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Summary

The following literature review is intended to provide a framework for a quditative
andyds of the factors influencing the evolution of the iwi organisations thet own and
manage commerdd fisheries assts.  The andyss will compare the empiricad results with
the factors tha inditutiond economics suggests influence inditutional desgn. The
proposed research is intended to fill two gaps firdly, it will enlarge the set of andytica
tools tha have been goplied to underdanding the devdopment of the new iwi
organisations, secondly, it will goprase a new, highly didinctive indituiond form with a
selection of theories from contemporary ingtitutional economics:?

The paper contains an introduction to the new iwi organisations, a note on method and
then surveys sdected materid from the indtitutional economics literature that seems most
promisng for exploring the evolution of iwi organisgions  Although the paper is
primarily a literature review, the notes on the new iwi organisstions and research method
are induded to assg the explanatiion of how appropriate literature was sdected. This
gems from the view that successful research matches subject metter, method and theory.
The paper doses by presenting a st of questions generated from the survey literature
which will be used to guide the fid dwork.

! The meaning of the word ‘iwi’ has been the subject of a number court cases. To date, the Courts and the
Commission agree that in the context of the fisheries settlement iwi means traditional Maori tribe and that
ishow is used in this paper. (This decision is in the process of being appealed to the Privy Council.) The
terms institutions and organisations are used interchangeably in this @per. In the literature, where a
distinction is made, organisations are used to refer to the real world embodiment of one or more abstract
institutions. ‘ Institutions are the rules of the game [and] organizations are the players'; North (1996:345).



Introduction to the subject matter of the research: the new iwi
organisations which own and manage commercial fisheries
assets

The sttlement of daims made by Maori againg the Crown under the Treety of Waitangi
Act (1975) is dimulaing the cregtion of new forms of inditutions. Iwi ae devdoping
these indtitutions to hold and manage the assets that are being returned as a consequence
of Treaty seftlements. Assats are being transferred to Maori, by the Crown, in an atempt
to stle grievances arisng from Crown bresches of its Tresty of Waitangi obligations.
The stlements are intended not only to remedy an injudice, but ae dso pat of a
draegy amed a trandorming Maori from protesers into enthusiasic and successful
paticpants in the New Zedand economy. The deveopment of organisdions to manege
returned assts effectivdy, in the owners interests will be criticd to the dSrategy's
SUCCESS.

Sgnificant resources are being trandferred to iwi organistions as a consequence of
Treaty sHtlements The 1992 Tresty of Watang (Fisheries Clams) Sdatlement Act
embodies the dngle largest settlement to date.  The 1992 Settlement crested The Treety
of Watangi Fisheries Commisson: Te Ohu Ka Moana, to hold the assats tranderred by
the Crown. Te Ohu Ka Moana was charged with developing a scheme for the further
dlocaion of the assts to lwi which it was agreed would be ‘ultimately for the benfit of
dl Maori’? The current book vaue of Te Ohu Ka Moana is $415 million (net asts)?
Te Ohu Ka Moana exercises control over more than 40% of New Zedand's individud
tranderable quota The objectives dructure and operation of the organisations that will
manage these fisheries assets will influence the future deveopment of the fisheries sector
in New Zedand.

Iwi are answering questions on the design of the new organistions as they recredte ther
dructures.  There is limited documentation however of dther the practical or conceptud
issues involved. Of the documentetion that does exis only a smdl proportion is beng
undertaken by academics and none that | have encountered has been produced by
economiss.  The current reseerch was motivated by an interest in invedigaing the
evolution of the inditutiond forms that iwi are devdoping to manage settlement assets
and compaing it with the theories of inditutiond evolution presented in the economics
literature. Fisheries were chosen as one example of the variety of assets thet the new iwi
organisations will own and manage.

2 The nature of this allocation model has been the subject of lengthy deliberation, consultation and
litigation, which, as of June 2000, showed only tentative signs of resolution.

% Statement of Financial Position of the Treaty of Waitangi Fisheries Commission Group, Annual Report to
Parliament for the year ended 30 Sept 99, page 34. There are considerable problems with valuing the
settlements, as they include non market assets such as rights on statutory boards, and future commitments
e.g., 20% of all quota species newly introduced into the QMS.



The new iwi organisations embody some unusud fegtures in comparison with inditutions
more familiar to economigs

1. Membership of an iwi organisation is a right that comes with whakapapa (genedogy).
It brings with it rights to participate in the political processes and to access benefits,
where the nature of those bendfits is determined in through a collective decison
mieking process.

2. Exerdseof membership rightsis optiond but rights are not trandferable.

3. Although Iwi ae asociaed with traditiond land aress, the mgority of triba
members now reside outdde thar traditiond lands.

4. lwi organisaions have multiple objectives which embrace politicad, culturd, socd
and ocommedd dimendons. Regponghility for ddivering on  these multiple
objectives are located in separate subgdiary units within the organistion.  This gives
rise to multiple layers of communication and accountahility.*

5. Iwi organisations have a legd identity recognissd by New Zedand law but this is
built on a base of Maori culturd inditutions and deveopments in one sphere will
have repercussions in the other.

6. The ‘products of iwi organisations are, with few exceptions, collective not privete
goods. Even where an individud receives a private bendfit such as an educationd
scholarship, this is not an automatic right, but rather is a result of a collective decison
meking process. | have encountered no iwi organisstion that issues anything
resembling a shareholder dividend (in contrast with land trusts formed under the Ture
Whenua Act 1993 where individua shareholding and dividends are provided).

