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ALFRED D. CHANDLER, JR.

INTRODUCTION
-

This case reviews the emergence of a new type of
capitalism in the late 19th and early 20th centuries.
What differentiated this new managerial capitalism
from traditional personal capitalism was that basic
decisions concerning the production and distribution
of goods and services were made by teams, or hier-
archies, of salaried managers who had little or no
equity ownership in the enterprises they operated.
Today the major sectors of market econormies where
the means of production are still privately, rather
than state, owned, are operated through such

managerial hierarchies. This has not always been
the case,
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as the basis for class disenssion rather than to

Indeed such managerial hierarchies are entirely
modern. As late as the 1840s, with very few excep-
ttons owners managed and managers owned. There
were salaried managers before the 19¢h century,
primarily on plantations and estates, but they
worked directly with owners. There were no hier-
archies of managers comparable to that depicted
on Figure 24.1. By the 1840s personally managed
enterprises—those that carried out the processes
of production and distribution in market
economies—had become specialized, usually
handling a single function and a single product.
They operated a factory, mine, bank, or trading
office. Where the volume of activity was not

yet large enough to bring such specialization,

illustrate either effective or ineffective
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merchants often remained involved in manufac-
turing and banking as they had in the early years
of capitalism. Some had partnerships in distant
lands. But even the largest and most powerful of
carly capitalist enterprises were tiny by modern
standards.

For example, the Medici Bank of the 15th cen-
tury and that of the Fuggers in the 16th were far
more powerful financial institutions in their day
than any of today’s giant non-state banks in
America, Europe, and Japan are in ours. Yet the
Medici Bank in 1470 operated only seven branches.
The total number of individuals working in the
branches and the home office in Florence was 57.
Of these a dozen were considered managers. They,
however, were not salaried employees. They were
partners, albeit junior ones, who shared in the prof-
its and who had “joint and unlimited liability” for
losses.' Today’s middling-size state banks have as
many as 200 branches, 5,000 employees, 300
salaried managers (who have no liability at all); and
such banks handle over a million transactions a day.
That is, they process more transactions in a week
than the Medici Bank processed in the century of its
existence. Today, too, small industrial enterprises
handle a far greater volume of transactions than
did those giants of an earlier capitalism—the
Hudson’s Bay, the Royal African, or even the East
India Company.

What made the difference was, of course, the
technological revoluiion of modern times—an even
more profound discontinuity in the history of civi-
lized man than the urban revolution of the 11th to
13th centuries that created the first modern market
economies and with them modern capitalism. The
enormous increase in the volume of output and
transactions was not so much the result of the First
Industrial Revolution that began in Britain at the
end of the 18th century; that is, it was not the result
of the initial application of the new sources of
energy—fossil fuel, coal—to the processes of pro-
duction. 1t resulted much more from the coming of
modern transportation and communication. The
railroad, telegraph, steamship, and cable made pos-

sible modern mass production and distribution that
were the hallmarks of the Second Industrial
Revolution of the late 19th and early 20th centuries.
These new high-volume technologies could not be

effectively exploited unless the massive flows of
materials were guided through the process of both
production and distribution by teams of salaried
managers.

Thus the -first such managerial hierarchies
appeared during the 1850s and 1860s to coordinate
the movements of trains and flow of goods over the
new railroad networks and messages over the new
telegraph system.” They, then, quickly came into use
to manage the new mass retailing establishments—
the department stores, mail order houses, and chains
or multiple shops—whose existence the railroad and
the telegraph made possible. For example, by 1905,
such an organization permitted Sears, Roebuck in
Chicago to fill 100,000 mail orders in a single day—
more than the average earlier American merchant
filled in a lifetime. These administrative hierarchies
grew to still much greater size in industrial enter-
prises that, again on the basis of modern transporta-
tion and communication, integrated mass production
and mass distribution within a single business
enterprise.

One way to review the emergence of manager-
ial capitalism is, then, to focus on the evolution of
this largest and most complex of managerial insti-
tutions—the integrated industrial enterprise.
These integrated enterprises have had much in
common whether they were American, European,
or Japanese. They appeared at almost exactly the
same moment in history in the United States and
Europe and a little later in Japan, only because
Japan was later to industrialize. They clustered in
much the same types of industries; and finally,
they grew in much the same manner. In nearly all
cases they became large, first, by integrating
forward, that is, investing in marketing and

distribution facilities and personnel, by moving

backwards into purchasing and control of raw and
semi-finished materials, then, though much less
often, by investing in research and development.
In this way they created the multifunctional
organization that is depicted in Figure 24.1. They
soon became multinational by investing abroad.

first in marketing and then in production. Finally

they continued to expand their activities by invest-
ing in product lines related to their existing bus

nesses, thus creating the organization depicted in

Figure 24.2.
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Figure 24.1. MuMiunit, Multifunetional Enterprise

