ol oo live enterprisc sncd e eedes of Boaneial . ploy e, aned
regubiiory institutions i seering s oclal condibions throsgly whicly strracgic ool siects
the allacicton al Corprerate resaurees iied retuns, see Aoy Q7SUTvLie, Crresdesss famr G
rearerte Coarebrnds Cargamnrie (oo ermgeraice a el SSendnimetic Feafierilaaroe dee B (0ritod Sholes
ateed Crerraeare ) COefimd, 200000,

5 See Alacy OrScllivan, “The Innoviitive Entecpeise and Corpaomie Gowerrinee., Comefr/ai
Steernend o Evoprennies 240 oo, 4 CZIN0): 393-410, which uudyzes the implicitdons of
the chanwerecezition of e nnestion precess a8 cunmlibve, colleetive, and uaceniin
for aloecmative thesries of cesourcr alloeation amncd caomporite govermance as put fecch by
SRS TIRIELCN
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3G LAZOMNICK
THE SYSTEM OF SOCIAL CONDITIONS

Industrial Conditions

“Technological conditions™ refer to the productive capabilities, embod-
ied in both human and physical capieal, that characterize an indusiey or
an enterprise within an industry at a point in time. “darker conditions™
refer to the existing demand (in terms of guantity, guality, and price) for
an incustey's products and the existing supply of Gwcrors of production.
“Competitive conditions” refer to the difterential ability of enterprises in
an incustry or the some industries it differear insticutional environments
to transform productive resources into revenue-generiating pradiocts.

Innowation entails the transformation of existing technologic:l andsor
market conditions to generate higherquality, lower-cost products. A suc-
cessful enterprise transfornis the competitive conditlons facing other
eiterprises in thie industry. These new competitive conditions may or
may not induce an innovative response from rivals, Challenged by an
innovative enterpurise, the comperitors response may entail @ strategy
of either gdapfaiion on the basis of the preexisting technological @nd
market conditions or franocciion by itself seeking to transtorm these
conditions to generite higher-quality, lower-cost products.”

Organizational Conditions

“Cognitive conditions™ refer to the cumulated ko ledse and a
skill base on which an enterprise cun expect to deve lop and utilize its pro-
ductive resources. "Behavioral conditions™ refer to the set of incentives
that can motivate pacticipacts in the enterprise to use their knowledee
andk skill to develop and utilize productive resources, "Sorerepric condi-
ticns™ refer to the enterprise’s structure of conteol over its finaneizsl, phys-
ical, mnd human resources. Embodying these organizational conditions
within the enterprise is a division of hibor based on different funcronal
capalrilities and hiierarchical responsibilities, which is itself influenced by
the combination of industrial and institutional conditions in which the
enterprise has evolved.

The implementation of an innovative strategy o transform techno-
logical and market conditions entails strategic choices cancerning {2}
whose knowledse and skill within the organization will be developed

7 See Luzonick, Busireess Degarrizertdor:, chip. 3.

rudfersicnading fitaocafire Einfoerfreise A7

and utilized and {1 wht incentives will he offeced to these participauies
to motivite them o cooperite in the pursnit of enterprise goals. Henoe,
conditions gencodly enils the

the process of anstorming industris
transtormation of cognitive and behaviorn] conditians, with the gpes of
organizational tronsfermations that tnke place depending on the compet-
itive strategy of the enterprise.

Enstitutional Conditions

Financial institietions derermine thie waregys in swlhich a society albocates
financial resources to stes, enterprises, and individuals for investomweng
and consumprion, as well as the ways in which that sociern: distrilzoces
fimarcial rearns to the holders of various forms obf financial clims. Em-
ployneent institutions determine how a secien develops the capalbi )
of its present andl Future labor forces Gond hence include educition, re-
sercely, aod rraining syscemisk, 8 well as howe i seructurves the wwailabilicy
of empiloyment aod the comditions of work and cemuneciction. Repulitory
tions detecrmine bow o socicry wssions ciglhes and respaoosibilities
to different groups of people over the manage ment G socien”s prodoc-
tive resources wnal how it inlposes restrictions on the developoent wad

(=]

utiliza tion of these resources,

A funclumental byprothesis that derives from the SCIE persprective s
that sticucional, organizetional, aod ndusoriad conditions intermce bistor-
ically eo deterntine a unigue sor of righes, responsibilitios, cnd resoriccicns
tliet clarieteriz o pearticular econonay acd sociery i pacticaliocr This
persprective hypothoesicos thar dhe Bistorical cmergenee of institaticaal
conditions relaced to Dnoance. cmployment, iond eegulilion reflect the
chang ing reguiccenents of businss coterpriscs Gomd espocially corporte
enteryrrises ina socicty in whsich they dominate business aotivity) Tore e
developmoent and weilicanion of productive resoucces, Oaer L these -
manciztl, employnient, and repubicory poacrices hoeconee institutionagizod
ire liww s sl i, s weell as the poactices of related nonbasioness orginnti-
Fitienn s thae pli ioapeerctiont codes o undbertuking Goancial. coploymene,
and republitory fienctions, Insobir as they decive from the requirements
of business organizations, these institwitons become "embedded™ in the
financial, employment, and regulitory proctices of these business organi-
zations themseives, The SCIE perspective argues thak, ab 1 point in e,
these social conditions determine the types of industrial transformations,
and hence the types of industeizl innovations, that can occur in the econ-
omty. Over time, however, thie ansfrrnuion of cecrain dime nsions of
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these institutional and organizadonal conditons - in efiect tramsforma-
tions of what may be called the "poditical ECONGIMY” ~ Can open ) ncw
possibilities for nnovative accivity

SOCIAL CONDITIONS OF INNOVATIVE ENTERPRISE

We can identify three social conditions of inmovative enterprise: financial
commitment, organizational integration, and strategic control, Financial
commitment involves allocating fnancial resources to susiain the pro-
cess that develops and utilizes productive resources until the ressiliunt
products can generate financial returns. The need for Anancial COMTIIEE -
ment derives directly from the cumulative character of the innowvation
process. Hence, & theory of innovative enterprise must show how, given
the Amancial requirements of industrial transformation, insticutions and
organizations combine Lo provide the requisite financial commitment.
Organizational integration involves creating incentives for pasticipants
to apply their skills to0 engage in interactive learning in pursuit of com-
man goals, The need for organizationai integration derives directly from
the collective character of the innovarion process. A theory of innova-
tive enterprise must show how institutions and organizations combine to
create the necessary incentives for those who must engiee in intecierive
learning. Entailing as it does the combination of access to financiat com-
mitment and influence over organizational integeition, strategic control
enables people within ant enterprise who possess Cerclin "wvisions” of
how technology and markets can be transformed to ECReie inaovition
to implement those visions as en terprise practice. The need for strutegic
control derives directly from the uncertain characeer of the innowation
process.

The SCIE perspective posits o dynamic historical refation between
crganizations and institudions. One can in principle treat the business
cnterprise as an independent socizl entity in analyzing the social condi-
tions of innovative enterprise. To treat the enterprise as ain independent
sacial entity, however, would run the risk of ipnoring how the insti-
tutional environment proscribes and enables the enterprise Lo acquire
cerinin types of knowledge bases, to structure emplovment incentives
for participants, and to consider strategic options. Thus, the SCIE per
spective seeks 1o understind the dynamic inte raction between business
enterprises and the institutional environments in which they operate,
as well as the implications of this intemction for the transformtation of
technological and marker conditions in different industrial activities.

