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INTRODUCTION

The aim of this chapter is to investigate the relation between the learning
processes of firms and their industrial specialization.? Its point of depart-
ure is recent research in the theory of the firm - namely the capabilities- (or
competence-) based approach?® — which has stressed how codified and tacit
knowledge jointly account for the existence of differences in individual
and organizational capabilities within and among firms. Following this
approach, the variety of capabilities accounts for inter- and intra-firm div-
ision of labour so that specialization — the activities that a firm becomes fit
to carry out — would seem to be an almost natural outcome.

The capabilities approach raises a range of issues, which will be discussed
in the sections that follow. First, despite the many insights that the
approach has provided, there still are some problems in defining and appro-
priately accounting for the origin of capabilities as well as in understand-
ing the key features of the division of labour. Capabilities are often
assumed to exist a priori or they are claimed to be part of an ongoing, vet
not adequately outlined, process. As for the division of labour, 1t is treated
as a technical issue rather than as a strategic variable. The chapter contends
that this approach is unsatisfactory and it stresses that capabilities depend
on the division of labour that management devises (see: “‘Whence capabili-
ties?, below).

A related set of issues focuses on the function that the division of labour
may have. The chapter argues that it may be devised in order to achieve
cost-effectiveness, to enhance and direct learning processes and to affect
bargaining power among the parties concerned. Which function is given
priority depends on the strategic outlook of management, thus on how
management positions the firm on the market and how it organizes the
available capabilities and arranges the required learning processes. In this
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regard, the chapter discusses the manifold nature and the requirements that
knowledge — thus the capabilities — of the workers has to meet in order to
be consistent with management’s strategic outlook. Two major problems
may arise. First, misperception of management’s strategic outlook may
prevent workers from effectively taking part in the overall problem-solving
activity of the firm. Second, inconsistent values — for example, different
views concerning distribution — may give rise to cognitive dissonance and
undermine the firm as an organization. While the first problem may require
an extension of the knowledge workers have access to, the second one may
require a restriction of that knowledge. In the latter case, the relevance of
the division of labour, from the point of view of management, is that it
affects the bargaining power of workers (see: ‘Capabilities and knowledge
creation’, below).

The division of labour and the resulting capabilities affect the pattern of
specialization of the firm, which feeds back on the strategy pursued. Two
alternative patterns may be envisaged. If, for whatever circumstance, man-
agement focuses on qualitative competitiveness and leaves distribution —
within the firm or within the industiry’s value chain — unaffected, then
the parties concerned are more likely to share the firm’s strategic out-
look. A division of labour may be devised to solve problems associated
with qualitative competitiveness and, in so far as such a goal is achieved,
the value added accruing to the firm — and to the value chain — will rise
and distribution will remain a minor issue. Alternatively, if management
focuses on distribution, conflicts of interest may force it to devise a division
of labour that assures loyalty at the expense of problem solving. Under
these circumstances, value added may not grow much, thereby leading to
cost stripping as the only way to ensure short-run profitability (see:
‘Distribution, learning and specialization’, below).

The self-reinforcing patterns here outlined may help to provide an
account for actual divergences in the patterns of specialization at the
regional and country — as well as firm — levels. Because of the implications
this may have for overall growth patterns, the conclusive remarks point to
a few policy-related issues.

WHENCE CAPABILITIES?
Capabilities and the Division of Labour
In a famous paper, Richardson defined capabilities as ‘knowledge, experi-

ence and skills’ (Richardson [1972] 1990, p. 231). He acknowledged: “The
notion of capability is somewhat vague, but no more so perhaps than that
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of, say, liquidity and, I believe, no less useful’ (ibid.). Although the notion
has been elaborated upon by subsequent research, it does remain ‘some-
what vague”. There are two reasons for this. The first one is that it is fairly
common for scholars who investigate an emerging field of inquiry to label
the same concepts in different ways, thereby leading to a somewhat fuzzy
situation.’ The second reason is that, much like in the case of Liquidity,
there is something in the notion of capability that is irreducible to a regu-
larity. Capabilities are what is required to solve problems as they arise.
Depending on the nature of the problem, a solution may be sought by
resorting to logical deduction or to heuristics, to ‘know that’ or to ‘know
how’, to tacit knowledge or to codified knowledge. Independently of how
it is sought, a solution to a problem implies a learning process. Thus, the
difficulties in appropriately defining capabilities presumably arise because
of the manifold nature of problem-solving activities (Dosi and Egidi 1991).
In this section, I shall elaborate on this issue by arguing that capabilities
co-evolve with those activities by means of the division of labour.

‘We do know that each individual has distinct knowledge, experience and
skills (Minsky 1985). This means that he/she has distinct capabilities, which
differ from those that others have. Furthermore, bounded rationality and
incomplete and scattered information imply that no single individual can
solve all problems. A single problem may be too large to tackle by a single
individual, so that it has to be split up into subproblems, each one of which
will be assigned to distinct individuals.

The nature of the problems that agents have to cope with varies. It may
consist in executing a detailed procedure,® in learning how to do something,
in learning how to learn. A learning process generally occurs even when the
most trivial tasks have to be carried out. When Adam Smith stressed the
importance of the division of labour, he focused on how specialization in
pin manufacturing would favour the identification, and possible introduc-
tion, of improvements in fairly trivial tasks.

The division of labour within a firm consists in the assignment of a set
of tasks to individuals who presumably have the capabilities to carry them
out. Tt therefore defines the subproblems each individual will have to cope
with, thus also the boundaries of the environment he/she will have to focus
on. This entails that each individual knows only a part of what is required
to solve the problem, while the team as a whole has the knowledge required
for the solution (Nelson and Winter 1982; Egidi 1992). The division of
labour is, in this sense, the link between individual and organizational cap-
abilities. In a2 more dynamic perspective, the above boundaries define the
knowledge required to carry out the task but also guidelines for future
learning processes.” Consequently, individual capabilities at any given
moment result from the evolution of original individual capabilities and the
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Individual capabilities - division of labour - individual and organizational learning
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Figure 3.1  The division of labour and learning

nature of that evolution depends on the learning potential that the division
of labour assigned to each individual. Organizational capabilities reflect
these circumstances. The feedback process outlined is summarized by
Figure 3.1.