THE SIMILARITIES

Let us br.ieﬂy eXamine these similarities in the loca-
t¥on, timing, and processes of growth of this instit
tIOIl: The similarities in the location /... J la;"]e_
SM1%ular]y striking, Table 24.1 indicates the loca-
on by country and by industries of all industrial
corporattons in the world which in 1973 employed
more than 20,000 workers. {The industries arg thye
defined as 2-digit industriai groups by the Uoge
fgensus Standard Industrial Classification ISIC).) 'Iri
73, 263 (65 percent) of the 40
clgstered in food, chemicals, oi
brimary metals. Just under 30 p
m 3-digit categories of of
subcategories which had
characteristics as those in
zi?;ter.ed, such. as .cigarettes in tobacco: tires in
glasser;nlclievzspl‘*mt I paper; plate glass in stone,
metais‘ nd dc ay; cans and razor blades in fabricated
ouls 2,1 e mass-produced cameras in instruments.
% e Enpan}es (5.2 percent) were in remaining
P, ategories: apparel, lumber, furniture
ather, publishing and printing, instruments i
miscellaneous, , » o
A second point that Table 24.1 makes—one that
central to an understanding of the evolution of this

1 companies were
1, machinery, and
ercem more were
her 2-digit groups—
the same industrial
which the 65 percent
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mstitution—is the predominance of American firms
?)r??;g the world’s largest industrial corporations,
o Ooe total of 401 companies employing more than
,000 persons, over a half (212 or 52.6 percent)
were American, The United Kingdom followed with
50 (12.5. percent), Germany with 29 (7.29 percent)
Japan with 28 and France with 24. Only in che i
cals, metals, and electrical machinery were th[::;l-
as many as four or five more firms outside of the
Unflfengt;ZeZ than there were within it. )
 lable 24.2 shows that large i i
tions hcfwe clustered throughoit &1115 g%ftfﬁﬂiei(zurpmé-
the United States in the saime industries in WIE[' lltll
Fhey were concentrated in 1973, The pattern [ N
1s much the same for Britain, Germany ]
Other_data document what is indicated Iiere that th
American firms were larger, as well ag moré num :
ous, than those in other countries. For example eir-
1948, only 50 to 55 of the British firmus had aset:
comparable to those of the top 200 in the Un'tes
étates. In 1930, the number was about the same 1Ff{:)r
Wennany and Japan. it was smaller. Wel] before
orld War 11, the United States had many more and
maiy larger managerial hierarchies than did other
natl‘on‘s—ﬁunderlining the fact that managces I
capitalism first emerged in that natioin. sene

fo..]

and Japan.
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Figure 24.2.  The Multidivisional Structure

FXPLANATION OF THE
EvOLUTIONARY PROCESS

Why have these large integrated hierarchial enter-
prises appeared in some industries but rarely in oth-
ers? And why did they appear at almost the same
historical moment in the United States and Europe?
Why did these industrial enterprises in advanced
economies grow in the same manner, first, by inte-
grating forward into volume distribution, then
taking on other functions, and then becoming multi-
national and finally multiproduct?

Because these enterprises initially grew larger by
integrating mass production with volume distribution,
answers to these critical questions require a careful
ook at both these processes. Mass production is an
aitribute of specific technologies. In some industries
the primary way to increase output was to add more
workers and machines; in others it was by improv-
ing and rearranging the inputs, by improving the
machinery, furnaces, stills and other equipment, by
reorienting the process of production within the
plant, by placing several intermediate processes of
production required for a finished product within a

single works, and by increasing the application of
energy (particularly fossil fuel energy). The first set
of industries remained “labor intensive”; the second
set became “capital intensive.” In this second set of
industries, the technology of production permitted
much larger economies of scale than were possible
in the first, That is, it permitted much greater reduc-
tion in cost per unit of output as volume increased. So
in these capital-intensive industries with large batch -
or continuous process technologies, large works oper-
ating at minimum efficient scale (scale of operation
that brought the lowest unit costs) had a much greater
cost advantage over small works than was true with
labor-intensive technologies. Conversely, cost per-
unit rose much more rapidly when volume of produc--
tion fell below minimum efficient scale {of, say, 80.
to 90 percent of rated capacity), than was true in
labor-intensive industries. _
What is of basic importance for an understanding -

of the coming of the modern managerial industrial .
enterprise is that the cost advantage of the larger.
plants cannot be fully realized unless a constant flow
of materials through the plant or factory is main
tained to assure effective capacity utilization. The.
decisive figure in determining costs and profits is,’

Table 24,1,
Industry and Nationality, 1973

Outside of

SIC
Us. the .
% Foed e U.S. UK Germany Japan  France  Others Total
22 17 13 0
2 39