A note on the research method

Subject mater, methodology and theoreticd literature are dosdy interrdaed in
successful ressarch. Deorme (1997:113) suggests tha a good method is one that

baances syntax (the rationship of the components of a modd to each other), semantics
(the relationship of the components of the modd to the objects they are held to dencte)

and pragmatics (the rdaionship of between the modd and its interpreters).  Thus he
proposes that:

4 The internal organisation is generally a pyramid structure, with a peak political body made up of elected
representatives, who have a strategic oversight over subsidiary commercial and socia development
activities. The research will focus on two sub-entities, the commercial fisheries body, and the political
body which provides strategic governance for the commercia fisheries. The political body islikely to have
a similar oversight relationship to other commercia ativities, but the detail of how these other activities
are managed can be expected to vary across different kinds of assets e.g. land management strategies are
likely to be different from fisheries management strategies.



‘In the dudy of a phenomenon percalved as complex, for which there exists no
avalable subgantive theory or modd, empirica invedigation comes firs together
with abduction and the atempt a theorizing. Hence the priority is given to the
object of study and to the semantics over the syntax in afirst step.’ (1997:117) °

My choice to use a quditative, abductive, case dudy goproach is congdent with
Ddormes advice. The subject maiter is complex and there is no theory in economics
that has been spedficdly devdoped to explan the evolution of new iwi organisaions
This suggests that the research should work from subject matter to theory.

| dated my reseach with a background empiricd knowledge and a higory of
participation with new iwi organisttions in the management of ther fisheries assts.  This
background led me to an initid invedigaion of the economics literature to identify
theories of inditutiond desgn and change tha might have rdevance for the dudy of the
new iwi organisaions. My initid invedtigation reveded theories of a tentative naure,
and an absence of theories with initid conditions dose to the empiricd dtuation | was
researching.

The next dep was to undertake a survey of methods and methodology reevant to the
ubject matter and literature 1 was working with.  This survey reinforced my decison to
aoproach the fidd work with the am of staying dose to the subject matter and to bdance
guidance from the theoretical literature with an opemess to the issues tha might arise in
the course of the fiddwork. Such an gpproach requires open ended questions, as well
questions seeking information with a bearing on theories judged most promising.

The reaults of the fidd work will be andysed to see what patterns emerge with respect to
the factors shaping the evolution of the inditutions Knowledge of exiging theories will
influence the process of finding regulaities in the chaos without determining those
findings. In kegping with the dandard practice of quditative research in the socid
stiences, the process of theory generation will conscioudy proceed in tandem with theory
judtification.

Specific outcomes of this work will be twofold: firdly, the resserch will produce a
tentative theary of the factors shaping the desgn and evolution of iwi inditutions for the
management of commercid fisheries assts, and secondly, it will explore the usefulness
of sdected theories in inditutional economics for underdanding this desgn and evolution
process.

® The concept of ‘abduction’ is distinct from the philosophically problematic process of ‘induction’. Since
Hume, it has been accepted that it was not possible to logically prove a generalization by induction. As
Blaug (1990:16/17) reports, ‘Such [inductive] arguments may be called “nondemonstrative” in the sense
that the conclusions, although in some sense “supported by the premises, are not logically “entailed” by
them.” Blaug suggests that what is ‘vulgarly labelled as “induction”” should for clarities sake be termed
adduction: ‘the non-logical operation of leading from the chaos that isthe real world to ahunch or tentative
conjecture about the actual relationship that holds between the set of relevant variables.' Peirce called this
same process ‘ abduction’; see Hodgson (1997:145).



Choosing a literature for exploring the evolution of the new iwi
organisations

The nature of the subject metter and methodology chosen for the reseerch suggest some
broad guiddines for the types of theories that might be useful. These guiddines, which
are outlined below, were used in my gfting of the literature.

Frdly, as noted above the characterisics of the organistions | am dudying ae
gonificantly different from anything encountered in ether the theoreticd or empirica
literature.  This suggests a need for high level theories or concepts which are formulated
for organisations in generd, rather than detaled, tightly specified formd modds, which
are assumed to resemble closdly the research subject maiter. A second point about new
iwi organisttions thet is important when gfting the literature is that they are multi-
functiond. This aso suggeds theories that are held to have rdevance for organisations in
gened, or the use of narower theories for exploring sub-entities within the overdl
organisttion. For example, theories that assume a profit motive might not be rdevant for
the whole organisation (which is not profit motivated) but they may be useful for looking
a that sub-entity which is expliatly charged with meking a profit. A find citeion
indicated by the subject mater, is the need to identify theories about organisationd
desgn and change  While discusson aout norms, property rights, or contracts might
provide indghts to aspects of the internd functioning, what the research is primarily
concerned with is theories that offer explanations about the evolving desgn of whole
organisations.

Institutional economics

Commenting on the growth of the economics of inditutions, Mathews (1986: 903) noted
that:

‘A body of thinking has evolved based on two propostions:

() inditutions do metter, [and]
(i)  the deerminants of inditutions are susceptible to andyss by the tools of
economic theory.’