Just as tasks may be assigned to individuals within a firm, they may be
assigned to distinct firms within an industry, or to distinct industries.
I intreduce this topic in the subsection that follows. Subsequently, I shall
discuss who determines the division of labour and on what grounds.

Coordination and the Division of Labour

By definition, the division of labour implies complementarities between dis-
tinct tasks, or activities. In turn, complementarities require some sort of
coordination. Richardson ([1972] 1990) investigated distinct forms of coor-
dination — direction, cooperation and market transactions — in relation to
the technical characteristics of activities, namely similarity and the degree
of complementarity. In particular, he argued that activities are ‘similar’
when they require the same capabilities; they are ‘closely complementary’
when they belong to different phases of a given production process so that
they require ex ante interaction between the parties invelved. Consequently,
capabilities have to be shared either when activities are sirilar or when they
are dissimilar but they interlock tightly. What this leads to is that the coor-
dination issue deals with the inter-firm division of abour, that is, whether
tasks are carried out within a firm or are left for other agents to carry out,
and it depends on the technical characteristics of capabilities. This conclu-
sion is clearly pointed out by Langlois and Foss: ‘Richardson’s insight is a
simple but extremely profound one. For 1t suggests that — as a quite general
matter — capabilities are determinants of the boundaries of the firm’
(Langlois and Foss 1999, p. 209).

The above conclusion raises a range of important issues. First, is it
exhaustive? Capabilities may exist that are not profitable. In such a case it
would be pointless to claim that they determine the boundaries of the firm.
It is therefore appropriate to refer to a more specific bundle of capabilities:
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those that are consistent with an expected rate of profit. The capabilities in
this bundle determine what Teece (1988) names ‘core business’.® However,
as Dosi et al. (1992) and Dosi (1994) argue, a given set of core capabilities
may be compatible with different boundaries. While 2 minimum bundle of
capabilities is required for a firm to exist, the bundle that actually exists
within a firm may well be larger, including a range of additional capabili-
ties that favour complementary activities. Under these circumstances it is
not clear that ‘capabilities are determinants of the boundaries of the firm’.
Core capabilities are more likely to be mere constraints. At the very least
some co-determinants must be identified. This is precisely what Dosi et al.
(1992) do. We shall return to them shortly.

The second issue concerns the causal relation between capabilities and
coordination. The claim that coordination (the boundaries of the firm)
depends on capabilities needs to be qualified. If capabilities are assumed to
be exogenous, the claim is consistent. While this may be the case, to some
extent, for individual capabilities, it is not when organizational capabilities
are taken into account. The latter result from a division of labour within
organizations/firms, which, in turn, arises only if and when the coordin-
ation problem is solved, that is, when the boundaries of the firms are appro-
priately defined.

A more appropriate way to explain the relation between capabilities and
coordination is to assume the following recursive process. Consider an initial
situation where employers resort to individual capabilities and determine a
division of labour within their firms. This situation allows organizational
capabilities to arise, whereby firms learn to cope with problems they could
not tackle before. This means that firms learn how to deal with comple-
mentarities, including how to change them. As a result, new capabilities,
both individual and organizational, determine a reassessment of the coor-
dination problem. The (new) boundaries of the firms allow a new internal
division of labour to be determined. The process is depicted in Figure 3.2,
What it suggests is that boundaries are determinants of the capabilities of
the firm just as ‘capabilities are determinants of the boundaries of the firm’.

Employer/manager
1 T
Tnternal division of labour = organizational capabilities = coordination problem/
boundaries {external division
of labour)

Figure 3.2 Coordination and organizational capabilities
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The account Dosi et al. (1992) provide of ‘coherent’ boundaries seems
to imply the existence of such a recursive process. Furthermore, they
explain what determines the boundaries of firms by introducing a range
of co-determinants of the firm’s learning process: path-dependence, the
technological environment, selection and so on. What they do not seem
to be concerned with is what employers/managers pursue, thus the
degrees of freedom that firms have and how these may affect the process
depicted in Figure 3.2. The behaviour of a firm apparently consists in
passive adaptation to the requirements of a given external environment.
This restrictive view is criticized by Nelson, who comments:? ‘Absent a
reasonably coherent and accepted strategy . . . [t]here is no real guidance
regarding the capabilities a firm needs to protect, enhance, or add in order
to be effective in the next round of innovative competition’ (Nelson 1991,
p. 69).10

The notion of strategy as mere adaptation is extremely restrictive in a
world where, owing to incomplete and scattered information and bounded
rationality, agents have to procedurally choose how to carry out their activ-
ities (Simon 1976; Dosi and Egidi 1991). Under these circumstances they
have to make some sense of the environment they act in and choose a set
of actions that, in their view, will consistently achieve the pursued goal.
Depending on how and what they learn about what is going on, they will
identify one out of many possible strategies. The third issue qualifies the
previous one in that it is concerned with how the (internal) division of
labour!! is devised. Teece’s notion of core competences entails a hierarchy
of capabilities in terms of a firm’s competitiveness. Egidi argues that the
‘process of problem solving by division into independent sub-problems
seems to suggest that the existence of hierarchies in organizations may be
intrinsic to the method of solving problems’ (Egidi 1992, p. 168). In Egidi’s
framework, the capabilities of the agent who decomposes the main problem
presumably lie at the top. What remains to be assessed is how he/she decom-
poses the problem, thereby arranging all the other capabilities available:
what is at issue is how tasks and routines are devised.

This issue would be irrelevant if only one division of labour were avail-
able. This is not the general case, however. As Egidi (1992, p.168) argues, ‘it
should be emphasized that there is usually more than one way of decom-
posing a problem, and that there are therefore an equal number of possible
hierarchies’. In other terms, different types of division of labour are pos-
sible. Under these circumstances, the division of labour turns out to be a
co-determinant of — rather than a mere technological constraint to — the
boundaries of the firm.

Following the above discussion, capabilities result from a process origin-
ated by the division of labour. Thus, they can be understood only through
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an inquiry into what determines the choice armong different types of divi-
sion of labour. This implies the discussion of three issues. The first one is
who decides what division of labour is required. The second is what ration-
ale underlies the decisions. The third is whether and how distinct capabili-
ties and activities are likely to be consistent with that rationale.