‘
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The DlSt .b i i W ces
ribution Of the La.['gest ManufaCtur]_ng Enlerprises lth MDIE than 20 000 Emplo 1] b
* y g y

Grand

21  Tobacco 1 1
22 Textile ; 2 3 1 0 0 0 7
23 Appare] 6 0 3 0 2 1 0 13
24 Lumber 4 5 0 0 0 0 0 6
25 Furniture 0 0 8 0 0 0 2 6
26 P
2 Poper R T R A
o Prmtlr.lg and Publishing 0 0 o 0 0 0 0 10
AR S A
30 Rubber 1 12 2 0 ; : " 2
3 Leathor 5 5 1 ’ 2 8
eather 5 0 ! I 1 1 10
32 Stone, Clay, and Glass 7 g 0 0 0 0 0 2
33 Primary Metal 13 35 3 0 0 3 2 15
34  Fabricated Metal 3 6 2 ? 5 4 15 48
35 Mach{nery 0 2 j 1 0 0 0 14
36 Elecirical Machinery 20 95 i 3 2 0 5 34
37 Transportation Equipment 22 23 S 7 2 7 45
38 Measuring Instrument 4 1 3 3 7 4 6 45
39  Miscellaneous 2 0 0 0 0 0 0 5
Diversified/Conglomerate 19 3 20 ? 0 0 0 2
— - 0 0 0
22

then, not rated capacity for a specified time period
but rather. throughput—that is amount actuall
processed in that time period. Throughput is thus thz
Proper economiic measure of capacity utilization. I
the qulta_l-intensive industries, the throughput nee;ieg
0 maintain Iminimum efficient scale requires not only
careful cogrdmatlon of flow through the processe
of pr(?ducnon but also the flows of inputs from th:
Zupphers and the flow of outputs to the retailers and
. l?te(l)lmczps?iners. Such coordination cannot happen
o ae ce; y. It demapds the constant attention of a
teChnilna_ team, or hlergrc,:hy. Thus scale is only a
o ogical characteristic, The econonilies of
Such’ measur‘ed by throughput, are organizational.
economies depend on knowledge, skills, and

team\fvorkh—on the human organization essential t

exploit the potential of technological processes °
. A well-known example illustrates these g:e'neral-
lzations. In 1882, the Standard Oil “alliance™
formed 'the Standard Oil Trust. The purpose was not
tolobtam control over the industry’s output ;I‘h £
aulan'ce, a loose federation of 40 companieé eacalll
Wlth ts own legal and administrative identilty but
tied to Jo%m D. Rockefeller’s Standard O] Compan

thro_ugh interchange of stock and other ﬁnalll)cia}I]
C]EVIC(?S, already controlled close to 90 percent of the
American output of kerosene, Instead, the Trust was
formed to provide a legal instrument to rationalize
the industry and to exploit more fully economies of
scale. The Trust provided the essential legal means
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E ¥} [) lbut‘l() 1 Of t]le 200 La] (=t anufacturin I TS 1n the Ut lted tates bs‘ IIlduS[I'y
h 1811 g M f g Il S

4.2

o 1917 1930 1948 i 9275
1LC.

S Food 39 32 22 :

20 Foo

21 Tobacco 2 ; ; 3

22 Textiles : ) ‘ 4
23  Apparel ; ) ! !
24 Lumber ; ) é :
25 Furniture ; : : :
26 Paper :

27 Printing and Publishing 23 o 2 g
28 Chemical » o ” :
20 Petroleum : : : ;
30 Rubber : ; , 7
31 Leather . : : ;
32 Stone, Clay, and Glass - I M )
33 Primary Metal . - : f
34  Fabricated Metal 5 0 N ;
35 Machinery . ; : : :
36 Electrical Machme{y - ) 2 )
37 Transportation Bquipment 1 ; 1
38 Instruments 1 1 ; |
39 Miscellaneous : :

Diversified/Conglomerate

Total 200 200
otal

* Ranked by assets.

to creafe a corporate or central ofﬁce'tha]t) co;ljlljctlz
first, reorganize the processes of proc.:iuctloél1 V8 e
ting down some refineries, reshapmg 0 f;: and
building new ones and, second, coordinate he Mo
of materials, not only through the seyeral ref ne thé
but from the oil fields to the refineries gnd r(zim he
refineries to the consumers. The resulting ra 0:2) -
ization made it possible to con.centrate close 2
quarter of the world’s production of i.ceroiena.ﬂ
three refineries, each with an .average da'uly ¢ ?rﬁlle E
capacity of 6,500 barrels with two th1tllr]c}s tgme el
product going to overseas markets. (At tﬁs 1ati0n,S
refined perokeur B e T f_ﬂf 1? ndiseco— tion and distribution.
largest nonagricultural expo_rt.) Imag%ne the eco-

nomies of scale—the great increase in vnit c?s ”
that would result from placing close to onellou ®
of the world’s production of sl}lclae's,, or textiles,

into three factories or mills! ‘ B

hm}ﬁfifs liggrganization of thf-f Trqst’s refinming fact:ﬂ;;f
ties brought a sharp reduction in average cos