Mathews was correct in his obsarvation that economics now encompasses a substantia
amount of work concerned with the origins, nature and impacts of inditutions The body
of inditutional economics literature is, however, one of diverse and uncoordineated limbs
It indudes game theories of the evolution of norms andyses of the emergence of
property rights and common law; public choice andyss, contract and agency theories,
the economics of cooperdives transction cos economics inditutiond  economic
hisory; Audrian and neo-Schumpeterian evolutionary theories, and competency modds
of inditutions

North argues, in defence of Mathews fird propogtion, that inditutions metter because
they determine the incentives fading economic actors and because of this they dter



economic outcomes. From an higoricd  vieanpoint, North condders tha  ‘[t]he
culmination in the sock of knowledge has largdy been irreversble throughout higory,
but human economic progress has not ... it is the successes and falures in human
organisation that account for the progress and retrogesson of societies (1981:59).
North suggests thet inditutions are critical to productivity because increased production
requires pecidisation and exchange, exchange requires rules and rules reguire
enforcement (at least to the point where the cods of enforcement are outweighed by the
benfits).

Given the diversty of the inditutiond economics literaiure there is condderable debae
about how it should be organised. For example, in September 1997 the ‘Internationd
Society for the New Inditutionrd Economics held its inaugurd conference. A report on
the conference announced that ‘the Society seeks to bring together scholars from many
disciplines and from countries dl over the world who are working on transaction codts,
contrecting, political rdes of the game, the rules of law, norms and culture, and who
pursue these interests using dandard scientific methods. ... [but that] despite this rather
broad outling, the center of interest of the Society will remain the approach to economics
asociated with transaction-costs, property-rights and public-choice andyss” [Furubotn,
E. G. and R. Richter (1997a 780)]

At the outset of the literature review, the intention was to use the work within the rubric
of new inditutiond economics As reading pragressed, however, the theories that
gopeared mog promisng were frequently cdassfied outsde the ambit of the new
inditutional economics.  Eschewing a hebit of doctrind purity, the literaiure review haes
been prepared to condder any economic theory that is concerned with inditutions and the
term ‘indtitutional economics is used to refer to this diverse body of work.® After a
broad and shdlow trip through the inditutiond economics literatures, the review pursues
in depth those theories tha seemed mog promisng: neo-Schumpeterian evolutionary
theories and competence modds of inditutions. These will be the primary guides in
traverang the empiricd materid gathered in the course of the fiddwork. The results are
presented below.

® Thisis not the way ‘institutional economics’ is generally used in the literature, where it refers to the work
on the ‘old American ingtitutionalists' such as Veblen, Mitchell Commons, and Ayres (Rutherford 1994:1).
Indeed, the ‘new’ institutional economi cs adopted the adjectival qualifier in order to distinguish itself from
this literature. Given the current turmoil in the terminological debate however, | fedl forced and justified in
faling back on my own definitions. | came across no term that was used to refer to al the economics
literature concerned with institutions, so | use ‘institutional economics’ for this purpose despite its other
uses. | do not imply by this use any great commonality in approach, apart from a broadly defined subject
matter.

As an example of the current confused state of the terminology, the only thing that seems to be
unegquivocally included in ‘new ingtitutional economics’ is Oliver Williamson's work, presumably because
he coined the term. Groenewegen and Vromen (1997:34) note that when Williamson used the title ‘new
institutional economics' in his 1975 book, the term ‘neo-institutional’ had aready used to refer to the
followers of the ‘old" ingtitutionalists (Galbraith and Myrdal following Veblen, Commons, and Mitchell)
who were decidedly further from neo-classical economics than Williamson was prepared to go. Eggertsson
(1990:6) however, contrasted Williamson's work with neo-institutional economics using the latter to refer
to literature that fully retains neo-classical core assumptions (which Eggertsson did not consider that
Williamson did, most notably because he assumes bounded rationality).



Defining Institutions and Characterising Theories of Institutional
Change

Maogt common in the literature, is the conceptudisation of inditutions as repeated paiterns
of behaviour. Langlois (1995:1) argues for example that ‘the fundamenta concept of an
inditution ultimately boils down to the idea of recurrent patterns of behavior — habits,
conventions and routines’  §odrand (1995:35) condders that indtitutions do not Smply
provide the dructure for action ‘they conditute generdized regulaities in the organisng
activities themsdves.  North (1986:231) suggeds that inditutions are ‘regulaities in the
repetitive interactions among individuas They provide a framework within which people
have some confidence as to how outcomes will be determined. ... they are the cusoms
and rulesthat provide aset of incentives and disncentives for individuas .

The term indtitutions is commonly used both to refer to behavioura regularities and to the
rules that give rise to the regularities | congder it more intuitive to redrict the term to
the actud patern of behaviour. Thus where a rule is being continuoudy ignored, the
inditution is the repeated action of non-observance (rather than the rule, which is bang

ignored).

A feature of inditutions conceived of in this way is that they are not just condraints, but
dso enddling, because they increese predictability by co-odinging and smplifying
interaction. The dud naure of inditutions as both congrants and endbling factors is
evident in some theories of inditutiond change where exiging inditutions form the
building blocks from which new ways of acting can be cafted. Campbel (1997:26)
provides an example when he argues tha ‘On the one hand, actors cregtively recombine
and extend the inditutiond principles a ther digposd to devise inditutiond solutions to
ther problems  In this sense, dready exiding inditutions are enabling because they
provide the technicad and symbolic means with which actors build new inditutions as
active subjects  On the other hand, the rdaive avalability of different principles dso
condransin a probabiligic sense the range of solutions thet actors are likdly to envison.’