In a deceniralized economy decisions about what activity to carry out are
taken by single firms. Thus, as far as the first issue is concerned, I assume
that the specific agent who decides is a firm’s management. In particulaz,
I conceive of management as the (collective) agent who: conjectures an
appropriate decomposition of a broadly defined economic problem (for
example, making profits); identifies the capabilities to cope with each sub-
problem; and, combines them in order to achieve a solution.'? In order to
focus on the specific issues [ pointed out above, I shall assume that no con-
flicts exist within the management of a firm.!3

In the section that follows I shall focus on the second issue. In particular,
I shall discuss the functions that the division of labour may have in relation
to the strategic outlook of management. I shall stress why knowledge
is a key issue in this regard, and then point to the division of labour as a
knowledge-creating device.

CAPABILITIES AND KNOWLEDGE CREATION
Profits, the Division of Labour and Strategy

In order to understand what underlies the behaviour of a firm’s manage-
ment, it is important to identify the goal the latter pursues. In the above
section I pointed out that capabilities may be hierarchically arranged in
terms of the goals pursued and I mentioned two possible goals. The first
one concerns problem solving. Its generality is such that it may be applied
to basically any kind of problem, economic or not. Precisely because it is
s0 general, there is a risk that any inconsistency between, say, technical and
economic problems may be missed or inadequately appreciated. The
second goal, on the contrary, is competitiveness. It is much more specific,
so much so that it need not even be the prime goal a firm pursues: the claim
that profitability is impossible without competitiveness may be open to
debate, whereas it is fairly ¢lear that competitiveness would be pointless if
it did not achieve profitability.

Following a widespread tradition that goes back to Karl Marx,
Thorstein Veblen, Joseph Schumpeter and John Maynard Keynes, I assume
that the main goal that management pursues — thus the main problem it has
to face — is (money) profitability. Profits may be made in a variety of ways
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and production of real output is only one of them.!# As I shall contend in
this and the next section (‘Distribution, learning and specialization’), this
implies that not all the parties involved in the profit-seeking process need
gain from it. In some instances such a process may resemble a zero-sum or
even a negative-sum game. Management has to decompose the profit
goal/problem into a range of subgoals/problems, which may be further
decomposed into second-, third- and so on, order subgoals/problems. Each
department or individual involved in this problem-solving hierarchical
arrangement will end up pursuing the solution to a specific subproblem.
Depending on the priorities assigned, thus to what problems are in the
‘higher tiers of the hierarchy, a specific intra- and inter-firm division of
labour will ensue.

Leaving aside the influence of external factors, three elements are
crucial in the choice of the appropriate division of labour. The first one is
cost-effectiveness: assuming a given type of product, unit costs will depend
on how production is organized. At any given moment this may be viewed
as a problem of static efficiency. As Leijonhufvud points out, however,
these elements should be viewed in terms of an evolutionary process.
Drawing on Adam Smith and Marx, he stresses that: ‘As one subdivides
the process of production vertically into a greater and greater number of
simpler and simpler tasks, some of these tasks become so simple that a
machine could do them’ (Leijonhufvud 1986, p. 215; emphasis in the ori-
ginal). Thus, the enactment of a division of labour eventually determines
a reshuffling or reassessment of the capabilities required by the firm (see
Figure 3.2).

The second element, which also draws on Smith, is learning. The relative
importance assigned to a capability by a given division of labour implies
that it will be greatly resorted to and that learning specifically associated to
its use will be enhanced (Levitt and March 1988; Loasby 1991, 1999).
Consequently, the division of labour, by determining a specific hierarchy
among capabilities, affects the nature and the availability of future cap-
abilities. It determines the weight each single capability has in the learning
process depicted by Figure 3.1.13

This leads us to the third element: bargaining power. The existence of
hierarchies in the capabilities used implies that a relatively more important
capability increases the influence of the agent who possesses it (Marglin
1974). While this may lead to an efficient outcome — in terms of the subgoal
pursued — it may also determine what is commonly known as an incentive
compatibility problem, that is, an inefficient outcome in terms of the main
goal. The actual availability of capabilities and the related hold-up prob-
lems may eventually lead to a reassessment of the coordination issue, as in
Figure 3.2.
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Before I discuss bargaining power any further, let us consider the first two
elements. Cost-effectiveness and learning may influence profitability in
different ways, depending on what the specific circumstances are. Cost-
effectiveness is a fairly straightforward concept in a static context. When
learning is involved, it is rather less intuitive. Costs may be curbed follow-
ing the acquisition of relevant knowledge, which usually requires a (costly)
learning process. Whether it is convenient to undergo such a learning
process depends on expectations concerning the future.

It is, -however, doubtful that cost-effectiveness is the key variable for
profitability: product quality also has a fairly important role, especially in
wealthier economies.!® ‘Good’ products may be more profitable than
‘cheap’ ones even though they are more expensive. Here, too, the conveni-
ence of the learning process to achieve product quality depends on expect-
ations about what the market is going to be like — what it is going to deem
a ‘good’ product — as well as on expectations about the cost structure and
relative prices. Under these circumstances a strategy involves the pursuit of
competitiveness within a scenario that management deems likely to occur.
Learning therefore consists in identifying both the means to achieve com-
petitiveness and the relevant scenario.

Up to this point of my analysis, learning allows the firm to identify the
most appropriate ways to compete with other agents in the market. The
behaviour of the firm is not exclusively outward looking, however. In a
learning environment, the cost and quality of output also depend on how
capabilities are put to use within the organization. In a new institutionalist
setting this occurs through incentive compatible arrangements that make
agents behave so as to meet the management’s requirements. While this may
be plausible when the fulfilment of a task can be somehow assessed, it hardly
works when learning is involved: the achievement of a cognitive goal may
not be assessable because, ex ante, it may not be possible to identify the goal
(future knowledge} in the first place. The problem is not quite that a princi-
pal will be unable to control his/her agent. It is that the agent him-/herself
needs to know what he/she has to look for, that is, what problem he/she has
to solve. In general the agent will be able to identify and solve a problem only
if he/she appreciates its relevance, that is, if he/she is able to situate it in a
strategic setting. This means that the agent must have a strategic setting in
mind and it must be consistent with his/her management’s strategy.