Understanding fnnovative Enterprise 39

HISTORICAL-TRANSFORMATION METHODOLOGY

The very nature of the inowviation process means that the social condi-
tions that constrain or promote innovation change over time and vary
across different productive activities, The theoretical anabysis must be
integrated with the historical study of the development pracess thireugh
an "historicakoeansformation mechodology”

Tiie application of this methodology requives whit Schumpeter callecd
"historical experience™ This experience enables the analyst to make
intelligent judgments concerning which conditions must be analyzed
as endogenous to the process of chiange and which conditions can be
rreatedt a5 exogenous. In my own work, I have sought this experience
not oaly tiroueh empirical studies of innovation and development® but
also through 2 critical evaluation of the efforts by other economists to
integrate theory and history. '

A wonsiderncion of the swork of Alfred dMorshali (1542 19243 provides
useful insights into the problems and possihilities of the fvo metlwd-
clogies.'" The most influential economist of his era, darshall spent all
of his adult life as a student and a professor at Cambridpe Undversity.
Influenced by the concern with economic development of such ehissi
economists as Adam Smith and Joha Stuace Mill, dMacshall's nain e mpici-
cal focus was the evolution of British industey. During the third quarter
of the nineteenth century, Britiin had emerged as the world's leading
industrial ceonomy. After the turn of the twenticth century, wicth Lhe
rise of lrge-scile eoterprese abroad, Macshadl extended Dsgs study o com-

parisemns of industrial organization in the Uniwd Swees, Geoneaoy, ancd
15 thit were chiallenging Britain's econonnic leaclership. '
Al hukis, Maeshuldl elabecated s theoey of ceonontic de-

Frunce - n

O this emipir
velopment that hadk innosative enterprisce al it core. AL the same timee,
looking torwacd to what would become the domiman methodologsicnl iwp-
proach in ceonomics, Murshall sought to analyze Do “sabsticution ook
margin” would deteomine the aptomad dlloeztion of seoce resources, T
crovwning achicvement of Marshall™s ciureer wis to combine thoese owio

8 Juseph AL Schampeter, Fisstor e of oo fc Avend prfs (Ofool, 1953, 12-15.

¥ See Wilim Lismick, Adgearrizertian qrrd Frelvofuagy fee Cagnfalist Daevefiaieerent
Al rshog, TLEL, 1992

" See Willlam Luzonick, Crspagrasgietve Admadoge o the SDop Aoor (Cambridpe, Mass.,
Loy, chips. 1 amul id., Hresirecss Owgeen fzeltiorn, chaps, $-9,

' Ser Lazanick, Mresfuess Osgerreizadion, chap. 5.

12 See especitly Alfved &lcshall, Pefuciiaes of Foorosics . 9th edition gLomnlan, L90G07; 4,
fuefersery erveed Trevede ¢London, 191497,
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methodological approaches - historical transformation and constrained
optimization - in one book, Prikciples of Ecaromics, a treatise that,
published in eipght editions between 1890 and 1920, was fhe econontics
textbook for two generations.

Ironically, as it turned out, the work of Alfred Marshall was central g
a eritical transition in the economics discipline from the broad concern
of the classical economists with its focus on economic development to
the narrow focus of neoclassical e cononmists on the optimal allocarion of
scarce resources aniong alternative existing uses. At the microeconomic
core of this transiticn was 2 shift in Marshall's aoalysis froma fheor}f ofin-
nonative enterprise to a theory of the oprimizing firm.'* The Marshallian
analysis of the firm that optimizes subject to technological and mar
ket constraints, as further elaborated by Marshall's followers, remains
embedded in the economics textbooks of today, wihile the constraineg-
optimization methodology is, in the words of one well-known induserial
organization econoniist, "mother’s milk to the welltrained economist ™
As a resule, the mainstream of the economics protession has focused al-
most exclusively on the theory of the optimizing firm - as if it were an
itleal vo be pursued rather than a condition o be transformed - o the ne-
glect of a theory of innovative encterprise. The intellectual resalt ias been
that, for the “well-teained economist,” acuity in the use of the constrained-
cptimization methodology has been accompinied by a trained incapacicy
to employ an historical-transformation methodology.

These two merthodologies need not be mutually exclusive - so long
as i is recognized that the constrained optimizuion methodology can-
not be used o analyze the innovation process per se. That methodology
can funcrion as a transitional analy tical device for rendering trschille the
complexitics of historicul transformation. The shife From innawacive en-
terprise o optimizing fiem can serve the purpose of providing a rigorons
and relevant analysis of the "constraines™ on the developmeent and uti-
lzation of productive resources that faced enterprises at a point in time.
Then one could know what conditions facing the enterprise would have
ta be rransformed over time for economic development to ocenur '3

B See lazonicl, Sesiess Cgaizaiion, chap. 5.

LRichied Cawes, “lnduste il Organization. Comprcite Strrely ol Structace.” freriof of
Feonarsic Literatare I8, no. | (13RO 85,

For un example, see Willium Lieanick. *Fiiceor Costs and clwe Ditfeston of Kiog Spinning in
Brituin prior to Worll War L7 Qrerferdy Foprrel of Ecoranics 56, no. 11281 89-100,
anc the subsequent debates with Lars Suulbeeg in she Deraeteny fored of Eeowomics
o, mo 2 (19841 387-92; and with Gary Saxonhouse il Gavin ¥Wright in Ecousmeis
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On the basis of such a mechodology, the static optimizing analysis with
which Maorshall concluded his Principies of Ecosorios coald uave facili-
tated the nsition 0 o dynamic developmental anulysis comprehending
the role of innovative enterprise in the ongoing structacal traresformation
of the economy. Rather than make this frensifion from optimizing rm
to innovittive enterprise, however, the foliowers of Marshall, and subse-
quent generations of economists, accepted the theory of the optimizing
firm as a sufficient mocde of analysis of the role of the business entecprise
within the econonmsy.

Using the historical-iransformation methodologs. wwhat is the unit of
anaysis for understinding innwovitive enterprise? [n nineteenth-century
all recognized, innovative enterprise occurred within

Britain, as Marsl
industrinl districes rarhers than within induserinl corparations. The sources
of development swere nulinly exteraal to any particular fiom bue internal
to A particuli region. Yer from che lae ninereenth cenfuey o, in vicious
places around the world, the locus of innovative corerprise shifted from
the industeial district to the indusweizl engerprise. The rmunstormation of
innovitive proprichiny cnrerprises e munage il coeporcions alkewed
naticns such as Germany, the Uniced States, and Japun (0 become glolal
coonomic leidlers n the rwentieth concury.

Omite incongriousky, the historical transition frooy indosteial disccics
po LBt inn et Comrpronitions as e araranizarional cenies in che devebopmeen-

tal cconomy was acconmpainicd by theoreticil trnsition withio cco-
Romcs From wdevelopame ol appprerosch o obesession st conditions
of eguildwivm in gemcrid and the oplintzsiog icen in partcubkee Thos
eoomumisiy avoded wn owlysis of) among ofher thinges, e istorical
reality and thoeoreticul implicitions of the managesial eevelation. Tlis is
not o sy tha, wemed with the historical-transtormation meethodolegy,
eoomomists or listorines shaoudd assoume 1o the deaminant inclusericnd coc-
poritimn is the enly celevant acganizuionad uaic of analysis, o caprluse
the Full ronpe of possibilities for immovative cnterpeise i the easentie
century aned bevond, i relesunt theary of nnevative cnterprise nust alsoe
e

bBe able to wccownt e, as the propo nents ol “flexcible spocialization”
samght to Ler'® Do tive induastries. regions, and even atioes oo hich

Hisden ) Ferdene, 2od ser, G0, mo. 1 CLSETE BT -0 Sew sl William Miess andd v illisme
Lissnick , The British Cotmrn locusory aml Intermstional Competitive Acvae ge: The 3
OF the Drebaces” Sorsdeess FOsfor 32, nal G (19900 9-63; and, more penceally, Lazoick.
Ot sdfzedtivnr crned Tockealagy. et 1.

Y9 For n cecent clibooibon of the Nexiile-speciilizacinn apposch, see Chacles B Sahwel and
Jomgluu #Feitdio. edh., Wieeded of Poss fiefes. MIenibefi ) cand Merss Prosefiackfored fre Winssean
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the dominant corporate enterprise remains the exception rathier than the
rule. -

THE MODERN CORPORATION AS
INNOVWATIVE ENTERPRISE

In Edith Tilton Penrose's book Fre fleory of the Growth af the Fivme,
first published in 1959, the author elaborated on a theory of the operation
and performance of the modern corporation as an evolving developmen-
tal erganization. Penrose’s mow classic book contains munerous testahbie
hypotheses for empirical investigation. Unfortunately the econocmics pro-
fession has lacgely ignored the developmental dime nsions of her worlk!' ™ —
a neglect that is not surprising given the intefllectuml hegemony of the
constrained-optimization approach.