The term inditutions is used to indude a very broad range of phenomena, and it is
frequently sub-divided in an atempt to give greater darity to discussons. An example is
the didginction made by North between formd and informd inditutions  Informd
inditutions are patterns of behaviour such as norms, cusoms and habits, which are ether
sf enforced (interndised) or enforced (encouraged) by a second paty. Formd
inditutions ae behaviourd regulaities resulting from laws, regulaions and legd
arrangements which are enforced by a third party (cited in §odrand 1995:32).  Arother
widdy utilised didinction made by North is between inditutiond arangements and the
inditutiond environment.  The inditutiond  environment  comprises  the ‘fundamentd
political, socid and legd ground rules that establishes the basis for production, exchange
and digribution’. A gspedfic  inditutiond arangement is ‘an arangement  between
economic  units that governs the ways in which these units can co-operate and/or
compete (cited in Williamson 1993:53).



Despite the broad definition of inditutions outlined, most theories redrict themsdves in
prectice to a gndler, less diverse subst of inditutions They dso make different
assumptions about the rdaionship between inditutions and humen actors.  Rutherford
(1994) provides a useful framework for characterisng different kinds of inditutiond
theorigng, in a compardive sudy of new and old inditutiond economics The five
contradts he discusses are;

- individudism and haliam;

- evolution and desgn;

- raiondity and rulefollowing;

- efidency and reform;

- formdism and gpprediative theorising.

Individualism and holism

A key chaatteidic that differentiates inditutiond theories is whether they see a one
directiond rdationship, with individuds credting inditutions, or whether they dso dlow
inditutions to influence individuds motivations and preferences in a process  of
soddisation, in addition to acting as condrants.  While the one way influence is
characterigtic of more orthodox parts of the inditutiond economics literature, writers
such as North acknowledge the reciprocd rdationship.  Rutherford suggests tha a
redigic theory hes to dlow for both posshiliies even though this complicates the
theorisng consderably.

Knight provides the fallowing metgphor of the reciprocd influence of individud choices
(which aise from ‘wants) and inditutions (where ‘economic activity’ can be taken to
indude economic inditutions): ‘Wants are usudly trested as the fundamenta deata the
ultimate driving force in economic activity, and in the short term view of problems this is
sietificdly legitimate.  But in the long run it is just as dear that wants are dependent
vaiddles tha they are largdy caused and formed by economic activity. The case is
somewhat like thet of a river and its channd; For the time being the channd locates the
river, but in the long run it is the other way round.” (Knight cited in Hodgson 1989:
262/3)

Evolution and design

There is a didinction made in the literaiure between inditutions that are the result of
deliberate human choice and those that arise soontaneoudy ‘as the result of human action
but not of human design’.” Most theorists dedl with only one kind (or a least, only one
kind a time), dthough many acknowledge that both exis. The important implication of
the dud origins of inditutions for empiricd work is that ‘how an organization actudly
operates and the reaults it does achieve will depend on much more than the components
that are ddiberady desgned. Organizations, too, develop ther own informa rules

’ This phrase is attributed to Hayek, paraphrasing Adam Ferguson. Hayek’s view was that ‘[t]he structure
of prevailing institutionsis far too complex for human beings to comprehend, hence there is no way people
could actualy have designed them.” Nelson (1995:82).



traditions and cusoms. Corporate “cultures’ can vary widdy. The informd rules that
meke up thee caultures may be extremdy important in the functioning of the
organization, but were not designed by anyone’” (Rutherford 1994:90)

Agess’s (1975) ‘inditutiond individudism' is a usful example of how one might
conceve of a redprocd reaionship between inditutions and individuds and the
posshility of both desgned and spontaneous inditutions.  In inditutiond individudism
both society’s inditutions and the individud are conddered primary, in the sense that
neither is redudble to the other. Only individuds have ams and only individuds can act
purposefully, but they ae both condraned and conditioned by the inditutiond
environment.  Collective inditutions (firms the date culture) do not have ams ad
interests of ther own, but they do have their own dynamics which cannot be reduced to
the intentiond actions of individuds but are the cumulaive result of the intended,
unintended and indirect outcomes of individud actions.

Rationality and rule following

Ancther characterigic which diginguishes theories is their conception of choice.  None
of the inditutiond economics theories | have come across assume a ‘pefectly rationd’
actor, in the sense of an individud who has a complete information st and unrestrained
computationa capacity. Indeed, one of the few widdy agreed méaters in the literature is
that inditutions are useful because human rationdity is bounded. Inditutions are needed
because there ae limit to the amount of information an individud can acquire and
process so that the range of probable futures has to be reduced to a manageable number in
order to make choice possble In a world of infinite posshilities the boundedly raiona
actor can pick but not choose:®

The extet to which rationdity is limited and the methods of choice that individuds
employ varies condderably between the different parts of the inditutiond economics
literature.  In the competency and evolutionary theories that | condgder most compeling,
much of what individuds do follows routines where attion is patidly automaic. The
modd of raiondity is linked to the baance between holism and individudism. Where
individuas follow routines, these may be practices they have chosen to learn in order to
function more efficently, they may be cugoms and habits they have absorbed
unconscioudy, or they may be some combination of both.

8 |t has been argued that the use of routines are fully rational, given uncertainty and limited cognitive
capabilities. 1t is true that the underlying explanation that economists give for routines refers to their role
as economising devices. The difference between boundedly rational and perfectly rational decisions,
however, is that the former lead to outcomes which are satisfactory, whereas the latter lead to outcomes
which are optimal. To make an optima decision in a world of costly information and thought, one would
stop collecting new information, or stop deliberating, when one had calculated that the costs of further
efforts would outweigh the benefits. However, in a world of bounded rationality, one cannot know for
certain what the costs and benefits of further information or deliberation would be. Rather, the boundedly
rational actor makes a judgement about the sts and benefits (implicitly or explicitly), and makes their
decision to halt search or deliberation based on this judgement. A judgement may be better or worse, but it
is never optimal. Nelson and Winter (1982:255) summarise this by saying: ‘Our basic point is that firms
cannot hope to find optimal strategies...[s]lince al the alternatives cannot be considered...”. See aso
Rutherford (1994:70).