Owing to the idiosyncratic features of learning — which depend not only
on personal characteristics but also on the specific tasks individuals focus
on — workers need not view the firm’s environment in the same way as man-
agement. A common view, however, is essential if the firm is to pursue a
consistent strategy. Workers not only need to have specific skills, they
must also view things according to management’s strategic perspective.
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When - following Richardson ({1972] 1990, p. 231) — we refer to capabili-
ties as ‘knowledge, experience and skills’, there is more to knowledge than
just know-how: an all-encompassing cognitive frame is also involved.!?
This leads Witt to stress the role of involvement. He argues that workers
cannot share their management’s strategic outlook ‘on the basis of a mere
instruction process or by devising organizational and administrative rou-
tines. It is socialization in informal communication processes within the
firm that is crucial for inducing people to adopt those conceptions’ (Witt
1998, p. 167). In Witt’s view, management does not just tell workers what
to do. By providing them with a shared cognitive frame, it teaches them to
look at things from a specific perspective. This frame isolates that part of
the environment that is deemed relevant and identifies the priorities accord-
ing to which it has to be analysed. In other terms, management provides
workers with a common ‘cognitive context’ 18

Witt is correct when he points out the restrictive view that new institu-
tionalists have of the activities within a firm. Nonetheless, he does not
actually deal with possible conflicts of interest. He acknowledges that asym-
metrical information may be relevant, but only because management — the
entrepreneur, in Witt’s terms ~ may fail to involve its workers. He therefore
conflates inconsistent strategic views with conflicts of interest. In what
follows I shall contend that this is not appropriate. Management has to deal
both with the creation of a common cognitive context and with the existence
of conflicting views associated to distribution. The former requires ‘persua-
sion’; the latter requires ‘bargaining’ or “politics’ (March and Simon 1958).
This is where bargaining power comes into the picture. The .division of
labour has an important role to play as a “political’ tool. It determines what
single agents need to know, thus also their bargaining power. Before I
discuss this issue any further, I must elaborate on the importance of know-
ledge in relation to capabilities. This is the subject of the subsection that
follows.

Capabilities and Knowledge

A worker’s (or a department’s) capability is not just any collection of
‘knowledge, experience and skills’. That collection must be relevant to the
strategic outlook of management and it also has to be functionally oriented,
that is, it must enable the agent to identify, and cope with, the specific prob-
lems that the pursuit of the firm’s strategy raises. As for the capability of an
entrepreneur, it does not merely consist in the ability to match exogenous
competitiveness requirements with the capabilities that are available at some
given moment. Rather, it consists in the ability to conceive a cognitive image
that will functionally orient the capabilities of the firm.
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Capabilities include, in this perspective, a broad notion of knowledge,
defined as a structured belief system about the way things are and the way
things should be (Stein 1997).1° Emphasis is, here, on beliefs about ‘the way
things should be’. It is this feature of knowledge — a perspective, which in
our case includes the main goal of the firm, profitability, as well as a range
of subgoals that are deemed functional to the former — that the strategic
outlook and the individuals working in the firm must share.2’ Both in the
case of the worker and in the case of management, capabilities involve
learning how to use previous knowledge — about how things are — in order
to obtain what is believed the way things should be. In this sense, learning
does not consist in adding newly processed information to a pre-existing
stock of knowledge; it is the process whereby previous knowledge is viewed
in a new perspective.?! Knowledge in a community includes various belief
systerns, that is, various outlooks on reality and on how things should be.
Only part of this knowledge is required to achieve a business goal: this is
why a strategic outlook need not be intuitive to workers.

Three aspects of this manifold nature of knowledge should be outlined.
The first one is relevance. Some skills may be useless (irrelevant) in terms of
the goal pursued: a caring parent may wish to learn about the best possible
way to bring up a child but this may be of little help to a firm’s activities
when, say, lathing is required. The second one is orientation. Although
a skill may be appropriate, it may be inadequately used (misoriented): a
researcher with an academic background may be proficient but his/her pre-
vious experience may make him/her incapable of complying with the rela-
tively more stringent time constraints that an R&D (research and
development) department has.

The third aspect of knowledge is consistency: some of its elements may or
may not conflict with others. A very important case consists in conflicting
(inconsistent) goals associated to the absence of a shared view as to what the
commeon good is.?2 This may be determined by a misperception of a superior
common interest, as when knowledge of what is best for a single individual
or a single department apparently conflicts with what is best for the
company as a whole. Such a situation may occur either because the agent
who pursues the local goal is not capable of understanding the firm’s overall
goals or because he/she was not appropriately involved by management and
did not fully understand that a convergence of interests is possible.

An inconsistency of greater significance occurs when a common good is
not identified and is believed not to exist. This value inconsistency may
occur when knowledge as an overall view of life conflicts with the specific
knowledge required by a firm’s activity. The pursuit of local goals, contrary
to the above example of misperception, may be determined by the inten-
tional refusal to subsume one’s personal interests to the organization’s
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interests. Thus, on grounds of social equity, workers may claim a propor-
tion of value added which contrasts with the profit goal underlying their
employer’s strategy.?

It may be worth emphasizing that the main consequence of knowledge
inconsistency within a firm does not lie in the potential outcome of the con-
flict, for example, lower profit than expected, or in the greater importance
that informational asymmetries — for example, moral hazard — may have. It
consists in the absence of a common strategic view. If some or all of the
workers use a cognitive frame that is not compatible with the one provided
by management, cognitive dissonance may ensue, leading to a potential col-
lapse of the firm as an organization {Loasby 1999).

In the light of the above features of knowledge it is possible to delve into
how management shapes the learning process within a firm. Assuming a
strategic outlook exists, three types of purposeful action are possible so far.
Capability selection occurs when an employer selects (hires) those individ-
uals whose capabilities are potentially functional to the company’s strategy.
Capability shaping occurs by invelving the workers of a firm in its strategy.
Internal knowledge selection consists in selecting the knowledge that results
from the ongoing learning process within the firm: misoriented knowledge
has to be reoriented, relevant knowledge has to be enhanced, irrelevant
knowledge has to be neutralized and inconsistent knowledge has to be dis-
carded or somehow neutralized.

