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Preface

The idea for this volume arose out of a conference of the International Working
Party on Labour Market Segmentation, an informal association of academics and
researchers who since the late 1970s have been holding annual conferences to
develop an interdisciplinary and institutional approach to the analysis of labour
markets and productive systems. In July 2000 the group met at the University of
Manchester Institute of Science and Technology (UMIST). The conference took
as its theme the application of the notion of productive systems to current
academic and policy debates, particularly with respect to the development of the
European economy. The title of the conference was “Towards a productive
Europe? Employment and social policy as productive factors?” Deliberate paral-
lels were thereby drawn between the work of the working party, and particularly
that of Frank Wilkinson, on the notion of productive systems and the adoption in
the late 1990s of the theme ‘social policy as a productive factor’ as an organizing
concept for the work of the Directorate for Employment of the European
Commission under the leadership of the then Director-General Allan Larsson.

That conference also marked the retirement of IFrank Wilkinson from the
Department of Applied Economics at the University of Cambridge in 2001.
Frank Wilkinson was one of the founders in 1979 of the International Working
Party on Labour Market Segmentation, and has played an active role in the
Working Party continuously since then. Frank has since taken up a Visiting
Professorship at the School of Management and Organizational Psychology,
Birkbeck, University of London, where he is developing a new programme on the
Organization of Work, Economics and Labour Law, aimed at trade unionists and
others involved in workplace representation.

During a special day long plenary session, papers were presented on the theme
of productive systems, out of which have developed many of the chapters
included in this volume. The conference was organized by the European Work
and Employment Research Centre at UMIST and the editors of this volume
would like to thank the Manchester team for their work in organizing the event,
namely Jill Rubery, Helen Dean, Mary O’Brien, Mark Smith, Damian Grimshaw,
Philip Almond and Rebecca Wilson.

Finally, we are grateful to all at Routledge for their assistance throughout the
process of producing this book, and in particular to Terry Clague and Robert
Langham.






1 Productive systems

Introduction and overview

Jull Rubery, Brendan Burchell, Stmon Deakin
and jfonathan Michie

The focus of this book is the concept of “productive systems’ developed by Frank
Wilkinson in a paper first published in the Cambridge Journal of Economics in 1983.
Chapter 2 of the present volume updates and extends the argument made in the
original paper. It lays out a distinctive interdisciplinary and institutional approach
to the analysis of systems of production. The 1983 paper drew on work carried
out by the Labour Studies Group of the Department of Applied Economics at
Cambridge in the 1970s and 1980s. Since then, the approach has been widely
adopted among a network of researchers meeting annually under the auspices of
the International Working Party for Labour Market Segmentation.

The first version of ‘Productive Systems’ was written at a time when the influ-
ence of Keynesian economic thought was clearly on the wane in the face of the
revival of neoclassical economic theory. Nearly twenty years on, neoclassical
methodology dominates the economics profession, although its influence on other
disciplines is limited and there are signs that the wider standing of economics as
a subject is suffering as a consequence of its rigid attachment to neoclassical pre-
cepts. In terms of policy, it would be premature to assume that the neoliberal
agenda which was formed in the early 1980s in Britain and America has neces-
sarily run its course. Adherents of the deregulatory approach regularly call for its
extension to continental Europe, Japan and the developing world — all areas
which to some degree have so far resisted it. However, in the Anglo-American
world, the causal link running from deregulation and market liberalism to greater
inequality of income and opportunity, and the growing failure of privatization
and marketization to deliver efficient public services, are becoming clearer by the
day. This makes it an appropriate time to return to the arguments made in the
1983 paper, and to consider how they may contribute to the kind of refoundation
which economics, and economic policy, are so evidently in need of.

Chapter 2 (Wilkinson), in restating the productive systems approach, places at
its core the rejection of the claim that there is a set of immutable economic laws,
the supposed ‘laws of the market’, to which institutions must or do conform. The
effort of neoclassical economics to deduce the existence of these laws from an
arbitrary set of a priori principles is not only fundamentally misguided. It is also
highly dangerous from the point of view of policy, since it leads to attempts to
force existing institutions into a single, rigid mode. This is what lies behind the
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rhetoric of ‘lifting the burden’ of regulation in labour and product markets, and
applying market-like mechanisms to the provision of collective goods and services
in health and education. Such reforms do not result in perfectly efficient alloca-
tions of the kind predicted by the concept of market equilibrium, since that con-
cept is almost completely irrelevant to the real-life conditions under which markets
and organizations operate. This is not to say that observed forms of regulation and
state provision are always ideal; far from it. However, in order for reforms in these
areas to work in the general interest (as opposed to the sectional interests which, in
practice, they often end up serving), it is essential for theory to acknowledge that
relations between the market, the state, and the forms of production are far more
complex and variegated than allowed for in neoclassical economics.

Where neoclassical theory reifies the market and loosens it from its institutional
moorings in civil society, the legal system and the organization of the state, the
productive systems approach sees these institutions as playing a central role in the
constitution and development of productive forces. Systems of production exist at
a number of levels: the workplace; the enterprise or firm; the industrial sector or
inter-firm network; nation states; and transnational trading blocs. Competition
between systems is one of the forces determining their comparative success and
survival. However, competition does not work according to the process of linear
adjustment implied by the neoclassical model. Rather, systems evolve in a way
which is shaped by their history and by the particular institutional environments
in which they are located. Productive systems both determine, and are deter-
mined by, their institutional settings. Thus competition is not a force of nature; it
is structured by institutional forces which determine the direction and pace of
change of systems. Hence there is a complex relationship between systems and
their environments. Systems evolve just as often in response to an internal
dynamic of change, than to shifting external conditions. As a result, the process
of change is often unpredictable, and is characterized by sharp discontinuities.

In stressing diversity and the importance of local conditions, the productive sys-
tems approach does not neglect certain general conditions which affect all systems
operating in a capitalist or market framework. The first and most fundamental of
these general conditions is the inequality or asymmetry which exists between cap-
ital and labour. This is a function of deeply embedded conventions of property,
which allocate residual control and income rights in the assets of most firms to the
suppliers of equity capital or, alternatively, but less commonly, to representatives
of other external stakeholders such as customers or taxpayers. Most likely
through a combination of efficiency (diversification of risk) and historical contin-
gency (absence of general access to finance capital), most workers do not have
ownership rights, in this sense, in the organizations for which they work. Hence
there is a fundamental and unavoidable separation of interest between capital
and labour, and, as a result, the potential for distributional conflict between them.
But at the same time, capital and labour are in a relationship of mutual depend-
ence: at a minimum, cach needs a certain degree of cooperation from the other
if the system of production is to survive and flourish. On this basis, they have
the possibility of working together in such a way as to enhance the overall joint
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product. The central issue for all productive systems, then, is how to achieve and
sustain those forms of voluntary cooperation on which the well being of all par-
ties, in the final analysis, depends. This is an issue, at one level, for management
theory and practice, and, at another, for the political process.

In the productive systems approach, institutions are thought of as bundles of
conventions, norms, laws and practices, some of which are inherited through the
force of habit and precedent, and some of which are fashioned to meet particu-
lar needs in the manner of legislation. Institutions matter for the process of pro-
duction, since they shape distributional outcomes, manage risks and set the rules
of the game in terms of competition within and between systems. Relevant insti-
tutions in this sense include associations in civil society (trade unions, employers’
bodies and the professions), the institutions that shape the reproduction of the
labour force, including the family and the education and training system, the
forms of local, national and transnational government and the legal system.
These institutional forces shape the search for conventions of voluntary coopera-
tion in particular contexts, giving rise to particular, local forms of comparative
advantage or disadvantage. Efficient productive systems are those in which distri-
butional conflicts are overcome in favour of general agreement on norms of
cooperation and cohesion, establishing a virtuous cycle of growth. Inefficient
systems, by contrast, are those within which degenerative tendencies towards dis-
tributional conflict outweigh efforts at cooperation, thereby engendering a self-
reinforcing process of decline.

The evolution of institutional systems and of productive systems is therefore an
adaptive process. Distinctive solutions emerge, shaped by local environmental
conditions; they may display greater or lesser degrees of efficiency. However,
there can be no assumption that the less successful systems will necessarily be
‘selected against’. Systems can survive even when it is clear to all that there are
more successful alternatives; but the costs of institutional change may be so great
as to outweigh fundamental reforms. Hence systems may persist, or be destabilized,
quite independently of the intensity of external environmental factors. There may
well be diffusion of practices through imitation and learning from one system to
another, but this inevitably involves an adaptation of general models to local cir-
cumstances. In short, what we observe i3 a non-equilibrium, non-teleological
process, in which outcomes are influenced in a non-deterministic way by a vari-
ety of internal and external factors.

In this vein, Chapter 3 (Harvey) develops Wilkinson’s theoretical framework by
arguing that market competition should be understood as an ‘instituted’ eco-
nomic process. This means that competition emerges out of historically condi-
tioned forms of production, organization and regulation. Such an approach
stands in contrast to neoclassical economics, on the one hand, but also to
‘oversociologised’ notions of ‘embeddedness’, on the other, since both reduce eco-
nomic relations to the micro-level of interpersonal interactions. An institutional
focus makes it possible to see, on the contrary, that the form of competition
depends on the ways in which the parties to exchange relations are constituted
and the relevant property rights and pricing mechanisms are defined. The very
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formation of separate labour, product and capital markets depends on the
‘instituting’ of economic processes in this sense. Structural conflict and tension
between different forms of instituted processes are a major source of diversity and
change within productive systems. This argument is developed by reference to
empirical research on the emergence and evolution of retail markets. The effect
is to explain more precisely the nature of market competition in particular set-
tings, rather than to see competition itself as an all-embracing explanation for
economic and institutional change.

Chapter 4 (Lorenz) offers a further example of empirical work which is
informed at a deep level by the productive systems framework. Here the focus is
on the conceptualization of relationships between firms. The chapter explores the
notion of ‘trust’ as an influence on the economic relationships between individu-
als and between firms. The chapter is important at two separate levels. First, it
gives an insight into a way in which productive systems might operate well, sym-
pathetic to the discussion of successful and unsuccessful productive systems in
Wilkinson’s chapter, but going beyond it to explore the roles of key individuals
who span boundaries between firms. This understanding is shown to be useful in
explaining why some industrial districts perform better than others. It also pro-
vides an excellent example of how qualitative empirical work can assist us in
understanding the nature of economic relationships between organizations, in the
process overturning conventional conceptualizations.

Chapter 5 (Deakin) takes up the theme of the coevolution of productive sys-
tems and the institutional environment. It argues that social rights can have
a ‘central, constitutive role’ in shaping labour market relations and are not always,
as neoclassical general equilibrium theory suggests, an impediment to efficiency.
The chapter first demonstrates the case for social rights using the evolutionary
economics perspective developed by Hayek. This perspective focuses on the role
of competition in contributing to dynamic efficiency in the sense of acting as
a ‘process of discovery’. However, these market processes need to be facilitated by
‘numerous inter-locking conventions” which act to share information and to
underpin mutual expectations of behaviour, thereby saving on transactions costs.
Hayek’s analysis is shown to provide only a partial fit with the productive systems
approach, as it is too narrowly focused on the need for conventions to underpin
private property rights. A more general case can be made for social rights once
this focus is expanded to include areas where property rights lack relevance.
These include goods for which no property rights exist (public goods) and areas
of activity where individuals are unable to participate and develop their potential
because of social exclusion. Market processes in this context lead to cumulative
inequalities. Deakin therefore expands the case for the legitimacy of social rights
by utilising Sen’s concept of capabilities, that is, the provision of opportunities to
individuals to develop their potential contributions to the economic and social
order. Social rights and the enhancement of the productive aspect of the eco-
nomic system are seen as complementary and not conflictual: systems of labour
regulation and social rights can contribute towards both dynamic efficiency and
the maintenance and advancement of democratic values.
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Indeed neoliberalism, in seeking to unravel the welfare state and return western
societies to a minimal nineteenth century regime of property and contract rights,
can be seen to be aiming to restrict the application of principles of democratic par-
ticipation within the economic sphere. The apparent success of neoliberalism in
stabilizing the economies of Britain and the United States during the long boom
of the 1990s needs to be seen as part of a process of adjustment to an earlier
period of crisis, in the 1970s. The implications of this process are still not yet com-
pletely clear. Neoliberalism was born out of a crisis in productive systems at the
start of the 1970s which was most extreme in Britain and the United States since,
by contrast with continental Europe and Japan, they were less able to withstand
pressures to abandon consensus politics and returned instead to a system of distri-
butional conflict. As the postwar Keynesian consensus was dismantled, established
conventions of trust between management and labour were overturned and the
terms of trade between social groups were altered. In the process, a new basis for
societal cooperation appears to have been established. However, given the weak-
ening of civil society (in particular trade unions and the professions, but also organ-
ized capital) which has taken place, together with the diminution in the role of the
state as guarantor of social conditions, this new compromise rests on inequality,
growing social exclusion and the mobilization of a reserve army of labour. It is
a matter of judgment whether cooperation founded on such conditions will prove
to be more stable and enduring than the model of social citizenship under the wel-
fare state which it replaced, but there is every reason to think that it may not.

These issues are taken up in Chapter 6 (Ladipo, Mankelow and Burchell) which
provides an exploration of the forces leading to and evidence for job intensification
over recent decades. For conventional economics the issue of the wage—effort rela-
tionship is settled in the marketplace. In contrast a productive systems approach,
however, recognises that it is in the workplace that the wage—effort relationship is
fully realized. In this context, the chapter provides carefully analyzed and con-
vincing evidence of heightened work intensity over recent decades particularly in
the United Kingdom associated with its deregulated productive system. The con-
sequences of these developments for individuals and families are documented,
through evidence of raised stress levels, ill-health and family tension. Work inten-
sification has tangible economic costs in its effects on motivation levels, turnover
rates and in the risk of compensation claims against employers. However, in keep-
ing with the productive systems approach, it is not assumed that such counter-
productive effects will be sufficient to bring about a process of self-correcting
change. Without the development of countervailing power, through for example,
collective action and trade union organization, employers are unlikely to recognize
the destructive impact of work intensification. As Wilkinson argues in Chapter 2,
in order for the rhetoric of mutuality of interests, as stressed in the human resource
management to hold, the definition of interests needs to be expanded beyond
those of management. Otherwise, new forms of human resource management
may be little more than a mechanism for promoting self-exploitation of workers.

Chapter 7 (Craypo) provides further consideration of the role of unions within
productive systems and in particular within the US productive system. It develops
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a concept of union bargaining power termed an ‘ability to pay, ability to make
pay’ model. The achievement of reasonable wages is conditional both on employ-
ers having the capacity to pay without risking going out of business and on the
power of the unions to make the employer pay. The former depends on the sys-
tem of competition and on opportunities for competitors to pay substandard
labour costs. The latter requires not only the organizing of individual workplaces
but the development of unionization across the organization and sector, broadly
defined, to prevent competitive undercutting by non-union plants or companies.
Craypo outlines how the opportunities for negotiating reasonable wages has been
undermined, on the one hand, by forces that have reduced the leverage of organ-
izations on prices, and, on the other, by restrictive and outdated regulations which
inhibit the ability of unions in the United States to consolidate their organization
to prevent destructive competition from non-union firms or competitive unions.
Three sector case studies — cars, airlines and the retail trade — provide evidence of
the three major contributors to union decline, namely, deindustrialization, dereg-
ulation and industrial restructuring. The result has been a vicious cycle which
inhibits the development of labour-management cooperation based on trust rela-
tions. The new productive system carries with it the seeds of its own destruction;
it spreads low prices but brings with it low wages and low living standards and
thus cannot sustain in the long term a high value added economy such as the
United States.

Chapter 8 (Konzelmann and Forrant) demonstrates the fragility of creative
work systems within the context of deregulated and uncoordinated markets,
drawing on three contrasting case studies of manufacturing companies in the
United States. Creative work systems which involve workers in active problem
solving and innovation, do contribute to improvements in productive efficiency,
but these systems are expensive to set up and are slow to provide rewards. They
are thus vulnerable both to competition from low cost, low road competitors in
the same market and to pressures from the financial markets to provide continu-
ous improvement in sharcholder value. Of the two case study companies that
introduced creative work systems, only one has been able to sustain the strategy
protected by a long-term relationship with a major customer. The other experi-
ment proved equally successful in improving productivity and quality but fell vic-
tim to takeovers and to changes in management personnel and business strategies.
Destructive markets can thus operate to undermine successful systems, viewed
from a production rather than a short-term financial value perspective. In the
third case, the option of developing creative work systems was eschewed in favour
of an explicitly coercive strategy to take costs out, using global relocation as
a threat to win concessions both from within the workplace and from its suppli-
ers. Unfortunately it may be the last example which becomes the dominant model
if the macro environment and product market structure are not able to protect
experiments in new and more productive forms of working,

In the course of the 1990s, the process of market liberalization which began in
Britain and North America began to spread to mainland Europe. Chapter 9
(Miickenberger) examines pressures for institutional change in Germany which
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derive from a combination of forces: the unification of the country in the early
1990s, which drove up unemployment to levels not experienced for several
decades; the effort to meet the convergence criteria of European Monectary
Union; and the impact of globalization, which led German scholars to speak of
the abandonment of the traditional social state by the ‘global competition state’.
The chapter studies the process of change in relation to six key features of the
German system: the ‘dual system’ of vocational training; the ‘standard employ-
ment relationship’ of permanent, stable work relations; the social insurance sys-
tem; shop-floor participation through works councils; co-determination at
enterprise level; and the framework of collective bargaining. The impact to date
of the deregulatory debate is seen to be uneven, in that certain institutional fea-
tures (such as the vocational training system) remain largely unaffected, while
those bearing immediately on wage and indirect labour costs are the focus of dis-
cussion. Miickenberger argues that it is inappropriate, under these circumstances,
to speak of deregulation, and that the modernization of the system is likely to take
the form of an adjustment of regulatory mechanisms rather than their complete
abandonment.

In the remaining chapters of the book, the contributors take up this theme of
looking beyond neoliberalism to the reconstruction of economic and social insti-
tutions. Chapter 10 (Michie and Sheehan) takes issue with the free-market dogma
that labour market regulation, particularly insofar as it restricts employers’ ability
to manage their labour markets flexibly, will necessarily lead to inefficiency. Their
careful analyses of several surveys of both the demand and supply sides of the
UK labour market examine the link between HRM strategies adopted by com-
panies and their record of innovation. Their findings offer no support for the
assumptions that flexibility (for instance, willingness to hire-and-fire or use casual
and temporary employment contracts) is associated with innovation, product
quality or productivity. Rather, the evidence uncovered in Michie and Shechan’s
analyses of the data strongly suggests that high-commitment strategies, such as
involving employees and trade unions in decisions, lead to more successful pro-
ductive systems. This chapter thereby bears out Wilkinson’s claim, made in the
original ‘Productive Systems’ article, that effective policy is likely to come from
careful empirical work, and not from abstract, a priori reasoning.

Chapter 11 (Brosnan) continues the theme of the relationship between a pro-
ductive systems approach and the regulation of markets, through a study of min-
imum wages. As well as advocating minimum wages as a tool to combat poverty
and mequality, Brosnan makes the case that, from a productive systems perspec-
tive, minimum wage legislation can promote good practice by favouring efficient,
innovating firms above firms that rely on low paid labour for their competitive
advantage. Brosnan argues that, provided that the minimum wage is set at a real-
istic level and enforced appropriately, the experience of minimum wage legisla-
tion 1s that these benefits can be obtained. Arguments against minimum wage
legislation, to the effect that it causes inflation and inefficiency because it acts as
an obstruction to market forces, are not borne out by practice. Thus minimum
wages provide a further concrete example of the use of a productive systems
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approach to offer a nuanced understanding of the relationship between economic
and institutional phenomena.

Chapter 12 (Tarling and Wilkinson) argues that the key to reform is the prob-
lem of the undervaluation of labour. Between the 1930s and the 1970s, there was
a consensus on the need for state intervention to counteract inequality. Since then,
policy changes have set out to encourage greater inequality on the grounds that
this will improve economic performance. However the cumulative impact of
neoliberal policies in countries such as Britain has been to spring four ‘traps’ asso-
ciated with unemployment, low wages, fiscal disincentives and social exclusion.
These are mutually reinforcing and trigger a downward spiral in the resource
endowments of individuals. Referring again to the concept of ‘capabilities’,
Tarling and Wilkinson argue for a reversal of policy which would see a return to
effective labour standards, the restoration of social insurance and institutional
support for full employment. Equalization of pre-tax income is an important pre-
condition for policies which will enhance the economic functioning and hence the
self-sufficiency of individuals.

The need for efficient and equitable productive systems to cover the full costs
of labour is also taken up in Chapter 13 (Rubery, Humphries, Fagan, Grimshaw
and Smith) where the implications of the current system of gender discrimination
and family organization are considered. The chapter challenges the orthodox per-
ception of equal opportunities legislation as a cost which introduces market inef-
ficiencies and points instead to the high but often invisible costs of existing
arrangements, costs borne primarily by women but also by children. Drawing
upon a considerable body of accumulated comparative studies, the chapter
argues that such legislation will improve the efficiency of the productive system if
it helps to promote the lifetime earnings of individuals and considers the losses to
any system which result from employees deciding to underutilize their skills because
of inadequate childcare, gender-based occupational segregation or poorly
designed tax systems. Taking this wider view, it is argued that inequality, gender
discrimination, ‘traditional’ gender roles and low levels of female labour market
participation can all be barriers to the success of productive systems.

Chapter 14 further broadens the productive systems approach to include the
need for policy development at the international level. Rodgers uses the ‘decent
work’ framework adopted by the International Labour Organization to make an
argument analogous to the productive systems approach for ‘a broader frame-
work of the relationship between work, employment and development’ within
which to debate policy. The argument is made that the promotion of workers’
rights, income security and employment opportunities are cach valid in their own
terms, but pursued together are ‘more than the sum of the parts’. Decent work
includes four dimensions: access to employment (but without pressure for over-
work), rights at work, security in work and for those not able to work, and the right
to representation and dialogue. The pursuit of these goals, Rodgers argues, can
release synergies between social and economic goals, but in order for this to occur
there needs to be a process of institution building. Decent work involves the pur-
suit of a minimum floor applicable universally, but also allows for moving targets,
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adjusted to match the capability of the society to provide higher standards. There
is no simple relationship between high income and decent work: different pro-
ductive systems at similar income levels can generate very different combinations
of employment, income and security. The decent work agenda also needs to be
extended into the informal sector to provide for new forms of agency and voice
and to develop productivity through new instruments such as micro-insurance.
The formal and informal parts of the productive system are interrelated and the
informal sector needs to mobilise resources from within the formal sector to
validate the upgrading of informal sector work.