0.54 cents in 1884 and 0.45 in 1885 {(and proﬁtﬁ _
r(;se from 0.53 cents a gallon to 1.Q03 cents), w1tt

costs at the giant refineries being still lower—costs
maintajn this cost advantage required that these

of from 3,000 to 6,500 barrels or a three- to four-

daily flow with concomitant increases in transac-

technologies—those of the Second Industrial

i . Tt dropped .
duction of a gallon of kerosene. It dr
1fjrr(())nlul.s cents a gallon before reorganization to .

far below those of any competitor. However, to -
large refineries have a continuing daily throughput :
fold increase over earlier 1,500 to 2,000 barrels

tions handled and in the complexity of coordinaé;mg_ _-
the flow of materials through the process of pro u.c :

The Standard Oil story was by no means uniq}le. :
In the 1880s and 1890s, new mass production

Revolution—brought sharp re(.:'luction in costs arzlis.-
plants reached minimum efficient scale.. In {nth ;
industries the level of output was so high =

E—— ]
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scale that a small number of plants were able to meet
existing national and even global demand. The
structure of these industries quickly becare oligop-

olistic. Their few large enterprises competed world- 10 rubber companies listed on the 1973 Table,

wide. In many instances the first enterprises to build  nine built their first large factory between 1900

a plant with a high minimum efficient scale and and 1908.° Since then, the Japanese company,

o recruit the essential Mmanagement tcam have Bridgestone, has been the only major new entrant

remained until this day leaders in their industries. A into the global oligopoly.

brief review of the industries . . . in which the large In metals {Group 34}, the scale economies made

enterprises have always clystered illustrates this  possible by maintaining a high volume throughput

close relationship between scale economies, the size  were also striking. Andrew Carnegie was able to
of the enterprise, and industrial concentration. reduce the cost of making steel rails by the new
In Groups 20 and 21-—food, drink and tobacco—  Bessemer steel process from close to $100 a ton in
brand-new production processes in the refining of the early 1870s to $12 by the late 18905 ° In the
sugar and vegetable oils, in the milling of wheat and refining of nonferrous metals, the electrolytic refin-
oats, and in the making of cigarettes brought rapid ing process invented in the 1880s brought even more
reductions in costs. In cigarettes for example, the impressive cost reductions, permitting the price of g
invention of the Bonsack machine in the carly 1880s  kilo of aluminum to fail from 87.50 francs in 1888
permitted the first entrepreneurs to adopt the  to47.50 francs in 1889, with the adoption of the new
machine—James B. Duke in the United States and process, to 19 francs at the end of 1890 to 3.75
the Wills brothers in Britain—to reduce labor costs  francs in 18957
sharply—in Wills’s case from 4 shillings per 1,000 to
0.3 pence per thousand.’ Understandably Duke and 35
Wills soon dominated and then divided the world
market. In addition, most companies in Group 20, and
also those producing consumer chemicals, such as
soap, cosmetics, paints, and pills, pioneered in the use
of new high-volume techniques for packing their
products in small units that could be placed directly
on refailers’ shelves. The most important of these was
the “automatic-line” canning process which, invented
in the mid-1880s, permitted the filling of 4,000 cans
an hour. The names of these pioneers—Campbeil
Soup, Heinz, Bordens, Camnation, Nesilé, Cadbury,
Cross and Blackwell, Lever, Procter & Gambile,
Colgate, and others—are still well known today.

In chemicals—Group 28— the new technologies
bronght even sharper cost reductions in industrial
than in packaged consumer products. The mass pro-
duction of synthetic dyes and synthetic alkalies
began in the 1880s. Tt came a little later in synthetic
hitrates, synthetic fibers, plastics, and film. The first
three firms to produce the new synthetic blue dye—
alizarine— dropped production costs from 200
marks per kilo in the 1870s to 9 marks by 1886; and
those three firms—Bayer, BASF and Hochest —are

still today, a century later, the three largest German
chemical companies *

Rubber production (Group 30), like ofl, benefited
from scale economies, even more in the production
of tires than rubber footwear and clothing. Of the