The above discussion was centred on knowledge within firms. It can be
extended to knowledge within the value chain. From a firm’s point of view,
the knowledge of the firms it interacts with may be irrelevant, misoriented
or inconsistent with respect to its profit goal. The relations it establishes
with them —much like those with single workers - need not merely acknow-
ledge the existence of these differences: it may attempt to act upen them.
Thus, it will not only select firms with the appropriate knowledge; it will
also try to shape their capabilities and enhance convergence in learning
processes.

If the firm has a dominant role in the value chain, that is, its market
power is such that client firms can only adapt to its strategy, it may succeed
by devising a division of labour that will eventually favour such a conver-
gence. Independently of ownership, it will then treat those firms just as if
they were single departments or workers. Conversely, when no firm has the
bargaining power to prevail over the others, this strategy will not be pos-
sible: the strategic outlooks of the firms may still converge, but only if at
least one of the firms provides a cognitive frame that takes into account the
interests of the others.

What the above discussion leads to is that a parallel may be traced
between inter-firm relations within the value chain and intra-firm relations.
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This issue will be discussed in greater detail in the section on ‘Distribution,
learning and specialization’.

The Division of Labour and Knowledge Creation

The first subsection in ‘Capabilities and knowledge creation’ stressed that
the cognitive context provided by management must be consistent with the
overall profit goal of the firm. The second one pointed out what this
requirement implies for the learning processes of workers and client firms.
Let us now return to the involvement issue.

Independently of a management’s efforts to involve workers, two cir-
cumstances may prevent them from learning according to the former’s cog-
nitive frame. First, ‘misperception’ may easily occur when the cognitive
frame provided by the management is not related to what a worker does.
A problem/goal is usually identified in so far as it falls within the range of
problems/goals one usually tackles. When the range of assigned tasks is
narrow, the problems a worker is able to appreciate are very specific. As the
range becomes more extemsive, the degree of generality of the problems
may rise as well. Thus, the tasks assigned to someone provide him/her with
a specific standpoint. From that standpoint, the firm’s general goals may be
too abstract in relation to those of the single department or of the single
individual. In other words, when a worker is only expected to execute a
menial procedure, it is most likely that he/she will not be able to appreciate
the subtleties of a new technology. This is a case where ‘workers do not
know enough’. Skills are that part of capabilities that is strictly associated
with assigned tasks. If the division of labour does not provide a worker with
the skills to identify extensive ameliorations, sharing a strategic outlook
may be of little help.

Second, the overall knowledge of the workers may determine what
I defined above as ‘value inconsistency’. In other words, owing to their
political, religious or ethical values, workers may choose not to meet all
the requirements that the firm’s goals imply. A typical case is when they
do not accept the management’s views on distribution; another case may
occur when workers claim better working conditions, albeit at the
expense of profit. Under these circumstances, workers may actually put
forward a ‘structured belief system’, which contrasts the management’s
cognitive frame and puts forward alternative actions. This latter case may
be one where ‘workers know too much’ relative to the management’s
requirements.

Let us focus on the relevance of these two circumstances. The first one
suggests that Witt’s view, whereby communication is the only channel that
provides workers with an appropriate knowledge context, is misleading: the
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division of labour also plays an important role. Moreover, the division of
labour may purposefully be chosen in order to achieve the knowledge
context decided by management. Management may decompose strategy-
related problems — that is, choose tasks — so as to provide guidelines to the
learning processes of the workers.

The second circumstance points precisely to what learning processes are
required. When workers have an extensive knowledge of the activities
carried out by the firm, they are more likely to share their management’s
strategic outlook and to learn to solve problems they are confronted with.
Especially when competitiveness requires widespread problem solving, it is
therefore suitable to extend the range of tasks that workers are assigned.
On the other hand, when a value inconsistency exists, the knowledge
workers have may increase their bargaining power at the expense of the
goals pursued by management. Thus, although extensive knowledge may
be convenient in terms of problem solving, when workers are not involved
it may also preclude profitability.

An appropriate learning process by the workers is fairly easy to identify
if loyalty prevails. When this is not the case and loyalty2* must be reinstated,
such an identification may be problematic. A division of labour may be
devised so as to restrict the range of tasks single workers carry out, thus
also their learning potential. This determines a shift in the balance of
knowledge within the firm, thereby leading workers to accept strategies that
forsake their interests. It also prevents them from taking part in the overall
problem-solving process that the firm is involved in. Thus loyalty (and
short-run profitability) may be reinstated at the expense of the firm’s com-
petitiveness and (long-term) profitability.

The above discussion allows us to reassess the role and origin of cap-
abilities and the division of labour in terms of the overall strategy a manage-
ment pursues. The way capabilities are created depends on the involvement
and loyalty of workers. When involvement is not possible, the division of
labour must ensure the achievement of loyalty by acting on the knowledge
that workers can gain access to. In so doing, the division of labour affects
present profitability but it also acts upon the learning processes —thus the cre-
ation of new capabilities — within the firm. The loyalty required for short-run
profitabiiity may be achieved through a division of labour that is incompati-
ble with the learning processes required for long-run profitability.
Consequently, competency traps?> may ensue.

In the section that follows, I shall point to possible inconsistencies among
the subgoals that firms pursue. The aim is to show how a division of labour
that is functional to short-term profitability may undermine long-term
profitability.
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DISTRIBUTION, LEARNING AND SPECIALIZATION

Production and Distribution

The previous sections discussed the role of problem solving and strategy.
Within this framework a strategy was claimed to involve a range of subgoals,
which eventually ought to allow the achievement of the main goal. What
needs to be assessed is whether the subgoals are mutually consistent, thereby
mon<onmu.hm towards the main goal. The aim of what follows is to argue that
inconsistencies are possible and that the outcomes they lead to may be far
from desirable from the firm’s ~ and society’s — point of view.
Let us consider the following identity, referred to a single firm:

P VA
= % 7
P va O 0

where P is profit, ¥4 is value added and O is output.26 The identity may be
read as follows. Profit results from:

e the share of profit in value added, that is, distribution within the firm;

¢ the proportion of value added over output, that is, the degree of ver-
tical integration of the firm; and

e sales.