As the chapters in this volume demonstrate, the stability that has apparently
resulted from the process of neoliberal restructuring of labour, product and finan-
cial markets in the 1980s and 1990s is one based on inequality and social exclu-
sion. It 1s a fragile compromise which is fundamentally incompatible with policies
which aim to build long-term economic prosperity for all. It is important that
argument should now be joined over the future direction of change. Part of the
globalization debate has been concerned with claims that the triumph of the
neoliberal policy agenda represents the ‘end of history’ for institutional forms,
which can now be expected to converge around what are thought to be the essen-
tial features of the British and US systems: respect for private property rights,
minimal regulatory interference with contracts, marketization of public services
and utilities, the marginalization of organized labour, the privatization of respon-
sibilities for the family and for care provision and the pre-eminence of share-
holder interests in corporate governance. This point of view replaces the policy
prescriptions of the early 1980s with a simple prediction. Institutional economics
is called in aid to grant the appearance of inevitability to a process which is, in
reality, highly contested.

At this juncture, the overriding virtue of the productive systems approach is to
re-emphasize the diversity of institutional forms which are present in capitalist
systems and the potential for different solutions to the problem of societal coop-
cration to coexist. A systems approach cautions against the assumption that
changes in national and global trading regimes can in any way be separated from
what is happening at the level of the regulatory framework. An emphasis on
‘spontancous’ convergence between systems can only obscure the important
policy choices to be made in national and global governance.



2 Productive systems and the
structuring role of economic
and social theories

Frank Wailkinson

Introduction

This chapter represents further development of the ideas presented in ‘Productive
Systems,” published in 1983, in the Cambridge Journal of Economics memorial issue
to Joan Robinson. As Joan witnessed her life’s work swamped by the resurgence
of neo-classical economics, she increasingly turned her back on what she came to
regard as the pointless ‘logic chopping’ of economic theory and advocated a his-
torical and institutionalist approach. It is in this spirit that ‘Productive Systems’
was written; and it is in this same spirit that it is being revisited.

The ideas embodied in ‘Productive Systems’ emerged and were developed
against the backdrop of the economics profession’s mass exodus from Keynesianism.
It was a strange time. As economists puzzled over the burgeoning crisis that was
wrecking the Golden Age, they abandoned the Keynesian Revolution and
returned the conventional wisdom in economics to its pre-Keynesian beliefs that
money determines prices and that the market determines everything else. This neo-
liberal revival rests on the belief in the existence of immutable laws of the market
to which organisations and institutions must conform if economic welfare is to be
optimised.

The starting point for ‘Productive Systems’ was that it is a fatal error to believe
that institutions must comply with prior laws derived from theoretical constructs
because mstitutions are the central driving force behind productive systems and
the way they evolve. This is not to argue that economic theory has no part to play.
In fact, the dominant economic beliefs are powerful institutional forces shaping
productive systems and determining how they operate. The last sentence in
‘Productive Systems’ read ‘One traditional function of economists has been to
provide justification for political answers and the necessary exercise of power that
they entail: but that i1s another story’. One of the purposes for revisiting
‘Productive Systems’ 1s to tell that story.

Productive systems

Productive systems are where the forces of production combine in production.
Their constituent parts are labour, the means of production, the social system in
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which production is organised, the structure of ownership and control over
productive activity and the social, political and economic framework within which
the processes of production operate.

Mutual interests and relative power in productive systems

There are two distinct elements in the organisation and structuring of production:
mutual interests and relative power. Labour and the means of production are
mutually dependent: the one cannot operate without the other. Therefore, there
can be no doubt about the advantage of cooperation in production. It allows for the
full exploitation of the technical complementarities inherent to production and
facilitates the sharing of knowledge necessary for the effectiveness of production
and its improvement.! Cooperation also fuels the learning processes by which new
information and knowledge are created, incorporated and diffused, and by which
new products, processes and organisational forms are developed.? The resulting
operational and dynamic efficiencies are crucial determinants of the ability of organi-
sations to compete effectively, and to respond flexibly to changing circumstances
and new opportunities. These efficiencies are also important because they generate
the value added by the productive system, which forms the basis for the income
and employment security of its various stakeholder groups.

In production, relations have both technical and social dimensions. The technical
relations of production are the functional interlinkages between labour, equipment
and materials within and between production processes, the exchange of technical
and other information pertaining to production and the development of new
products and processes. These relations are objective and impersonal associations,
shaped by the technicalities of products and of the methods by which they are
produced. By contrast, the social relations of production are the subjective and
personal associations among the human agents of production. They form the
social structure for the technical relations of production by which the production
tasks of labour and the means of production are jointly undertaken. By directing,
coordinating and controlling the forces of production so as to assure full coopera-
tion, the social relations of production play a central role in determining the effec-
tiveness of technical cooperation and hence operational and dynamic efficiency.

The centrality of cooperation and mutual interest in production, however, does
not imply that labour and capital come together on equal terms. Although labour
works jointly with capital in production, workers are much more immediately
dependent on the relationship. Compared with capital, and with their needs,
workers have very limited access to resources except through the market.
Morcover, the main asset they have, their labour, cannot be stored so it is difficult
for individual workers to stand out for long for a better deal. Labour’s inherent
economic weakness is fundamental in determining the power of capital relative
to labour, but it is not the only factor involved. Although, ultimately, workers can
be coerced by need into compliance with employers’ demands, they are not
powerless because employers are dependent on workers for the use of their capi-
tal and for the realisation of its productive potential. This coincidence of mutual
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dependence and unequal economic power, which can be countervailed to some
degree by control in production, is not confined to relations between capital and
labour; it is ubiquitous in the network of supplier and customer relationships
within which organisations operate.

Generally then, the relationships we are considering are based on mutual
dependence so that each party is reliant on others to secure the best from produc-
tion. But differences in economic power may give one side or the other bargain-
ing advantage over the terms and conditions for cooperation, the exploitation of
which could result in a retaliatory withdrawal from full cooperation and a conse-
quent lowering of productive efficiency. In this respect, the social relations of pro-
duction have a second crucial role to play, that of resolving disputes between the
parties to production. Here, the distribution of the value added in production is of
crucial importance: for however mutual interests may be in production, they are
inevitably conflictual in distribution because what one gets the others cannot have.

Mutual interests, relative power and institutions

Mutuality and power asymmetries are central forces structuring not only the
internal social and political framework of productive systems but also the
environment in which they operate. This is particularly the case when the role,
interaction and evolution of broader institutions representing collective interests
of productive system stakcholder groups (i.e. employees, managers, sharcholders,
customers, suppliers and society) are considered. Trade unions, employers’ and
trade associations, the state, international organisations and other agencies repre-
sent collective interests; but their form, actions and the outcome of negotiations
reflect the power differences among their various constituent groups. Thus, trade
unions and employers’ associations are based on shared objectives of their mem-
bers, but their internal organisations reflect the balance of power between
sectional interests. In their negotiation, trade unions and employers’ associations
seek to regulate, often jointly, rates of pay and conditions of work, and to provide
procedures for resolving disputes. This results from their mutual interest in the
firm’s and industry’s prosperity and the continuity of production from which both
profits and wages derive. But the outcome of negotiations also reflects the power
balance both within and between the employers’ and workers’ organisations and
the part this plays in the struggle over distributional shares.

Recognition of the coincidence of mutual dependence and power differences
is also important for interpreting the activities of the state. The provision of edu-
cation, health, social welfare, law and order and the regulation of trade unions
and business, can be seen as furthering the common interest by increasing
production, and by curbing the destructive exercise of sectional interests.
Alternatively, state activity can be regarded as serving the particular interest of
capital or labour. The state may act on behalf of capital to curb worker organi-
sation, provide services which individual capitalists are incapable of providing
and make good the corrosive effect of capitalist rivalry on productive resources,
including the workforce. For labour, the welfare state might shift the balance of
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power in favour of labour by lifting from it the burden of poverty, disecase and
ignorance. No doubt, all of these elements play some part in the formulation and
administration of state policy, and are manifest in the legal and regulatory frame-
work and in the other ways by which the state intervenes in class and sectional
divisions.

At the international level, nation states conclude treaties and collaborate in
international institutions designed to regulate trade, international payments and
capital flows. Many of these institutions — for example the IME, World Bank,
World Trade Organisation and European Union (EU) — originated in the need of
nation states to cooperate, to protect themselves from both the unregulated inter-
national movements of goods and finance, and the potentially destructive impact
of unilateral attempts to control such flows. In this respect, international agencies
serve the mutual interests of their member nation states by encouraging trade and
financial interaction. However, the form these institutions take, and the way they
operate, reflect the relative power of different nation states, trading blocks and eco-
nomic regions as well as the leverage of interest groups on national governments.

The evolution of productive systems

The concept of productive systems outlined above has general application and
provides a basis for analysis at any level — the family, production units, firms,
regions and nations. At each level, there is an internal and external network of
mutually dependent relationships, the terms and conditions of which are settled
by the interplay of the strength each party derives from their position within the
relationship, and the strength cach brings to the relationship by dint of their
wealth, their social, political and legal standing, and other means by which rela-
tive power 1s determined. Essentially, ecach productive system, its internal rela-
tions, those it forms with other productive systems and the terms and conditions
for their formation and continuance are the unique outcome of its own history.
Morcover, productive systems are subject to continuous change from the interac-
tions among the technical, economic, social and political forces to which they are
subject.

The evolution of a productive system is, therefore, a dialectical process in
which economic and institutional elements dynamically interact. Change is
generated by developments in products and processes, and with changes in pro-
ductive and power relationships both within and between productive systems.
These interact with the broader economic, social and political framework and
both are modified in the process. Such forces can lead to the destruction or radi-
cal modification of productive systems and to the growth of new forms. This per-
spective suggests the notion of an economic process radically different from that
of ‘equilibration’ of orthodox theory. What is implied 1s a non-equilibrium evolu-
tionary process determined by the way productive systems, and their relations
with other productive systems, mutate in response to innovation in techniques and
organisational forms as well as shifting power balances. Such a process cannot be
said to be tending to some pre-defined optzmum because there is no standard of
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reference for defining what that optimum might be and no way of defining how it
might be arrived at. The best that can be said is that certain productive systems
are relatively successful while others are relatively unsuccessful.

A relatively successful productive system is one with comparative advantage in its
overall economic, technical, political and social organisation. This does not mean
that it is superior in each of these dimensions; rather the system’s advantage
derives from their combined effects. A successful productive system is likely to be
at the forefront of technical and organisational progress and to have evolved
social and political structures conducive to effective production. The growth of
productivity and the possibility of securing favourable terms from other produc-
tive systems with which it has dealings will serve to increase its wealth and help to
reduce internal conflicts that could impede cooperation. These benign conditions
have the potential to create a virtuous circle of increasing productivity, competi-
tive success, growth in demand and rising prosperity. Examples of successful
national productive systems can be found in nineteenth century Britain, in the
United States and Germany from the last decades of the nineteenth century and
in Japan more recently.

A relatively unsuccessful productive system is one where the pace of technical advance
is slow, productive forces are ineffectively utilised, and systems of management,
control and industrial structure serve to reinforce competitive failure. The slow
rate of wealth creation is likely to intensify distributional struggles, hindering
cooperation in production and the ability of the socio-political system to find an
effective solution through organisational and institutional reform. In this hostile
environment, the productive system is under severe pressure but the resulting
social, political and economic crisis 1 unlikely to resolve the underlying causes of
degeneration. On the contrary, the struggle over distribution and control will tend
to increase the system’s inflexibility and hasten its relative decline.

Mutual dependence and relative power in economics

The claim that productive relations are typified by mutual dependence and
power, raising issues about coordination and distribution, is uncontroversial.
What is perhaps less so is to identify the interaction between mutual dependence
and relative power as the major force shaping productive systems and how they
evolve. This section examines how the question of power and its possible effects
on the cooperation needed for efficient production is handled in mainstream
theories of markets and work organisation.

Markets and power

In liberal economics, the theoretical position on power in the market ranges from
the static neo-classical view in which it is neutralised by the market or by organi-
sational authority if markets should fail, to the more dynamic notion that the
command by entreprencurs over resources and their deployment in the market
empowers entreprencurial creativity in the interest of economic progress.
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Liberal economics rest on the belief in economic man, that extreme individualist
in whom property rights invest power over the assets he or she owns, and who is
inherently driven by self-interest. On the other hand, the division of labour is
regarded as the central driving force of economic progress, so that increasingly
specialised individuals are more and more inter-dependent (Marshall, 1947). The
question then becomes: how can mutual dependence between inherently self-
secking individuals be managed so that the resources they separately own and
control can be put to the most effective use in their common interest? Liberal eco-
nomics offers two alternative solutions: (1) the invisible hand of the market; on,
(2) the visible hand of managerial authority.

The invisible hand

The core belief of liberal economics is that, assuming property rights are recog-
nised, freedom of property disposal is guaranteed and contractual promises are
honoured, the market coordinates the activities of individuals. Adam Smith’s
founding contribution to liberal economics was his insistence on the primary role
of free exchange, both for driving the division of labour and for coordinating the
increasingly specialised parts of the system. He argued that self-interest provides
the incentive for specialisation, exchange provides the opportunity and free markets
coordinate individual production and consumption decisions.

This idea of the pivotal role of market forces for coordinating productive activity
has been handed down to modern neo-classical economists. The perfect market
based on the freedom of contract provides information and price incentives,
ensures contractual compliance by providing opportunities for buyers and sellers
to readily switch trading partners among a large number of equally well-qualified
alternatives; and determines income distribution. The importance of a freely
functioning market in the present context is the role it is given in neutralising indi-
vidual power, thereby ensuring full cooperation among self-interested individuals.

But this beneficial effect is limited, argue liberal economists, if individuals and
groups can marshal the power they have i restraint of trade. Trade unions, employers’
organisations and other collective monopolies are suspected of restricting supply
and fixing prices, and their close regulation is strongly recommended by liberal
cconomists. They have, on the other hand, a much more ambivalent attitude
towards dominant firms. As monopolists they are condemned for lowering eco-
nomic welfare, but as the outcome of successful competition they are applauded for
raising it.

The visible hand

The neo-classical case for the beneficial effect of dominant firms was succinctly
summarised by Coase (1937) in his seminal paper. He argued that ‘an economist
thinks of an economic system as co-ordinated by the price mechanism’ and posed
the question: ‘having regard to the fact that if production is regulated by price
movements, production would be carried out without any organisation at all, well
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might we ask why is there any organisation?” His answer was that organisations
provide an efficient way of overcoming the market failure which stems from the
propensity of trading partners to exploit any monopoly they might secure in supply
or demand, control over specific assets, privileged access to information and dif-
ficulties in monitoring performance to ensure that it lives up to contractual prom-
ise. The proposal is therefore that organisational power evolves reactively to
neutralise that of trading partners who, by exploiting their monopoly power,
increase transactions costs and lower economic well-being (Williamson, 1985).
Other economists working within the liberal tradition have given the visible
hand a more proactive role. Marshall stressed the central role of organisation® in
the coordination of the increasingly specialised and mutually dependent produc-
tive activities. (Marshall, 1947: Book IV, ch. VIII). Thus, whilst Marshall saw free-

¥ as a central motivating and integrating force, he

dom of industry and enterprise
also maintained that market success depends on increasingly effective industrial

and work organisation, a process driven by the innovating entreprencur who:

is the organiser in command of capital, who bears the uninsurable risk. He takes
complex decisions with limited information. Superintendence is only a small
part of this: co-ordination, imagination and risk bearing are fundamental.

(O’Brien, 1990)

Within this tradition, Chandler (1977) identified superior managerial and produc-
tion organisation and the economies of their large-scale operation as explaining
the emergence of large corporations; Hayek and his followers argued that market
success and firm growth were the consequence of entreprencurial ability in dis-
covering new profit opportunities in a world of uncertainty (Kirzner, 1997); and
Schumpeter (1943) theorised that monopoly profits are necessary to encourage
innovation. Such theories serve to justify the power exercised by large firms as
fostering economic advance. They also extend the disciplinary and creative role of
markets for, although large size may be the reward of success, big firms can only
survive by generating the operational and dynamic efficiency by which organisa-
tions keep their feet in the market driven by ‘the process of creative destruction’
(Schumpeter, 1943). These market benefits have been extended more recently to
include the stock exchange which is assumed to operate as an efficient market for
corporate control, the means by which sharcholders can punish inefficient and
malfeasant managers and reward successful and reliable ones. In this way, hostile
takeovers are theorised as serving the public interest (Deakin and Slinger, 1997).
Nevertheless, economists recognise that there are downsides to market domi-
nance. The abuse of power in labour and product markets may have significant
distributional effects; mergers and takeovers may be ways of eliminating compe-
tition; and corporate actions may threaten the social and natural environment.
Regulation is therefore accepted as necessary to counter such negative externalities
and to contain the destructive capabilities of competition. But, caution liberal
economists, the urge to regulate must be tempered by the recognition that in the
final analysis the market provides the best opportunity for individuals and society.
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And, whilst the market concentrates economic power it also yields important
benefits for society in the form of technical progress and economic growth. What
is good for business is also good for society, and although the excesses of domi-
nant firms need checking, it would check progress if their market opportunities
were unduly restricted.

The theories supporting such argument underpin what Berk (1994) described
as corporate liberalism. He argued that

... corporate liberalism conceived property and economic development prior
to the will of collective or democratic choice. “The laws of trade’ its adher-
ents were fond of saying ‘are stronger than the laws of men.” Thus, the mod-
ern corporation, like the liberal person, owed its existence first and foremost
to private purpose. If the result of economic development rooted in such pre-
social entitlement was to concentrate the market in huge monopolistic firms,
this was deemed inevitable. The only economic role left to the democratic
state was to redress the concentration of excessive wealth in the modern cor-
poration through regulated monopoly. The goal of regulation, in other
words, was to balance the interests of consumers in redistribution with those
of the corporation in accumulation.

(Berk, 1994: 13-14)

Summary

Underlying the theories of markets in liberal economic theory is the concept of
economic man inherently driven by self-interest. Self-interest provides the driving
force for economic activity in which respecting it is creative; but, given the oppor-
tunity, its pursuit will become exploitative and destructive of economic well-being
Markets therefore provide the outlet for the creative deployment of self-interest
and checks its misuse. They serve to mobilise privately owned resources, provide
information, coordinate separate production and consumption decisions and guar-
antee the competition necessary to counter the exploitation of power for individual
or group advantage. However, power also plays a positive role. It counters the neg-
ative effects of market failure and, by giving command of resources to innovating
entrepreneurs, serves as a vehicle for economic progress. In this process, markets
are the selectors of uses of power that enhance economic well-being.

Work organisation and power

The distinguishing feature of work organisation is its positioning beyond the market.
Labour is inseparable from the worker and although contracted for in the market
it 1s utilised in the workplace under the control of management.

Work organisation and power in economics

The separation of contracting and performance 1s central to Marxist economics.
Marx agreed with orthodox economists that the price of labour is determined by
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free exchange in the market. However, he argued that away from the market, and
in the workplace under the command of the capitalist employers, value additional
to that contracted for is extracted from labour and this constitutes profits.’
Traditionally, liberal economists ignored the special problems posed by the
organisation of work. They supposed that labour markets functioned as any other
by assuming that skills were general and abundant. Then, competition fulfils its
traditional role and the threat of replacement acts as a powerful inducement on
workers and employers to match contractual promise with performance.
However, in more recent years, closer attention has been paid to the problem of
managing the workplace when markets fail. In these circumstances, as in other
branches of transaction cost economics, managerial authority emerges as an effi-
cient alternative to the market. In ¢fficiency wage and insider/outsider labour market
theories, asset specificity, information asymmetry and other ways by which market
forces are deflected give the whip hand to incumbent workers, who are then
assumed to soldier (1. to opt for on-the-job leisure rather than work). Management
counters labour’s exploitation of power by close monitoring and discipline
and/or by adding an ¢fficiency bonus to the market wage to induce additional
effort. This, as in Marxist theory, is made casier when the reserve army of the
unemployed makes more effective the threat to the worker of being fired.

Labour management and power

Away from economics and in the more practical and dynamic world of produc-
tion management the problem of securing full cooperation from workers, as
measured by productivity and profits, has remained a perennial problem.
Addressing this has been the driving force for the evolution of the theories and
practice of labour management. These have developed from the idea of arbitrary
managerial control needed to discipline recalcitrant workers, through the appli-
cation of engineering science to the scientific management of work, to human relations
management inspired by the socio-psychological redefinition of workers from eco-
nomic to social beings, and finally to human resource management which combines
elements of scientific and human relations management.

Arbitrary management ' With the move to factory production, close supervision and
stern discipline were the dominant approaches to solving the problem of motiva-
tion and discipline (Pollard, 1993). In exceptional cases, notably Robert Owen,
factory employers believed that concern for the welfare, education and social
development of their workforce offered the best way forward; but the vast majority
used close supervision and harsh discipline to ‘force human character into
a mechanical mode’ (Pollard, 1993: 256). This had support from social and eco-
nomic reformers who argued that workers needed to be poor and exposed to mar-
ket forces to be driven to productive activity, ideas which also provided the
justification for the legislative sweeping away of worker protection and any mean-
ingful social welfare (Wilkinson, 2001). Labour discipline was further tightened by
the strengthening of the employers hands by the enactment of the Master and
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Servant Laws.® These laws built on and extended the employer’s disciplinary
powers over their workforce entrenched in the Elizabethan, Statute of Artificers.
As a consequence,

Inside the factory ... the employer is absolute law-giver; he makes regulations
at will, changes and adds to his code at pleasure, and even if he inserts the
craziest stuff] the courts say to the working man: “you were your own master;
no one forced you to agree to such a contract if you did not want to, but now,
when you have freely entered into it, you must be bound to it.”

(quoted, with approval, from Engels, by Atiyah, 1979: 275)

The position of workers in the workplace was further weakened as the finer divi-
sion of labour progressively simplified tasks, with mechanisation and with the
growth of the employer’s scientific, engineering and managerial knowledge. And,
it was from this cumulative process that scientific management evolved (Hollway;,
1991).

The scientific management of work The aim of scientific management was to sys-
tematise production. Frederick Taylor, a leading protagonist, was pre-occupied
with the problem of worker ‘soldiering’. Solving this, he argued, required com-
plete managerial control over the tasks of individual workers and how they were
performed. To achieve this, the pioneers of scientific management proposed,
managers should acquire workers’ craft knowledge, plan production in detail, pre-
cisely define each worker’s tasks and carefully control every stage of production.
The need to achieve these objectives, Taylor claimed, rested on the discovery and
development of the scientific laws governing production.