In the machinery making industries (Groups
—-37), new technologies based on the fabricating
and assembling of interchangeable metal parts were
perfected in the 1880s. By 1886, for example,
Singer Sewing Machine had two plants—one in
New Jersey and the other in Glasgow, each produc-
ing 8,000 machines a week.® To maintain their out-
put, which satisfied three fourths of the world
demand, required an even more tightly scheduled
coordination of flows of materials into, throngh, and
out of the plant than did the mass production of
packaged goods, chemicals, and metals. By the
1890s, a tiny number of enterprises using compara-
ble plants supplied the world demand for typewrit-
ers, cash registers, adding machines, and other office
equipment, for harvesters, reapers, and other agri-
cultural machinery, and for the newly invented
electrical and other volume-produced industrial
machinery. The culmination of fhese processes came
with the mass production of the auntomobile. By
installing the moving assembly line in his Highland
Park plant in 1913, Henry Ford rednced the labor
time used in putting together a Mode] T chassis from
12 hours and 28 minutes man hours to one hour and
33 minutes.” This dramatic increase in throughput
permitted Ford to drop the price of the touring car
from over $600 in 1913 to $490 in 1914 and to $290
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in the 1920s, to pay the highest wages, and to
acquire one of the world’s largest fortunes in an
astonishingly short time.

On the other hand, in the SIC categories . . . where
few large firms appear, that is in the older, technologi-
cally simple, labor-intensive industries such as
apparel, textiles, leather, lumber, and publishing and
printing, neither technological nor organizational
innovation substantially increase minimum efficient
scale. In these industries large plants do not offer
significant cost advantages over small ones. In these
industries the opportunities for cost reduction through
material coordination of high-volume throughput by
managerial teams remains limited.

The differentials in potential scale economies of
different production technologies indicate not only
why the farge hierarchical firms appeared in some
industries and not in others but also why they
appeared suddenly in the last decades of the 19th
century. Only with the completion of the modern
transportation and communication networks—those
of the railroad, telegraph, steamship, and cable—
could rnaterials flow into a factory or processing
plant and the finished goods move out at a rate
of speed and volume required to achieve substantial
economies of throughput. Transportation that depea-
ded on the power of animals, wind, and current was
ioo slow, too irregular, and too uncertain to maintain
a level of throughput necessary to achieve modern
economies of scale.

However, such scale and throughput economies
do not in themselves explain why the new tech-
nologies made possible by the new transportation
and communication systems caused the new mass
producers to integrate forward into mass distri-
bution. Coordination might have been achieved
through contractual agreement with intermedi-
aries—both buyers and sellers. Such an explanation
requires a more precise understanding of the
process of volume distribution, particularly why the
wholesaler, retailer, or other commercial intermedi-
aries lost their cost advantage vis-a-vis the volume
producer.

The intermediaries’ cost advantage lay in exploit-
ing both the economies of scale and what has been
termed “the economies of scope.” Because they han-
dled the products of many manufacturers, they
achieved a greater volume and lower per unit cost

(i.e., scale) than any one manufacturer in the
marking and distribution of a single line of products.
Moreover, they increased this advantage by the
broader scope of their operation, that is by handling
a number of related product lines through a single
set of facilities. This was true of the new volume
wholesalers in apparel, dry goods, groceries, hard-
ware, and the like and even more true of the new
mass retailers—the department store, the mail order
house, and the chain or multiple shop enterprise.
The commercial intermediaries lost their cost
advantages when manufacturers’ output reached a
comparable scale. As one economist has pointed out,
“The intermediary will have a cost advantage over its
customers and suppliers only as long as the volume
of wansactions in which he engages comes closer to
that [minimum efficient} scale than do the transac-
tions volumes of his customers or suppliers”” This
rarely happened in retailing, except in heavily con-
centrated urban markets, but it often occurred in
wholesaling. In addition, the advantages of scope
were sharply reduced when marketing and distribu-
tion required specialized, costly product-specific
facilities and skills that could not be used to handle
other product lines. By investing in such product-
specific personnel and facilities, the intermediary not
only lost the advantages of scope but also became
dependent on what were usually a small number of
producers to provide those suppliers.

All these new volume-producing enterprises
created their own sales organization to advertise and
market their products nationally and often interna-
tionally. From the start they preferred to have a sales
force of their own to advertise and market their
goods. Salesmen of wholesalers and other interme-
diaries who sold the products of many manufactar-
ers, including those of their competitors, could not -
be relied upon to concentrate on the single preduct
of a single manufacturer with the intensity needed to
atiain and maintain market share necessary to keep
throughput at mininmm efficient scale. :

Equally important, mass distribution of these -
products—many of them quite new—often required :
extensive investment in specialized product-specific
facilities and personnel. Because the existing whole-
salers and mass retailers made their profits from
handling related products of many manufacturers,
they had little incentive to make large investments in

facilities and personnel that could only be nseful for

E handful of specialized products processed by a
andful of producers on whom they would becom

dependent for the supplies essential to make thi(s3

investment pay.