Efficiency and reform

Rutherford uses this title to discuss normative views on inditutiond change, that is, how
one should evduate inditutiond change and how red world inditutions messure up.
There is divergence and controversy in inditutiona economics on this maiter.  There are
inditutiona economists who atempt to use a Parelo optimum type efficiency criterion,
but because inditutiond change usudly involves redigribution of cods and bendfits, and
because compensation is coglly, Pareto optimdity is ill suited to the evaudive task. (The
factors which make inditutions important are the same factors which make redigribution
codly.) This pgper avoids discussng normative issues explictly. In my research | may
comment on the adequacy of particular indtitutions to particular ends, but debate on thar
socid optimdity is outsde the scope of the Study.

Formal and appreciative theorising®

There is a wide vaidion in the methods and methodological underpinnings in the
inditutiond  economics from the fully forma methods used by some game theorids to
the assativdy hdlidic, quditative methods of some of the od inditutiondigs In
comparing formd and gopreciaive theorisng Nelson and Winter (1982:46) suggest tha
‘[iIn its rdle of providing a framework for gpprecigtion, a theory is a tool of inquiry, and
in skilful agpplied ressarch that tool is used flexibly, bent to fit the problem, and
complemented by any other tools that happen to be available and that appear to be useful.
The focus is on the endeavour in which the theoretical tools are applied. In contradt,
when economids or other scientigs are pursuing the forma devdopment of a theory, or
underteking empirical work as a spedific check on theory, the focus is on improving or
extending or corroborating the tool itself...[and] in a wdl-working scentific discipline
the flow of influence is not only from forma to gpprecidive, but in the reverse direction
aswdl.” [emphad's added)]

Nelson and Winter suggest thet it is possble to find examples of ussful and irrdevant
theorising of both formad and gpprecidive syles and that both syles have a place. 1t is
implied in the above quote (and expliatly argued by many) that goprecidive theorisng
has more chance of being empiricdly rigorous and rdevant and more difficulty being
logicdly rigorous and coherent.  The choice of method involves a trade off which should
be guided by the ams of the research and the advice quoted earlier from Delorme, thet in
complex gtuations where there is no demongrably applicable modd, priority should be
given to subject matter and semantics.

° Rutherford's heading is actually ‘Formalism and anti-formalism’, but | consider it unnecessarily
dismissive to ‘informal’ methods to define them in contrardistinction to formalism. The term *appreciative
is dueto Nelson and Winter (1982:46). A full discussion of methodology and methods is outside the scope
of this paper and will be covered in a separate chapter of the thesis.

1C



A Competency View of Organisations and an Evolutionary Model
of Institutional Change

Boundedly Rational Individuals and Routines

Evolutionary modds of indituiond change are built on boundedly rationd modds of
human behaviour.  In economics, the concept of the boundedly rationd actor is
associated with Herbert Smon (1955, 1957, 1959). Simon argued thet in the red world,
decison maekers could not acquire dl the information they needed to meke perfectly
raiond decisons and that even if they could assamble it, they did not have the
computationd capecity to process it dl. In a world of incomplete information, where the
mind is a scace resource, bounded rationd individuds employ routines for making
decisons and peforming taks  Routines are employed because, ‘[tjo gather the
information and to do the cdculaion implicit in the naive desription of the raiond
choice modd would consume more time and energy than anyone has. ... Anyone who
tried to meke fully-informed, rationd choices would make only a handful of decisons
eech week, leaving hundreds of important metters unattended. With this difficulty in
mind, mogt of us rdy on habits and rules of thumb for routine decisons’ (Rutherford,
1994: 68, citing Frank 1987).°

Nelson and Winter (1982:73) describe a routine as ‘a cgpability for a smooth sequence of
co-ordinated behavior that is ordinaily effective rddive to its objectives given the
context in which it normdly occurs. Many of the action Seps in the routine ae
essentialy autometic according to Nelson and Winter and involve a high degree of tacit
knowledge. An actor is employing tacit knowledge when the action is being carried out
fagter than it can be conscioudy directed, causation is unknown, or causdion is too costly
to be fully aticulated. Where tacit knowledge is being usad choices are being made
without being aticulated and indeed, a shift to making choices conscioudy may impair
performance. Driving a car on ‘auto-pilot’ or playing sport are examples of the use of
routines with a high degree of tacit knowledge. A characteridic of tacit knowledge is that
it isacquired and retained by ‘doing’ .1

10 Although Simon is the name most commonly associated with bounded rationality, the concept is used by
other writers. For example, as early as 1950, Alchian (p218) suggested that in situations of uncertainty
‘modes of behaviour replace optimum equilibrium conditions as guiding rules of behaviour’. Simon’'s view
on boundedly rational decision making draws heavily on the development of cognitivism in psychology,
where an individua has inborn interpretative frameworks through which phenomenain the externa world
areviewed. Frameworks are adapted as new external phenomena are encountered (Rizello, 1997:106 ).