Fortunately, coming from business history rather than economics,

Alfred Chandler has synthesized the historical evidence on the evolu-
tion of the modern corporation in ways that provide unprecedented
insiglits into the characreristics of innovative enterprise in the twenti-
eth century. Chandier has circumseribed his theoretical contribution [0
our understanding of the modern caorporation, however, by his use of
theorefical constructs that emphasize the utilization of productive re-
sources to the neglect of the development of productive resources. The
theoretical concepts such as “Grst-mover advantage™ and “economics of
scale and scope” that Chancdler employs derive from an empirical tradi-

tion 40 industrizl organization that his neither confronted the Hmirs of

the constrained-optimization methodology nor developed an historical-
transformation methodology.

Both Pearose and Chandler placed heavy emphasis on American-style

"managerial organization” as it prevailed in the 1950s. %% In theic choice

favosiviatizaiion {Cambridge, 1997}, For my review of this ook, seu Srooesy sty
Reresdpees 73, no. 2 {19993 300~ 14,

* But see the special issue of Condrilreaiions o Politico! Hoowery 1H (248007, cdited Iy

Christos Pitelis, deveted to o considenztion of Peorose’s hook Fem o develommencl per-
speckive, Sec also Williim Luzonick, "The US. Industrial Corporition and T Teeorr af
Lhe Crauth of the Firms in The Growitr af the Firne The Legec) of Bolith Pemrase, o,
Christns Pitelis (Oxfond, 2002), 249-78, as well w5 the pipers from ke Eecepean Tosti-
tute of Business Administmtion (TNSEAD) Penrosian Legacy Conference, May 11- 12, 20401
Chirpeféwnvw.insead. frfevents/penrose).

It is worth noting that Penrcse researcied ancd weote The Theory af the Growdl of the
Firer in the 1950s while a researcher ind lecturer in the Department of Political Economy
of jolins Hopkins University, the same university where Chandler was 1 professor Lo the
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of subject matter and in their approaches to the study of the modern
corporate enterprise, both Penrose and Chandler have created impor-

tant intellectual foundations for the analysis of innoval

ve enterprise. In

different ways, the work of each of these scholars demonstrates the need
for a theory of innovative enterprise that can comprehend the historical
transformation of not anly fedeestrial and organizationad hut also fuse-
tretfonced conditions in the innovation process. The analysis of the role of
innevative enterprise in the historical transformation of industrial, orga-
pizational, and institutional conditons rthat would otherwise constrin
innovation must be central to a research agenda that seeks o inteprate
business history into a theory of economic development.'?

Depactment of History fraom (963 to 19TL Never theless, ane Bad Fitele intellectual info-
ence o the other in the Interluction t The Fiside Herrd, Chandler includes Penrose
Inca lise of economists who “lurve studied the speritions and actiens of modern buesiness
enterprise.” il in the conclusian cites Feoey “as showing how the inabilicy for ] onies
in [a Luege, integratecd indlustrial ente eprised o he operiting i the same speed and iy
[creabed] constant pressiere for the woosahoof de tiem” Adfred 1 Churnaller, T, T Fistire
Hereedl: Yo Marragerdod Reoidsetion i corerfoan Basiness {Cambriclge, Mass, 1977, 5
489, See alsa Altred I Chawdlen, Jo, “Scile, Scope, and Orpenizitiom Capabilic
Tl Ezspntiod Alfved Chendfer, ed, T MoCraw (Heston, 19858, 498 0, and the reference
t Penrase’s case study of Heecules Powsder Compauny in Alfred B Chancllen, Je. Seeader cornef
Sronfrer The Dyncreedtes of fueiisivier! Copatalisen (Camboidpe, Mass, 19903, 758 0. 67 1o
the freveed oo the third eaiben of Thearp p. 1x), Penmse writes: "Chandle r's luak | Serert-
L inf Sractie] s tinished belre Tise Thorsy of e Grawt D ol Bwe Firee appesirel,
but the wmalyticnl sicucture within wwhich it [seeei vl amalysis was cast wiss ne mak bly
CHHEFUENL Winh i avim ek, bsdap aaacl the s Concets andl very oy Die sieoe
weminelogy at meny peids” Peorese motes e shie "elid nol Buve gocess [t Chandler's
rescarchE t writing my owoe work ™ e she eredins ~the sepess istoricnl dise ussion of
U prowtl af major Amceeican s By Clondlee” as contiemng Ber owen inadys s al “cthe
process of yersilication conined wech g analpsis al the costs s grow s aa e Ly
ud of m remssibler "1l owwst importanl exeensions amd moditieations made by
athers over the past e deciotes” Edidn Venmose, Toe Floey o S €eneoil af i Finn
CORleLl, 1993, 3nd clition, xii e U= Edith Ponrose, “'1he Theory of the Growth of
the Firon Vweniy-Live Alter” sleder $faedeersit e Cifsedfonsis: Stasdfe (e ine
Aegratioerer. no. 20, Uppesidi Universicy 19E3. Por an vy recog 1 of Lthe im percange
of the Peatrasian therry o husiness Distary, sec Lowis Galin b, "Tiesiness lislory ol the
Thewry el the Sioewlly of the Fiom,” Epfacedions (0 Entrepesreorioad fiistorn, 2ol ser, T,
oy, | (09GO 3-14, i
For the anilysis (eomitded from this cssay due to space limiations s of o Biseer
fprotion f organizagiam] conditiens in the innowvitive entenprise, and for i ecled i
tigue of Lhe constrioeduprimiziciom methodology of Willismsenion trnsactien- cost eco-
mxmics far unde rstanding ghe evolution and cele of Dusiness organdsition i the cosmrmy,
see Willkim Lusonick, “The Theary of Innovilive Enterprise in The futerradiomal ey
clapediat of Busiaess sy Managensend Handrood of Econonrics, ol William Lisonick
{London, 20021, 638-59. See also Willinm Lazanick, © [anawvative Enterpirise and Historical
Trnsfrntition,” Sufesfrise & Soctely 3, na. 1 (2002 3-47.
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THE THEORY OF THE GROWTH OF THE FIRM

As an economist, Penrose saw her role as the elaboration of a theoretical
framework on the basis of Limirec] empirical data so that useful hypothe-
ses could be posed for further study. She used eclectic sources, incheding
business histories, to gain her theoretical insights.” But she did not pre-
scribe a program for systematic research on the innovative enterprise,
and remained vague about the empirical underpinnings of her owen e
oretical arguments.??

The main methodological strength of Pearose's work is her explicit
recognition of the theoretical difference berween the innowitive enter
prise and the optimizing firm. The basis for this distinction is her under
standing that a firme is a unique social entity thar can engage i learning
that is both coliective and cumulative.?” She also emphasized the dy-
namic relation berween the development of productive resources and
their wtilization, and hence between the achievement of high quelity and
low cost. She understood, therefore, that innovative scrategies can place
the enterprise at u competitive disadva ntage if the productive resources
thar the enterprise develops are not sufficiently utilize-d.

Compared with the neoctassical theory of the firm, the main theoret
ical strengeh of Penrose's work is that she placed organization:d leacning
at the center of the analysis. She equated the "frni” with its mangerial
organization and orgnnizaticnal learning with iR geriaf fearning. ™
Penrose's perspective on the cnterprise a8 manigerinl orguni=ation

2 particulien, she stuesd i @ foot ke et Chelkes L WELson s RSt b o f S ffeswr (Eondim,
195570 i o muxlel of what good fem histocies cio be 1 e el biesvily ain Lhis dype of
wiork (ancd there are some orliersy, s well 85 an olirect cliserssions wich businessnien, for
inzighars into the processes of frm growh” Peorose, Fheeerey, 5.

in the mid-19540s Penrose cwcricd aue a sty olf Hercules Powder Gompany, an CofLrpTse

that had been spun aff from Do Port Chemicul Sompany In 19407 as i result af wotiecust

litigerdoan wed that, at the time of her study ranked 1G5 Ev Frasraraes MELEIiNe s dist of the

SO0 largest LS. industerinl companices. See Bdith T Peorose, e Geewth of the Fieoy - A

Caier Stuely: The Hercules Fowder Compiing”™ Busisress Histary Redens 34, na. [0 1960

1-23. The study was, in Penrose's wearrds, “originally inteoded forioclusian in nv Tl

A te Growth of the Fiens, but was aomittex] in asder e kewp down Lhwe sice of tl;r: huuk:_"

Ibid., 1. There is no mention of e study o referenee e Flercules Fowifoer Cormpitny B

any oF the editivns of Tieory, including the third edition of the Tk, pultlished in 1995

with a new foreword by the wurhoer,

2 gee O Sulliviin, Contesfs, elup. 1.