[...]

maSThe mass marketing of new machines which were
$ produced through the fabricating and assem-

biing of interchangeable parts re

: : quired a greater
mvestment in personnel to provide the specialized

marketing services than in product-specific plant and

x 1
eqmﬁ{meﬂt.’ The mass distribution of sewing
nllcac mes for households and for the production
of apparel, typewriters, cash registers

stration, after-sales service, and consumer credit

As thes.e machines had been only recently invented
few ex1stlpg distributors had the necessary trainin ’
and experience to provide the services or ﬁnancia%
resoources Lo provide extensive consumer credit
mcenI:' the other hand, the m‘alllufacturer had every
1centive to do both. The provision of repair and ser-
vice tc? help to assure that the product performed
aldvertlsed anFl control of the wholesale organizzf
EIc())n assured inventory as well as quality control,
COV\;ievg, as a great many retailers were needed to
T 1€ national and international markets, the
manufac‘turers preferred to rely, as did the oil anc’i tire
companies, on franchised dealers. These retail deal
ers, who sold their produets exclusively, were su -
pOI'tE.Ed' by a branch office network that ’assured tillj-
provision of services, credit, and supplies on schede
:Ie. Only the Hli'ikel‘s of sewing machines, typewrit:
S [rs, and cash registers went so far as to invest in retai
ores. They did so pnmarily in concentrated urban
areas where, before the coming of the automobil
only. such stores were able to provide the neces S
8ervices and credit on g neighborhood basis -
In th o
eS¢ ways and for these reasons, the large

ndustrial firm that integrated mass production and

zllzzsrzccthsfnlljutlon appéared in industries with two
s eristics. The ﬁ-rst and most essential was a

nqlogy of production in which the realization of
Potential scale economies and maintenance of quali?y

: - addin
mac i .
hines, mimeograph machines, and other office

equll}:ment, harvesters, reapers, and other agricultural
mac ;nes, and,.aﬁer 1900, automobiles and the more
complex electrical appliances all called for demon-

.
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control demanded close and constant coordinatio
and supervision of materials flows by train (Iil
managf:nal teams. The second was that VOIUISI
markehng and distribution of their produets re uirefl
investment in specialized produci-specific l?
and physical capital. e
Where this was nor the case, that is in indusiries
wi.le.re technology did not have a potentially high
mlmmum- efficient scale, where coordination wis
?or tgf:slmcal]y c.omplex,. and where mass distribu-
1on. did not require specialized skills and facilities
Fhere was little incentive for the manufacture; t,
integrate forward into distribution. In such inéu :
fries as publishing and printing, lumber, fumiturz_
.leather, and apparel and textiles, and ;pecializeci
Instraments and machines, the large integrated fir
had few competitive advantages. In these industriem
the small single-function firm continued 1o pro ;
and to compete vigorously. prosher
. Significantly, however, it was in Just these indus-
tries that the new mass retailers-—the department
stores, the mail-order houses, and the chain gr multl'1
ple stores— began to coordinate the flow of oo dI_
jfrom the manufacturer to their consumer. In %ho X
mc.ius.mes where substantial scale economi;es did ot
exist 1n production, both the economies of scale ;;0;
thos§ of scope gave the mass retailers their eco
nomic advantage. In coordinating these flows th_
nass refailers, like the mass producers reduced, i
costs of distribution by increasing thesdaily ﬂov:;mlt
throtilghputlwithin the distribution network SucO}Il‘.
efficiency, in turn, further reduced the ecc;nom'
nee(.i for the wholesaler as a middlerman betw .
retailer and manufacturer, e he
In industries where this was the case, that is i
those'that had the two critical characte;istics tliz
most 1mportant entrepreneurial act of the foun’d
of an enterpn’se was the creation of an adminis-
trative organization. That 18, it was, first, the recruit-
ment Qf a team to supervise the ,process {
produ_ctlon, then the building of a nationa] and .
qften international sales network, and finally th
ting up qf a corporate office of middle and top ma
agers to integrate and coordinate the two Or&J th o
fhd the entgrpn'se become multinational, lInves{meiI;
n production gbroad followed, almost never pre-
Ezged,kthe bulldlpg of an overseas marketing
work, So, too, in the technologically advanced

ers

very
e set-
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industries, the investment in research and development
followed the creation of a marketing network.
In these firms, this linkage between trained sales
engineers, production engineers, product designers,
and the research laboratory becaime a major impetus
to continuing innovation in the industries in which
they operated. The result of such growth was an
enterprise whose organization is depicted in
[Figures 24.1 and 24.2]. The continuing growth of
the firm rested on the ability of its managers to
transfer resources in marketing, research and devel-
opment, and production (usually those that were not
fully utilized) into new and more profitable related
product lines, a move that carried the organization
shown on [Figure 24.1] to that illustrated by [Figure
24.2]. If the first step—that of integrating produe-
tion and distribution—was not taken, the rest did not
follow., The firms remained small, personally man-
aged producing enterprises buying their materials
and selling their products through intermediaries.
foo0]