1 Nelson and Winter (1982) actually use the word ‘skill’ when referring to individuals, as distinct from
‘routine’ which they use in the context of organisations, where ‘[i]t may refer to a repetitive pattern of
activity in an entire organization, to an individual skill, or, as an adjective, to the smooth uneventful
effectiveness of such an organizational or individua performance’ (p97) . | use the word routine for both
individuals and organisations to emphasise the similarity in both contexts (while acknowledging that they
are not identical). As discussed here, routines are a subset of institutions generally (recalling that
institutions are ‘regularities in behaviour’). Routines can be ascribed to an identifiable individual or group
and are employed to carry out a particular task. The word ‘competency’ is used here to emphasise the
outcome of the routine, or what it is that the routine enables the group to achieve. Nelson and Winter's
(1982) discussion of skillsand routines draws heavily on the work of Michael Polanyi.
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Routines may be leant from others, in which case they will come with prior sodd testing
and they are dso subject to persond testing and revison. If a routine no longer ddivers a
satidfactory outcome because the individud has revised ther dandards or because
externd circumdances have changed, the actor will seek to modify the routine by
innoveting or by imitating routines ussd by othes.  Modified routines thet are
successully employed in medting the dandard will be retained. The incrementd revison
of routines in the light of revised objectives, new information dbout an esser way of
achieving the standard, or poor performance, condtitutes a process of adaptive learning.

Routines ddiver outcomes which are judged satisfactory, rather than optimd, and ther
ue is sometimes referred to as ‘satidficing behaviour.  With optimd behaviour, dl
dterndives are known and ranked and the bes is chosen. With satidficing behaviour,
citeria exig to define a satidactory outcome and the option chosen will meet these
criteria (Kay 1997:12).

Organisations, Routines and Competencies

The shift from boundedly rationd actors, to a competency view of organisations and an
evolutionary modd of inditutiond change, is based on the argument that groups of actors
aso employ outines and use adaptive learning processes to modify these routines. Thus,
‘...the individud acts in dtuations of problem solving by enacting processes of imitation
of dready tried procedures, or generdting new routines. Smplifying, we can date that
firms, too, act using more or less the same mechanism.” Rizdlo (1997:98)

The routines tha an organistion employs involve a high levd of tadt and sodd
knowledge. As with individuds, tecit knowledge exits when a group has leant to
peform a task, but knowledge of the interactions required are not fully articulated or
conscioudy employed. Socid knowledge refers to that which is held in common, and
like language, is vduable because it is shared. Tadt and socid knowledge assg with
both co-ordination and incentive dignment and are worth more that the sum of individua
knowledge because they are shared and agreed within the group. Routines are described
a embodying the organisstiond memory and the internd political equilibrium of an
organisation.*?

The competency view condders that an organisation is defined by the routines it is adle
to perform to cary out paticular tasks, whether the organisation is a firm, a sports team
or a community group. The shared character of group routines mekes change more
difficult for a group than for an individud because knowledge and control is digpersed.
In both firms and individuds routines can be viewed as economisng devices, where the
flexibility of deliberaie choice is traded for ease in carrying out the routine.  Indeed, for
some authors it is the routinization of activities which is criticd to expandon, as it frees

12 Nelson and Winter (1982:105) offer the following example of the value of a routine arising from its
being shared and agreed. ‘ Without the crane operator’ s ability to interpret the hand signal for “down alittle
more” and to lower the hook accordingly, the abilities to perceive the need for the signal and to generate it
aremeaningless.’
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up ddiberative managerid resources.  Digpersgon of control in the firm means tha the
baance between ddiberative and routinised activity is more heavily weighted toward the
latter, compared with the individud (Neson and Winter 1982:125). This means that
reintroducing deliberation, as is required when routines ae to be dteed, is

correspondingly more expensve.

The tacit krowledge embodied in an organisaion’'s routines makes the routines difficult
for others to imitate or trade and this accounts the organision's persgence in the
competency view. The competencdies that result from the mogt difficult to imitate
routines are sometimes referred to as the ‘core’ of the organisation, in contrast those more
eesly imitated which ae ‘andllay’ [Langlois 1995, Foss and Knudsen 1996:10].
Routines may be the target of replication by the same firm, or imitation by another, but
their high component of tadt knowledge and automdicity make imitation a difficult and
uncertain process.'®

Nelson and Winter’s evolutionary model of economic change

Nelson and Winter's (1974, 1982) evolutionary modd of economic change is an example
of a competency modd of the firm and an adgptive modd of firm learning. In Neson
and Winte's modd firms have operaing routines for producing goods, routines for
modifying the levd of capitd dock in response to profit levels and routines rdding to
innovetion. The decison rules embodied in routines are not optima but they generate
improvement with respect to the underlying firm objective which is to generate profits
Hrm routines involve a double loop feed back sysem with a search rule governing
technologicd change, which is itsdf subject to adgptive learning and modification over
time

Learning and improvement result from the routine relating to innovaion. Mativaied by a
desire to make profits, firms gick with exising production routines and the technologica
processes they embody, provided these generate profits above the target levd. If returns
fdl bdow the target levd, firms begin a probabiligtic search for new technologica
processes.  As they come across new technological processes by innovation or imitation,
these are assessed and adopted if expected returns exceed the target. The new routine is
retained if the expected returns are redlised.

FHrms capitd dock is reduced by depreciaion and augmented by profit so firms with
successful routines expand and ther routines become more widdy used interndly. By
contragt, firms with unprofitable routines are unable to maintain their capita base in the
face of deprediation and ae eventudly driven from the marke. The use of a firms
successful routines may dso increase if they are observed and successfully imitated by

13 anglois argues that the ‘core’ of the firm consists of capabilities which cannot be duplicated, bought or
sold. At the coreof thefirm the ‘make or buy’ decision of transaction cost economicsisirrelevant. ‘[T]he
business firm arises because it can more cheaply redirect, co-ordinate, and where necessary create the
capabilities necessary to make innovation work.” Langlois (1995:3) Langlois concedes that whether the
ancillary functions are carried out inside or outside the firm may depend on the relative production and
transaction costs (1995:7).