3 As Penrose puis it in the foreward to the 1995 eddtion o ber hosk: I clected o deal
with wrhit weas calledd the 'managerial frm’ - o fro cun by o management assumed 1o
be committed o the loeng-run interest of the fra, e Minction of shitcehalders being
slply to ensuce 1he supply of equity capital. Dividends need only he sufficient 1o induce
invesoment in the Bnm's shares™ Penrose, Fheary, xii.
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represents an impocant advance on economic theories of the firm in
whiich sociat organization plays no role.®
In comparative and historical perspective, however, the main wetk-
ness ot the Penrosian “theary of the growrtl of the firm” for building a the-
ory of innovative enterprise is its implicit d :';sump!ion tlhut oranizational
learning means mamnagerial leacning. Sach a perspective has difficulty
explaining. for examde, why most Japanese and many European enter-
prises in the post-World War [T decades extended organizationad learming
to shop-fioor workers and independent suppliers, and how this develap-
ment and utilization of broader and deeper skill bases atfecred inter-
arional competitive advantage and national economic performance.?’
Even at the managerial level, Penrose’s theory of the growth of the firm
facks a theory of the organdzational - strategic, tuncticna), and hienscchi-
cal - integraticn of administrative, rechoical, and professional personoel
into the manugerial stroctuce of the modern corporation. As i@ result, her
perspective is ill equipped o comprehend the erosion of cohesive man-
agerinl organization in major U5, induskrinl cocporations that oc caered in
the 19805 andd 19905, The characteristic featuce of this managecizl " dowen-
sizing” is that che services of once-valued “homan assets” are thrown on
the macket rather thun being mobhilized for the further growth o Fthe irm
ar even for the steategic creation of “spin-off™ ficms 5
Penrase assunies throughout her book that the modern indastreinl cors
poration will always ooy o atilize the unused praductive resoucces e is
disposil. She also undersonds, however, fue to make use of these avail
able productive resources bo enter Qe mackets means investin e inonew,
complementey. productive resowrces, inchading reinvestment in the pro-
ductive copabilitics of curcent personel. o as the experienoee of oy

LS, corprardions over the prst Ffew decades huos sheown, istermal goowth
may reach a point where diseconomics of geoweh outweigh coomoemies,
either becuuse of oL separacion of stritegic decision making from organi-
zational lenrcing or beciuse of the cnwergence of now competitors wilh
Poenrose couates e peolil motive

superior g tiomal ciprabilitics.

% pFor the anguument i Peocose’s theory of the gieow thaf o 1Trm is a thency of inmmalive
sice Lazomick, *CLS. Industrial Corpocilion.”
and [ncermitional Conpetition”; il.,

enterprise s 1 ove defined §
o, COIrgLn gL fioe, Finang

"Big Bosiness ond Skill Foenmtion!

20 por an chibonuGon of this assessment of Penrose’s analysis i teems of the evolutbon of
the LS. iodustoiil corponion since the time she swrow her ook, see Livsonick, "0LE,
Indhustrind Corponstion.”

= 7 Sulliviin, Ceosrfesis, chap. 5.
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and the growth motive in determining the investment straregy of the
firma. 2% But this equation holds only if those who control the allocation of
corporate resources cannot or will not seek higher returns for the firm ~
now defined as those who remain in the enterprise’s emjployment, in-
cluding themselves - by shedding unused productive resources - that is,
throse huuman assets whose services those who exercise strategic control
deem to be no longer of vilue,

As Penrose recognized in the Foreword to the 1995 edition ot her
book, writing in the [ate 1950s one hid vet to witness the advent in the
Uniced States of the conglomeration movement of the 19605, the sub-
sequent divestments of the 1970s, the rise of the market for corporiate
control under the slogan of “creating sharcholder value™ in the i980s,
and the consolidation of the practice of ruaning companies to "maxi-
ntize shareholder value” in the 1990527 It may be that many of these
practices have reflected a tendency fior establishied 1.5, industrial car-
poritions to favor competitive strategies that are "optimizing.” or maore
realistically "adxprive,"*" as opposed to those that arc innovative.3? Rater
thwan confront new indostrial, organizetional, and insdtutional conditions
by engaging in strategies to transform: them, those who control COrpa-
FALE CCSO0UCCEs may Sce it 4s in their interests to view these conditions
as constraints, and consequently may be content to optimize subject o
them.

What is optismal for those who control corponite resources, however,
miy ot be optimal for other people associated with the COrponition o
for the economy as a whole - thits radising the {uestion of the relation
between corporte strategy and the development of the economy, L cen-
tral issue that a theory of innovative encerprise st address. One waty of
conceptualizing Penrose's theocy of the growith of the firm is to ask how,
by transforming technology and markets, a small number of innovative
enterprises might be able to differentiate themselves from other firms

2 Pencase. Theory, 26-30.

2 Ser Willinon Lizonick and Flary O7Sullivan, *dMax imising $hacel older Yaluce:
for Corpante Gowernance,” farreiey and Socdellr 29, nw. | (200 [3-35.

™ Luzonick, Hesiness Orgarization, chap. 3.

A B foran anaiysis O *new cconemy” corpantticns, such as kel wlicrusoft, wnd Cisco Sis
termus, thak emergedl in the lise decides of the teventicth centea oy as innovative enterprises
andl that, in the speculicive stock market of the Jare [990s, in effect doestroyved sharcholder
vahie s they usedE high-priced stock as a1 TUrrency (o accunielee inmowiiive cipibilities,
see Marie Carpenter, William Laozonick, < Mary O'Sullivan, “The Stock hMarket, Corpo-
mibe Stontepy, and Innovative Caibility in the "MNew Ecanomy'” INSEAD Working Paper.
ZOF2ZAGGSEN, April 2002,

A miew [deaology
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= Tha Innovathve enterprise ransforms the technologlcal and market cond ifions it
facas to generate higher-quality, Tower-cost products,
i* There Is no "optimal” autpust, Thera (s no “optimal” price.

Figure 1 Tragsformeng the conventional theory of che firm. Techoologieal sund
market conditions sre given by cost and revenae finctions. "The good ounagec ap-
tindzes 8 ubject o techaolopgionl ancl nudet consieadims, 2 = rice; g = ouepur; =
monepabist] © = perfuect competitoe: min = ntininm brenkeven price; gnun
neaximuin breakeven ourpt.

in an industry to giin sustained competitive adsvantage (Figure 5337 Icis
with the economic performance of such aun innosetive enterprise that the
optimizing firm of neockassical theory should be comparcd. To do so, the
theory of innovative cnterprise must have an andlysis of the determinants
of total Axed costs, well as the relation between overape fAxed costs
and averige variable costs during the innovition provess. The sk fora
theory @f innovitive enterprise i5 o explain bow, by changing s cost
Structuce, a particular entecprise can emerge as dominant indes irwlustey,

Uniike the optimixing firm, the innosvarive enterprise does oo take
as given the Axed costs of pacticipating ice an indusory. Bather, given
prevailing fuceor peices, the Jewel ol dixed costs that B dncurs reflects i
tegs s not elicnited by inddivis

imovative stoategy. This “fixed-cost” s
ible technology or the entreprencur as o fixed Bcton Bac caches by the
innovative enterprise’s assessment of e quality and quantity of produc-
tivie resomirees in wlhitch i must invest to decefop prodocts thet aee higher
in gquadity sl lowe e in cost than chose that it had previously been capa-
ble of producing an<k that (in its estimationy its competitors will be able
0 produce, given Firefr investment strategies. It is this «evelopment of
praductive resources within the enterprise that creates the paorential

2 The EoBliawing arpumeits are developesd in much moere detuil, including origiguaes of U
v Williamsoniun nesietion-cast theery, o Lizonick.

neochssical - nmmopoly nuedel”
“Theory af novitive EiLecpes



i85 LAZONICK

for an enterprise that pursues an innovakive strategy o ki a sustained
competitive advantage over its competitors and emerge as dominant in
its industry,

Such development, when successful, becomes embaodied in products,
processes, and people with productive capabilities superior to those that
hzed previously existed, But even the generation of superior productive
capabilities will not result in sustained competitive advantage when inno-
wative competitors have generated even superiar productive capabilities
andsor when the high fxed cosis of the nnovative strategy place the
innovative enterprisc at a cost disadvantage relative to less innoavakive, or
even eptimizing, competitors. An innovative strategy that enables the en-
terprise to generate superior productive capabilities may place that en-
terprise at a cost disad vantage because innovative strategies tend o entail
higher Axed costs than those incurred by rivals that optimize subject to
given constraints.