What the decomposition suggests is that a firm may pursue its profit by
acting on three distinct fields of action: the good’s market, where producers
of the same good operate; the (external) value-added chain, where firms
linked by upstream or downstream relations operate; and the activities
within the firm 27 These fields of action are interdependent but it is appro-
priate, in the first instance, to examine them separately.

A firm may act upon the product’s market by increasing its sales (O) for
any given degree of vertical integration (VA/0). Assuming the level of
aggregate demand is given, a rise in sales is possible by redefining the com-
position of demand, at the inter- or intra-industry level 2

The second field of action consists in the relations the entrepreneur
establishes within the firm. Given the total amount of the firm’s value
added, profit may be increased only by increasing the profit share (P/VA) at
the expense of the value added that goes to workers. This goal may be
achieved with or without the consent of the workers. The first case occurs
when workers believe that a superior common goal exists and may be
pursued.?? This usually happens when workers are involved in the entre-
preneur’s strategic outlook. The second case is more troublesome because
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it implies conflicting beliefs about the nature and/or existence of a common
goal.

The third field of action consists in inter-firm relations within the value-
added chain. The goal, here, is to raise the firm’s proportion of value added
over output ¥4/0. Two situations are possible. When control of the phases
of production does not change, the share of value added rises if the firm’s
prices rise in relation to those of other firms in the value chain. The second
situation occurs when, all other things given, the firm gains access to the
most profitable phases of production.’

In all three cases a distributive conflict emerges between two (groups of)
parties. A successful strategy would imply that these conflicts are dealt with
0 as not to disrupt economic activity. This may be done either through
involvement — in Witt’s sense — or through loyalty — in Simon’s sense.*!
‘When the former is not possible and the latter must be resorted to, a pos-
sible strategy is to devise a division of labour that reduces the negative con-
sequences of the conflict by creating an appropriate knowledge context. In
the subsection that follows I shall discuss the implications that such a
response may lead to under two opposite sets of circumstances. The aim is
not to provide a fully fledged model but to point out what seems to be a
crucial issue: the division of labour may foster distinct — possibly Inconsist-
ent — types of capabilities and patterns of spectalization.

Distribution and Learning

Suppose that a firm has a competitive edge, so that its output and value
added rise. Redistributive action within the company or within the value
chain is not necessary and a cooperative environment in these two fields of
action can be achieved. Management may therefore carry out a long-term
strategy to foster quality competitiveness. This consists in devising prod-
uets and production processes that define appropriate market boundaries
for the products of the firm: the ideal outcome is to qualify and differentiate
one’s products to the point that a monopoly ensues; a less stringent
outcome is to create a well-defined market niche.

A quality-centred strategy requires the enhancement of capabilities that
favour qualitative improvements. In so far as this strategy is successful,
value added within the firm and within the value chain is going to grow so
that distributive tensions will not be strong and cooperation will be easier
to accomplish. The ensuing learning process is depicted in Figure 3.3.

An alternative process is one where redistributive action is required.
Suppose that competition on the product market is very fierce and that the
company’s market share is likely to fall.>2 The only way to offset the ensuing
drop in profitability is to act on the two remaining fields of action. Let us
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Figure 3.3 The learning process in a quality competitive strategy

moocm.oc relations within the company. If value added drops and profit must
remain constant, P/V4 must rise and the wage bill must drop. This may
5.%@ lower wages and/or higher productivity followed by — or associated
with — layoffs. Alternatively, the fall in value added may be offset by acting
on inter-firm relations within the value chain. Here V4/0 must rise, which
requires that, given the boundaries of the firms, suppliers cut prices and/or
{(non-final market) buyers suffer price rises.33

The above strategies accentuate the underlying distributive conflict
between management and the other parties involved, be they workers or
firms. This is likely to prevent a common cognitive frame from being
monnvﬂoa by the parties. Thus, the company’s management will have to focus
its learning activity on the best ways to check possible reactions as well as
on how to cut costs. Note that the client firms involved in such a strategy
will most likely behave in a similar fashion. Given the demand constraint,
they will try to maintain profitability by cutting costs. This will determine
a redistribution of income both among firms and between wages and profit.

Under these circumstances, relations among the parties involved recall
EOmm.n_mEan_ by the new institutionalist theory: the absence of 2 common
view Increases contractual hazards so that the key issue is to devise con-
tracts s&mr appropriate safeguards (Williamson 2000). The real problem,
however, is to achieve the bargaining power that will allow those contracts
to be accepted: workers might well go on strike; client firms might look for
new partners.

When loyalty is undermined, the key strategic issue that management
must tackle is to prevent the parties affected by redistribution from having
any critical control (knowledge) over the core activities of the firm or the
value chain. The capability to seck alternatives depends on how much the
parties know. When ‘workers know too much’, management may assign
.Hmmwm, — it may devise a division of labour — so that the core capabilities are
in the hands of the management or of those who remain involved in its
strategy.®* In a similar fashion and with the same intentions, management
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may redefine the inter-firm division of labour within the value chain.
Gaining access to a key resource, especially a knowledge-based one, is a
typical way to devise what tasks need to be carried out within the firm and
what tasks are of minor importance.®

Let us focus on the learning behaviour all this leads to. In so far as this
strategy is successful, profitability is achieved in the short run. Under
special circumstances — associated with the price elasticity of demand for
the goods it produces — the company may even achieve price-based
competitiveness. Since low costs are pursued, management will resort to
the capabilities that enhance this subgoal. Other capabilities, which would
enhance quality-based competitiveness, will be relatively neglected.
Furthermore, owing to the lack of cohesion these policies lead to, cooper-
ation to improve quality is most likely to fade away. The final outcome is
that the learning process depicted in Figure 3.1 will favour a specializa-
tion in the market niche where prices are valued more than quality.
Ultimately, since the division of labour devised to keep workers and client
firms under control affects the nature of future capabilities, the conse-
quence is that the pursuit of an appropriate bargaining power today pre-
cludes a whole range of learning processes that would enhance quality
competitiveness on the product market tomorrow.* The process is sum-
marized by Figure 3.4.