13



other firms. The Neson and Winter modd only talks explicitly about selection processes
intend to the firm. There ae impliat externd sdection forces working however,
through supply and demand impacts on profits, and because cgpitd is not avalable to
replenish the cepitd dock of unprofitable firms.  The rdaionship between internd and
externd sdection processes is an important issue in both Nelson and Winter (1982) and
in the literature more generdly. #

The bulk of Nelson and Winter's work concerns firms, but they indude a brief discussion
of ‘nonmaket sdection environments which is where new iwi organisttions are found.
In comparison with consumers and firms operating in a markel sdection environment,
they suggest that the separation between ‘dients and the ‘organisaion’ is typicdly less
cdear cut in nonmarket sdection environments.  Lack of separdion means tha ‘the
guedion of how legitimae vadues ae to be deermined is much more complex in
nonmarket sectors...[because the]... public agency is expected to play a key role in the
aticulgion of vaues and to interndize these and work in the public interest of its own
valition., (1982:269). Characteriang the objectives, performance sandards and sdection
criteria for innovations is more difficult in nonmarket sdection environments.  Objectives
are unlikely to restricted to profit, and may relate not just to outcomes but to process’®
Externd pressures may be less exacting in nonmarket sdlection environments, but they
ae d likdy to be more ahitrary with a number of organisations having influence over
a wheher an innovation is permitted!® Fndly, if organistions ae not directly
competing with one ancther there ae no incatives to deter imitation of successful
innovations.

In conddering the differences between market and nonmarket sdection environments it is
ads0 usful to congder the work of Hirschman (1970) which examines the different ways
that dients or members can influence an organisaions behaviowr. He notes tha in
markets the right of ‘exit (withdrawing cugtom) is favoured as a discipling, while ‘voicg
is favoured in politicad or nonmarket contexts. Hirschman is oncerned on the efficacy of
the two mechaniams, and notes that a compatibility problem arises if an inditution has
processes for responding to one form of discipling, but the other is actudly the one being
employed [chp 9].

14 A key point in Alchian’s (1950) paper for example, was that selection could be both internal (i.e., a
matter of choice by the participants) or external (systemic). More particularly, Alchian suggested that
deliberate profit generating behaviour was not required if systemic selection for profit generating behaviour
was strong enough.

15 This possihility: that performance standards relate not just to the outcomes of routines, but to acceptable
processes within routines, exists for all institutions, but it may be particularly marked in non profit, mixed
objective organisations where principles such as ‘aright for al to input into decisions’ operate.

18 The question of how effective markets are in eiminating firms whose performance is sub-optimal is a
matter of debate. Kay's (1997: 78) view, for example, is that large firms operate in a ‘soft’ selection
environment where they have some discretion over their expansion strategy, where there is some scope for
error and empiricaly, eimination israre.
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A Generic Model of Evolutionary Change

Nelson (1995) generdises the theory of evolutionary change based on competencies and
adaptive learning.  The building blocks of the generd theory are units of information or
knowledge which are subject to random variation, a sdection process which operates on
the diversty of units, and the persstence of the units that are sdected. Nelson proposes
that any adaptive learning process individud, organisationd or societd, can be viewed
through this framework and that adgptive learning processes are a the heart of socid
evolution. The explanatory power of the evolutionary modd in any paticular Stugion
rests on a convincng empiricad account of eech of the theoretica building blocks, and in
paticula ‘...the theory has limited explaratory power until the quedtion of sdection
criteria gets answered” Neson (1995:55). Nedson discusses the use of evolutionary
modds in the context of biology, socio-biology, and various aspects of culture (science,
technology, business organisations and law).

The three building blocks of the generd theory are present in the modds of individud
and organisationd learning outlined aove.  Routines are the basc unit of information
and these are carried out to achieve a particular end. The process of search is undertaken
by individuds or organistions when the ends are revised, or the routine no longer
achieves the dedred ends  Search involves identification of new routines through ether
innovation or imitaion. The search process is intended to generate change, but it
qudifies as random because it is a process of trid and error, where there is uncertainty as
to what will be uncovered. The sdection process involves identification and adoption of
new or modified routines that are expected to meet the revised sandard. New routines
that are successful in medting expectations persst because they continue to be used by
the group or individua and may dso be imitated by others.

Evolutionary Models — persistence and change

The term ‘evolutionary’ is used to denote a dynamic process involving change, but dso
ubgtantid persgence of conditions from one time period to the next. There ae a
number of reasons for this. Inditutions perds because they influence the way interests
and problems are defined & both a persond and a group levd. They dso form the
building blocks from which new modds ae condructed and judified.  Campbdl
(1997:22) follows Douglas for example in suggedting that ‘the inditutions within which
actors innovate are dso enabling to the extent that they provide a repertoire or dready
exiging inditutiond principles (eg, modds andogies, conventions, concepts) tha
actors ue to creste new solutions ... by recombining these principles through an
innovative process of bricolage whereby new inditutions differ from but ressmble old
ones. [Furthermore] in order for new inditutions to take hold they must be framed with
combinaions of exiding culturd symbols’ [emphass in origind] Ndson and Winter
(1982:130) agree that ‘innovetion ... condds to a subgantia extent of recombination of
conoeptua and physicd materias that were previoudy in existence.’ 1’