Taylor made far-reaching claims for scientific management. He argued that it
provided a rational basis for designing and standardising factory layout, equip-
ment and industrial organisation, and for codifying worker knowledge. It pro-
vided the scientific basis for worker selection, vocational guidance, training,
planning work to individual capabilities, ensuring workers’ physical and psycho-
logical well-being and designing wage payment systems to reward efficiency. In
doing this, it raised workers’ skill levels, stimulated them intellectually, promoted
individuality and self-reliance, while at the same time increasing pay, cutting
hours of work and improving employment security. Taylor also claimed that his
methods improved labour management by creating a cadre of specialists to
instruct, train and advise workers and encourage involvement. Of particular
importance, was the assertion that replacing a system of arbitrary managerial
decisions by one in which managerial control of worker activity was governed by
scientific laws would improve management/worker relationships, democratise
industry and eliminate the need for trade unions and collective bargaining. Taylor
claimed that:

No such democracy has ever existed in industry before. Every protest of
every workman must be handled by those on management’s side, and the
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right or wrong of the complaint must be settled not by the opinion, either of
the management or the workman, but by the great code of laws which has
been developed and which must satisfy both sides. It gives the worker in the
end equal voice with the employer; both can refer only to the arbitrament of
science and fact.

(Hoxie, 1915, quoted in Hollway, 1991: 22)

If his blueprints were followed, Taylor claimed, combining managerial authority
with science would remove the conflict resulting from the exercise of, and resist-
ance to, arbitrary managerial power and clear the way for full cooperation.

However, the practice of scientific management proved different from its theory.
In his detailed study of the practical application of scientific management, Hoxie
(1915) came to quite the opposite view of its effects to those anticipated by Taylor.
He found that scientific management mainly served to concentrate into manage-
ment’s hands the power to deskill, control and speed up work and to justify this in
the name of science. The main problem, Hoxie argued, was managerial empha-
sis on short-term increases in production and profit by task and rate setting, with-
out concern for the longer term reform of technical and organisational structures
required for full-blown scientific management. As a result, the weight of change
fell on workers who experienced it as work degradation, speed up, increased alien-
ation and loss of power.

While recognising this, neither Hoxie, nor the unions he consulted, opposed the
principle of the application of science to industry. The problem, as they saw it,
was not so much with the application of science so much as the way it was applied.
On the democratisation of industry, Hoxie wrote:

It is a noble ideal, as old at least as St. Simon, and the time may come when
it is capable of realisation. Before this however, the science of psychology
must make long strides, industry must attain a much greater degree of regu-
larity and stability than at present exists, and the type of man who is sup-
posed to discover and voice the dictates of science — and stand thus as the just
judge between employers and workers — must be very different from the pres-
ent general run of time study men and task setters.

(Hoxie, 1915, quoted in Hollway, 1991: 103)

Human relations management  'The long strides in the application of psychology
to industry began at the end of the nineteenth Century when the mass poverty
and degradation of work in the Victorian labour market led to a growing empha-
sis on the human factor in industry. In this, Joseph and Seebolm Rowntree, choco-
late manufacturers from York, played a leading role (Biggs, 1964). The Rowntrees
believed that business efficiency required humane personnel policies and good
industrial relations. Concern for the health and well-being of their workers and
for their quality, motivation and commitment resulted in the Rowntrees taking a
lead in paying wages high enough for an adequate diet,’ in cutting hours to com-
bat fatigue and encourage leisure time activities, in providing health and welfare
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services for their employees and in designing workplaces to high environmental
standards. They also provided remedial and continuing education, high levels of
training; improved communications; and encouraged worker participation, col-
lective bargaining and industrial democracy. The Rowntrees’ zeal for reform was
driven by their Quaker views regarding the organisation of society. But it was also
guided by practical business concerns about the negative impact of poor nutrition
and fatigue on worker performance, the advantage of using psychology to improve
worker selection and training and the effect on worker motivation and perform-
ance of their well-being and job satisfaction (Rowntree, 1938; Biggs, 1964).

The inter-war years were characterised by a rapid growth in employers’ interest
in the role of human relations in industry and the potential to improve such rela-
tions by applying psychological and sociological research findings to work organ-
isation. Increasing attention was paid to matching workers to jobs by means of
psychological methods in selection and training, the use of such techniques as
ergonomics to fit jobs to workers, and of counselling to improve their mental well-
being. Later, after the Hawthorne experiments, even greater emphasis was placed
on the importance of human emotions and feelings in determining the effectiveness
of group activities and labour-management relations (Hollway, 1991).

These developments in human relations were designed to improve manage-
ment rather than to challenge its authority or the extent and definition of mana-
gerial responsibility. They were largely remedial and targeted at increasing
efficiency by making the employment systems more worker-friendly, by fitting
workers better into work systems and by providing treatment for their physical
and psychological defects. In this process:

A new conception and practice of the worker emerged. This had as its objec-
tive to ensure that the bond linking the individual and the enterprise and also
the individual to society would hence forth not be solely economic. The wage
relationship and the power of the boss would be supplemented by a personal
bond that would attach individuals to the lives they lived in the world of
work, to their co-workers and bosses, and to society as a whole. It would be
possible to conceive of administering the working environment in such a way
as to ensure simultancously the contentment and health of the worker and
the profitability and efficiency of the enterprise.

(Miller and Rose, 1998: 53)

After the Second World War, the importance of the remedial benefits of human
relations continued to be emphasised as important for operational efficiency.
However, the attention of industrial psychologists and sociologists, and the man-
agerial practice they informed, shifted to the idea that human relations was a
productive factor contributing to dynamic as well as operational efficiency. War-
time experiments at the Tavistock Institute, targeted at the rehabilitation of ser-
vicemen suffering psychological disorders, demonstrated the creative possibilities
of directly involving individuals in collective activities (Slinger, 2000). After the
War, this research was developed collaboratively by an international network of
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rescarch institutes which fostered its industrial application (Trist and Murray,
1993). In Norway, for example, the Industrial Democracy Project explored the
benefits of improved worker/management relations and developed and diffused
participatory socio-technical systems, especially in Sweden (Trist and Murray,
1993).

These developments went far beyond the notion that human relations could
raise the performance of traditional work systems closer to their real potential.
The argument became that greater employee involvement contributes to dynamic
efficiency, an important requirement of which was the resolution of the long
standing problem of antagonism between workers and managers. To overcome
this, emphasis was placed on the benefits of inter-personal skills in labour man-
agement, democratic leadership and participative small groups. The reluctance of
workers to respond to the new style of management extended the area for reform
to include job redesign. The agenda was further broadened by the development
of theories of organisational behaviour and organisational change, together with
an emphasis on corporate culture as an integrating and motivating force
(Hollway, 1991).

Human resource management  "Two broad strands in the historical development of
work organisation and labour management theories and practices can therefore
be identified. The first stems from scientific management and has its roots in engi-
neering science and in the traditional economist’s assumption of economic man.
The second strand developed from the application to the work situation of psy-
chology and sociology, with their emphasis on socia/ man. The increasing weight
given to this latter strand shifted the focus in labour management from labour as
a factor of production to be directed and cajoled by hierarchical management, to
labour as a productive resource with creative capabilities to be developed by inter-
active management. The expectation was that employers would reap the rewards
of greater worker motivation, increased job satisfaction and improved job per-
formance by greater operational and dynamic efficiency and higher profitability.
These objectives are seen as requiring the enlarging and enriching of jobs, more
challenges and opportunities, new skills and more effective incentives. With this
change in management objectives and style came a modification in nomenclature
from ‘personnel and industrial relations management’ to ‘human resource
management’ (HRM).®

HRM has been defined ‘as a set of policies designed to maximise organisa-
tional integration, employee commitment, flexibility and the quality of work’
(Guest, 1987); and hard and soft versions have been identified. Sofi HRM 1is
‘a method of releasing untapped reserves of ‘human resourcefulness’ by increas-
ing employee commitment, participation and involvement’ (Blyton and Turnbull,
1992: 4) and has a greater emphasis on human relations. Hard HRM 1s designed
to maximise the economic return from labour resources by integrating HRM into
business strategy. Although it usually incorporates soff HRM practices, hard
HRM has a broader engineering base and is strongly oriented towards meeting
market requirements by means of greater production flexibility and product
improvement (Appelbaum and Batt, 1994). Key objectives in hard HRM, which
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have a clear affinity with Taylor’s vision of scientific management, include con-
tinuous improvement in quality and performance, just-in-time inventory systems,
and statistical process control designed to iron out variation in quality, create con-
sistency in meeting standards, locate inventory savings and climinate waste.
Broadly speaking, the purpose of HRM is to foster a pre-emptive rather than
reactive approach to operational efficiency, quality control and innovation
by shifting responsibility and accountability for decision making towards the
shop floor. Its adoption testifies to a shift in labour management practice ‘from
coercion to the attempted production of self-regulated individuals’ (Hollway,
1991: 20).

However, despite recognising the sociological and psychological needs of workers,
the importance of democratic management and the central role of worker self-
regulation and involvement in management as mechanisms for securing full coop-
cration, the proponents of human relations have been no more sympathetic to
workers’ independent representation than liberal economists or the scientific
management school. The idea of democratising industry goes no further than
Fredrick Taylor’s view that this purpose is served by the enlightenment of man-
agement by knowledge of scientific laws, except that the science needed extends
beyond that of production to include the psychology and sociology of the
producers. From this perspective, the power to manage serves as a proxy for
representation and a vehicle for efficiency and equity.

Human relations, independent representation,
partnership and power

The early case for human relations was that the diagnosis and effective treatment
of socio-psychological problems would improve the well-being of group mem-
bers, the cohesiveness of the group and therefore its productive performance.
From this standpoint, conflict was considered dysfunctional. Elton Mayo, of
Hawthorne fame, believed that:

Conlflict was neither inevitable nor economic. It was the result of the malad-
justment of a few men on the labour side of industry. Even after Hawthorne
forced Mayo to grow, he remained firm in his conviction that conflict was an
evil, a symptom of the lack of social skills. Cooperation, for him, was symp-
tomatic of health; and, since there was no alternative in the modern world,
cooperation must mean obedience to managerial authority. Thus collective
bargaining was not really cooperation, but merely a flimsy substitute for the
real thing.

(Baritz, 1975: 332-3)

Social scientists have also argued that wage demands mask ‘more real and human
needs for appreciation, understanding and friendliness’; and they have gone fur-
ther by identifying the need to join trade unions as a symptom of low intellect and
psychological disorders (Baritz, 1975: 332).
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More recently, advocates of human resource management have stressed the
importance of unity of purpose and values. Total Quality Management (TQM)
has been characterised as an organisational form in which ‘employees can be
trusted and empowered to take on more responsibility in a context of HRM prac-
tices which ensure a homogeneity of values’ (Sewell and Wilkinson, 1992).
Traditional ‘pluralistic’ industrial relations (where a diversity of interests are recog-
nised) are effectively ruled-out and collective bargaining becomes ‘integrative’
rather than ‘distributive’ (Walton and McKersie, 1965). In this context, the role of
trade unions is to coordinate the strategic process and facilitate the achievement
of managerial objectives, which are assumed to forward the mutual interest of all
the firm’s stakeholders (Konzelmann Smith, 1996).

Following this trend, the ‘New’ Labour Government, elected in 1997, endorsed
labour-management cooperation and ‘partnership’ as an effective approach for
improving economic performance. In interpreting the Government’s position,
Wood (2000) identified the requirements of the new system as:

one of partnership at work ... associated with the kind of model of HRM ...
focused on the achievement of a particular role orientation on the part of
employees so that they are flexible, expansive in their perceptions and willing
contributors to innovation.’

He went on to suggest that

Partnership is a matter of employers having the right to ask employees to
develop themselves in order to accept fresh responsibilities whilst they them-
selves must take responsibility for providing the context in which this can
happen.

In this formulation of partnership, the strong emphasis is on the need for workers to
make largely unconditional commitments to their employer’s business interests and
objectives, and to mould themselves to its needs. In this way, workers provide addi-
tional and improved resources for the firm’s managers to manage more effectively.
This position was neatly summed up by Tony Blair, the New Labour Prime
Minister, when he laid out the Labour government’s primary industrial relations
objectives.!” They required, Blair argued, ‘nothing less than to change the culture
of relations in and at work’. He stressed the need for the new culture to be ‘one
of voluntary understanding and co-operation because it has been recognised that
the prosperity of each (employer and employee) is bound up in the prosperity of
all’; and he emphasised that ‘partnership works best when it is about real goals —
part of a strategy for instance for doubling business. Or bringing employee rela-
tions in line with market re-positioning. Or ending the often meaningless ritual of
annual wage squabbling’. It should be carefully noted that Blair made no refer-
ence to the ritual of the continuous squabble over the distribution of dividends
between managers and sharcholders or to the constant insistence on better terms
for consumers orchestrated by the government. Rather, what Blair clearly had in



Structuring role of economic and social theories 25

mind was the need for workers to recognise the needs of business and their cus-
tomers by meeting both their production and distributional demands. And, as we
have seen, the weight of expert economic and labour management opinion comes
down in favour of the government’s unitarist line and lends credence to it.
However, the validity of this support ultimately depends on the objectivity of the
body of knowledge upon which it rests.

The claim of objectivity is important for protecting the expert from responsi-
bility for any negative outcomes from the advice they give and for lending weight
to managerial strategies and objectives. But ‘knowledge concerned with people at
work ... is not objective or true in any simple sense. It is a historical product of the
interests and power relations in practice” (Hollway, 1991: 9). This echoes doubts
repeatedly expressed about the objectivity of expert knowledge as applied to markets
and production.

Marx dated the demise of scientific objectivity in economics as being the acces-
sion to power of the middle-classes with the electoral reforms of the 1830s. After
that, it was no longer a question of whether ‘this or that theorem was true, but
whether it was useful to capital or harmful’ (Marx, 1976: 97). This view was
echoed by Galbraith (1987), when he argued that the supposed subordination of
cconomic agents to the market disguised the central importance of power in eco-
nomic life. He noted that ‘Power is much enjoyed, and its economic and political
exercise can also be pleasingly remunerative. Nothing serves it better than a
theology that disguises its exercise’ (Galbraith, 1987: xiv).

The objectivity of the research underlying scientific management and human
relations has also been challenged on the grounds that it has traditionally been
undertaken on behalf of employers or strongly relies on their support. Researchers
have not been completely free agents; and the employer orientation of the research
has determined its scope and focussed its attention on productivity, profitability
and employee loyalty. But this is not to imply that researchers have been obliged
against their will to accept managerial values. Researchers are commonly of the
same mind as managers so that: ‘Most managers have had no trouble in getting
social scientists to grant managerial premises because such premises have been
assumed by the social scientists’ (Baritz, 1975: 334). Bearing this in mind, Wilbert
E. Moore, in 1947, warned sociologists that the ‘persistence of managerial
assumptions underlying so much of their work would reduce their profession to a
refined type of scientific management dedicated to exploiting labour’ (Baritz,
1975: 335).

In this sense, by becoming dependent on the powerful and accepting their
premises, and by proposing models of markets and production in which power is
assumed to be neutralised or to operate only in the general interest, the scientists
and the science they practice become servants of power. As a consequence, by argu-
ing that workers are subject to the laws of the market, production and socio-
psychology; as identified respectively by economists, engineers and sociologists/social
psychologists, experts could propose that it was to the worker’s advantage to go
along with management provided they were managed in accordance with those
laws. It follows from this that any attempt by workers to organise in their own
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sectional interests would at best have no beneficial effect and at worst would be
counter-productive. But the record does not show unambiguously that what is
good for business is necessarily in the best interest of the workers they employ.

Markets and systems of work organisation
in operation

There is now a considerable body of literature suggesting a positive link between
the use of HRM practices and performance, particularly when such methods as
flexible work assignments, work teams, skill training, effective communications
and incentive pay schemes are used in combination.!! The superior performance
of close worker involvement and cooperation compared with arms-length market
relations and hierarchical management has also been demonstrated by the product
market success of what Best (1990) described as the new competition. This brought
to the market improved design, greater variety, high quality and more rapid prod-
uct innovation, as well as keener prices.

The new competition originated with European and Japanese producers, many of
whom combined leading edge HRM and close relations with suppliers and cus-
tomers.'? Within these more competitively successful productive systems, work
organisation was participatory and non-hierarchical and inter-firm links were
close and cooperative rather than hands-off and antagonistic.'® The result has
been a more effective mobilisation of the commitment, skills and knowledge of
workers and trading partners, serving to raise efficiency, improve quality and gen-
erate a faster rate of product, process and organisational innovation. The effect
of the new competition has been to create a competitive environment in which top
priority is given to the design of organisations such that they can fully exploit the
cooperative nature of production.

Such organisational redesign has proved very difficult in Anglo-American pro-
ductive systems. Rather than radically reforming their work systems, employers in
the United States and the United Kingdom have generally attempted to incorpo-
rate degrees of worker involvement and other HRM practices into existing mana-
gerial structures and forms of corporate governance (Deakin et al., 2001). Moreover,
even when these changes have been successfully implemented, they have proven dif-
ficult to sustain (Konzelmann and Forrant, ch. 8). Consequently, little has been done
to change ‘the fundamental nature of the production system or threaten the basic
organisation or power structure of the firms’ (Applebaum and Batt, 1994: 22).
Concurrently, neo-liberal macroeconomic policies, and globalisation have intensi-
fied competition in increasingly buyers’ markets to the advantage of consumers,
whilst deregulation has shifted the balance of power in the labour market in favour
of capital and, in the capital market, in favour of sharcholders.

Firms have responded to growing product and capital market pressures by pass-
ing on costs to suppliers, sub-contracting, cutting jobs and increasing the use of
temporary and casual workers. But the main burden of securing higher perform-
ance at lower costs has fallen on the core work force. This has been driven by the
changing market demands and the additional burdens imposed on the survivors
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by downsizing and the delayering of management. Workers are required to be
more responsive and cooperative, to acquire greater skills, to intensify effort, to
accept greater responsibilities and become more flexible. But, while employees
have generally welcomed opportunities to take more control over the planning
and execution of their work, distrust of management is widespread and the per-
ception is that pay levels have failed to adequately compensate for the extra
responsibility, accountability, workload, working hours and effort that workers are
expected to bear (Burchell et al., 2001).

The logic of the market versus the logic of production

At the heart of the problem is a fundamental contradiction between the logic of
markets as an efficient mechanism for allocating resources and distributing
income (as conceptualised by liberal economic theory) and the logic of the man-
agement of production as a process for effectively combining and exploiting pro-
ductive forces (as conceptualised by HRM). This contradiction has been wished
away by supposition that the market is an efficient coordinating mechanism rul-
ing out the need for human agency. In his book, The Fatal Conceit: The Errors of
Soctalism, Hayek argued that direct cooperation within groups was an instinctual
primative trait superseded by individualisation and the ordering principle of the
market (Hayek, 1988: ch. 1). What Hayek failed to understand (as no doubt prim-
itive man succeeded in understanding) was that the essence of production is tech-
nical cooperation, requiring supportive social relations in order to ensure that those
involved in production work effectively together.

The task of recovering the ground lost in understanding between primitive
man and Hayek was left to management theorists, who drawing on engineering,
psychological and sociological research, concluded that productive efficiency
required close cooperation between those involved. What has been rediscovered
is that the primitive traits, identified by Hayek as a hindrance to the development of
markets, is actually essential for production. The human relations school learned
that social and psychological well-being are crucial for creating the environment
necessary for efficient production. What they failed to sufficiently recognise (or
reveal) was that although meeting socio-psychological needs are important, well-
being also has a material side. This omission had its advantage because it helped
to steer the proponents of human relations away from the thorny question of dis-
tribution and towards the pretence of a total singleness of purpose of employers
and their employees. However, while it may be true that workers do not live by
bread alone, a sufficiency of bread is nevertheless important. And, moreover, it is
not unreasonable to suppose that workers might not be content with leaving
the determination of that sufficiency solely to the whim of the market or to the
unilateral decisions of management.

It cannot therefore be simply assumed that workers are either wholly economic
(relentlessly pursuing their own interest), or wholly social (satisfied if their socio-
psychological needs are met). Rather than assuming that workers blindly and
relentlessly pursue their own selfish interests or, providing their psyches are



28 Frank Wilkinson

appropriately massaged, that they pursue those of their employers, it would seem
more reasonable to suppose that workers have a complex set of social, psycho-
logical and economic needs. It also seems reasonable to suppose that workers are
reflexive In attempting to satisfy these diverse needs, and that they respond nega-
tively or positively, in terms of cooperation in production, depending on how they
perceive the fairness of the terms and conditions of employment and their treat-
ment by their employers (Sabel, 1992).

It follows from this that there are two stages to determining fairness in employ-
ment: the formal contract, which lays out the explicit terms and conditions, and
more implicit commitments, which go beyond the formal contract and determine
the productive effectiveness of the relationship. These less formal terms have been
described as the psychological contract, but could perhaps be better described as the
human relations contract. They capture the commitments made by workers and
their employers to work effectively together. The operation of the human rela-
tions contract requires workers to be fully committed to their employers’ business
in exchange for fair pay, job and income security and a good working environ-
ment. A breach of this contract risks inciting a retaliatory withdrawal from full
cooperation with an adverse effect on productivity and competitive performance.
Effective cooperation therefore depends on agreement on both the explicit and
implicit terms of the employment relations, together with the expectation by both
sides that commitments made will be honoured.

In a complex economic system, however, the ability to honour commitments is
not entirely in the hands of those making them. It is necessary therefore to con-
sider the environmental conditions in which relationships are formed as well as
the nature of the relationships themselves. To set the scene for this discussion, it
is worth re-examining, in somewhat stylised terms, the nature of work systems.

Work systems and the terms and conditions
for cooperation

The essence of work systems is that employers and workers have shared and sepa-
rate interests. Both have a stake in total value added, which is generated by their
cooperation in production; but each claims a share which limits what the other can
have. The claim to a share that cither side makes is likely to be tempered by the
necessity of ensuring that the other side continues to cooperate effectively so as to
secure the highest level of operational and dynamic efficiency. The important point
here is that in production, each party must take into account two different types of
incentives: (1) their own; and (2) that needed to get their partner(s) into full cooper-
ation with them. However, the sequence of events is that the decision to cooperate
is taken prior to the realisation of the benefits from cooperation. In effect, in decid-
ing the extent of their cooperation, individuals give a hostage to fortune, the out-
come of which depends on how their partners respond. The choice being made is
therefore between short- and long-term interest: whether to take a larger slice now
and risk a smaller pie later or vice versa. What that choice ultimately depends upon
is the promises others make and whether or not they can be trusted to keep them.
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Cooperation and trust

The essence of trust in production is that it provides a guarantee that the agreed
terms will be kept and that what is promised will be carried out to required spec-
ifications and quality standards, described by Sako (1992) as contractual and compe-
tence trust. But it goes beyond contract fulfilment to include goodwll trust. This
includes a willingness to share information and ideas, honouring informal under-
standings and being ready to renegotiate contracts and, in a more social sense,
being willing to give and take, to help in an emergency and to forgive occasional
faults (Burchell and Wilkinson, 1997). Goodwill trust gives the assurance that
someone is so dependable that they can be trusted to take initiatives without the
risk that they will take advantage (Sako, 1992) and is essential for full cooperation
within productive systems.