The two processes depicted in Figure 3.4 are characterized by self-
reinforcing learning processes. Firms learn to solve the problems they need
to cope with. They focus on some activities at the expense of others, so they
end up specializing in those specific activities. This occurs both within and
among firms belonging to the same value chain. Similarly, since strategies
depend on the capabilities available at any given moment, they tend to
be self-reinforcing as well. The nature of the competitiveness pursued —
specialization — tends to persist over time.

Self-reinforcernent occurs within industries as well. Interaction
among firms is associated with productive links. It also depends on
learning processes under uncertainty. Bounded rationality and the
absence of a general solution to their problems forces economic agents

Low value added
\ T
Placement in a price- = Aﬁ - priority 10 cost-effective capabilities uvu scarce qualitative
centred niche -2 non-cooperative environment inpovation

Figure 3.4 The learning process in a price competitive strategy
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to resort to ‘ready-made anchors of sense, ways of partitioning the space
of representations, premises for decisions, and bounds within which
[they] can be rational — or imaginative’ (Loasby 1999, p- 46). These
anchors of sense derive from common patterns of behaviour but they
also determine them. It is therefore most likely that firms will converge,
at least to some extent, towards a common conception of competitive-
ness. The implication is that the above processes may provide some
insights on the patterns of industrial and, given sectoral interdepen-
dence, regional specialization.

The above conclusions require a few qualifications. The processes here
outlined need not be as clear-cut as they appear. First, cost-cutting and
quality-enhancing strategies were assumed to be mutually inconsistent.
This need not always be the case, as when quality enhancing occurs on the
shop floor and does not require time-demanding efforts to create the appro-
priate capabilities and to acquire the relevant technical knowledge. Under
these circumstances the creation of capabilities that favour cost competi-
tiveness might coexist with the creation of capabilities that favour quality
competitiveness. The second element concerns the nature of the learning
process. Stein (1997) notes that realized learning includes both intended and
emergent — or spontaneous - learning. Thus, when management determines
a division of labour functional to a specific learning process, the final
outcome may differ owing to emergent learning.

Two circumstances may accentuate the depicted processes, however. The
first one is bounded rationality: it is easier to focus on a single goal rather
than on two, possibly inconsistent, ones. The second is the stringency of
profitability: a quick rise in interest rates, for instance, is likely to turn a
firm’s main goal into a particularly stringent constraint, thereby forcing it
to act on a quick cost-stripping bass, at the expense of long-term improve-
ments in the qualitative nature of its output (Perlman 1996).

CONCLUDING REMARKS

The general conclusion of the chapter is that firms learn what management
deems appropriate. Profit-seeking management may focus on either the
production or the distribution of value added. It consequently devises a
division of labour that reflects the chosen priority. The ensuing capabilities
and pattern of specialization are likely to re-enforce the original strategic
outlook. In some instances, the pursuit of short-run profitability may
forsake long-run profitability.

A theoretical implication of the above analysis is that it provides a pos-
sible account for differing growth rates. Its emphasis is not on circumstances
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that merely constrain business behaviour (North 1990); rather, it suggests
that managerial strategies play a major role in determining capabilities,
learning processes and business behaviour itself.

The policy implication is that the ensuing patterns of specialization and
growth can change only if the learning processes within firms are changed.
Measures that focus on the immediate reactions of firms but disregard
effects on learning processes may lead to undesired outcomes. Restrictive
monetary policies, for instance, may favour cost-effectiveness but they may
also enhance a process such as the one depicted in Figure 3.4. Similarly,
policies that lay emphasis on labour fiexibility and wage cutting favour
profitability through distributional measures, thereby providing few incen-
tives to the enhancernent of qualitative competitiveness.

In so far as public policy has to take into account how firms learn, it
cannot rely on a mechanistic stimulus-reaction framework: craftsmanship
needs to prevail over technique. Nonetheless, general points of reference
exist. Price- and quality-based strategies, for instance, may be favoured or
contrasted by the time range the firm has: in terms of expected profitabil-
ity, a quality-based strategy usually requires more time than a cost-based
one. Although both strategies require that capabilities be identified and
created, the latter may act upon existing products and processes whereas
the former usually requires the identification and introduction of new prod-
ucts and/or processes. The conclusion is that a price-based policy is going
to be more likely if the timing of returns on investment is short. A typical
circumstance that may act upon this timing is the rate of interest, that is,
monetary policy.

NOTES

1. Iwish to thank Marco Rangone for his comments. The usual disclaimer applies. Financial
help from CNR (Consiglio Nazionale delle Ricerche, Italy’s National Research Council)
(contract n.98.01492.CT10) is gratefully acknowledged.

2. Does a firm learn? Typically, one might answer that this expression is metaphorical, since
only individuals can actually learn. Although the chapter is not inconsistent with this
view, it may be worthwhile to ‘Consider the meaning of an action to an individual under-
taking it. It depends in part on how it is received by other agents. But the reception by
other agents will only correspond to the meaning which the individual gives to the action
if all agents share the same understanding of the action. In other words, it seems that each
individual, if they are to achieve understanding, must relinquish some part of their idio-
syncratic interpretation of their actions. This is something social, as distinct from indi-
vidual, but where does it come from? There are only individuals attempting to understand
their actions and consequently it seems again that we can understand neither the whole
nor the parts in isolation: the individual and society are mutually constituted’ (Hargreaves
Heap 2000, p. 158).

3. The section “Whence capabilities?” provides a definition of capabilities and references that
help to clarify some of the nominal ambiguities in the literature. Suffice it to say here, that
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13.
14.

15.

16.

17.
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the term ‘capabilities’ will be used throughout the chapter not only in relation to organ-
izations but to individuals as well.

Carlsson and Eliasson remark: ‘competence which is difficult to articulate at the indi-
vidual level may not be recognized or even recognizable in a different environment or
organizational structure operating under a different set of assumptions or rules.
Research on business competence thus borders on the unsearchable’ (Carlsson and
Eliasson 1994, p. 694).

Dosi et al. (2002) provide a useful survey of the literature where they attempt to distin-
guish conceptual from nominal differences in the terms used.