In the United States, the completion of the
nation’s basic railroad and telegraph network and
the perfection of its operating methods in the 1870s
and 1880s opened up the largest and fastest growing
market in the world. Its population, which already
enjoyed the highest per capita income in the world,
was equal to that of Britain in 1850, twice that in
1900, and three times that in 1920." American
entrepreneurs quickly recruited the managerial
teams in production necessary to exploit scale
economies and made the investment in distribution
necessary to market their volume-produced goods at
home and abroad and did so in all the industries in
which large industrial firms would cluster for the
following ceniury. Most of these firms quickly
extended their marketing organizations overseas and
then became multinational by investing in produc-
tion facilities abroad, playing an influential role in a
global oligopoly. (See Table 24.3.) Indeed, in some
cases, particularly in mass-produced light machin-
ery, the Americans enjoyed close to global monop-
oly well before the outbreak of World War 1. By
that time too, those in the more technologically
advanced industries had begun to invest personnel
and facilities in research and development.

These large manufacturing enterprises grew by
direct investment in nonmanufacturing personnel

and facilities. They also expanded by merger and
acquisition.”® Here they began by making the stan--
dard response of manufacturers, both the European
and American, to excess capacity to which, because
of the high minimum efficient scale of their
capital-intensive production processes, they were
particularly sensitive, American manufacturers first
attempted to control competition by forming trade
associations o control output and prices and allo-
cating marketing territories. However, because of
the existing common law prohibition against combi-
nations in restraint of trade, these associations were
unable to enforce their rulings in courts of law.
So manuafacturers turned to the holding company
device. Members of their association exchanged
their stock for that of a holding company thus giving
a central office legal power to determine output,
prices, and marketing areas for the subsidiary firms.

For most American enterprises, the initial incor-
poration as a holding company took place to control

competition. However, for some, like John D.

Rockefeller, it became the first step for rationalizing

the resources of an enterprise or even an indusiry

in order to exploit fully the potential of scale
economies. Bven hefore the enforcement of the

Sherman Antitrust Law in the early 20th century .
made contractual cooperation by means of a holding
company legally suspect, a number of American -

enterprises had been transformed from holding com-
panies to operating ones by consolidating the many

factories of their subsidiaries into a single produc-’

tion department, unifying the several sales forces
into a single sales department (including an inter-
national division) and then, though less often,
investing in research and development. In a word,
these enterprises were transformed from a loose fed-
eration of small operating concerns into a singlé
centralized enterprise as depicted in Figure 24.1
These firms competed for market share and profits;
rarely on price—the largest (and usually the oldest)
remained the price leader—but on productive ef]
ciency, on advertising, on the proficiency of theix
marketing and distribution services, and on product
performance and product improvement. -

In such large, complex organizations, decisions
both as to current production and distribution and
the allocation of resources for future production and
distribution came to be made by full-time salaried

Table 24.3,

Groups 20 & 21 Food and Tobacco

American Chicle
American Cotton il
Armour

Coca-Cola

H. I Heinz

Quaker Oats

Swift

American Tobacco
British American Tobacco

Groups 28, 29, & 30- Chemicals &
Pharmacenticals, Oil, and Rubber

Carborundym

Parke Dayvis (drug)

Sherwin-Williams

Sterns & Co. (drug)

United Drug (drug)

Virginia-Carolina Chemica)

Du Pont
Standard Oil of N.J.
U.S. Rubber ¢

SOURCE: Mira Wilkins, Th
» E g inatl
€ Lmergence of Multinationg] Enterprise {Cambridge: Harvard University P 19
. : ¥ Fress, 1970}, pp. 212-123. 216

managers. At the time of World W
i ar I,
still worked on g full-time basjs owners who

) : with their hierar-
chles continued to have ap influence on such deci—
Sions. By World War 11, growth

. by diversificati
e ' tfication
O new product lines not only greatly increased the

:ézaf;tanddcomplexny of th_e enterprise but still further
pam;re ts(;:qck owners?up. By then owners rarely
ot rep;lrzselnnt ;ntiij;:g;nal decisions. At best they or
' atiy vere “outside™ directors w
;Ei‘:atﬂ\:(lithmt;e mside directors, that js the full—tin}'llg
wonalle - lna%rers, z_it the most once 2 month and
inge t}};(e n )']d our times a year, For these meet-
Kt mlqni! e dlrectgrs set _the agenda, provided
of oo, ation on whlcl'} decisions were made, and
8¢ were responsible for implementing the

I\;Iultinational Companies in 1914 (American co
plant and raw material-producing facilities)
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mpanies with two or more plants abroad or one