The hallmark of high trust systems 1s, therefore, that individuals and organisa-
tions working together provide open-ended commitments to cooperate, the
returns from which are realised over an uncertain, long time period. Mutual trust
acts to reduce uncertainty by increasing the confidence in truth, worth and relia-
bility of people required to work together. The greater the trust each side has in
the others, the greater will be the certainty that commitments made will not be
abused. Trust, therefore, enables individuals to share expectations about the
future, reducing uncertainty and allowing them to cooperate more effectively
(Luhmann, 1979; Lane and Bachmann, 1996).

Uncertainty, though, is not confined to the unpredictability of the behaviour of
those with whom there are close relationships. It extends to the environment in
which the relations are formed and maintained. It, therefore, may prove impossible
to maintain trust, not so much because of unreliability within the relationship, but
also because uncertainty about the environment may make it difficult to make and
keep commitments. Environmental uncertainty can be divided into social and eco-
nomic uncertainty. Social uncertainty arises from the social relations which pervade
production and exchange, and the social and political environment within which
these relations are formed and reformed. Economic uncertainty results from economic
forces, such as changes in technology, resource availability and consumer tastes.
Risk associated with social uncertainty can be moderated by expanding contrac-
tual and less formal arrangements to include a wider range of relationships; or by
establishing rules, standards and norms that rule out practices which create uncer-
tainty. But economic uncertainty is much more profound because economic
change is often difficult to predict and impossible to reverse. Economic change
may also be destructive of existing relationships and institutions and the greater
certainty they engender. The countering of economic uncertainty may therefore
require more radical adjustments and more broadly based institutions.

Institutional foundations for trust

The importance of building trust in a relationship for any individual or group can
be expected to be influenced by how dependent they are on the relationship and
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how long they expect it to last. For casual workers, each employment relationship
is transient. As a result, they may believe that putting effort into building trust is
not worthwhile. By contrast, establishing trust in an employment relationship may
be much more important to a worker with highly specific skills, expectations of
long-term employment and whose livelihood is highly dependent on the job. The
sharing of such high levels of commitment with employers also contributes to an
environment favourable to building trust. However, commitments in employment
relations are often asymmetric.

Take for example the employment relationship in one of the plants in a multi-
plant corporation. Workers, plant managers, corporate managers and sharcholders
all have a stake, but the importance of the stake to each of them varies. The well-
being and future of workers and, perhaps to a lesser extent, plant managers, are
tied up with the particular plant in which they work. On the other hand, the com-
mitment of corporate managers is to the whole corporation. Its future, and that
of its managers, may require plant closure in which case the interests of those
employed there and the corporate managers are diametrically opposed. The com-
mitment of sharcholders is even looser than that of corporate management.
Head count has become an important indicator of the value of shares and this
puts jobs at risk. Moreover, the ready exit by sharcholders via the stockmarket
confronts corporate managers with the possibility of a takeover and concentrates
their attention on shareholder value at the possible expense of other stakeholder
interests. In this example, it is the level of the commitment of the least committed
stakeholder which determines the level of certainty at the shop floor and hence
whether workers can afford to trust. Thus, whilst the performance of an organi-
sation depends on cooperation, which in turn depends on trust, the possibility of
generating trust may be determined by those with the smallest commitment. More
generally, although the success of productive activity requires all the participants
to be trustworthy, the importance of trust, the degree of dependence and their
ability to respond to a breach of trust may vary between the participants.

The capability of building trust within an organisation also depends on condi-
tions in its external relationships.'* The ability to conclude effective internal
agreements both influences and is to a degree dependent on relationships within
supply chains. Costs, prices, credit terms and speed of payment determine the
financial capabilities of firms to meet the competing income claims of managers,
workers and shareholders; and the quality and surety of delivery impinges on the
firm’s ability to meet customer requirements. In turn, the certainty that buyers
will take delivery at agreed-upon terms is a major determinant of the supplier’s
ability to plan production and provide employment guarantees. Long-term trad-
ing relationships and the knowledge that customers will not switch suppliers (and
vice versa) also make it easier to offer employment guarantees.

The nature of market competition is similarly an important determinant of the
quality of productive system relationships, both internally and within supply
chains. The use of market power to secure favourable price, credit and delivery
terms is not conducive to the establishment of high quality trading relationships,
nor 1s the disruption of supply and demand by unlimited price competition.
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In both cases, resultant low trust relationships can be expected to have a cumula-
tive effect as poor standards in employment and business relationships are
extended throughout the productive system by protective and retaliatory responses.

This degenerative process, and the uncertainty it engenders, can be countered
by the creation of generally applicable behaviour and performance standards to
which individuals and groups are expected to subscribe. An example of this, is the
effect of the interaction between the legal code and the private ordering of business
relations through trade associations in Germany (Lane and Bachmann, 1996).
German trade associations regulate against such practices as late payment and
unfair pricing. They arbitrate disputes and organise countervailing measures
against excessive market power to which members may be collectively subjected.
They also establish quality and product standards, and collect and disseminate
technical and cost information. Generally, ‘by providing a common stock of
knowledge and a shared set of norms for production and exchange, they coordi-
nate expectations and remove ambiguity from inter-firm relationships’ (Lane and
Bachmann, 1996: 18). The workings of trade associations are supplemented and
strengthened by the German legal code which requires firms to trade in good
faith, to establish just prices and to engage in fair competition. This is further rein-
forced by the Standard Contract Terms Act, enacted to protect the weaker party
to contracts. On the employment front, institutional and legal arrangements
establish the rights to representation and collective bargaining, minimum terms
and conditions of employment, effective health and safety protection and train-
ing; these citizen rights are furthered and protected by Germany’s works council
system and sector level collective bargaining.

As a consequence, the industrial environment in Germany is characterised by
norms, rules and standards which are either legally binding or made de facto oblig-
atory by the wide and systematic involvement of the industrial community. These,
and the code of business ethics they foster, constitute expected behaviour to which
business people conform more as a matter of course than as a matter of business
strategy. In turn, this helps to create an environment in which conflict is con-
tained, performance is assured and information is provided; where markets are
stabilised by trading standards; and where the ability of smaller and weaker com-
panies to survive and prosper is not unduly threatened by unfair terms and con-
ditions imposed upon them. Such an environment supportive of trust has been
created in Japan by closely dependent buyer—customer relations backed up by
supportive industrial policies and legislation (Sako, 1992). In Italian industrial dis-
tricts, a similarly high trust environment has been created by rather more volun-
tary means (Sengenberger ¢f al., 1990). In each of these cases institutional power
contains the abuse of individual power and creates the conditions for trust in busi-
ness and employment relations (Bachmann, 1999).

In their study of the quality of inter-firm relations, Lane and Bachmann (1996)
drew a useful distinction between systems trust generated by laws, rules, norms and
standards and the more personal trust which exists within and between close
relationships. Similarly, Dei Otatti (1994) distinguished between collective and per-
sonal trust, treating collective trust as capital in which productive systems invest
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and which creates an environment in which high standards are expected.
Collective trust both enhances and is enhanced by personal investments made by
individuals in the building and sustaining of trusting relationships with each other.
The importance of these organisational and institutional structures is the social
certainty they generate. The more effective they are in this respect, the more suc-
cessful they will be in improving the availability of resources and information;
reducing conflict and the need for monitoring; and increasing the scope for coop-
erative productive relations. The important point is that an environment is
created in which there are mutual obligations to find solutions which take into
account the interests of all parties involved and provide incentives for each party
to cooperate fully in these objectives.!”

Nevertheless, periods of fundamental change and growing economic uncer-
tainty can put excessive strains on organisations and institutions and the trust they
foster. For example, collective voice at the level of the firm or the sector may not be
enough in periods of rapid industrial transformation, especially if the changes
require radical industrial reorganisation (Dei Ottati, 1997). There can be little
doubt that such economic uncertainty is exacerbated by mass lay-offs and bank-
ruptcies, the fears of which can trigger and sustain destructive competition.
Breaking such a cycle in order to secure an orderly recovery, replace obsolete tech-
nology or restructure industry may require competition-limiting cooperation such
as price-fixing, order-sharing and equipment scrapping. In Japan, for example,
the consolidation of ownership or the creation of ‘crisis cartels’ have provided an
effective means to these objectives (Best, 1990). Protection of labour standards by
industry wide wage agreements has also proved to be an important mechanism
for preventing erosion of the skilled labour force and for stabilising markets by
taking wages and other employment conditions out of competition.

Effective representation and the related acceptance by unions and their mem-
bers of responsibility for change played a central part in the evolution of the
Swedish model and the cooperative environment it engendered. An ecarly settle-
ment between capital and labour at the national level established the rights of
managers to manage, the rights of unions to organise and represent their mem-
bers, and the rights of employees to share in the benefits of technical change.
Swedish trade unions combined strong representation, a commitment to techni-
cal progress and wage solidarity by which wages were fixed by national bargaining
so that poor performance by firms could not be compensated for by low pay. The
political wing of the Swedish labour movement responded to the high levels of
unemployment in the late 1920s by accepting the state’s responsibility for jobless-
ness and from this commitment developed the welfare state. The Swedish gov-
ernment also came to accept responsibility for the high rate of job displacement
resulting from rapid technical change and developed active labour market policies
combining high quality training, job creation and measures to encourage labour
mobility.

In the 1960s, the disruptive effects of rapid economic progress and the grow-
ing shop floor opposition to Taylorist work organisation led to the enactment of
a series of measures designed to limit managerial prerogative. These included the



Structuring role of economic and social theories 33

outlawing of unfair dismissal, the protection of the physical and psychological
health of employees and the establishment of rights to paid leave for education.
New legislation also introduced codetermination which gave unions the right to
negotiate local agreements for the joint control of hiring and firing, work assign-
ment and disciplinary matters. Involvement by unions and their members in the
introduction of innovations in technology, improvements in work organisation
and the work environment contributed significantly to the development of socio-
technical systems in which job satisfaction, responsibility and learning were an
integral part of the social relations of production. The beneficial effect of these
developments was reflected in growing employer support for them as well as
recognition of their positive impact on competitiveness (Persson, 1997).

What the Swedish example demonstrates is that there are points beyond which
firm and industry level measures cannot go. Moreover, institutions and organisa-
tions themselves may be victims of technical and other forms of economic
change. In such cases, what are required are procedural, behavioural and per-
formance standards designed to encourage the development of new industries,
new forms of work organisation, training and retraining, industrial and occupa-
tional flexibility. But these broader objectives must be cast within the context of
policies designed to secure fullemployment and environmental protection, and
trade and capital movement regulation aimed at preventing unfair competition,
disruptive price fluctuations and global uncertainty. Increasingly, these questions
need to be addressed at the international level where as yet the democratic interests
of the vast majority of populations are not sufficiently well represented.

Summary and conclusions

The conventional wisdom in economics and other social sciences, the accepted
body of knowledge of how economies work, is a powerful force structuring pro-
ductive systems and how they operate. The conventional wisdom is legitimated by
the claims made by its proponents to have discovered scientific laws regulating
economic and social activities. These claims rest on the objectivity of the under-
lying research which is compromised by the power context within which the
knowledge is accumulated and the ideas refined and implemented.

Two main streams in the development of conventional economic wisdom have
been identified: theories of exchange and theories of the management of pro-
duction. Liberal economics, which evolved with capitalism, rests on the belief in
egocentric economic man. Exchange provides the opportunity for self-secking indi-
viduals to develop their capabilities; and competition in free markets both pre-
vents the exploitation of power over resources and optimises economic well-being.
With the increasing concentration of economic power, the liberal story has been
modified, deployment of that power being justified by the theoretical argument
that the markets work to select and foster those forms of power which benefit eco-
nomic performance. However, any suggestion that such benefits can arise from
collective action is denied on the grounds that they restrain the market forces
which generate efficient economic outcomes. Liberal economics therefore serves
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to legitimise the power of large corporations whilst illegitimatising the power that
workers and small organisations can mobilise by working together. The incorpo-
ration of the logic of the market into law and policy in the Anglo/American sys-
tem means that there are few intermediating institutions and organisations
between large corporations and individuals.

Within liberal economics the immutable laws of the market are assumed to
operate in the spheres of both exchange and production. However, from the late
nineteenth century onwards the practical need to improve production efficiency
led to the development of theories of the management of production which ran
counter to liberal economics. The first stage was the elaboration of scientific man-
agement. This persevered with the notion of economic man but claimed to have dis-
covered scientific laws of production, which if properly implemented would
provide management with the tools to efficiently organise work, provide incen-
tives for full cooperation and serve as an impartial arbitrator for resolving the con-
flicting interests of managers and workers. The subsequent incorporation of
socio-psychological knowledge into management of production theories by the
human relations school challenged the idea of economic man and replaced it with
the idea of social and sentimental man. Initially, human relations theory was con-
cerned with identifying the physiological and social needs of workers and using
this knowledge to improve the performance of Taylorist forms of work organisa-
tion. Further development led to the proposition that the greater involvement of
workers in the planning and execution of work as part of a group activity
improved their socio-psychological well-being and released their creativity.

Thus, in the development of the theory and practice of work organisation
there has been a progressive shift away from the notion of the ‘invisible hand of
the market’, through the idea of the ‘visible hand of management’ guided by
engineering science, to view that hand of management as requiring more covert
guiding by psychology and sociology. In this transformation, management’s role
has been redefined from that of authoritarian, however benevolent, initiator,
organiser and director of work to that of a democratic ‘facilitator’ of a participa-
tory, cooperative and self-regulating system. In this process, workers have been
reconceptualised from factors of production, compelled when necessary into compli-
ance with contractual promise, though passive participants in centrally planned
and regulated work systems, to full partners in cooperative production. This evo-
lution in the roles of management and workers has been accompanied by a rede-
finition of the workplace from being ‘pluralistic’, where interests of the two sides
are separate and potentially conflictual, to being ‘unitary’, where their interests
are in common. In general, while developments in liberal economics have justi-
fied the increasing centralisation of power, developments in theories of produc-
tion have required an increasing decentralisation of responsibility for production.

These separate developments of the logic of the market and the logic of the
management of production have had quite contrary effects. The distributional
interests of business prioritise the logic of the market whilst competitiveness in
product markets prioritises the logic of production management. Moreover, at the
policy level, especially in the Anglo/American system, the distributional interests
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of business predominate so that the logic of the market dictates labour market,
industrial, competition and corporate governance policy. The prioritising of the
logic of the market in this way means asymmetry in commitment, for whereas the
pre-eminence of the market means that employers can only make conditional
commitments to their workers, the efficient management of production requires
workers to make unconditional commitment to their employers. The uncondi-
tional demands made by management require workers to be totally committed to
organisational objectives and to collectivise their effort, while the conditional
promises made by managers mean that workers are readily disposable and that
risk 1s individualised. In Wood’s words (see above), there is no evidence that work-
ers have failed ‘to develop themselves in order to accept fresh responsibilities.’
Rather, the evidence is that neither employers nor governments have ‘taken the
responsibility for providing the context in which this can happen’.

Meanwhile, sandwiched between the needs of the market and the needs of
production, the new forms of work organisation have thus become new forms of
exploitation, made more sophisticated by worker involvement in the process. But
as with more traditional forms of exploitation, the new forms are counter-
productive. Increased work intensification and employment uncertainty have
served to lower trust, reduce morale and motivation, and turn stress into a major
industrial disease. Not surprisingly, the greater involvement of workers has not
diminished their sense of need for trade union protection, or the importance of
representation, independent of management, in their working lives (Burchell
et al., 2001).

The central problem is the clash between the conditions for promoting coop-
cration and the way markets operate. This is not to suggest that cooperation in
production and markets are necessarily incompatible. The problem is that mar-
kets, as with other institutions in productive systems, serve two separate and con-
flicting purposes. First, they serve creativity by providing the opportunity for
developing competitive strategies based on improved products, processes and
organisational forms so that superior forms of work organisation can better meet
consumer needs. In this way, markets provide the means by which the mutual
interests of consumers, owners, managers and workers can be realised. But, sec-
ond, markets also provide the opportunity for the exercise of relative power and
the securing of advantage in distribution. In this, the interests of consumers, cap-
italists and workers are sharply divided and unrestrained rivalry is potentially
destructive of the cooperation in production upon which creativity depends.

Expressed in the terms of the productive systems analysis, the mutuality of
interest inherent in production has found its expression in theories of production
management whereas theories of markets encapsulate the conflict inherent in dis-
tribution. However, the relationships of power within which the theories have
been formulated have led to a denial of any significant misuse of capitalist power
in markets or production, and consequently any need for countervailing forces.
Thus, rights of corporations to pursue their interests in markets and managerial
prerogative in the management of production are couched in terms of their
service to the public interest. Any hindrance to market forces or the exercise of
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managerial prerogative is then deemed inherently anti-social, effectively ruling
out the possible development of institutions and organisations by which the con-
tradictions between mutual and separate interests can be resolved.

In European, Japanese and other productive systems, where the management
of production has played a more central role in policy making, the polarisation
between corporate interests and those of workers and small organisations is much
less than in the Anglo/American system. Rather, institutions and organisations
have emerged to mediate these interests and to protect the weaker stakeholders.
In this way, mstitutional power (Bachmann, 1999) has been deployed to curb indi-
vidual power and this has given greater scope for the realisation of mutual inter-
ests and for the development of high-road production and marketing strategies.
A major threat to this enlightenment is the neo-liberal revival following the infla-
tionary crisis of the 1970s. This has revitalised the logic of the market and
strengthened the powers it serves. In the Anglo/American system, this has increas-
ingly polarised income and wealth and added to the difficulties of reforming pro-
duction. In turn, the pressure for international standards of trade and finance has
become increasingly globalised. This has extended the influence of liberal eco-
nomics, and the threat it poses to the institutional and organisational framework
supportive of the realisation of mutual interest in production. As a consequence,
despite the superior competitive performance of the countries which took the lead
in demonstrating the competitive advantages of cooperative forms of production,
they are currently being pressed to deregulate their labour and product markets
and scale down welfare provision. This no doubt resonates with the economically
powerful in those systems with most to gain from deregulation, and those serving
their interests, so that support for neo-liberal solutions is gaining ground. How far
the countries which showed the benefits of decency and trust follow the United
States and United Kingdom’s route will determine whether or not the world
progresses further into a new dark age — of extending and deepening inequal-
ity, poverty, exploitation and production inefficiency. But that is another and
unfolding story.

Notes

—_—

This 1s worked out in detail in Wilkinson (1998).

O’Sullivan (1998) and Lazonick (1991).

3 Which he considered to be the fourth factor of production together with land, labour
and capital.

4 A term Marshall preferred to ‘competition’ because of the need for a term ‘that does

not imply any moral quality, whether good or evil, but which indicates the undisputed

fact that modern business and industry are characterised by more self-reliant habits,

more forethought, more deliberate and free choice’ (Marshall, 1947: 9-10).

Marx (1976), ch. 25 and, especially, pp. 762-72.

6 Under the Master and Servant Acts the Justices of the Peace were empowered to pun-

ish workers for any ‘misdemeanour, miscarriage, or ill-behaviour’ and quitting employ-

ment before the end of the agreed time by abating wages, discharging them from their

contracts or by imprisonment. The magistrates sat daily so that the Master and Servant

Acts could be speedily enforced. Prosecutions never fell below 7,000 a year between
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1854 and the repeal of the Acts in 1875 and peaked at over 17,000 in 1872 (Deakin,
ch. 5)

"When choosing as the minimum standard of living for his study of poverty in York
a physiological minimum based on labour efficiency, Rowntree linked his anti-poverty
campaign to industrial performance’ (Biggs, 1964).

Blyton and Turnbull (1994), Towers (1996) and Appelbaum and Batt (1994) provide
surveys of the HRM literature and debates about its deployment. Cully et al. (1999)
reports on the use of HRM practices in Britain as does Wood and Menezes (1998).
Wood (2000: 130).

Foreword to the White Paper, Fairness at Work Cm 3968 (1998), at p. 3.

Tor a review of the evidence of the effect of clustering HRM strategies on company
performance see Slinger (2000) and Ichniowski et al. (1997).

Applebaum and Batt (1994) in their extremely valuable study identified four main sys-
tems of cooperative production: Japanese lean production; Italian flexible specialisa-
tion; German diversified quality production; and Swedish sociotechnical systems. The
Japanese and Swedish systems are more firmly rooted in Taylorist mass production
than the German or, particularly, the Italian. But what the four systems have in com-
mon is the importance given to high levels of worker training and the success they have
achieved in closely involving workers at all levels in the organisation and management
of production, in product and process innovation and in the development of organisa-
tions and institutions designed to facilitate cooperative working relationships.
Inter-firm relations in Britain have been typified as ‘adversarial dealings between short-
horizon contractors, each party seeking out its immediate advantage’, reflecting the
market individualism that has traditionally driven the English law of contract
(Brownsword, 1997: 255).

For discussion of this see Konzelmann Smith (1996).

For the development of these ideas see International Contributions to Political Economy,
Volume 7 and Wilkinson (1998).
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3 Productive systems, markets
and competition as ‘Instituted
Economic Process’

Mark Harvey

Introduction

The central proposition of this paper is that economic, social and political
forces combine in determining how economies develop and that the result is
a dynamic non-equilibrium process which can only be revealed by empirical
observation ... There are and can be no universal, pre-determined, “true”
systems to which underlying economic forces are tending.

(‘Productive systems’, Wilkinson, 1983: 417)

This synopsis of a “productive systems’ approach contains two key elements which
mutually sustain even if they do not imply one another, one epistemological, and
the other theoretical. On the one hand, theoretical knowledge of ‘how economies
actually work’ can only be built on the basis of empirical, historical and compar-
ative research which generates new, often messy and discomforting ‘facts’. This
view places limitations on the role of a priori reasoning in theory building by
insisting on maintaining its connection with the grubby practices of generating
empirical data' (Harvey, 1999). On the other, Wilkinson is arguing for a substan-
tive theory of how economies develop without universal causes or explanations, a
theory of historically specific dynamisms located within given productive systems.
He is arguing not only that there are no, but that there can be no, universal states
towards which economies are driven by postulated universal forces.

This chapter explores that idea, theoretically and empirically, with respect to
competition. It focuses on competition because, as a ‘market force’, it is often
accorded a role of ‘universal equaliser’, one of the forces necessary to bring about
homogeneity across an economy or economies, and, in the current context,
a driver of globalisation. The argument is made, in Wilkinsonian spirit, that com-
petition too forms part of historically specific productive systems, that as a process
it changes historically, and that it 1s hence a different process in different circum-
stances. As such, both historically and comparatively, forms of competitive
process within productive systems underlie the generation of variety of capi-
talisms, rather than being their exogenous ‘equaliser’.