Apparently the execution of a procedure requires no problem solving because a rigid
routine has been set up already. Understanding instructions and applying them,
héwever, remains a problem that the agent needs to solve, even though a great many
other people may have already solved it before him/her (Egidi 1992),

It is therefore possible to extend Egidi’s remark whereby ‘the conjectural division of
problem solving is a process which gives rise to a division of knowledge’ (Egidi 1992,
p- 166) to the division of labour in general.

‘[A] set of production/manufacturing activities are typically implied by a particular
research focus, a firm’s “core business” . . . by which is meant the set of competences
which define its distinctive advantage’ (Teece 1988, p. 265).

Nelson’s comment refers to an earlier version of Dosi et al. (1992).

The degrees of freedom Nelson posits in his definition are denied in the rather deter-
ministic statement Teece makes with regard to the same issue: ‘Except by entering the
market for corporate control, profit seeking firms have limited abilities to change prod-
ucts and technologies’ (Teece 1988, p. 266). Similarly, Teece and Pisano argue: “The
strategic posture of a firm is determined not only by its learning processes and by the
coherence of its internal and external processes and incentives, but also by its location
at any point in time with respect to its business assets’ (Teece and Pisano 1998, p. 201).
Unless otherwise specified, in the rest of the chapter the division of labour is intended
to be the internal division of labour.

In an uncertain environment a range of outlooks is possible. Through existing capabil-
ities in the firm, management collects the relevant information and interprets it.
Capabilities as such, however, do not provide a unique and consistent strategic outlook.
It is the management's task to select relevant issues and identify the appropriate strategy.
[ shall also leave out of my discussion possible conflicts between ownership and
managetment.

“The business man’s place in the economy of nature is to “make money™, not to produce
goods’ (Veblen [1919] 1964, p. 92),

This affects what lansiti and Clark define as ‘technology integration’, that is, ‘the cap-
acity to link the evolving base of technical knowledge . . . to the existing base of capa-
bility within the organization’ (Tansiti and Clark 1994, p. 570). The relevance of the issue
is stressed, with special reference to large firms based in OECD countries, by Pavitt who
states that ‘lack of technological knowledge is rarely the cause of innovation failure . . .
The main problems arise in organization’ (Pavitt 1998, pp. 434-5) and subsequently
argues that “This can best be understood if more attention is paid to what Adam Smith
said about the division of labour, and less to what Schumpeter said about creative
destruction’ (ibid., p. 435).

In standard microeconomics, cost-effectiveness is reflected in the shape of the cost curve,
while quality affects the shape of the demand curve,

This issue is accentuated by the fact that ‘[t]he key characteristic of detailed management
control is increasingly bounded and impaired as a result of the growing complexity of
the production process’ (Hoedgson 1999, p. 197).

“We use the term context for its meaning in the phrase, “the meaning of information
depends on context™” (Imai 1990, p. 188). An analogy is possible with a research pro-
gramme or a scientific paradigm (Loasby 1991) but the role of codified and systematized
knowledge and analytical rigour in a knowledge context is obviously less important.

19.
20.
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23.
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The definitions adopted here do not coincide with those provided by Stein (1997) but, in
my view, they are consistent with the overall framework he adopts.

Obviously this implies that a great number of beliefs on ‘how things are’ must be shared
as well.

From this point of view, cognitive structures co-evolve with the strategies pursued
(Nooteboom 2000).

Such an inconsistency may occur both at the individual level (Sen 1982; Hirschman
1984} and at the level of an organization (March and Simon 1958; Loasby 1991).

This latter kind of inconsistency generally leads to March and Simon’s (1958) notion of
‘bargaining’ and ‘political’ conflicts within an organization.

Following Simon (1997), two types of loyalty are possible: motivational and cognitive.
In the first case, workers rely on the management’s decisions because they believe they
cannot properly assess what the relevant circumstances are. In the second case, the activ-
ities they carry out force them to concentrate their learning on those very activities,
thereby losing track of what is going on at a more general level,

‘A competency trap can occur when favourable performance with an inferior procedure
leads an organization to accumulate more experience with it, thus keeping experience
with a superior procedure inadequate to make it rewarding to use’ (Levitt and March
1988, p. 322).

In what follows, sales are assumed to match output.

The above variables do not depend on the action of firms alene. Distribution affects rela-
tive prices and sales, and output depends on aggregate demand. For simplicity’s sake
these circumstances will be ignored. Government intervention, especially in terms of
income distribution, will also be assumed away.

In the first case, the firms that belong to an industry pursue a common goal: to expand
the industry’s market share — thus their overall value added — at the expense of other
industries. In the second case a conflict arises among those same firms: given the total
amount of value added in the industry, the value added of a firm may rise only at the
expense of another firm, What is at stake is intra-industry distribution.

This is typically the case when workers believe that higher profits are required for invest-
ment and that investrnent increases employment and improves the competitiveness of the
firm, thus future available value added.

The distinction provided here is only conceptual. Mergers and acquisitions may allow a
firm not only to acquire the most profitable phases but also relevant resources and/or
knowledge that will eventually allow favourable changes in the relative prices within the
value chain.

Note that these goals are not inconsistent. Cognitive loyalty is likely to favour motiv-
ational loyalty. Since loyalty implies that workers hardly perceive possible alternatives,
this circumstance may eventually make involvement easier.

This is a case where the firms in the market have inappropriate business conceptions and
the company under inquiry fears it may have to forsake its goals to the advantage of its
competitors.

A third strategy crosses the two fields of action. It consists in delocalizing production
{outsourcing). A special case occurs when former workers set up firms that will carry out
some of the activities previously carried out by the company.

Braverman (1974) stressed how this occurred under the Taylorist organization of pro-
duction. Coniat and Dosi (1998) make similar considerations for Toyotism.

Some authors would refer to this as the creation of a competitive advantage through
internalization.

A priori, this strategy could be just as profitable as the quality-centred one. In Western
economies this is less straightforward, owing to competition from the Third World and
low price elasticities. Indeed, a “paradox of competition’ may occur: ‘Intense local price
competition can reduce global competitiveness . . . by limiting the capagity of the sector
to invest in its future; the result is a diminished capacity to compete against rival sectors
located elsewhere’ (Best 1990, p. 18).
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