For a given level of factor prices, these higher fixed costs derive From
the sfre and duration of the innovative invesunent strategy. Innovative
strategies tend to entail higher fixed costs than those incurred by the
optimizing firm because the innowation process tends to require the
sfipelftarneons developrrent of productive resources across @ broader
and deeper range of integriated activitics than those undertiken by the
optimizing firm. Hence, ata point in fime, the innovitive enterprise st
generally make a broader range of inwestments im fixed plant and equip-
ment and 2 deeper mnge of investments in adm inisttive organizaction
than would have ro be undertaken by the optimizing firm. But in addition
to, and genecally independent of, the size of the innovative investment
strategy at a point in time, high fixed costs wilk be incurred because of
the amount of tme required to develop productive resources untit they
result iny products that are sufficiently higlh in quality andd lew in cost to
generate returns. If the size of investments in physical capitud tendds to
increase the fixed costs of an inaowvitive sirtegy, 50 too does the dust-
tion of the investment in an organization of people who ciun enguge in
the collective and cumulative — or erganizationn! - learning that is the
central characteristic of the nnovation [rocess.

The high fixed costs of an innovative stitegy create the need for the
enterprise to attain a high level of s tifization of the productive resources
that it lias developed. Asinthe neoclassical theory of the optimizing firmi,
given the productive capabilities that it has developed, the innavative en-
terprise may experience increasing costs because of the problent of mait-
taining the productivity of variable inputs as it employs larger quantities
of these inputs in the production process. But rather than, as in the case

Lirdlersianding fnnavaiice Einterfrise 4%

price,

=chual
cost] = :
Enereasing A -
costs mul}vaE!\-e
& enterprise (TE)
innovative
enterprise:
pinse pne
inmowalive
. emterprises
opHmizing expected
femis (OFs) decr easing | phase fwo
costs
LITTHITT ouiput
{ Through a high Gxed-cost ;tmieéy. IE expecis By infernalizing variable factors creating
& swicomyprete OFs, DBut, Ln pertod one, 1E™s Imcreasing cosis, IE incrs cven higher
irategy ooly resilis in bigh umit costs, andé Txed costs but thz investinent cnobles it
{IE remiaing ot o coaup etitlve disndvantage, to enlbend™ the U-shaped cosi curve.

Figiwe 2 Endust

tesformation: rechoology, markets, wd innevietive entecprise.

of the oprimizing Arm, taking increasing Coss a8 o given constean. the
innovtive enterprise will attemps o transform its access oo high-guality
productive resources at high levels of ourput. To do so, it will invest in
the derafopiiiend of dut productive resource, the wfffizarion of which
as a varinble inpot has become a source of iINCreusing coses.

The developmeent of the productive resource adds to the tixed costs of
the innovitive scoaregy, whereas previously this peodoctive resource was
utilized as n varinble Erctor thar could he purchased ac the going fetor
price incrementially o the marlcer os extra unics of the inpoet were needed
o expand outpat, Flaving addec toirs Axed coses inonder o overcome thye
COnSttnt on enber prise expansion pos

I increasing wurialde costs,
the innovutive @nterprise is fhen under even muoere pressore o expand
its shire of the macket in ocder o transform high Bxod coses into losw
unit costs, As, theough the development and utilizadon of prodoctive
resources, (e enterprise sucoceeds in this transosmacion, ot o eftect
“umbends” the Wshaped cost corve chat the opdmidng fiom oakes as
given (Figure 274, By shaping the cost curve in this way, the nnovative
enterprise cooates the possibilitées for pgaining o competidve advantage
over its rivils.

Hence the innovative enterprise is not constrained by market demand
to prodduce ar the profit-maximizing cucput level where marginal cost
equals muarginal revenue because, over the long run, it is oot subject o
increasing costs. The innowitive enterprise may be subject to increasing

33 . . . -
For a fuller thesceticil ehizeomtion of thEs process of sastiined imoovitive tsnsterntian,
see Liznnick, Sosluess Grgasizarion. chap. &
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costs in the short run, but by continually confronting and transform-
ing those technological and market conditions that result in increasing
costs, the innovative enterprise can generate high-quality produces, the
unic costs of which decline as it gains [arger and [arger market shares,
The innovative enterprise thus not only Iws ditferentiated itself from its
competitors but also has gained a sustained competitive advantage thac
is reinforced as it expands its level of output.

The ability of the innovative enterprise to achieve decreasing costs
even as it produces larger volumes of output relative to the size of
the industry’s market means that the neoclassical optimizing rnele thae
marginal cost equals marginal revenue is irrelevant to its cutput and
pricing decisions. Constraining its level of cutput at a peint in time is
twpically the presence in the imdlustry of a small number of other in-
novative enterprises that compere ameng themselves for market share.
Given the cost structure thar it has put in place, the innovative enter-
prise can seck to increase its market share by offering buyers lower
prices, But consiraining such price reductions at a point in time is the
need of the innovative enterprise to generate sufficient surplus revenues
to reward its employees at levels above and bevond those that their
labor services would fetch on the open fabor market while investing in
new technology, including the skills of workers, and building an organi-
zation to develop and utilize the new technology. Such investments can
enable the enterprise to maintain or extend its competitive advuntige in
A given macket or transfer some of its praochictive capabilities to produce
‘output for another market thae can make use of these capabitities. Insofar
as the enterprise ndertakes an innovative strategy in this Jdiversification
process, it will have to complernent its existing capabilities with invest-
ment in, and development of, new capabilities, thus adding to the fixed
costs that it must wtilize to achieve low unit costs.

EXPLOITATION OF THE ECONOMIES OF SCALE
AMND SCOPE

As an historian, Chandler saw his role as the synthesis of the detils of
“a multitude of case-studies [to vield] generalizations and conceprs that
are not tied to a specific time and place"** In his three major books and
many relate<l publications writte n over a period of four decades, Chandler

- Alfred 1. Chundler, Je, * Compantive Business History,” in Extesfufze arrd Ffistorp. eds.
0. €. Coleman and Peter dMathias (Cambridge, 19840, 3.

Uindersiainding Tnnocative Enterprisy 1
integrated a massive amount of historical knowvledge on the evolution of
the indostrial corporation, especially in the United States but also in
Britain andl Germany, into his “strategy and structure” Imtmework. But
he left it to, as he put it, “[the] economist, sociologist, or management
scientist [to] deduce hypotheses or theorems & priorf From an existing
body of theary which is then tested with empirical data " **

From the perspective of the hisiory of innovative enterprise, Tire
Wisfirfe Heand is Chandler’™s most successful work. He brings o broad and
deep familinrity with the socind context of American economtic develop-
ment o his relentless focus on the evolution of management structure
in the largest U.S. enterprises in the late ninereentlt and early twentieth
centuries, ™™ Chandier's worlk has deimonstrated the centrality of the “nku-
agerial revolubon” to the evolution of American industrial enterprise in
the twwventieth centuery. The main weakness of his historical amnalysis, even
for the U.5. case, is his reluceance to consider the modern business en-
terprise itself as a social organization. For example, in The Viside Flaad,
he staces: “dodern business enterprise is easily defined. .. [I1t hars two
specific: characteristics: it contins many distinct operating wnirs aned it
is managed by a hierarchy of selaried managers!?” The oaly issue that
Chandler raises about the sociul organization of the enterprise is the pro-
fessionalization of manapgement - a subject that he does not, however,
analyze ™

On the theoretical plene, in Tie Viside Hond, Chandler emphasizes
"ecopomiies of speed” in the utilizntion of prodoctive resources, bur he
does notextend his; vyis ta the shop Hooc Inumy own wock, Chandlers
focus on econo mies of speed pernicted me to ik my reseurch on the dee-
velopment and utilizition of productive resources o thee shaop oo with

¥ Thicl., 26.