To achieve this goal, an ‘Instituted Economic Process’ approach is brought
together with a productive systems analysis. Originally promulgated by Polanyi,
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‘Instituted Economic Process’ (Polanyi, 1957) is a framework in which specifically
economic processes can be seen as instituted, in different modes and in different his-
torical configurations, along with other social, legal and political institutions. In
this way, it is hoped that a productive systems approach will be both developed
and enhanced. In arguing that economies always develop in combination with
legal, political and social institutions and norms, there is always a residual possi-
ble interpretation that the latter mitigate, modify or regulate otherwise ahistori-
cal, dis-embedded, economic forces. Understanding economic forces as equally
instituted as other societal institutions, poses problems for understanding their
interaction and articulation. But it is no longer a question of counterposing non-
instituted universal economic forces against particular and historically specific
social institutions. And to develop this point, some ground-clearing will be neces-
sary to disentangle this Polanyian idea from the much more widespread ideas of
‘embeddedness’, on the one hand, or his historical see-saw dynamic of societal
regulation pitted against economic self-regulation found in The Great Transformation
(Polanyi, 1944), on the other (Hollingsworth and Boyer, 1997).

The concept of a ‘productive system™ is itself very much a concept of an
economic system, and its focus is economic in terms of labour and capital, prices,
wages, supply, demand, markets and technology, ‘where the forces of production
combine in the process of production’ (Wilkinson, 1983: 417). It is clear that a
productive system has at its core the process of production, which engages labour
together with means of production and technologies (soft and hard). But, with
firms or individual capitals as key units in capitalist economies, this process of pro-
duction opens up to the labour market on one side and product markets on the
other. A productive system is a historical arrangement which includes production,
firm organisation and markets. If much attention has rightly been paid to labour
markets (Wilkinson, 1981; Craig et al., 1985) stressing the social and institutional
constraints that affect both supply and demand for labour, it is clear that both
sectoral business organisation and product markets interact strongly with labour
markets, taking the productive system as a whole (Craig e al., 1982).

Thus, as an empirical and historical object, a productive system as a whole is
a challengingly complex and interconnected set of relations to investigate. For
Wilkinson, markets, whether labour or product, are highly political in the sense
that they inherently involve power relations, whether between capital and labour,
or between firms with varying degrees of control over prices for production inputs
or outputs, depending on levels of concentration, possession of bottleneck tech-
nologies, strategic location or other factors from which firms derive such control.
In this analysis, competition figures as the exercise of economic power between eco-
nomic rivals. Were such power to be exercised without the restraint of norms of
trust and cooperation, as naked economic power, the consequences are generally
seen by him as leading to decreased economic efficiency. In combination with
cooperation, and in the right balance, competition can stimulate innovation and
flexibility (Wilkinson and You, 1992; Deakin and Wilkinson, 1995).* But, whether
in product or labour markets, excessive competition is seen as ‘essentially degener-
ative’, leading to price cutting which may first be expressed in terms of debasement
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of product quality or the quality and skills of labour, but ultimately destroys the
productive capacity of a system which rests upon a level of cooperation, trust,
standard setting and information sharing. Thus competition is by no means a uni-
versally progressive dynamic force, but critically depends on a countervailing
presence of socio-political, and legal frameworks and norms within which it
occurs that permit or sustain basic and essential levels of cooperation and trust.
Without such frameworks, competition as an economic force always risks running
out of control, destroying productive systems.

Finally, perhaps the least developed aspect of the productive systems approach
has been in relation to changes in productive systems. Clearly envisaged
(Wilkinson, 1983: 421-5) as a historical transformation of the whole set of inter-
connected relations that make up a productive system, new patterns of demand,
alterations in power relations between labour and capital or between firms,
changing external economic conditions, and state interventions, are all seen as
contributors to such major shifts. Moreover, competitive advantage remains a test
of productive systems, in their capacity to sustain productivity growth and create
new markets, combined with adaptive socio-political institutions and norms.

Having schematically outlined the “productive system’ as an object of analysis,
the following section will undertake a brief ground-clearing necessary to intro-
duce an ‘Instituted Economic Process’ approach. The third section then sets out
the analytical framework for theorising competition as instituted economic
process.” This is followed by a synthetic empirical analysis of historical changes in
competition processes within productive systems, taking the UK food and food-
retailing system as an example. It addresses the issue of change from one pro-
ductive system to another, and the consequently changing forms of competition.
The chapter concludes by arguing that changes in productive systems, within
which competition processes are now fully incorporated, are better explained
by contradictions within and between them, than by some external, universal
market force.

Towards an ‘Instituted Economic Process’ approach

The concept of economic processes as instituted was first explicitly formulated by
Karl Polanyi, and in order to weigh its full significance, it is first necessary to dis-
entangle it from the concept of embeddedness for which Polanyi is much better
known, as well as from its pair ‘dis-embeddedness’ which equally has found less
favour. It should be emphasised that this is an attempt to develop the notion of
IEP from the rather confused and tangled usage within Polanyi’s own work, on
the one hand, and on the other, to suggest that Polanyi had in embryo a much
more radical agenda than the notion of embeddedness, as elaborated notably by
Granovetter (1985, 1992) and Granovetter and McGuire (1998). The concept of
‘embeddedness’ carries with it the idea that economic relations are moulded and
shaped by the social relations and contexts within which they occur (Polanyi,
1944: 46, 49; 1957: 250).% Thus, in the terms of the above discussion on legal and
contractual institutions, the concept might be used to say that transactions are
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‘embedded’ in such a societal framework. Granovetter’s work, however, appropri-
ated the concept for purposes of developing a more actor-oriented approach,
with embeddedness referring to ‘dense and stable networks of relations, shared
understandings, and political coalitions’ (Granovetter, 1985: 501). And he argued
that trust and cooperative relations developed through ‘concrete personal rela-
tions and the obligations inherent in them...quite apart from institutional
arrangements’ (Granovetter, 1985: 501; 1992: 495).

This notion of ‘embeddedness’ ultimately entails a double reduction of eco-
nomic processes, structures and institutions into the ‘congealed social networks’
from which they ultimately derive, double in the sense of dissolving macro-
structural change into micro-interpersonal interaction and economic into social
processes (Granovetter, 1992). The account of the emergence of the American
clectrical utilities industry becomes a conspiracy between a handful of intercon-
nected individuals (Granovetter and McGuire, 1998), a view that might be a con-
soling myth to contemporary inhabitants of California, but has little to do with
structures of capital and resource flows necessary to account for bankruptcies and
brown-outs.

In tracing this particular appropriation of the concept of embeddedness, its
latent potential for sociologising the economy out of existence, and of dissolving
institutions of price, capital, competition, industrial division of labour, supply,
demand, market etc. into emergent networks of interpersonal relations becomes
manifest. This seems quite remote from Polanyi’s original intention and usage.
Indeed, when analysing the development of the ‘self-regulating market’ in The
Great Transformation Polanyi suggested very forcefully that the development of an
cconomy during the industrial revolution involved all factors becoming com-
modities (including notably land, labour and money). Industrial capitalism was
a key historical moment when economic institutions became more sharply differ-
entiated from non-economic institutions:

For once the economic system is organised in separate institutions, based on
specific motives and conferring special status, society must be shaped in such
a manner as to allow that system to function according to its own laws... A
market economy can function only in a market society.

(Polanyi, 1944: 57)

The commodification of labour, in particular its separation from preceding
modes of subsistence living, and the development of urbanisation, meant that
many more social interactions were mediated by money exchanges and price, and
as such became instituted in specifically economic institutions. Thus, the institution
of the economic in a society was central to Polany1’s later analysis (Polanyi, 1957:
250), and he argues that economic processes then establish their own patterns
of regularity, and reproduce themselves through flows of money, capital, produc-
tion and markets. Moreover, adopting a formula similar to a notion of habitus,
Polanyi argues also that ‘no individual economic motives need come into play’
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(Polanyi, 1944: 49), because social organisation ‘runs in its ruts’, and the motive
for gain, or ‘rational economic calculation’ also become instituted as distinctively
economic norms of behaviour (Polanyi, 1944: 41-2). Whether manifest in general
characteristics of individual reasoning, calculation or motivation or in major insti-
tutions such as markets, currencies or forms of stock-holding, the economic
becomes differentiated from the non-economic as an on-going process of institu-
tion. How the economic is separately instituted — for example in relation to the
household — may vary significantly from one epoch of capitalism to another, or
from one productive system to another. But #at the economic is instituted and
acquires specific economic dynamisms is central to a concept of ‘Instituted
Economic Process’. This can be represented diagrammatically.
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The central consequences that can be drawn out of this approach are three-
fold. First, given that economic process 1 an instituted process — open to de- and
re-institution — it is socially, comparatively and historically variable. That applies
to capital, labour, price mechanisms, markets — as well as to economic motives,
rationales and strategies. It fundamentally underpins a notion of varieties of cap-
italism. Second, rather than talking of Instituted Economic Processes and their
context as socially ‘embedding’, the specificity of economic instituted processes
can be seen to find their ‘place’ in different articulations with legal, political and
civic institutions. So there is no question of the economic being dissolved in the
social, or vice versa, as with an oversociologised view of embeddedness. Rather
there is mutual conditioning between, for example, competition law and indus-
trial organisation (Best, 1990). Third, and likewise, an IEP approach opens up the
possibility of running through from micro- to macro-, from the motive for gain to
the Gold Standard, and the articulation between different scales of instituted
process. Thus, for Polanyi, both the motive for gain and the Gold Standard are
prime examples of ‘Instituted Economic Process’, the former very likely being
articulated with all kinds of networks of interdependencies at the micro-social
level; the latter being a transnational, trans-societal instituted economic process,
relatively dis-embedded from such micro-social networks.
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Competition as ‘Instituted Economic Process’

Developing an IEP approach in relation to competition will involve looking at
a number of different dimensions, under the basic assumption that competition,
far from being a universal or natural law of the market, is instituted differently in
different historical and comparative circumstances. The focus becomes to study
competition in its varied modes of institution, and, being multi-dimensional,
needs to be analysed as a complex phenomenon. Five interrelated aspects of the
institutionalisation of competitive processes can be distinguished:

1 The co-institution of markets and competition

2 The mstitution of classes of economic agent and of competition within but
not between such classes

3 The institution of units of competition (e.g. firms, supply chains, clusters and
atomistic individuals)

4 The mstitution of multiple scales of competition (local, regional, global ...)

5 The institution of formal and non-formal norms of competition and their
interaction

Here particular attention will be paid to the first three of these aspects.’

Markets and forms of competition are mutually instituted

The starting point for an understanding of competition as an ‘Instituted
Economic process’ is that it 1s manifest in market exchanges, as indeed Weber sug-
gested when schematically characterising a market as comprising social groups of
actors, buyers and sellers, between each of which there was competition for
opportunities for exchange (Weber [1922], 1968: 635). Beyond arguing that such
competition reflected a power struggle based on the relative powers of the actors
engaged in exchange, in a ‘peaceful conflict’ within the ‘order governing the mar-
ket” (Weber [1922], 1968: 38), however, Weber suggests little about how the form
that conflict took and the nature of the order of the market might co-vary.

The social organisation of the parties to the exchange, the mode of exchange
(e.g. transparency, repeatability integration®), the constitution of the ‘objects’ of
exchange (e.g. extent of standardisation, regulation and control of quality), the
pricing mechanisms (e.g. centralised auction, bartering, price-taking or price-
setting) are each open to variation as a consequence of which whom competition
is between, what competition is about, and how competition is pursued will
also vary.’

Thus, we can take New Covent Garden'? as a market which conforms to
a stereotypic view of markets as a single place where buyers and sellers are gathered
together to exchange physical products, as an illustrative example. Throughout
many centuries of existence this market underwent many radical and structural
changes across all these dimensions of market and competition institution. To
become a wholesale market, its current institutional form, wholesale traders as an
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economic class of agents, had to be distinguished both from direct producer-
traders, and from retailer-traders. Only during the nineteenth century did whole-
saling, as a distinct economic function, begin to emerge. At its apogee this
wholesale market became the dominant price-setting market for the United
Kingdom, as the market through which a high percentage of national fruit and
vegetable produce was channelled. But it only became such through its strategic
metropolitan location at the centre of the rail and road network of distribution.
The prices set at New Covent Garden essentially determined the broad parame-
ters of prices arrived at in other primary and secondary wholesale markets across
the country.!! It created the scale of competition by constituting a central point
of concentration between highly diffuse, dispersed and often small scale, produc-
ers on one side, and 150,000 independently purchasing retail outlets on the other
(Runciman Committee, 1957).

Within the market, a characteristic form of trading and spot market pricing
developed, with traders obtaining income by charging standard commission rates
on traded prices and volumes. Traders acted very much as growers’ agents on
a regularised ‘personal’ trust basis,'” and the market was operated as a daily clear-
ing market, with no floor in quality standards. A ‘buyers’ walk’ displayed unpriced
produce, and deals were individually cut between retailers or their agents and
wholesale traders. Prices were published at the end of each trading day. Thus
a particular institutional form of trading, and a particular form of competitive
price adjustment in a clearing spot market, became the dominant institutional
form across the country.

But, this form of competition has had its historical day. Supermarkets now no
longer source this type of produce from wholesale markets. Competition has both
moved elsewhere, and changed form. It is in this sense that market exchanges,
market scale and competitive processes are co-instituted. In terms of a ‘produc-
tive systems’ analysis, this particular type of market presupposed an organisation
of production, distribution and retail, as well as distinctive forms of product qual-
ity, to meet the developing demand in concentrated urban centres.

In a more general but similar way, it can be seen that the formation of the
broad categories of labour, product and capital markets, each with their own dis-

13 is itself the outcome of instituted economic

tinctive competitive processes
process. The institutions of a stock market, for example, involve quite distinct,
and historically changing, processes of competition, as can be seen from various
developments and possibilities of European or cross-Atlantic merger, alongside
distinctive rules for trading, and formal regulation.

In their critique of labour market segmentation theory, the Cambridge Labour
Studies Group compared six industries that had been covered by Wage Council
agreements for minimum wages, and argued that there was a strong interaction
between competition within particular product markets and competition within
their respective labour markets (Craig et al., 1982, 1985). The organisation and

14

concentration of employers™™ on one side of the exchange, and of trades unions

on the other, were strongly affected by the product markets and the extent to
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which these were dominated by price-cutting forms of competition, or whether
competition was occurring in expanding or contracting markets.

In my own work, comparing different European labour markets, it is clear that
different quality and pricing institutions for labour, and different frameworks for
regulating long-term, short-term, temporary and part-time contracts fundamen-
tally condition the forms of competition within labour markets (Harvey, 2000;
Harvey et al, 2002). A conclusion from this work is that the commodity
purchased in the exchange between capital and labour is instituted differently in
differing countries: there is not common or comparable commodity, labour, pur-
chasable across all European labour markets. Moreover, such differences have led
to major political debates about the competitiveness of ‘high social cost” and Tow
social cost” labour. However, given the radical incommensurability between what
is being purchased in two disparate labour markets; given the ‘indirect’ competi-
tion via product markets; and given exchange rate fluctuations, it is clear that
there is an absence of ‘normalised’ competition at this level. There are no over-
arching, instituted, measures in the absence of a common currency. So, from
an IEP perspective, the indirect competition between diverse labour markets via
product markets, and institutional forms of fluctuating exchange rates and mon-
ctary institutions, exemplify the institutedness of competition. We shall return to
this point in considering different instituted scales of competition.

Asymmetric power and mutual dependency

Competition generally takes place within the same class of economic agent, but
not between classes of economic agent, and the formation of such classes is itself
a result of instituted economic process. Thus, to continue with labour markets,
the focus of competition is amongst employers (capital) and amongst employees
(labour), facing each other across an exchange relationship, as a consequence of
the formation of two distinct classes of economic agent performing distinct eco-
nomic functions."” But competition does not occur between labour and capital.'®
The exchange relation is characterised by mutual dependency (owners of capital
need labour, people are, in varying ways, obliged to sell their labour), and asym-
metric power relations. The kind of power wielded by capital (degree of concen-
tration, domination in the market etc.) is different from the kind of power wielded
by labour (from individual sale through to various forms of countervailing associ-
ation). In this exchange relation, the nature of competition as affected by con-
centration or organisation of capital on one side of this power equation affects the
opportunities of exchange, just as the nature of competition on the other side of
the equation can be affected by forms of association and by labour market insti-
tutions such as the minimum wage or employment contract.

But the more general proposition that competition applies within and not
between classes of economic agent is also applicable to exchange relations
between retailers and consumers, retailers and manufacturers, manufacturers
and primary producers and so on. Each of these pairs can be seen as classes of
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economic agent, historically instituted, and performing distinct economic functions.
New classes, still in the process of institutionalisation (as is the case with the emer-
gence of e-commerce), can fundamentally restructure the configuration of pre-
existing exchange relations, thereby instituting new forms of competition. We
shall see later how the emergence of powerful supermarkets has affected the
structure of exchange relations, and hence forms of competition.

Thus, as with capital and labour, retailers as one class of economic agent can
be seen to compete with retailers, but not with farmers or manufacturers or con-
sumers, as other classes of economic agent. Vertical exchange relations along
a value chain are significantly affected by the shifts in asymmetric power relations,
as we shall see. But these power relations must be distinguished from competitive
relations. Consequently, in so far as retailers and manufacturers, for example, are
mutually dependent and in asymmetric power relations, it is important to con-
sider that if competition does not occur across classes of economic agent nor does cooperation in
the sense of unconstrained mutual cooperation between similar equals. It 1s necessary to dis-
tinguish between cooperation between members of the same class of economic
agent (trade associations, employers federations, trades unions etc.) and forms of
concertation that occur across exchange relations characterised by mutual
dependence and power asymmetry, a form of economic constraint (retailers have
to acquire goods from manufacturers, manufacturers have to find a way to
market). For cooperation between economic agents of the same class, Richardsonian
notions of complementarity of dissimilar capabilities (Richardson, 1972) may be
appropriate, and Marshallian districts can be taken as empirical examples (Del
Ottati, 1994; Best, 1990).!7

It should be stressed that there are two aspects to power asymmetry: relative
balance or position as a consequence of size and levels of concentration within
one of two economic classes party to the exchanges, and the nature of the power
wiclded. We have already seen how the nature of power exerted by employers’
associations differs from that wielded by trades unions, and how that affects both
the power asymmetry, and the nature of competition within both product and
labour markets. Equally, the type of power exercised by retailers is very different
from that wiclded by manufacturers. As a result of concentration and organisa-
tion of distribution and retail outlets, retailers may control and shape access to
market. But this is a very different type of power or capacity to that involved in
the productive capacity of manufacturers. In terms of instituted economic
process, therefore, one could contrast the power of food retailers in the United
Kingdom in relation to food manufacturers with the power of motor manufac-
turers and franchised retail outlets. These two instituted exchange relations affect
fundamentally the nature of the competition, the pricing mechanisms, and also
the power of consumers in relation to either of those two arrangements.

The development and differentiation of classes of economic agent can there-
fore be seen as underlying constitutive aspects of ‘productive systems’. By focus-
ing on the different forms of organisation of vertical value chains, and on the
institution of new classes of economic agent and hence the changing make-up
of value chains, the productive system, as the ensemble of combined inputs and
outputs, becomes a central unit of analysis. Organisation within classes of
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cconomic agent, forms of competition and cooperation, dynamically affects the
power asymmetries and dependency between them in a value chain.

Units of competition and the ‘channelling’ of competition

If competition is variously instituted by the formation of markets and by the con-
figuration of different classes of economic agent, then a further dimension of the
shaping of competition arises from the institution of different units of competi-
tion, from individuals, to firms, supply chains or clusters of firms. The formation
of different units of competition should be distinguished from formation of dif-
ferent scales of competition, the former concerning primarily the competitive
entities within markets, the latter the scale of the markets themselves, local, regional,
national or global.'® The assumption of much competition regulation is that the
firm is the only unit of competition, and the objective of such regulation is to
institute norms of competition for firm behaviour, in specified markets. Indeed,
in many instituted markets, firms can be the central and dominant units of com-
petition, and there are degrees of ‘atomism’ in this respect, depending on the
levels of repeat trading or formal and informal partenerial relations between
firms within different economic classes (Fulconis, 1999).

But, in many contemporary product markets, the competing units are inte-
grated supply chains, networks or clusters, which can be orchestrated by the dom-
inant power within it. The locus of power within the supply chain, and the degree
of integration of the supply chain fundamentally affects where the competition is
channelled, and, as we shall argue below, what form the competition takes in
terms of cost reduction, product differentiation, innovation capability, logistical
efficiency or whatever. In their study of the bakery industry, the Labour Study
Group argued that price-cutting and discounting in the end market by the three
dominant plant bakers was facilitated by their vertical holdings in flour milling,
from which they could derive profits not available to traditional small bakers
(Craig et al., 1982). More recently, Nike has been seen as exemplifying a ‘buyer-
driven’ supply chain, where the design and marketing node of supply chain, and
its associated brand marque is the dominant power. This in turn affects the nature
of the competition and its locus and focus in relation to other competitors, such
as Raebok and Adidas (Gereffi and Korzenewiecz, 1994). But power can equally
be situated upstream, as in the case of Monsanto and biotechnology of seed man-
ufacturing, ‘mid-stream’ as in the case of motor-manufacturers, or downstream,
as in the case of UK food supermarkets or many clothing retailers. Thus, inas-
much as supply chains, or other less linear interfirm entities, produce outputs onto
given product markets, they can become in Polanyian terms relatively normal and
stabilised forms of industrial organisation, reflecting also a normalisation over
periods of time of power asymmetries between them in the markets in which they
operate. There is a consequent channelling of competition and also focus of com-
petition on different product aspects (novelty, style, marque, quality, freshness,
convenience, price, reliability etc.). Equally, such interfirm organisations create
a halo of competition, again at certain loci of the supply chain, between insiders
and outsiders.
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Scales of competition

From an IEP perspective different scales of markets can be seen to be the results
of historical processes of institutions'” rather than any pre-given frameworks, and
as a consequence are intimately connected with the development of sizes of firms,
lengths of supply chains, as well as with national and supranational organisations
such as NAFTA or the European Union. Morecover, different scales overlay each
other, rather than necessarily replacing each other, so that competition, as it were,
plays in different registers at the same time. The example given above of whole-
sale fruit and vegetable markets in the United Kingdom could equally be read as
an instance of scale formation, and of how the national scale came to dominate
price setting within that market. The formation of supranational scales, such as
NAFTA or the European Union involve distinctive competitive regulatory frame-
works which can accentuate market integration over other competitive criteria
such as market share, interfirm vertical constraint or cartelisation (Deakin e/ al.,
1997; Anderman, 1997). So the institution of different overlaying scales of mar-
kets 1s a historical process which generates new forms of competition at different
registers. To make the musical metaphor, there is no presumption of harmony
between scales, and the emergence of new scales can be discordant in relation to
‘normal’ forms of competition at other scales.

Non-formal norms and formal institutions of competition

The arguments by Best (1990) and Deakin et al. (1997) that formal normative insti-
tutions regulating competition evolve in relation to organisations of units of com-
petition as they in turn evolve,”’ suggest a complex interaction between formal
frameworks and informal norms of competitive process. Regulation can thus stim-
ulate vertical integration at the expense of interfirm cooperation, but in circum-
stances where stock-markets as a main feature of capital markets can also lead to
more predatory merger and acquisition processes than in economies where long
term banking finance plays a greater role. Particular firm-market structures can
become normalised over quite long periods, and thereby establish norms of com-
petition. Different and conflicting modes of competition can continue to exist side
by side: ‘New Competition’ is far from having driven out ‘Old Competition’. In
speaking of ‘norms’ of competition, therefore, and of the co-evolution of formal
regulatory and non-formal norms of competition, there is no presumption of a
functionalist process of mutual adaptation. Further, formal norms of competition,
which assume the individual firm and the atomistic individual consumers as units
of competition, can come into conflict with emergent and distinctive units of com-
petition which engage in distinctive forms of competition.”!