G : J
roups 35, 36 & 37 Machinery and T) ransportation Equipiment

American Bicycle
Ammerican Gramophone
American Radiator
Crown Cork & Seal
Chicago Preumaric Tool
Ford
General Electric
%nternational Harvester
nternational Steam i
Mergenthaler Linotylgzmp (Worington
National Cash Register
Norton
Otis Elevator
Singer
Torrington
United Shoe Machinery
Western Electric
Westinghouse Air Brake
Westinghouse Electric

thers

Alcoa (33)

Gillette (34)
Eastman Kodak (38)
Diamond Match (39

dgmsmgs. The ousside directors stifl had the veto
ﬁo wer, ut. they had neither the time, the information
I €xperience, and rarel i
\ ¥ even the motivatio
;c\)f propose alternate courses of action. By WoﬂcI:I1
ar I, managerial capitalism had become firmly

BIltIenClled m ﬂle ma ClLOr O ﬂ]e 1] c
Or sect
[. .. ]

Norgs

The Rise and Decline of th
: €
1494 (Cambridge: Harvard University
7, 91. The earlier Peruzzi bank had
by employees(fattore). “However; all

1. Raymond de Roover.
Medici Bank, 1397 :
Press, 1963), pp- 8
branches managed
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branches of major importance were managed by pariners,”
p. 80.
9 Alfred D. Chandler, Jr., The Visible Hand
{Cambridge: Harvard University Press, 1977), chaps.
36, for the coming of such hierarchies to manage railroad
and telegraph systems and chap. 7 for their use in the
management of mass distribution. Pages 231 and 232
describe the organization of Sears Roebuck.

3. B. W. E. Alford, W D. & H. O. Wills and the
Development of the U. K. Tobacco Industry (London:
Methuen, 1973), pp. 143-49. Also Chandler, Visible
Hand, pp. 249-38.

4. Sachio Kahu, “The Development and Structure of
the German Coal-Tar Dyestuffs Firms,” Akio Okochi
and Hoshimi Uchida, eds., Development and Diffusion
of Technology (Tokyo: University of Tokyo Press, 1979),
p. 78.
5. This statement is based on a review of histories of
and internal reports and pamphlets by the Jeading rubber
companies.

6. Harold Livesay, Andrew Carnegie and the Rise of
Big Business (Boston: Little, Brown, 1975), pp. 102-106,

155. When in 1873 Carnegie opened the first works
directed entirely to producing rails by the Bessemer
process, the cost dropped to $56.64 a ton. By 1859, with
increase in sales, the cost fell to $25 a ton.

7. 1. R Haber, The Chemical Industry During the
Nineteenth Cenrury {Oxford: Oxford University Press,
1958), p. 92.

8. Chandler, Visibie Hand, pp. 302-14.

9. Allan Nevins, Ford: The Times, the Maun, the
Company (New York: Charles Scribner’s Sons, 1934),
chaps. 18-20 {especially pages 473, 489, 511}, Alfred D.
Chandler, Jr., Giant Enterprise: Ford, General Motors
and the Automobile Industry (New York: Amo Press,
1980, p. 26.

10. Scott I. Mass, An Economic Theory of Business
Strategy (New York: Wiley, 1981), pp. 110-11.

11. Chandler, Visible Hand, pp. 402-11.

12. W. §. and E. §. Woytinsky, World Population and
Production {(New York: Twentieth Century Fund, 1933},
pp- 383-85.

13. Chandler, Visible Hand, chap. 10.
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MARKETS, HIERARCHIES, AND NETWORKS

I hav
s ei :nicr)noig deal of sympathy regarding the view
social o f;xchange 15 embedded in a particular
- formc;raf context. Yet it is also the case that
ot en& o exchangfe are more social—that is
- 1‘Epu}[)aﬁOent on relationships, mutyal interests’
o n—as vflvell as less guided by a formal’
e of authority. My aim is to identify a
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.~ NEITHER MARKET NOR HIERARCHY

Network Forms of Organization

;:acillzergnt set of factors that make it meaningful t
about networks as a distinetive form of coordic-)

nati . .
ating economic activity. We can then employ these

ideas to generate ar
dur{;té)fil]ity, and Iinﬁtaggnmseglisnggsgrtkzh © frequency.
oy ;1:) St:ees Items. c?xchanged between buyers and
g Dosse s qualities that are not easily measured
and difﬁcultltons are so long-term and recurrent tha;:
e difficul S?ﬁ‘peak of thfe parties as separate enti-
Wh;n o i n_:gard this as a market exchange?
¢ entangiing of obligation and reputation

reaches a point that th .
: e actions of ;
interdependent, but there is the parties are

no common i
or legal framework, do we o onip

. . not need a new concep-
tual tool kit to describe and analyze this relatci:gg-

zhlllll};?riurely this pattemefl exchange looks more like

o man zgf than a one-night stand, but there is no

ar g¢ license, no common household, no poolin
ssets. In the language I employ below, such af
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