3¢ Chandivrs ZILEEILPIC A 4 H L L L
Tack af a similar ik
and German dondusteil enberprise
iy, oo the Magian: Siscial Crgu
fpaper preseneed o e Teward Business School Business His
TOWL): ey Supple, “Suale ud sceope: Alfred Chandler s the By
Capitilism,” Foorpenade History Reeded 3B e 3 (19913 500-14; and fhwe contrilutons
1o “Srile sed Srope: & Beviess Colloguinm,” Sesdress Mistoer Becdoo 04, nuo. 3 {L990:
GO0-T35.

¥ Chancller, Visibfe Hamd, [

[bicl., 8-9. As Cluuedler stees: = [ hieve et cried to descerib e the wark doene by thae Lo Geeoe

in these units or the cogrnizition and aspicacions of the sorkers. Moe o Fattennppt po ussess

the imyxect of muedern business enterprise an existing pabitical and social arcmpemenes”
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his researcli on managerial org:l.niz:ttion.39 Yet, giventhat in the rwentieth
century most 1.8, industrial corporations pursued stiategies of utilizing
rather than developing human resources on the shop floos, itis therefore
irgnic that my greatest problem withh Chandler's more recent attempts
to place his research in A theoretical perspective revolves around his
neglect of the evelopment of productive resOULCES 45 A SOLICE of com-
petitive advantage. In Scale and Scape, published in 1920, the central
anglytical concept, "economies of scale and scope” (replacing his previ-
ous, more dyviuamic, notion of economies of speed), reflects Chandler's
overemphasis on the wifzation of productive resources as the distinc-
tive contribution of the modern corp oration to economic development,
Chandler's theoretical perspective contains no theory of innovative
strategy, anather irony in wiew of the centrality of the "strtegy-structure”
iframework o his earlier historical research. Rather, in his view, the
“capital intensity™ of industries constrains enterprise strategy, as if, even
within a particulac industly, capital intensity were not to s0me extent a
result of the investment sirategies and organizational stractures of par-
teniar enterprises. But how did these new techmologies that created the
porential for economies of scale and scope ger developed? Once one
recognizes that it is the innovative steategy of the enterprise that creates
the extent of its high fized costs, economies of scale and scope must be
seen not only 45 a poferfiad source of competitive advantage butalsoas a
rrecessisy for an innovative enterprise to attain a competitive advantage,
If the enterprise does not spredd the high fixed costs of developing new
technology over large gquiniities of sald ourput, then the enterprise that
pursues an innovative struegy will be ar o competitive dismvantage. not
a cuinpetitivc advantage. " Moreover, as Penrose recognized, in diversify-
ing its products, the innovative entecprise must invest in the development
of new productive resources, so that the quest for economies of scope
constantly creates 4 new necessity o achieve economies of scale.
Economies of scale and scope are therefore cufcoines of the innova-
tion process that need to be explained. Te be sure, in all of his work,
Chandler presents historical material that provides considerable infor-
mision relevant to the development, as distinct from the wtilizagion, of
productive resources in the modern industrial corporution. The problems
arfse in his amempt o toansform the historical research eo a theoreti-
cal explanaticn. The shortcomings of Chandler's theorizing on the basis

¥ Lazonick, Comrpetitioe Advarihage.
AR gee ghe previeus discussion of the innowvative enterprise ind the theonegioil amitlysis in
Lazonick, Busdress Orgeridzeesion, chap. 3 and id., “Theary of lnnovative Enterprise.”
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of his historical wrork are evident in his article "Organizational Capabili-
tics anwd the Economic History of the Ind ustrial Enterprise,” published in
Jowurnal of Ecorontic Perspectices in 1992 and «irected at the economics
profession. !

As Chandler recognizes in this article, it is the organization of the en-
repprise that permizs it to achieve economies of scale sind scope. But wiit
does enterprise organization do? Chandler makes use of the concepts of
rgrgan izational capabilities” and “organizational learning.” But swhat do
such capabilitics and learning accomplish? The internal organization of
the TS, industrial enterprise during much of the twentieth century led
Chandler. like Penrose, to stress the role of the managerial organization
in the learning process. For Chandler, however, managerinl lemrning is
related o the atilization, not the depefafmenrt, of productive resaurces:

For most [industrial enterprises], the long-term continuwing stracegy of growteh
wias expansion into new geoagraphical or product markers. The ntove into
geographically distant aress was normally based on the competitive adyiin-
piges provided by organizational capabilitdes learned throupgh exploiting
economies of scale, Moves into refated product nuackers rested more on
capabilities developed from exploiting of the economies of scope.®?

Chandler goes on to give a detailed sunamary of the sources of organiza-
tional tearning thut implicitly involve the development of new techiolo-
gies, and he recognizes that "such learned skills amd knowledge were
company-specific and industry-specific” ¥ MNevertheless, he consently
cmphasizes that ic is ehe wtiization of resources — the achieve ment of
cconormics of sciule and scope, gi

0 the investments that the enterprise
has made - that creaces botly the need For orgunizational learnming awnd
the context for fhe acquisicion of skills chat peemit the readizacion of
cconamies of scale wnd scope.

O the surfice, Clandler closes this gape in his theoreticnl analy-
sis by endowing the otherwrise amalyrically empry concept of “frst-

mover advantoge” (borrowed trom conventdonal indostrial organization
cconomics) with tlwe substance of investment in prodoective resources,
both pliysical and human. As Chandler argues:

The first firms to make the throepronged investments in manufhcturing,
markecing, and momgement essencial to exploit fully the economics of scale

H Alfeed D Chandler, e, “Organizatiand Capabilities aod che Bconomic History oF the o-
dustrizl Enterprise,” Jariruetf of Ecoaaaimic Persiesiiies G.oo. 3 CLOD2N TU- 1.

42 .-
Ibid., B3,

B i, 83-4.
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and scope quickly derninated their industries, Most continued to do so for
decaces,

But the notion aof a "three-pronged investment” rnises more theoretical
guestions than it answers., What were the capabilities that were devel-
oped by these three-pronged inwestments? Again, Chandler’s formulation
of the source of firstmover advantage creates the strong impression
that what mattered was only skills and knowledpe for the wilization of
productive resources, not for the development of productiyve resources,
How were these capabilities integrated strategically, functionnlly, nand
Iierarchkically so that those people involved in the innovative cnterprise
hal the incentives to cooperate in the development and utilization of
productive resources?