To conclude this section, it is clear that competition is complex, multi-
dimensional and variable, both historically and comparatively. Changes in the
nature of the competitive process in terms of how ‘atomistic’ or firm oriented it is
co-varies often with changes in the object or focus of competitive process. Under
specific, possibly unusual, empirical conditions, purely narrow price competition
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for homogenous products and high levels of transparency, under conditions of
relative equality, may occur. But to do so, infrastructural conditions, and particu-
lar market rules, need to be instituted. There is indirect competition between
labour markets and product markets, product markets and capital markets, and
the relationship between these different markets is open to variable historical
process of institution and reconfiguration. Different forms of competition oper-
ate at different scales of competition, so that competition is operating in several
registers simultancously. And finally, there is a complex interaction between for-
mal norms of competition enshrined in competition regulation and the non-
formal norms of competition occurring in relatively stable, often quite long-term,
market formations. To illustrate this multi-dimensionality, and the process of de-
institution and re-institution of different forms of competition and their relation
to productive systems this chapter will now turn to an empirical example of the
historical transformation of food retailing in the United Kingdom.
UK supermarkets and changing forms of competition®’
In this section the aim is to draw the contrast between two productive systems
involved in producing food. The argument will be broad-brush, and involve some
considerable stylisation of empirical material, and this picks out one particular
aspect of food production and marketing to illustrate the argument made in this
chapter. Three economic classes of agent will be considered primarily: food man-
ufacturers, retailers and consumers. The two productive systems can each be seen
as outcomes of radical transformations of each of these classes of economic
agent and of the relations between them. For shorthand purposes, the first pro-
ductive system will be called the Manufacturer Brand productive system, and the
second the Supermarket Brand productive system.

In terms of the IEP approach developed above, each of these productive sys-
tems can be seen as

e Instituting new market forms for consumer products and intermediate
markets

e Altering the asymmetric power relations, changing the structure of mutual
dependencies

e  Creating new units of competition and channelling competition
Instituting new scales of competition
Provoking a conflict between an ‘old-style’ regulatory regime relating to car-
lier forms of competition with the new norms of competition.

The significance of this change arises from the combination of all of these
processes, but, for analytical purposes, cach will be briefly separately discussed
below.

The Manufacturer Brand productive system

The emergence of the brand food manufacturer began from the 1870s, in the
United States with notable names like Heinz and Campbell (Alberts, 1973;
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Strasser, 1989; Tedlow, 1990; Collins, 1994) and the Cooperative Wholesale
Society in the United Kingdom (Jefferys, 1954). It signalled a revolution in pro-
duction, distribution and consumption. Standardised food products, of reliable
quality and durability, purchasable at any outlet, were a new phenomenon that
required a transformation of technologies of food preservation (such as sterilisa-
tion and canning) and continuous flow-line methods of production. Unsurprisingly
perhaps, this mass production of low cost consumables long preceded mass pro-
duction of cars, and many of the production and management techniques were
pioneered there. ‘Upstream’ many of these early mass producing food manufac-
turers developed their own dedicated supply chains for many of the inputs, ingre-
dients, seeds, packaging, bottling or canning. Critically, the manufacturer was the
terminal front-end of the supply chain, but the supply chain form existed along-
side vertical integration.

Branding and advertising complemented standardisation in production: as
a manufactured product, its ‘make’ became a key identifier of the quality and
nature of the product. This too was a revolutionary new development for mar-
keting at the time, with the first six-story neon sign appearing in New York in the
shape of a bottle of tomato ketchup in 1906. The manufacturer was the key agent
in selling the product to the public. The retailer was no longer assailed by a suc-
cession of salesmen, but responded to ‘demand’ from the ‘public’ created by
advertising and the existence of branded goods. In this sense, the retailer played
an exclusively intermediary role between manufacturer and consumer in relation
to manufactured foods, with often limited freedom to set prices. Manufacturers
could compete with manufacturers in the product market, but for manufactured
products, retailers could not compete with retailers.

Production on this scale presupposed a distribution infrastructure capable of
reaching all corners of national, and eventually global, markets. Many of the new
factory units were strategically placed at railheads and waterways. By the late
nineteenth century, both in the United States and the United Kingdom, the first
chains of multiple retail outlets had appeared. By the early years of the twentieth
century these achieved national scale through processes of expansion, merger and
acquisition. Each major retailer acquired many thousands of outlets.

The replacement of street markets or itinerant trading through shops, and then
through chains of retail outlets was intimately related both to the manufacturing
of new food products and to the new characteristics of demand for food.
Increasing urbanisation and total dependence on the wage for purchasing food
transformed food from being something consumed by all (to varying degrees) into
standardised commodities of mass consumption. Whether as cornflakes or cans
of soup, the first ‘convenience’ foods, pre-prepared, washed and cooked were pro-
duced for the new rhythms of urban living, designed for kitchens with gas or elec-
tricity. In terms of product market competition, there was hence a process both
of new market formation, which no doubt entailed a displacement and decline in
old product markets, as well as competition with rival manufacturers. This com-
petition was as much about the shape of the new product market, as about head-
to-head price competition in relation to any particular product.
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The Manufacturer Brand productive system was therefore the outcome of an
institution of new markets with distinctive patterns of product market competi-
tion, and new classes of economic agent with new relations between them. Forms
of competition emerged with forms of productive system, rather than acting
exogenously to drive change as an autonomous market force.

The Supermarket Brand productive system

In the United Kingdom in particular where the phenomenon is now most pro-
nounced, a new productive system based on supermarket branded manufactured
goods emerged from the carly 1980s to challenge and partially displace the
Manufacturer Branded productive system. It can be argued that, as with the system
it replaced, this change also entailed the emergence of new classes of economic
agent, a transformation of asymmetric power relations between them, new logis-
tical and distribution infrastructure, and new forms and characteristics of
demand.

In the United Kingdom, which had earlier established integrated national retail
chains, one key to the emergence of supermarket branded goods was the marked
increase in relative power of the supermarkets over all upstream suppliers, includ-
ing manufacturers. This increase was both a result of extensive consolidation with
the eventual domination of four major national players, and the centralisation of
their purchasing and logistical operations from the mid-1980s. Depending on the
measures one takes, these four accounted for upto 80 per cent of the grocery
product market.

A major consequence of this combination of concentration and centralisation
was a major shift in asymmetric power relations between these major UK retail-
ers and manufacturers. In the UK market, major global manufacturers, such as
Campbell’s, were obliged to produce soups under supermarket brands and to
supermarket recipes. Thus, there was a direct erosion of branded manufacturer
market share. The implication should be noted that Campbell’s brands and super-
market brands, both produced by Campbell’s, would thus appear to ‘compete’
with each other for both shelf space and consumer market. In addition, however,
there emerged a rapidly developing group of supermarket brand food manufac-
turers, from the beginning of the 1980s.

Whilst at first it could be argued that supermarket brand manufacturers were
merely imitating branded manufacturers, producing similar products without the
costs of development or marketing, and hence competing by price in a form of
‘degenerative competition’, very soon they developed quite new product markets
especially in the chill and ready made food lines. Within a decade, there emerged
major manufacturers (Northern Foods, Hazlewood Foods, Geest, Sun Valley and
Hillsdown), each with turnovers of over £1 billion, with a quite unique relation-
ship with retailers. In terms of power and mutual dependency, this relationship
cannot be described either in terms of vertical integration (quasi- or otherwise),
linear supply chains, or market coordination. The manufacturers are major play-
ers in their own right; each produce own-label products for all or most of the
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major retailers, and so cannot be seen as ‘virtually’ owned or controlled by any
one of them; and there are some product categories for which one manufacturer
has a total or near total monopoly of supply to all the major retailers, under each
of their brands (Hazlewood and lasagna, for example).

There is a set of relations between a small number of manufacturers and
a small number of retailers in which the former have production facilities (more
often whole factory units, less often production facilities within a factory unit)
exclusively dedicated to one of the major retailers, for the production of a par-
ticular product line. Three factory units of one manufacturer might produce
a specific pizza range (economy, standard quality and high quality) for each of
three major retailers, whereas for any one retailer, its whole pizza range might be
produced by two or three of the manufacturers. There is thus a ‘monopsonistic
matrix’ between retailers and manufacturers, where products and product ranges
are the variables. Moreover, this matrix is relatively stable: a given retailer is
unlikely to switch sources for one or a few products when the relationship is based
both on sourcing a wide portfolio of products from one manufacturer and, more
significantly, on its reliance on the manufacturer’s capability to innovate and con-
tinuously produce novel products, to the design and style required by that retailer.

A further key distinguishing feature of this relationship is that, unlike the man-
ufacturer branded productive system, access to market is secured within it: the
retailer and manufacturer co-plan and design product ranges for shelf-space that
the retailer can guarantee. The retailer ‘sells’ the product to the consumer as one
component of an overall shopping basket. This secure access to market permits
an entirely different productive and innovation organisation for manufacturers.
Time from concept to superstore shelf is reduced from the one to two years for
manufacturer brands to as little as four weeks for supermarket brands. Production
lines and processes, as well as flexible working hours, are organised to meet these
schedules for new product introduction. Products can thus follow current trends
and fashions, and can sustain much reduced product life-cycles. Manufacturer
brand manufacturers, given the much greater uncertainties of access to market
and market presence, launch four to five new products per year, with considerable
investment in marketing and advertising. Supermarket brand manufacturers typ-
ically launch between over 1,000, of which some will be designed for novelty and
short product life and others as variations on ‘classics’ and core products.

The other major change in relations of asymmetric power and mutual depend-
ency in this productive system is that between retailers and consumers. The
Competition Commission deemed the market for groceries to be that in which
consumers engage in one-stop shopping. The vast majority (83 per cent) con-
sumers in its survey were found to shop either once a week or less frequently, and
a similar percentage always shopped in the same store for their main shopping
(Competition Commission, 2001). A store thus creates a ‘catchment area’, and
retailers develop socio-economic profiles of disposable income ranges and social
characteristics within it to complement data achieved from Epos and Loyalty
Card data in order to match product range to demand. In this respect, this form
of retail outlet both aggregated and shaped the pattern of demand in a new and
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quite distinctive way from the Manufacturer Brand productive system. It could be
argued, especially after the entry of Wal-Mart into the UK market through its
acquisition of Asda in 2000, that retailers trade in shopping baskets rather than
products, and aim to expand their market (into non-food and financial services
markets) by increasing their proportion of total spend out of total personal dis-
posable income.

The current Supermarket Brand productive system is the outcome of various
processes of institution: centralisation and concentration; the establishment of
logistical infrastructures; and the formation of a new class of economic agents
(the dedicated supermarket label manufacturers). The new productive system has
as one of its constitutive aspects new and ‘instituted’ forms of competition.
The locus of competition, the object of competition and the wnit of competition
have all changed. The locus of primary competition has shifted to retailers as the
dominant class of economic agent, and within them, between a limited number
of main players.”> Although different dedicated production units belonging to
a single manufacturer maintain separate resource streams and accounts, operat-
ing often as independent profit centres, they do not compete for market share with
cach other, but aim to maximise their outputs to their respective retailers. The
object of competition is no longer the classic product market, but is an aggregated
product market (the shopping basket) where the definition of the size and com-
pass of the basket is itself a central aspect of the competition and market creation
between retailers. Finally, the unit of competition is the whole ensemble’* of
production—distribution—retail firms as coordinated and assembled by retailers,
rather than either manufacturers, or logistics companies, or retailers taken as sep-
arate or independent classes of economic agent.

In other words, new processes of competition were formed at the same time
and conjointly with the formation of new markets and new economic agents. It is
difficult to account for the emergence of these new forms of competition on the
basis of ‘market forces” and competition that drove the old productive system.
Rather, the formation of new economic relations between new classes of eco-
nomic agent develop pari passu with the formation of new markets and instituted
processes of competition within them. ‘Market forces’ are the consequence rather
than the cause of such processes of institution, and hence cease to carry the great
explanatory weight often attributed to them. They may account for processes and
dynamics within a normalised or instituted set of economic processes, but are not
explanatory principles independent of the instituted economy of which they
form part.

Conclusion

But this interim ‘conclusion’ raises or leaves open a number of analytical difficul-
ties. And here, to conclude in the epistemological spirit of the opening, I end with
some messy questions arising from empirical investigation. In the first place, there
1s no suggestion that the Manufacturer Branded productive system is being defin-
itively displaced and erased by the emergence of the Supermarket Branded
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productive system. The norms of competition of the former exist alongside those
of the latter. Can there be said to be competition between different norms of com-
petition? Is the nature of the conflict between two very differently structured pro-
ductive systems fully captured by a concept of competition? In terms of narrow
definitions of their respective ‘market share’, or the even narrower terms of a sim-
ilar product to similar product price competition, it is difficult to deny that there
is indeed competition. However, it is clear that both the nature and the conse-
quences of the conflict between the two systems goes much further and deeper.
The fact that the two systems are brought into conflict with each other through
intersecting but only partially overlapping markets suggests that one system is
unlikely to totally eclipse the other. Rather, the continuing tension between the
two systems — reflected partly by the battle between the US style of discount
retailing of manufacturer branded goods led by Wal-Mart (Ortega, 1999) and the
leading UK supermarkets — is likely to generate further change in the nature of
perhaps both productive systems.

This leads to a more general question on the dynamics of change from one pro-
ductive system to another. I have argued elsewhere (Harvey et al., 2002: ch. 11)
that this kind of structural conflict and tension between different forms of insti-
tuted economic process is one of the major drivers generating both change and
diversity within capitalist economic processes. Processes of growth and accumu-
lation within a given productive system — as occurred with retailers — can them-
selves generate conflicts and tensions in relation to already established classes of
economic agent, and consequently induce change. But productive systems are far
from being closed systems, and the inter-relatedness and interactions of differ-
ently structured productive systems and markets can also be seen as a continuous
potential source of tension and change. This explanatory framework of causality
by structural conflict requires a great deal more comparative and historical empir-
ical work if it is to be further developed. But as ‘market forces’, forms of compe-
tition will be the explanandum rather than the explanation of such change.

Notes

1 This is a theme which resonates through much of Wilkinson’s work, and is one impor-
tant leg on which he stands his criticism of classical political economy including Marx,
and neoclassical and some Keynesian economics: ‘the tendency for economists of all
persuasions to determine ideal — and idealised — notions of how economies operate
from abstract, a priori reasoning’ (Wilkinson, 1983: 417).

2 In describing themselves as ‘neo-Polanyans’, Hollingsworth and Boyer do so precisely
in terms of regulating the unregulated, ‘taming the market’ (Hollingsworth and
Boyer, 477).

3 I'take the term ‘system’ used here as being used descriptively rather than as explanatorily.

4 This analysis of competition and cooperation, and the different socio-legal and busi-
ness environments that affect the balance between them, has recently been substan-
tially enriched by the ESRC Contracts and Competition research programme, in
particular the project from the Centre for Business Research at the University of
Cambridge (Arighetti et al., 1997; Deakin and Michie, 1997).

5 For a more extended account of these two sections see Harvey, 2002.
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“The human economy, then, is embedded and enmeshed in institutions economic and
non-economic’ (Polanyi, 1957: 250). Note here the ambiguity of human economy
being embedded in economic institutions.

See also Harvey, 2002 and Harvey et al., 2002.

Boyer has argued that for an ‘atomistic’ market to function, with multitudes of inde-
pendent buyers and sellers bidding against each other to arrive at equilibrium and mar-
ket clearing prices, the exchange process itself has to be highly centralised, almost as
though orchestrated by a single auctioneer (Boyer, 1997).

Garcia’s (1986) strawberry market has been oft-quoted as an example of the highly
peculiar and transitory conditions under which a market and competition within it
approximates to the ideal-type of neoclassical market as defined by Samuelson, in
terms of the relative equality of buyers and sellers, the standardisation of quality, and
the transparency of the exchange to all parties.

This analysis is based on my research for Exploring the Tomato (Harvey et al., 2002), and
involved the analysis of primary and secondary historical materials and interviewing in
markets at New Covent Garden and Manchester Smithfield.

In those days the telephone was used by both sides to the exchange to obtain compar-
ative price information between markets, and was therefore a critical instrument for
inter-market integration.

It should be emphasised that ‘personal trust’ of this kind is a macro-social institution,
deriving from the societal organisation of growers dependent on wholesalers for their
primary opportunities to sell produce. It may have the appearance of personal net-
working, but personal networking cannot account for its existence.

As suggested in a preliminary way by Swedberg (1994: 273—4).

‘In determining the nature of product market competition, the historically-determined
system of organisation among employers is as important as the industry’s structure in
terms of firm size and market power’ (Craig ¢t al., 1982: 68).

Most notably analysed by Marx, Capital, Volume 1.

This is not to say, of course, that capital and labour factor inputs can be substituted for
one another, on occasions depending on the relative costs of such factor inputs.

Best characterises the Marshallian district as one of static complementarities, as against
New Competition dynamic complementarities arising from continuous mutual
enhancement of dissimilar but complementary capabilities (1990: 235).

To stress the multi-dimensional aspect of such competition, there can be different
scales of product, labour and capital market competition at play simultaneously.
Braudel’s (1982) work exemplifies a long duration approach to the historical formation
of different scales of market formation.

And indeed as a response to shifts in dominant economic orthodoxies.

The legal (and political) tangle between formal and informal norms is well illustrated
in the current Microsoft case.

This illustrative example is based on research undertaken between 1997 and 2000
which used the tomato as an empirical probe to explore the relationships occurring in
supply chains and markets, and the way these shaped innovation processes. Interviews
were conducted along the length of the chain, and in the networks surrounding differ-
ent nodes of the chain. Seed manufacturers, biotechnology companies, scientists, own
label and brand manufacturers, supermarkets, wholesale markets, logistics companies,
mmporters and a number of other key players were interviewed during the course of
this research.

It is interesting that the Competition Commission first defines the market in order to
define the agents involved in direct competition. In their case, they restricted the mar-
ket to one-stop shopping and to stores over a certain size and with a certain product
range. For that reason, discount retailers, small independent retailers and convenience
stores were excluded from consideration, and deemed not to be potential competitors. In
this kind of definition of markets, therefore, also excluded is possible competition
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between Manufacturer- and Supermarket-branded good manufacturers. This illus-
trates the difference between establishing formal norms of competition and empirically
and theoretically analysing processes of competition.

24 It can be argued that branded manufacturers also bring to bear the ensemble of their
supply chains when competing with each other on product markets, rather than the
basic unit being the manufacturing firm (Gereffi and Korzenewiecz, 1994).
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4 Inter-organisational trust,
boundary spanners and
communities of practice

FEdward Lorenz

Introduction

The primary objectives of this chapter are to propose a definition of inter-
organisational trust and to show how organisational boundary spanners, by virtue
of their membership in communities of practice, can play a central role in the
emergence of this form of trust. By boundary spanners, I am referring to organ-
isational members who hold responsibility for establishing and maintaining rela-
tions of cooperation and exchange with another organisation. Their work
requires them to move across the boundaries of a partner organisation in order
to become knowledgeable about its personnel and organisational practices.

In order to illustrate the argument I return to my previously reported case study
work on subcontracting relations in the Lyon machine building industry (Lorenz,
1988, 1993). I focus on the boundary spanning roles of the purchasing agents
within client firms, whose work involves identifying suitable firms for the estab-
lishment of long-term subcontracting relations. The case study shows how inter-
organisational trust is grounded in inter-personal trust, since its emergence
depends in a crucial manner on the relations of trust that buyers establish with
their counterparts responsible for sales in the subcontracting firm. However, in the
Lyon context, these boundary spanners do not operate as isolated individuals.
They are embedded in wider ‘communities of practice’ or groups of people that
are bound together by virtue of a shared practice or activity.! The conceptual and
empirical work in this chapter is also informed by a conceptualisation of rela-
tionships between firms in a productive-systems theoretical framework. I shall
argue that such communities of practice provided important institutional support
in the Lyon region for the emergence of a new paradigm of subcontracting rela-
tions based on the high levels of trust.

This chapter starts with an extended discussion about what it means to say that
an individual trusts another individual and how this differs from what it means to
say that an organisation trusts another organisation. I find this preamble neces-
sary because of the tendency to treat the two forms of trust as if they were iden-
tical in the vast literature on trust and organisations. All too frequently papers on
trust in organisational settings start with an analysis of trust in dyadic terms,
between two individuals, and then apply the analysis directly to a discussion of
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organisational relations as if all that has been said about two individuals neces-
sarily applies to two organisations. I would argue that while inter-organisational
trust shares certain formal properties with trust between individuals, it is funda-
mentally different in kind. In this respect, this chapter follows the advice of
Hardin (1998) in seeking to unpack the notion of trust at the organisational level.

Defining trust

There is very little agreement in the literature on a definition of trust. Closely
related to this, one finds that discussions of trust are riddled with distinctions or
qualifying adjectives, such as weak versus strong trust, thin versus thick trust, or
personal versus institutional trust. The use of these qualifiers can be explained by
the fact that the meaning one attaches to trust in its vernacular use is strongly con-
text dependent. The qualifiers serve to make explicit the distinctions that, in
everyday language, are conveyed by the other words and phrases that are used in
conjunction with the word trust. For example, if I say that X is not really trust-
worthy but that X can be trusted to fulfil his side of a contractual agreement,
there is no contradiction. There is no difficulty in understanding that a distinction
has been drawn between what one can expect from X in general and what one
can expect from him in a particular contractual arrangement, given the incentives
and constraints that he faces. This is the kind of distinction that is captured by the
contrast between contractual and goodwill trust (Sako, 1998) or between weak
and strong trust (Livet and Reynaud, 1998).

The multiple ways in which trust is contextualised in the literature raises the
question of whether there is a set of properties that are common to the various
uses of trust? Or, is it the case that we are dealing with a number of basically dif-
ferent concepts? I would argue that despite important differences, the various
contextualised meanings of trust share the following three properties.

1 When we say that an individual trusts (I leave aside for the moment what
meaning to attach to the idea that an organisation trusts) we invariably have
in mind a tripartite relation of the following form:

X trusts Y to do Z

Y can be another person, an organisation or an institution.

2 X is vulnerable in the sense that Y is a free agent and could conceivably act in
ways that harm X. My intuition here is that without such vulnerability we do
not consider the relation to involve trust. Of course, in any particular instance
it may be that X fully expects Y not to act in ways that cause harm. This expec-
tation could be based on any number of considerations, including what X
knows about Y’s interests or the constraints Y operates under. What is essential
is that Y in his capacity as a free agent could act to cause harm. (see Pettit, 1998).

3 X has reasons for his expectations regarding Y’s behaviour. In this sense trust
is justified. The idea of routinised trust (Nooteboom, 2001) might seem in
contradiction with this property. I do not believe this is necessarily so. If; in
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common with a growing body of work, we see tacit knowledge as the foun-
dation for routinised behaviour, then it is quite reasonable to argue that we
may only be aware in a subsidiary manner of the reasons for our trust. Much
as Polayni (1962: 62-3) argued with respect to ‘the huge mental domain of
knowledge but also of manners and the many different arts which man
knows how to use’, we may feel our way forward to trust. And each, ‘single
step may rely on a act of groping which originally passed the understanding
of its agent and of which he has ever since remained only subsidiarily aware’.
Thus we cannot preclude that we have reasons for our trust that we do not
specify and only become aware of in a focal sense when something happens
to upset our expectations.

Can we go farther and say that X trusts Y because X believes that Y has rea-
sons for fulfilling X’s trust that are grounded in X. To use the language of Hardin
(1998), 1s X’s trust necessarily encapsulated in the reasons Y has for fulfilling X’s
trust? I think not. Consider the following example used by Blackburn (1998) to
illustrate what he refers to as the ‘austere basis for trust’. The people of
Konigsberg trust Kant to provide the time of day by taking his afternoon walk at
exactly the same hour. This example fulfils the above three conditions, despite the
fact that the expectations of the people of Konigsberg are grounded in nothing
more than a simple extrapolation of Kant’s past observed behaviour. The trust
they place in Kant is impersonal in the sense that it has nothing to with the belief
that Kant behaves in the way he does because he understands that the people of
Konigsberg are relying on him and decides to take his walk at the same hour in
order not to disappoint their trust.

Pure cases, where trust is grounded on nothing more than a simple extrapola-
tion of an individual’s observed past behaviour, are probably unusual. The encap-
sulated case, where X trusts Y because of something he believes to be the case
about Y’s psychological state is no doubt more common. For example, the towns-
people of Konigsberg may believe that Kant is implicitly committed to taking his
walk at an appointed hour each day. Nothing has been spoken, but Kant has
observed the townspeople relying on him in this manner, the townspeople have
observed Kant observing this, and for this reason they believe that Kant feels
committed to taking his walk at the same hour. Or perhaps, more explicitly, Kant
has promised the townspeople to take his walk at the same hour and the towns-
people’s trust in Kant is based on their belief that he recognises that were he to
disappoint their expectations their anger and indignation would be justified.

Encapsulated trust

If the encapsulated case is the more common one, do we need to set restrictions
on what we mean by saying that X’s trust is based on the belief that Y has rea-
sons for fulfilling Xs trust that are grounded in X? Let’s consider the case of team
organisation in a manufacturing enterprise. This form of organisation has
increasingly been adopted in substitution for more classic assembly-line methods.
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Suppose the division of labour in the team is fluid. All members of the team know
how to undertake the full range of tasks necessary to complete the work of the
team, and they autonomously set the division of labour independently of upper-
level management. For all practical purposes these arrangements preclude moni-
toring individual performance. Suppose further that compensation is directly tied
to group performance. Under such circumstance each team member’s earnings
will be determined in part by the behaviour of the other members. Why might
team member X trust member Y to do his fair share of the work and not to shirk
on the efforts of the others?

One reason might be that X perceives Y to be a calculating sort of person.
X believes that Y will fulfil X’s trust if and only if Y perceives it to be in his or her
self-interest to do so. For example, Y’s failure to contribute may elicit retaliation
from X and the other team members, including the threat of exclusion from the
team with a consequent loss of reputation in the enterprise. X may judge that Y’s
responsiveness to such potential retaliation and it’s likely negative impact on his
carnings and career opportunities will keep him in line. Or perhaps X judges that
Y believes that his shirking will lead X and the other team members to reduce
their effort, resulting in a substantial reduction in his earnings. Are we justified in
using the word trust to refer to this kind of situation, where X’s expectations are
based on his assessment of Y’s self-interest.

Some economists are clearly not comfortable with the reduction of trust to
a calculus of gains and losses as in the above example. Confronted by an argu-
ment of this sort, they may assert that we’re not talking about trust at all, but
rather about decision-making under risk. And since the language and models in
economics and operations research for talking about this sort of decision-making
are well worked out, there is little need to complicate matters by bringing in the
notion of trust. It simply muddies the waters (sce, notably, Williamson, 1993).

This in turn can lead to the argument that the notion of trust should be
reserved for cases where X perceives that Y will not take advantage of the situa-
tion and shirk either because Y is a friend or because Y’s behaviour is strongly
influenced by certain norms, such as an internalised norm for reciprocity. X’s
trust 1s justified and Condition 3 holds, but the justification has nothing to do with
beliefs concerning Y’s economic interests.

Grounding trust in friendship or internalised norms, however, just amounts to
using other sorts of reductions. These kinds of reductions, though, do not secem
to bother economists much. And they may be confidently invoked with only the
most superficial knowledge of the relevant literature in psychology or sociology.
Probably what lies behind this position is a concern not to open up too much what
is acceptable as an explanatory concept in an economic model. On this account,
it s fine to talk about trust as long as it remains relegated to the domain of soci-
ology or psychology.

In my view there are no good a priori reasons for refusing one kind of reduc-
tion and accepting another. Gertainly we’ll find no comfort for refusing the eco-
nomic form of reduction in the vernacular use of trust. No one has any problem
understanding what is meant when someone says that X trusts Y to fulfil his side
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Thin Inductive trust
l Calculative trust
Thick Norm or friendship-based trust

Figure 4.1 Degrees of inter-personal trust.

of a contractual agreement because it’s in Y’s interest to do so. If we are to accept
the sociological reduction while refusing the economic reduction it must be for
reasons to do with a logical fallacy or contradiction in the economic argument.
Criticisms of the notion of ‘calculative trust’ (e.g. Williamson, 1993) have not
demonstrated any such fallacy or contradiction.?

While on my view we cannot exclude the notion of calculative or self-interested
trust, the comparison with trust based on friendship or internalised norms never-
theless raises an important qualitative distinction. Calculative trust is relatively
thin because of the way it is dependent on external conditions that have little to
do with the person who is the object of trust. For example, in the team example
I may trust you to do your fair share of the work as long as you are dependent on
the enterprise we work in for employment. If alternative employment opportuni-
ties become available to you offering higher rates of compensation, the basis for
my trust may disappear. Calculative trust is thin in the sense that it is not espe-
cially robust to changes in the external circumstances which condition the calcu-
lus of economic loss and gain. Friendship or norm-based trust arguably is thicker
because it implies a greater willingness to be flexible and adapt to changing cir-
cumstances.® Friendships presumably do not disappear as the labour market tight-
ens, which is not to say that friendship is unconditional or without limits.*

The above discussion suggests a hierarchy of levels or degrees of inter-personal
trust, moving relatively thin to thicker forms as in Figure 4.1.

Trust in organisations

Up until now I have been treating the case where the object of an individual’s
trust is another person. In the tripartite relation set out in Condition 1 above Y
may also be an institution or an organisation. Does the hierarchy of degrees of
trust presented in Figure 4.1 translate directly onto the organisational case?

Let’s take as an example the trust I may hold in a long distance carrier like
DHL. I may use it to send an urgent message upon which my well-being or that
of a family member depends. I may use it to send a document, fully recognising
that if it 1s lost or misplaced I will suffer a loss. In short, I may put myself mnto
a position of vulnerability. I recognise that it is possible that DHL will not fulfil its
commitment to deliver my message or document. If I decide to place my trust in
the delivery service, what might be my reasons for doing so?
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Firstly, I do not think we are dealing with a case of Luhmann’s (1988: 97) notion
of ‘confidence’, where the lack of alternatives gives us little choice but to trust.
There are a number of competing companies offering the same services as DHL
and I may have reasons for judging one more trustworthy that another. Moreover,
it is often possible for me to deliver my message personally, if at greater cost.

Might it be possible, then, that the trust I place in the carrier is similar in nature
to what I have referred to above as inductively-based trust? Having never, or only
rarely, been disappointed in the past by the service, I take it for granted that my
trust will be fulfilled. And, I don’t feel any need to delve more deeply into the mat-
ter. It seems self-evident that in many cases the trust we place in large organisa-
tions doesn’t go beyond this extrapolation of past behaviour. We trust them to
perform a particular service because that is what they do and our expectations
have not been disappointed in the past. However, much as in the case of trust
directed at an individual, this form of trust is relatively thin. Are there thicker
forms corresponding to the idea of encapsulated inter-personal trust developed
above?

My answer to this is a qualified yes. Qualified, because the notion of trust used
to characterise my beliefs regarding another individual has to be unpacked before
it can be used to characterise my beliefs regarding an organisation. Consider the
aspects of the characterisation of my trust for a person that don’t readily trans-
late on to the organisational case. First, recall that in the case of the thicker forms
of trust, my trust in an individual is based on something I believe to be the case
about that person’s psychological state and in particular my belief that that per-
son, for one reason or another, is disposed to act in a way that will not cause
me harm.

Organisations, however, are not cognitive entities in the same way that indi-
vidual are and they do not in any obvious sense have reasons for behaving in one
way or another. So, as a first approximation, let’s say that when I say I trust an
organisation I am saying that I trust its employees. I believe that the employees,
or at least those whose actions could conceivably have a bearing on the organisa-
tional performance characteristics that are of concern to me, have reasons for
fulfilling my trust that are grounded in me. This, however, raises an obvious prob-
lem. Unless I happen to be an exceptionally large and visible customer, many of
the employees whose behaviour could conceivably impact on the organisation’s
performance will not even be aware of my existence. But even if they were, it is
implausible that I could know enough about all of them to believe that ecach and
everyone has reasons for fulfilling my trust that are grounded in me.

How, then, can the notion of encapsulated trust be salvaged in the organisa-
tional setting? The answer, I think, is that while I cannot plausibly believe that all
the employees are concerned about me, I may reasonably believe that they are
concerned about the category of persons I represent, in this case customers or
clients. The most plausible reason why they might tie their interests to fulfilling my
expectations as a client is because of some aspect of the organisation’s adminis-
trative policies and in particular the incentives and sanctioning mechanisms it has
in place to assure that role holders carry out their assigned tasks in a way that
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meets the organisation’s commitment to its clients. This implies that my trust in
an organisation has an impersonal quality relative to my trust in an individual. By
and large it 13 a matter of indifference to me who the organisational role holders
are. What concerns me is how the roles are defined and what the mechanisms are
that serve to assure quality control and the like.

While the notion of self-interest-based trust in organisations can be salvaged in
this manner, it leaves unanswered the question of how an individual client or cus-
tomer of a firm like DHL might come to acquire the knowledge about its organ-
isational practices that could ground his or her trust? One obvious source is the
information that firms make publicly available through advertisements and pub-
licity designed to persuade the pubic at large of their reliability. The large sums
of money companies regularly spend in this manner suggests that they believe
that such intangible investments have an impact on consumer perceptions.
Another possible source is the institutionalised mechanisms that society puts
in place for fostering client trust, such as holding a recognised certificate of qual-
ity assurance like the ISO 9000 series. As is well-known, these require at a mini-
mum that the enterprise has fully documented and justified its quality control
procedures.

Such forms of publicly available, and possibly institutionally-based, informa-
tion can help ground our trust in an organisation. In particular, by reducing our
perceived uncertainty, they can encourage us to take the risk of relying on the
services of an organisation in circumstances where we have no personal or direct
knowledge of its internal administrative procedures. One can legitimately ques-
tion, however, whether these forms of information carry much weight when they
aren’t supported by the sort of knowledge on which simple inductive trust is
based. If we place our trust in an organisation and our trust is disappointed, we
are not likely to discount this direct evidence because of the fact that the organi-
sation in question is known to hold a certified quality norm. What I am arguing
here is that trust based on publicly available information is relatively fragile when
it isn’t complemented by direct evidence of the sort that grounds inductive trust.
Moreover, it can’t stand up to countervailing evidence of a direct kind. For this
reason, I would argue that in the majority of cases the trust an individual places
in a large organisation will be based on little more that an extrapolation of what
has been observed of its behaviour in the past.

If this is true for the case of self-interest-based trust in an organisation, it is all
the more so in the case of norm-based trust. How might the norm-based argu-
ment go? One possibility is that I believe that the employees of the organisation
are motivated by concerns of professional pride. For them it is a source of direct
satisfaction to accomplish their tasks in a way that satisfies the customer. I trust the
employees not because of what I know about the organisation’s incentives and
sanctioning mechanisms, but rather because what I believe to be the case about
the employees’ professional standards. Another possibility has been argued by
Pettit (1998) and Blackburn (1998) in the case of citizen trust in government. The
idea is that those who are the object of our trust will be motivated to act in a trust-
worthy manner simply by virtue of the fact that they recognise they are being
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relied upon. They find the state of being relied upon salient and it becomes a
concern of theirs.

Leaving aside the question of how plausible these causal chains are, it is
implausible that an individual client or customer of a large enterprise might have
the sort of detailed information about the psychological state of each and every-
one of its employees that would allow him to confirm them empirically. The most
plausible source of information for such beliefs is the information that the com-
pany makes publicly available its corporate philosophy or culture. If we give any
credence to such information, for example, the claim that the company cares,
then we may surmise that a screening and recruitment policy has been put in
place to assure that only those who are cooperatively disposed are hired. I would
contend that such surmises are highly fragile and will not stand up to counter-
vailing evidence of the sort that underlies simple inductive trust.

Inter-organisational trust

I have argued that in most cases the trust a client or customer has in a large enter-
prise is relatively thin, being based on little more than an extrapolation of past
observed behaviour. When an individual’s trust in an organisation goes beyond this
relatively thin form, it doesn’t really correspond to the encapsulated form of inter-
personal trust, since it retains an impersonal quality. If an individual trusts an
organisation in an encapsulated manner, it tends to be because of what he or she
believe to be the case about its operating procedures or its company culture, not
because of what he or she knows about the psychological state of each and every
member. Having spent some time developing these points, I now can easily develop
and illustrate the idea that boundary spanners, who are themselves embedded in
communities of practice, can play a key role in developing inter-organisational trust.

First, what can it mean to say that one organisation trusts another organisa-
tion? Organisations, as I've observed above, are not cognitive entities in the same
sense as individuals and it makes little sense to talk about an organisation’s cogni-
tive state of mind. Extending the line of argument developed above, let’s say that
organisation X trusts organisation Y when the members of organisation X believe
that the members of organisation Y will act in ways that serve to live up to organ-
isation Y’s contractual or implicit commitments to X. Thus, if Y happens to be
a subcontractor and the Y has a contractual or implicit commitment to deliver
certain component parts to X that meet certain recognised quality standards, X
trusts Y in so far as the members of X trust that the members of Y will carry out
their assigned roles in a manner designed to fulfil that commitment.

Much as in the above discussion of the trust a customer may hold in a large
enterprise, this defintion raises an obvious problem. In the case of large organi-
sations, at any rate, it is implausible that each and every member of one organi-
sation could know this about each and every member of the other organisation.
Thus, if they hold this trust for the members of the other organisation it will nec-
essarily have an impersonal quality. It might be linked to what they know about
the other organisation’s internal administrative procedures and practices.
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Boundary spanners

One possible source for this latter type of information is a trusted ‘boundary span-
ner’. Consider the case of a purchasing agent working on behalf of a client firm
whose job involves identifying and building-up long-term relations of exchange
with component supplier firms. The purchasing agent may have the trust of the
members of his own organisation. They have been able to observe his behaviour
and verify his reliability under a range of circumstances. The purchasing agent in
turn, based on his interactions with the people responsible for sales in the sub-
contractor firm as well as on what he has observed of the operating procedures of
the subcontractor, has formed a favourable opinion of its reliability. In particular
he has been able to verify the quality of its equipment, to learn about the details
of its quality control procedures, and to form a judgement concerning the skills
and competencies of its personnel by observing its daily operations. The pur-
chasing agent communicates his trust more widely to his fellow employees and
they, as well, come to have trusting expectations regarding the subcontractor.

A mechanism like this was implicit in my previously reported research on part-
nership relations between client firms and their subcontractors in the machine-
building industry of Lyon (Lorenz, 1988, 1993). This study was based on the
interviews I conducted with the management personnel of ten machine produc-
ers, ranging in size from a low of thirty-nine employees to a high of 500 employ-
ees. The firms, which produced sophisticated equipment or machinery, mostly
operated in internationally competitive markets, with exports accounting for over
half of their annual sales. At the time of my initial interview in 1985-86, the
majority of the firms were experimenting with new subcontracting procedures
based on the principle of establishing long-term relations with their subcontrac-
tors. They described these new relations as a partnership (partenarial). When
I returned to the region in the early 1990s and extended my interviews to include
the representatives of local employers and professional associations, it became
apparent that during the interval the partnership system had been widely adopted
by metal-working firms in the region.

The importance of trust in the relations these firms maintained with their
subcontractors was implicit in their use of what they termed ‘moral contracts’
(contrats moraux) to regulate their relations, rather than detailed written agreement.
As a rule, the only written document was the order form, which served as a refer-
ence point for on-going discussions between the purchasing agent of the client and
the person responsible for sales in the subcontractor. Their reluctance to specify
their obligations in formal contracts was a response to the uncertain market condi-
tions they operated in, which precluded specifying in advance exactly what the
clients expected of their subcontractors. It was understood that adaptations to
unanticipated contingencies might have to be made if the relationship was to con-
tinue. This required a foundation of trust as a basis for arriving at acceptable terms.

My interviews revealed that one of the central means by which client firms
built-up trust with their subcontractors was through applying what I called the
‘step-by-step’ rule. This procedure prescribes that the firms should start by
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making small commitments to each other and then progressively increase their
commitments depending on the quality of the exchange. The procedure, though,
was not simply a question of registering performance on successive contracts and
assigning a probability of trustworthiness on that basis. Invariably the purchasing
agents and other management personnel I spoke with stressed the need for per-
sonal contacts with their counterparts in the subcontracting firms to facilitate
joint problem-solving. A number of them stated that geographical proximity was
desirable because it allowed for this. Thus one manager observed, ‘It is important
to visit and to talk, to know each other. This is partnership. If we know each other
it is easier to resolve problems and to adjust. So the closer we are to each other
the easier it 1s’.

Typically, a new relationship would start with an exploratory telephone call.
The purchasing agent in the client firm would contact the managing director or
the person responsible for sales in the subcontractor and ask for details of the
potential partner’s capacity, equipment and particular areas of expertise. This
would be followed by an initial visit by the purchasing agent to verify the infor-
mation and, depending on the results, to negotiate a small order. A second visit
would be made while the components were being machined in order to assess the
subcontractor’s methods and to verify its quality control procedures. As a pur-
chasing agent I interviewed put it, ‘I look for an enterprising attitude (esprit
d’imitiative) and the ability to anticipate problems.” Successful completion of the
first order would typically be followed by a larger second order and contingent on
that, a third, after which the subcontractor was considered to be a ‘partner’. Most
of my interviewees stated that this process required a considerable amount of per-
sonal contact over a minimum time span of a year.

In short trust was built up through a learning process. Small risks were followed
by larger ones, contingent on the quality of the on-going relationship. The Lyon
machine building case points to the way the trust that boundary spanners may
develop for the members of another organisation can serve as the departure point
for cementing more general relations of trust between organisations.

Communities of practice

One of the most intriguing features of the partnership system I observed in Lyon
was the uniformity of the subcontracting procedures used by client firms in the
region despite the absence of formal or contractual relations among them.
Managing directors and buyers of independent client firms, often separated geo-
graphically by as much as 40-50 kilometres, described quite similar procedures
and objectives. There clearly was a macro-dimension to the partnership system,
in the sense that it involved multiple actors.

The importance of this macro-dimension can be seen in the way the system at
a collective level served to balance flexibility and security. Client firms were inter-
ested in providing longer-term guarantees to their trusted subcontractors in part
to encourage them to invest in up-to-date equipment and new skills. Being able
to rely on subcontractors operating at the cutting edge of technical change
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contributed in an important way to the ability of the client firms to maintain their
capacity for high quality machine production. Given that many of the client firms
were relatively small operators, operating in uncertain international markets, they
were reluctant to offer full guarantees to their subcontractors. The rule generally
applied by the client firms was to set the value of their orders at between 10 and
15 per cent of a subcontractor’s total sales. According to my interviewees, the pur-
pose of this was to limit the degree of dependency of a subcontractor in order to
avoid the possibility that the market difficulties faced by the client might have
a crippling effect on the subcontractor. Nonetheless, because subcontractors oper-
ated within a context where multiple clients offered comparable guarantees, the
system as a whole provided them with a high degree of market security. For this
reason, the trust that any one client firm managed to build-up with its subcon-
tractors was dependent of the trust that other client firms were simultaneously
building-up with those same subcontractors.

My interview evidence suggested that the diffusion of the partnership system
was closely tied to the way key boundary spanners — buyers and sellers, managing
directors, and owners — were embedded within wider ‘communities of practice’
that transcended the boundaries of any single firm. By communities of practice
I am referring to the forms of identification that emerge amongst people engaged
in the same type of activity or practice. What links them is not their position
within the firm’s occupation hierarchy or their mutual assignment to a particular
project, but rather their shared practice. Around this practice they create
resources in the form of a shared language, routines and artefactual meanings.
These resources may be transmitted from ‘old timers’ to ‘newcomers’ via the lat-
ter’s participation in the practices of the community.

Recent work on communities of practice, notably by Wenger (1998) and
Snyder (1997) has been concerned to situate the concept relative to research in
the field of strategy on organisational competences and organisational learning,
This accounts, perhaps, for their emphasis on the often unrecognised and
informal communities that emerge spontancously within organisations and how
they differ from such formally administered structures as teams and project
organisation. Earlier work, notably by Lave and Wenger (1991), emphasised
the way the members of such communities were embedded in wider forms of
formal association, possibly involving well established and codified rules of
apprenticeship.®

My research in the Lyon area showed that formal organisation can play an
important role in creating the common language and worldviews that facilitate
communication and joint problem-solving activity by the members of a commu-
nity of practice. The boundary spanners in the Lyon machine building industry
benefited from the existence of two well-established regional associations: the
Chambre Syndicale des Industries Métallurgiques du Rhone (CSMIR), and the
departmental branch of the Compagnie des Dirigeants d’Approvisonnement et
Acheteurs de France (CDAF), a professional organisation of buyers and suppliers.
These organisations, like most professional associations, provide a variety of bene-
fits and services to their members. They also contributed to the diffusion of the
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partnership system of subcontracting in two ways. First, they popularised the idea
of long-term subcontracting by holding seminars on the Japanese Ranban system.
Second, and of greater importance, they provided forums for the boundary span-
ners to exchange personal histories about the typical problems they encountered in
their daily practice, and more generally for exchanging information about the sub-
contracting practices used in the more successful firms in the region. In this way,
formal organisation contributed to the diffusion of knowledge and the generalisa-
tion of the routinised practices underlying the trust-building partnership system.