Chandier is avware of the noced to answer such guestions, Indeed, ac
the conclusion of his_forerna! of Bconom o Perspectdves article, he poses
a number of "significant questions for study™ ehat derive from an “evolu-
ticnary theory" of the finm:

How precisely were the learning processes carried out? How ac sy dlicd
Industry-specific and particularcly company-s pecific characteristics vary? Wiy
were sonle cxpabilities more easily transtferred o different geographic anc
new product markets than othess? What were the contents of the rautines de-
veloped to evaluaite ancl ciapiure new mackets and move out of uld ones? Why
hins tunctiouak amd striitegic competition in modern copitalisc econonics
pdired a larger role in changing nyacker shae and profic chan price? YWhoe are
the determinants of competitive success i mticaal dusories aod nation:al
ecanomies? T

THEORY AND HISTORY

It & perceptive essay written in the mid- 19805, Edith Penrose acticu-
lated the need for a methodolegy that integrated theory ancd luistory:

It s impossibie for economic historians to select and ke sense of the *fces”
ol history without ihe aid of the theories developed by students oF coonomic
adtairs defined in the broader sense. Somie of the “theory™ may be littde mare
than dressecl-up comnean-sense deductions from common ohservarions and

o, s
* Mbicl, 99,
Ldith Penrosc. "Histary, the Socinl Scienees wnd Beo nomic “Theooy!, with Speciil References
to Multinationil Enterprise.” in Histarfcal Sfuelfvs fn freferieatioead Coriorcde Bnsiness.
eds, alice Toichown, Mawrice Lévy-Leboyer, and Llelga Nusshaom (Combridge, 1980, 7-13.

o
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therefore not even recogrized as sucly, but maach of it has a deeper stgnif-
icance. Withouwt theoretical amlysis of cause and consequence one L oo
standard against which to appoaise the significance of any @wiven sec ot abser-
vations, for this significance isa quest ion of awhat differenee the observations
muke to what might otheradse lave been the historical ingeepreion.

Tet atteas o emplow, and develop, suchian integrative methiodologny
aAre Very nire among economists or listorians. [ shall conclude this essay
by mentioning two recent efforts - one by Richard Langlois and Paud
Robertson and the other by Naoomi Lumorennx, Daniel Raft, and Perer
Temint - o illustrate the distinctive hypotheses for further research chat
derive from the theory of innowative enterprise that I have put forth.

The effort to integrare economic theory and bosiness Distory ehat
comes closest to the perspective thot Fhasse put forsqacd §s chae of Richurd
Langlois and Paul Robertson. ¥ Focusing on the question of why two or
more distinet vertically reluted activities thar could be pecformed By oo
or more distinct firems mighe he fnwegrated inre one Bem, Langlois and
Roberson involke a process chat they cull “systemic tnnovacion” They
argue that “dynamic toomsaction costs” solves o courtination problem
in the presence of the need For a systenic Clioge. Systemic innovation
neous clhunge in a1 numbes of stages of production ae

reguires the simua
orce, and the individuul actors swho need to be involved in this chionge
would not e able or swilling o nmake the chanee withoue coordimntion.
Ag Tanglois iwnd Roherctson stire:

The firm oveccomes 1he "elyiiumic” crnsaction costs of eousmonic ohioggae.
Te is iaw this sense ghun we nay say the firm salves o coorlintcioa problen: i
emibles complemcatary fnpat-lolders boagrec oo the Busic naowee oo thec sys-
teml oF prodoctica and disteilvtion ol the prroduce, 30 provigdes L
o system of strucetured uneertinty,

[ AL ARy

More spocifically, dymende trensien jon costs are, aecordding to Langhois
and Rebertson, “the costs of poersasuling, negodating, cooedinating, and
teacizing ousille suppliers.” "™

O the surfee, it ey syppeir that Lingheds and Robertson™s " dymmamic
tearsscion cost” theory is very similae o the theory of innovitive cn-
terprise that | have set out. In fact, they do not provide @ theary oF the

97 Richird M. Eingel s aned il Bobertson, cols.. Freres, blarofers, o Feosomic Claerge: A
Erpmicerrrde Thiooe of Sresiness feessirefions Towdon, 1995
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relation berween organizational strtegy and ocganizational learning. As
a result, Langlois and Robertson pur forth a dubio us explanation of orga-
nizational integration - in this case, specifically vertical integration - as i
relation among previously independent firms that exogenous technology
imposes on participants in a specialized division of labor,

The frst problem is that Langlois and Robertson provide no theoretical
perspective on how, when, and why systemic innovarion appears. For
them, the appearance of o systemic innovation in a particubar industry
simply imposes an “innovative strategy” on frms that these firms are
compelled to adopt if they wanl o remain competitive Ppatrticipants in
that industry. The second problem is that, given the purported necessity
for irms o adopt the systemic innovation, there is no learning in the
Langleis—Robertson theory that poes beyond a core firm “teaching” its
ouwiside suppliers that they can no longer remain imdlependent frms but
must join the vertically integrated firm. The asswmprion is that, given a
choice, fiems will want io remain independent of one another As Langlois
and Foss have recently written, “Langlois and Roberson 19953 build a
broad theory of induscrial ynamics around {the] fdea™ that

much verticil integration oceurs not when frms venture inme new dAreas
of similar capabilities but when firms are dragged, kicking and scremming,
as it were, into complementary but dissimilar activities because only in
that way cin they bring about a profitble reconfigunation of production
or distrib ution.

The appearance of 4 systemic innovaton leads a firm thac plays the role
of systems integrator to convince independent supplicrs that they must
give up their independence. The implicie isstEmpiar is that when such
A change in vertical relations ooeurs, the presumed benefits of sysbemic
innovation will be to sone extent offser by the dymantic tonsicion costs
of overcoming the resistance of high Iy individualistic firns.

The desire to remain independent is a Possibfe behavioral charac-
teristic of the firm. But it is a characteristic that has to demonstrted
rather than assumed. Moreover, there ure large ligeratures on suepplier
relutions and strategic alliances thar demonstrase ot innovitton can
occur through cooperation icross legally independent firms as well as
within a firm as a distinct legal entitg. ! [ndeed, for a theory of innovative

3 Richiod Langlois and Nicoli Foss, *Cupabilities and Organizsuien: The Relyirth of Prodiec-
tion in the Theery of Economic Organiziton” frkfos 52 (19993 201-18.

3 See, for example, Ml Sube, “Supplicr Development at Hon:i, Nissaon, aod Toyot: 4
Historical Case Study of Organizatiomat Capability Enbancement,” working piper, Seind
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enterprise, the biggest problem with the Langlois-Robertson perspoec-
tive is that they treat the firm as if it were o unitary actor - thae is, an
individual — and hence do not put forth any franewark or agenda for
exploring the organization of individuals who occupy positions within
the specialized divisitons of labor within firms. The lack of such a per-
spective is problematic for an organization made up of onfy two people
{think of a married couple}, never mind a business eaterprise with tens
of thousands of employees, The willingness to see the ficm as an individ-
ual reflects an individualistic bins in the analysis of “industrial dyamics”
that avoids such critical issues as (1) the structure of steategic control
within an enterprise and the process of strategic decision making, (hyehe
transformetion of individual learning into organizational learening in the
innovation pracess, and () the cransform:tion of orgimizational learning
into higher-quality; lower-cost products, thus transtorming the high fxed
costs of an innowvative stratepy into the busis For competitive adsantage
(see Figures 1 and 22,3 Indead, 1 would argue thiat an uitderstinding of
how an innovative enteeprise develops and wtilizes productive resources
across firms as distincet units of strategic control will depend on the eyvo-
Iuticn of these capabilities within a dominant Brm or firms within tis
netwvork of relacions.

Anotherimportant effort wo link business history and economic theory
is that of Naomi Lamoceaux, Diniel Raft, ard Peter Temtin (hereatroer
LRT). During the 1990s, under the auspices of the National dureau of
Economic Research, they arginized i series of three conferences, all of
ic of which

which subsequently appearcd ws edited books,> the purpe
WIS (O enCourge eoonantists (10 buaild more in femed chicopeticel models
of business bebtavvior througeh Sumiliarity with the stovies that business
histociuns had o rell LT succecd inarticuluting some imporiang lessons

Buesiness Sclwol, Hndveresicg: of Cecfinel, T9UE ¥ves Dor, “The BEwoilaton of Cooapeesiien
in steodegic Adlioc h SEverteg e Mrdretgeeed
Srreiriecnd LT {19905 SS-H4.