In order to avoid possible misunderstanding, my argument does not depend on
the proposition that boundary spanners in Lyon, by virtue of their common mem-
bership in a community of practice, automatically trusted one another. Rather,
I am arguing that the shared language and understandings that defined the local
communities of practice formed a social context favourable to the build-up of
trust over time. Thus buyers and suppliers in Lyon region came to share a new
language of partnership and they came to share a vision of what this new form
of subcontracting involved in terms of risks and mutual obligations. On this basis
they could easily signal to their counterparts in other organisations their under-
standing of the rules of the game and their willingness to undertake the risky
investments needed to forge these new forms of cooperation.

Conclusion

A number of contributors to the vast literature on trust and organisational behav-
iour have argued that society’s institutional arrangements may contribute to
consolidating trusting relations between organisations.” The basic idea is that
institutions, by reducing the degree of uncertainty that agents face in their con-
tractual relations, provide a foundation for establishing trusting expectations
regarding each other’s behaviour.

This chapter provides support for this view in pointing to the way local profes-
sional associations in the Lyon region served to stabilise the expectations of client
firms and their subcontractors regarding the rules and obligations inherent in
a new system of subcontracting relations. This chapter has also argued that there
is a need to unpack this kind of argument. Organisations, as such, do not in any
obvious sense have expectations regarding cach other’s cognitive state.

In unpacking the language of inter-organisational trust, a role has been identi-
fied for an individual actor, the boundary spanner, who enjoys the trust of the
members of his own organisation. I have argued that the first step in establishing
inter-organisational trust is establishing inter-personal trust between a boundary
spanner and his counterpart in the other organisation. This inter-personal trust is
the foundation for the development of a more generalised trust on the part of the
boundary spanner for the members of the other organisation. This relatively
impersonal form of trust can then be communicated and transferred to the mem-
bers of the boundary spanner’s own organisation.

Seen from this perspective, inter-organisational trust exists at the interface of
institutional and inter-personal relations. It depends on the beliefs and actions of
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an individual, the boundary spanner, who himself is embedded in wider forms of
formal association that serve to forge the common language and shared under-
standings characteristic of a community of practice. Such bonds of trust are
essential to the success of productive systems.

Notes

1 The term ‘community of practice’ was coined by Lave and Wenger (1991). Also see
Brown and Duguid (1991). The idea grew out prior to ethnographic work by these
researchers and others at the Palo Alto Institute for Research on Learning on the situ-
ated nature of learning and knowledge in the 1980s. It finds its intellectual roots in a
strong tradition of American sociology on the situated nature of practice and action,
including Chicago school symbolic interactionism, associated notably with Herbert
Blumer (1969). Tor a fuller discussion, see Lorenz (2001).

2 See, however, Nooteboom (2001). Starting out from the assumption that trust implies
risk (Condition 2) he observes that if we treat trust as a subjective expected probability,
with higher probabilities corresponding to higher levels of trust, we end up in the con-
tradictory position of arguing that the highest level of trust corresponds to a probability
of one in which case there would be an absence of risk. One possible response to this is
to argue with Pettit (1998) that although X may be absolutely certain of Y’s behaviour
in a particular instance, in so far as X treats Y as a free agent there is nonetheless a risk
in the sense that Y could conceivably act in ways that disappoint X’s expectations.

3 The distinction I am making here corresponds closely to that made by Sako (1998)
between ‘goodwill’ trust and ‘contractual’ trust.

4 As Nooteboom (2001) has observed, we probably would not consider as a condition for our
friendship that an individual should guard a personal secret when subjected to torture.

5 The argument of Pettit intertwines this induced trustworthiness with an argument about
trust responsiveness based on self-interest. Thus, even if the fact of being relied on
doesn’t induce my trustworthiness it may lead me to act as if I am trustworthy because
I seek the admiration and approval of others. Acting as if I am trustworthy may in turn
foster real trustworthiness, since it gives me reasons, ‘to let impulses of trustworthiness
have their way and indeed to try to drum up such impulses’ (Pettit, 1998: 308).

6 Thus many of the examples of communities of practice in Lave and Wenger (1991),
including tailors and quartermasters, correspond to craft or occupational communities
with well defined rules for entry to the trade based on regulated forms of apprenticeship.

7 See, for example, Deakin and Wilkinson, 1998; Coriat and Guennif, 1998.
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9 Social rights and the market

An evolutionary perspective

Stmon Deakin

Introduction

Social rights, including rights to fair treatment and collective representation at
work, are usually seen as opposed to market or economic rights, such as property
and contract rights and rights of access to the market. This 1s because the regu-
lation of contracts is seen as limiting or constraining market forces, thereby caus-
ing inefficiency and diminishing the wealth or (in some versions) the well being of
society. Alternatively, social rights are viewed not as regulating but as redistribut-
ing the results of economic activity. They enter the picture after the process of
exchange has been completed, in order to reverse or modify distributional out-
comes which are seen as unjust. However, for critics, these interventions may also
have anti-efficiency effects, by blunting incentives. Opponents of labour regula-
tion therefore argue that these so-called market-correcting rules (i.e. rules which
correct for the undesirable effects of markets) end up undermining the market no
less than rules which act directly on contractual relationships.

A different perspective suggests that certain social rights may be understood to
have a role in offsetting market failures which arise from high transaction costs.
Regulation of the employment relationship may be needed to overcome asym-
metries of information between employer and employee, and the obstacles faced
by both parties to making credible commitments to the maintenance of a long-
term economic relationship. These rules are sometimes thought of as ‘perfecting
the market’. This is a useful perspective, and a valuable corrective to arguments
which invariably portray regulation in anti-efficiency terms. There is nevertheless
some uncertainty as to how far such rules truly perform the function ascribed to
them of reproducing hypothetically ‘efficient’ resource allocations (for discussion,
see Deakin and Wilkinson, 1999).

This chapter will seek to outline a third role for social rights, one which sees
them as having a central, constitutive role with regard to labour market relations.
This idea will be explored using an evolutionary economic framework, which seeks
to locate the emergence and operation of conventions, norms and legal rules in
a dynamic perspective. Within this framework, the chapter will explore links
between the economic notion of ‘capabilities’, which was developed first by Sen
(1985, 1999) and was recently adopted by the Supiot report on the transformation
of work (Salais, 1999; Supiot, 1999) and the juridical concept of social rights.



Social rights and the market 75

It might seem odd to seck to construct the case for social rights using the con-
ceptual tools of economic theory. It is certainly true that to see social rights not as
separate from, and imposed on, the labour market, but at the very core of labour
market relationships, is strongly counter-intuitive from the vantage point of the
contemporary debate about labour market ‘flexibility’. Most of those who write
about flexibility, whether they do so in the context of globalisation or the ‘new
knowledge economy’, assume that labour regulations impose costs on employers
and that they engender rigidities which prevent the market from functioning. For
many labour lawyers, perhaps, the whole point of employment rights is precisely
that they do constrain the forces of competition in this way. For others, the grow-
ing use of labour law regulation as a mode of market governance implies the
opposite, namely a downgrading of labour law’s traditional, redistributive func-
tions in favour of a process of market steering.

Nevertheless, the argument presented here returns to an important but some-
what submerged tradition within labour law, which denies that the two spheres of
the ‘economic’ and the ‘social’ are irredeemably divided. The use of labour law
techniques to reconcile social protection with considerations of economic effi-
ciency has a significant history. It was in a time similar to our own, when a new
century witnessed global markets and rapid technological change, that arguments
were first made for the ‘paramount necessity of so fixing and gradually raising the
National Minimum as progressively to increase the efficiency of the community
as a whole’ (Webb and Webb [1896], 1920: 788-9). The renewal of this agenda
of social and economic reconstruction is arguably no less a priority now than it
was in the different conditions of a hundred years ago.

Part of the work involved in this reconstruction involves a close consideration
of the methods and applications of the economic analysis of labour law. The
present chapter carries on work begun elsewhere with this end in view (Deakin
and Wilkinson, 1991, 1992, 1994, 1999). The section on “The market as a spon-
tancous order’ outlines the evolutionary view of the market as a form of ‘sponta-
neous order’. The section on ‘Regulation and efficiency in a spontancous order’
considers how issues of regulation and efficiency fit into this conception of the
market, and the section on ‘Inequality and endowments: why redistribution mat-
ters” questions whether it is compatible with the persistence of deep inequalities.
Section on ‘Social rights as institutionalised capabilities’ introduces the concept of
‘capabilities’ and aims to show how it can be used to understand certain forms of
labour law regulation. Section on ‘Social rights, regulatory competition and the
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“rules of the game”’ completes the movement from economics to law by outlin-
ing a role for social rights in terms of setting the ‘rules of the game’ for regulatory

competition in an increasingly global economic and legal order.

The market as a spontaneous order

For many critics of regulation, the search for labour market efficiency involves an
attempt to recreate the general equilibrium framework of neoclassical labour eco-
nomics. Under conditions of perfect competition, the fundamental theorems of
welfare economics tell us that resources will gravitate, through voluntary exchange,
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to their most efficient use. Specifying the role of law in the general equilibrium
model, however, is inherently problematic. In a world of zero transaction costs,
there would be no need for either norms or law, as new institutional economics
recognises (Coase, 1988). This makes conventional neoclassical theory singularly
unhelpful for telling us about the relationship between law and the market system.

Some progress is made by approaches which accept the existence, in the real
world, of positive transaction costs, and see a role for the law in seeking to repro-
duce the outcomes which a competitive market would have achieved, had it been
able to operate as the model predicts. This ‘market perfecting’ agenda is superfi-
cially attractive since it holds out the promise that the legal system can enhance
efficiency by selective interventions which address particular issues of market fail-
ure. However, it faces the formidable theoretical objection made by Hayek,
namely that courts and legislators alike are unlikely to have the information which
they require to make these interventions effective. Economic systems are too com-
plex to be easily amenable to centralised legal direction (Hayek, 1973, 1976). The
power of this critique, and the problem which it poses for those who wish to
defend market regulation, are now widely recognised (see Hodgson, 1998).

The theory of the market as a spontancous order secks to address this central
issue of complexity. It is assumed that information and knowledge (or applied infor-
mation) are privately held and cannot be mobilised through centralised direction or
command. Under these circumstances, the contribution of the market is to operate
as a mode of coordination which enables each individual to benefit from the pos-
session and use of information by others (Hayek, 1973: 10-17). Competition oper-
ates as a process of discovery, generating information which is transmitted through the
price mechanism. By mobilising the resources available to a society in this way, the
market enhances the total wealth (or well being) of its members.

The market is one form of spontancous order or self-organising system. Hayek
defines a system as ‘a state of affairs in which a multiplicity of elements of vari-
ous kinds are so related to each other that we may learn from our acquaintance
with some spatial or temporal part of the whole to form correct expectations con-
cerning the rest, or at least expectations which have a good chance of proving
correct’” (Hayek, 1973: 36). This definition, then, implies a certain type of rela-
tionship between the overall properties of the system and its constituent parts.
Sugden (1998: 487) spells out the implications of this as follows:

[a]n order is a regularity among a set of elements. To say that the order is spon-
tancous is to say that in some sense the elements have arranged themselves into that
order ... For the elements to be able to arrange themselves, each must act on its
own principles of behaviour or laws of motion; the regularity among the set of
elements must be capable of being explained by the individual actions of the
elements. This requires that each element results from, and operates through,
the particular mechanism of the self-interested behaviour of each actor.

The price mechanism is just one of the means by which coordination problems
are overcome through the market. The market rests on numerous interlocking
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conventions which guarantee the conditions under which it operates. Conventions or
social norms can be thought of as forms of shared information which enable par-
ties to coordinate their behaviour on the basis of mutual expectations of each
other’s conduct (Lewis, 1969). Another way of putting this is to say that the value
of the information contained in conventions and norms is equivalent to the sum
total of the transaction costs which prevent actors from knowing what the strategies
of others are going to be (Warneryd, 1998). The price mechanism, for example,
encodes knowledge about scarcity in a way that saves on transaction costs, in the
sense that consumers do not need to know the reason for a particular shift in prices
(such as a disruption to supply); the price signal is enough for them to adjust their
behaviour. One of the features of norms, both social and legal, is that they too
operate as ‘information transmission systems’ to overcome coordination problems.

The existence of norms is in a general sense, a source of efficiency, since it
enables those who follow the norm to save on the transaction costs of endlessly
searching for the solution to commonly recurring coordination problems. The
returns to following a particular norm increase, the larger the number of people
who can be expected to adhere to it. The institution of money is an example of
this: its use enhances efficiency by saving on the transaction costs which would
otherwise arise in a system reliant on barter. Its effectiveness rests on a widely-
shared convention to the effect that coins or notes, which may have little or no
inherent worth, have value when used as a medium of exchange in the context of
commercial transactions (see Agliétta and Orléan, 1998).

Other norms which operate to sustain market activity include property rules
which serve to identify the subject-matter of exchange. Property rules can be
thought of as conventions which, in the terminology of evolutionary game the-
ory, solve coordination failures which would otherwise arise from individually self-
interested behaviour (Sugden, 1989; Hargreaves Heap and Varoufakis, 1995;
Costabile, 1998: 12—14, 24-7). Repeated disputes over ownership result in
socially-wasteful conflicts. The emergence of rules for settling these disputes is
therefore a precondition of an extended system of exchange. Norms favouring
the enforcement of contracts and respect for the security of commercial under-
takings can be seen in the same light. In Hayek’s terms, the function of these
‘abstract rules of just conduct’ is that ‘by defining a protected domain of each
[individual] [they] enable an order of actions to form itself wherein the individ-
uals can make feasible plans’ (Hayek, 1973: 85-6). In other words, these norms
supply institutional support for the ‘motive power’ of individual economic actors,
without which there would be no basis for the decentralised action upon which
the spontanecous order depends for its effectiveness.

Recent evolutionary accounts of norms have placed most of their emphasis
upon self-enforcing conventions which appear to operate independently of any
centralised enforcement mechanism. Sugden (1989: 86) suggests that ‘[m]any of
the institutions of a market economy are conventions that no one has designed,
but that have simply evolved’, and that ‘[a]lthough markets may work more
smoothly when property rights are defined by formal laws and enforced by the
state, they can come into existence and persist without any such external support’.
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The basis for this claim is the argument that self-enforcing conventions emerge
through an evolutionary process of social learning. In a world characterised by
complexity and ‘bounded rationality’, actors have an interest in following those
strategies which have proved to be successful in overcoming coordination prob-
lems. Norms, in the sense of regularities, can therefore emerge on the basis of
repeated interactions between individuals (Ullmann-Margalit, 1977; Schotter,
1981; Sugden, 1986; Young, 1996; Costabile, 1998).

However, those who argue for the spontancous character of many of the con-
ventions which are characteristic of market exchange do not seek to deny that, in
a wide range of contexts, these norms are supported by legal mechanisms of vari-
ous kinds. In suggesting that markets may work ‘more smoothly’ when legal
enforcement is present, Sugden echoes Hayek, who argues that social norms are not
sufficient for the preservation of the spontaneous order of the market: ‘in most cir-
cumstances the organisation which we call government becomes indispensable to
assure that those rules are obeyed’ (Hayek, 1973: 47). Hence, for Hayek, the exer-
cise of ‘coercion’ or legal enforcement of norms is justified within a spontanecous
order ‘where this is necessary to secure the private domain of the individual against
interference by others’ (Hayek, 1973: 57). While a given rule of just conduct may
have had a spontancous origin, in the sense that ‘individuals followed rules which
had not been deliberately made but had arisen spontancously’ (Hayek, 1973: 45),
such rules do not lose their essential character merely by virtue of being put into
legal form: ‘[t]he spontancous character of the resulting order must therefore be
distinguished from the spontancous origin of the rules on which it rests, and it is
possible that an order which would still have to be described as spontancous rests
on rules which are entirely the result of deliberate design’ (Hayek, 1973: 45-6).
In this perspective, it is the particular function of private law — what Hayek quot-
ing Hume, refers to as ‘the three fundamental laws of nature’, that of stability of
possession, of ils transference by consent, and of the performance of pronuses’ (Hayek, 1976:
140) — to underpin the spontaneous order of the market.

Regulation and efficiency in a spontaneous order

Legal norms may therefore have a role to play in establishing the conditions for
the effective operation of the market. Neither Hayek nor Sugden go into much
detail on why this might be so. One reason could be the fragility of many social
norms, that is to say, their tendency to be destabilised by changing environmental
conditions. Legal enforcement of social norms could provide some degree of pro-
tection against this kind of effect. If this were the case, legal enforcement would
have the important but somewhat limited role of crystallising in juridical form
practices which were widely followed in practice.

A much broader role for law as an instrument for changing, rather than con-
firming, norms arises from the tendency for spontancously-emerging norms to
give rise to inefficient solutions over time through lock-in effects and other fea-
tures of path dependence (Roe, 1996). Although, as we have seen, a normative foun-
dation of some kind is arguably essential if a market order is to operate at all, it
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does not follow that norms evolve and adapt over time in such a way as to supply
solutions which are optimal. In the case of conventions which emerge on the basis
of social learning, the usefulness of a particular norm is a function of its adap-
tiveness in the past; hence ‘evolution will tend to favour versatile but inefficient
conventions relative to ones that are less versatile but more efficient’ (Sugden,
1989: 94). The adaptation of existing concepts and ideas to new ends means that
‘features of existing conventions and institutions may often have arisen for one
reason, but now serve very different functions and purposes’ (Balkin, 1998: 72).

The notion of efficiency in a spontancous order is therefore a highly qualified
one. Norms which emerge spontanecously are unlikely to be optimal in the
Paretian sense of producing situations in which no further gains from trade can
be made except by making at least one party worse off (see Costabile, 1998:
27-30). However, the configuration of incentives which emerges from the accu-
mulation of conventions may be the best that is available. The costs of attempt-
ing to shift the system to a notional optimum through ‘market perfecting’ laws
may outweigh the resulting gains (the so-called ‘irremediability’ principle;
Williamson, 1996: ch. 9).

The use of intervention to achieve Pareto improvements may be undesirable
for other reasons. This is because spontancous orders may be self-correcting.
According to the Hayekian or neo-Austrian school, it is precisely because of so-
called imperfections — such as imperfect transmission of information — that
opportunities for profit from entreprencurial activity or, more generally, from
innovation in organisation and design of goods and services, exist. In the general-
equilibrium world of pure competition, in which information and resources
moved perfectly freely in response to the price mechanism, such opportunities
would be instantly competed away. In the real world of positive transaction costs,
by contrast, it is the possibility of capturing ‘supra-competitive rents’ or surpluses
representing a competitive advantage over their rivals which motivates potential
entrepreneurs or innovators and which, as a result, ensures long-run technologi-
cal and organisational progress (Kirzner, 1997).

In this account, the appropriate role for the law, then, is to support private
property rights, ensure that returns accrue to those who make investments in the
process of discovery, and guarantee freedom of access to markets. The inequali-
ties and concentrations of power and wealth which arise from the unbridled oper-
ation of market forces produce their own solution by incentivising those who, by
misfortune or otherwise, fail to profit from the system. Even if certain gains and
losses accrue by chance, leaving some with ‘undeserved disappointments’ (Hayek,
1976: 1127), ex post redistribution of resources blunts incentives for individuals to
invest in their own skills and efforts. This and similar interventions which might
be justified from a ‘market perfecting’ point of view merely block the process of
competition as discovery which provides the means by which dispersed knowledge
and information are put to use: hence, ‘attempts to “correct” the market order
lead to its destruction’ (Hayek, 1976: 142).

The precise claim being made here needs to be carefully identified, and distin-
guished from those made by neoclassical economists who see regulation as giving
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rise to ‘rigidities’ which impede market equilibrium. From the evolutionary
perspective, it is not being suggested that markets, if left to their own devices, will
tend towards an optimally efficient state. The market never ‘clears’ in the sense used
by neoclassical economic theory. Rather, the market is a beneficial mstitution
because it generates a process of discovery which makes the best available use of
society’s resources. It is accepted that the process of economic change which this
account implies is one which is dynamic and non-linear, in contrast to the linear
reallocation of resources to their most efficient use which is imagined by the theory
of general equilibrium. It is therefore the dynamic ¢fficiency of the market system — in
other words, its capacity to generate new knowledge and information in a way which
will ensure the system’s long run survival in a changing environment — which justi-
fies institutional support for individual property and contract rights, but which, at
the same time, allows for only a very limited degree of market regulation, and rules
out redistribution carried out in the name of ‘social justice’ (Hayek, 1973: 140-2).

Inequality and endowments: why
redistribution matters

One of the virtues of the theory of spontancous order is that, in addition to
explaining the many benefits of markets, it also helps us to understand their lim-
its. Sugden (1998) acknowledges the limits of market ordering when he accepts
that the market is good at meeting one particular type of objective, namely satis-
fying those wants or preferences which can be encapsulated in property rights. The
market will not provide well in relation to those wants or preferences for goods for
which no property rights exist. It therefore fails to work well in relation to non-
excludable public goods or indivisible commodities (see also Sen, 1999: 127-9).

The spontanecous order argument for markets 1s based on the power of indi-
viduals to make mutually-agreed exchanges with others; but this only satisfies
wants i general if each transaction affects only those who are party to it. If there
are externalities, then transactions between some parties affect the opportunities
of others to satisfy their wants. As the Coase theorem recognises (Coase, 1988)
the state has a role in dealing with externalities in situations where negotiation is
unduly costly. But this opens up another arena for policy intervention in an area
where the market is not self-correcting. Nor is this point simply related to limits to
the spillover effects of exchange. Sugden argues that for the market to operate
effectively, it is necessary not simply to have a system of property rights, but for
individuals to have endowments in the sense of items of value which are tradable —
‘the market has a strong tendency to supply each person with those things he
wants, provided that he owns things that other people want, and provided that the things he
wants are things that other people own’ (Sugden, 1998: 492, emphasis added). Another
way of putting this is to say that the market has no inbuilt tendency to satisfy the
wants of those who do not have things that other people want.

This leads us to pose the central question in understanding the role of labour
law in relation to the present process of global economic change: can a market
order function effectively in a situation in which there are large and enduring
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disparities in the wealth and resources of market participants? For neoclassical
cconomic theory, the answer is clearly that it can; supply and demand can still be
brought into equilibrium and resources will flow to their most highly valued use,
value simply being measured by willingness to pay (Posner, 1998).

From the point of view of the theory of spontancous order, however, the
answer is not so clear. Extremes of inequality have the effect of excluding certain
groups from the market altogether. The result is not just that these individuals no
longer have access to the goods which the market can supply; the rest of society
also suffers a loss from their inability to take part in the system of exchange.
Resources which could have been mobilised for the benefit of society as whole
will, instead, remain unutilised. The logic of this position, as Sugden makes clear
(Sugden, 1998: 493), is that redistribution is needed not to reverse the unpleasant
results of the market, but rather to provi