32 Bews vk aned LNl CBerspectives o Corponinie Cneresince,”

33 poger Temin, all, Fresdoe e Bosiness Euterfarise (CHGiRo. L% LY Naomid B Lumnemesins
and [anicl 8. G WG fF eds, Crooerfnnedfze cerned frgffarnneetfore (Chicepa, 19953 Nuomi B
Lamoreaux, anicl XL G Bafe and Perer Temmin, eds. feereming Gy Ovdeng in ety
Frwprs, corred Correantsdes CChiciao, 199 Bor a summicyr of the Tessons derived From Lis
project, see iunt R Liomdsreaax. Dieniel Al G 0 aruld Peter Temin, ~Mew Ecanontic
Apprsiclics po e Soedy of Business listony” Sreiaess o Eoonomde Bt 206, a0l L
(1997 37-79, which conmins refercaces ta all of the papers that wontd subsequently
appear io the third volume, published in 199% An abridged version of this ardele shat
ormits the discussion of the Eodings of the frst twa volumes in the serles appears s o
introduction Lo Fescrraiarg g Oesfug.

il Conudiliris or Lesirning Proccesses,
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of business history for the analysis of innovative e'nterprise. They do so,
however, despite their uncritical advocacy of a theorctical model rooted
in necclassical ideclogy and methodology - a model that is as much iF not
maore contradicted than supported by the lessens that they themselves
draw {rom the work in business hiscory that they adduce.

In terms of economic theory, LRT argue that economists have con-
structed new modets of economic activiey that are celevant to what
goes on inside business enterprises. Of particular impertance to busi-
ness historians are "principal-agent™ models that seek to underseandd the
problems that decision malcers (" principals") face in securing productive
performance from subordinites CCagents™) within the modern business
enterprise. The key concept in the new theory is the condition of “asym-
meiric information™ - a sitvation in which agents possess information
that is relevant to productive perfocimance but thar is facking to princi-
pals when they make economic decisions. Given that principeals must
rely on agents to inform and implement theic decisions, asymmetric in-
farmation can give rise to both cognitive problems of "adverse selection”
{or “hidden informution ), because principals are humpered by bounded
rationality in choosing apents on whom to rely, and behavioral problems
of “moral hazprd” for “hiddea uction ™ because agenes, once chosen, can
use the condition of asymmetric information to nct opportunis teally in
the ways in which they pexform services for the principal

For LRT, the introduction of the concepis of agency and sisyrmme-

ry into economic models means that “business historfans cur tarn o
economic theory both for useful ideas and for the light a coberent
perspective sheds on an otherwise untidy past. ... The real benefie of
recent theoretical developments in economics is that they enahle busi-
ness historians o recognize the essential unity that wndedies a great
number of the probiems with which they are concerned ™™

indecd, LET malke the hreoad ciaim that the body of work of business
historians that they have brought together in the theee NBER volumes
shows tlee role of “imperfect information” in the problems that firms fce
in their Enternal opections and in dealing with rheir external coviron-
ments, Note that *asymmetric information” and *imperfiect inkormation,”
although often used interchangeably by LRT, should not e viewed as

For a critical eviluacion of the Sillinmsenin s don-cost model, s, RCLLsing on
bounded rationalkty suul apporiunism as determinants of ormaniseioed G, R [rLS LS
ispecific applicition vl igency theary see Liimnick, “Theory of Wnovative Eniemrise”

Lamoreinx ¢fl, “Mew Economic ApproacBes;
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synonymous. Asymmetric information simply means that different par-
ties o & relation have access to different information, and does not in itself
imply superior or inferior economic performance. In contrast, imperfect
information implies a comparison with the theoretical benchmark of the
rpecfect information ideat”; that is, the imperfect information inherent
in asymmetric information is reing compared with the economic pertor-
mance that could be achieved under conditions of perfect information.
Even if LRT and the mew economic theorists whose insights they profess
to propound de not believe the perfect information story for amalyzing
Lhow the economy actuaify operates, they are still implicitly ¢and, for the
theorists, in many economic models explicithy) evaluating economic per-
formance in terms of perfect information - an idend that in convention:l
economic tlweory is associated with the existence of “perfect markers.”
That is, by asserting that asynunetric information is inpecfect informa-
tion, they in effect proclaum their ideologicil attachment to what T have
elsewhere cilied the "myth of the aurker economy” - a perspective
ly ignores the rile of innovative

on resource allocivion et systemrica

- business organization as o degerminant of the wealth of nations,

Yer, notwithstanding their obeisinee w conventional economic the-
ory, ifanything, the research of business historians ehat LRT Tuve featuared
inn their volumes contribures to, and emphasizes the need for, 2 theoret-
icil perspoctive on the social conditions of innovative enterprise and a
methodological appyroach to historical oeanstornuadion. lodeed, in many
of their owrn sumnvries of the historical coneributions, LRT themselves
inadvertently offer an interpre tidion of ehe findings that is mose suppornt-
ive of innovaticn theory than agency theory.

Innoviian theory recogniaes thae different cconomic actors hioee
sterece wnd evelation of @ special-

ferentiul access to informaticon; the o
ized dhivision of lubor within the enwerprise are inherent in the industeial,
v of the innaseation process. In-

orgitniational, wnd institutionul complexi
novarion theory also recognives the porertil vali dity o the asic insighis
of ugency theory: thar individueals cioaned do use their privileged acoess
to information eppoctunistically s o mycans of promoting theic own in-
terests or that a lnck of complere information on the pace of those mak-
ing allocarive decisions complicates the decision-making process. Lack-
ing a histovicil-transformation methodology, however, agency theory

¥ Baggnick, fFeesfiress Oegerafzertions. omel, for a eecent restienient of ghis posicion, id., " Tlhe
Thenry wf the Market Econeny and the Social Frondatisns of Imoovaive Enlesprise”
Eeretrcaadrie cearef Faedeesis fd f2enreorero)s (Fortheenmingy.
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cannot comprehend the problems and possibilities of the innovaiion
process; that is, agency theory has no way of incorporating the basic
insights of innovation theory into its analysis. In focusing on the prob-
lematic relations berween principals and agents as individual economic
actors, agency theory does not ask how principals might transform the
conditions that give rise to adverse selection and moral hazarcd.

Imngvation theory, thercfore, can comprehend the constrained-
optirization problems of agency theory but asks how, cognitively and
behaviorally, the enterprise as a collectivity overconies these problems
throwgh o transformation of the enterprise's knowledge base. Tnnowva-
tion theory also recognizes that in the transformation of the enterprise’s
knowiedge bhase. the new distribution of expertise among pacticipants
in the enterprise’s division of labor may create new possibilities for op-
portunistic behavior on the part of agents or new problems of bounded
rationality on the part of principals. But in contrast to the approach of
agen<y theory, the onpoing problematic for the innovative enterprise
is not to optimize subject to these conditions of information asymwmetry
but rather to transform the differential access to information - that is, the
specialized division of labor - into a cumulative and collective learning
Process.

In the theory of innowvative enterprise, the structure of slicréegic
comfrol within the enterprise is key to understanding the comiination of
tinancial commitment and organizational integration that enables such
organizational learning to occue The theory of innovative enterprise
focuses on Bow the siructure of strategic oonerol obilizes the coffec
fizre power of He skills and cfforts of parricipanis {n the enterprise’s
spectalized division of labor to transfornt fechnolegioat ond thoarber
conditicns. If one accepts that, as a field of study, business history has as
its cemtral concern such historical transtormations - and, in paccicukar,
finding out why the innovation process succeeds in some Lines, 12liuces,
and activities but not in others - then business history needs o theory
of innovative enterprise amd a historicul-transtormation methodology.
Aemed with such analytical rools, the business historian cin then, 100
other things, question economists’ a priori ASSLUMPIEONS Conoerning who
are the principals and who are the agents, or indeed, whether o division
oflabor between participints in the enteririse into principals and agents
is use ful for analyzing the issues at hand.

The intellectual problem is not one of scarce information. Over the
past few decades, our useful knowledge of business history las grown by
leaps and bounds — as is indeed demonsteated by much of the historical

Cinefersfriding Tnnoeative Hnlerfivise ol

ok in LRT's edited volumes. An understanding of the process of eco-
pomic development, and the role of the business enterprise in it will
require an intelecrual revalution in economics ~ u trnstormation, so to
spenk, of the markee Lo which economists sell their fndings and the tech-
nologies that they use to obtain results. &y hope is that the development
of the 5CIE perspective and the historical-trunsfornution methodology
that is needed to implement it can contribute o the achievement of these

emds.
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