171 use the term evolutionary to denote the general idea of persistence of conditions from one period to the
next, such that change is overwhelmingly incremental. At times in the literature, evolutionary is used
interchangeably with ‘path dependent’, although the latter is also used to refer to the specific case where
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At a more prosac leve, inditutions perdst because change is expensve.  This is because
change requires tha new co-ordingtion processes be developed, new information be
disseminated and understood, and physicd dterations made. The more densdy that a
paticular inditution is inte-linked with surrounding inditutions the more expensve
change will be. North (1990:61) obsarves that inditutions are nested and become
increasingly resigant to change as one moves to higher levds of generdity.!8
Inditutional changes will usudly have to be negotited and the more complex and
redigributive the changes, the more difficult will be the negotigtions  Findly, the daus
quo may peasd because the dternative options are ‘week’, meaning that they and ther
consequences are difficult to discern. (Groenewegen and Vromen 1997:48)

Characteristics of the Evolutionary Model

The evolutionary modd presented above represents a subtle combination of gpontaneity
and dedgn; holism and individudiam; ddiberetion and rule following.  Inditutiond
desgn is evident in the deliberate search processes for new routines, the deliberate
section of those expected to peform favourably, and the ddiberate repetition of
routines tha meat expectations.  The unintentiond or gpontaneous eements to
inditutional form arise because there is an dement of luck in discovering a @rticular new
routing, whether it is result of ddiberate search, the development of tacit knowledge, or
in the evolution of orgenisationd culture. These spontaneous proceses are influenced
but not directed by ddliberate decisons.

An individudigic outlook is present in the focus on the intentiona agpects of inditutiond
change. The importance of inditutions not jus as condrants but in shgping the
definition of interests, problems and solutions demondrates thet holistic forces are do &
work.

Thirdly, routines involve an explicdt combinaion of ddiberae choice and rule following
behaviours. Thus, a choice is made to employ a paticular routing, but its performance is
ubgtantidly autometic. Nelson and Winter (1982:85) point out thet the same action may
be d@ther automatic or conscioudy controlled depending on paticular circumstances (eg.,
regulating speed while driving is generdly unconscious, but may become conscious in
the vicinity of a speed canegd). They dso note that sometimes the intention may be to
control ones speed, but it may switch back onto auto-pilot. They condude tha

institutions that appear inefficient with the wisdom of hindsight, become ‘locked-in’. | do not usetheterm
evolutionary to mean ‘pre-determined’, although the idea of persistence clearly involves an influence of the
past on the present and future. Institutions are sometimes referred to as frameworks, which carried with it
the implication of persistence. Mathews (1986) states for example, that ‘institutions provide the framework
for economic life and a completely flexible framework is a contradiction in terms.” On an individud level,
Loashy (1986:46) cites the psychologist Kelly as suggesting that ‘at the level of human relationships, if a
person were to be capable of instant rearrangements of his or her own interpretative framework, it is not
clear that he or she would be recognisable asan individual’

18 For example, particular legal personalities are constructed within the framework of statute law, statute
law is framed by constitutiona law, constitutional law constrained by common law, and common law is
informed by informal cultural institutions.
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‘(diliberate choice plays a narowly drecumscribed role, limited under norma
drcumdances to the sdection of the large-scde behavior to be initiated. ... The
modification of skilled performance by ddiberate choice greatly expands the potentid
diversty, flexibility and adgptability of behavior — but dways a an opportunity cost in
terms of foregone uses of conscious atention'’.

Nelson and Winte (1982:266 - 271) condder that one of the mogt criticd and difficult
tasks in successfully employing the evolutionary modd is to adequady characterise the
section environment.  This reguires examining the internd sdlection pressures (eg. who
sts the objectives interndly and what are they?) and externd sdection pressures (eg.
who or what externd forces influence survivd and what are their objectives?). Adequae
characterisation aso requires an explanation of how these two influences interact (e.g. do
the internd objectives reflect the externd objectives, or are they operating independently
and which dominates and in what crcumstances?). Ladly, adequate characterisation
requires and a dory about how the sdection of successful innovetion interndly leads to
persgence and if and how successful innoveions are imitated by other organisations.
The dud influence of internd and externd forces generates a matrix of potentid triggers
for ssrch and sdection of a new routine  Thus the peformance sandard may change
from ather internd or externd origin, or the cgpacity to cary out the routine to meet the
dandad may change for ether internd or externad reasons while the performance
dandard remains the same,

The combination of spontaneous and deliberate desgn means great cae must be
exerdsed in empirical explanaions in accounting for the exisence of organisations in
terms of what they do. The use of such a functiondig explangtion may be judified by
the intentiond agpects of inditutiond change — search, sdection, repetition and imitation.
A functiondig explanation will not be gppropriate in accounting for the gpontaneous
dements of inditutiond evolution: the serendipitous discovery of paticular new routines,
the devdlopment of tacit knowledge in learning by doing; or evolution of orgenisaiond
culture  These latter dements are not disdlowed, but they are left unexplained in the
modd outlined above.
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Nelson (1995:82/3) condders that with respect to changes in economic inditutions
generdly ‘it is dmog cetanly necessary to think of evolutionary “processes’ in the
plurd...[becauss]... [ijn many cases the evolutionary processes a work seem to involve
a blend of market, professond, and political processes, ad it is likdy an enormous task
to sort these out and get an accurate assessment of operative “fitness’ criteria and
sective mechaniamns. ... We have vay little understanding of how this kind of sdection
environment works, and how it defines “fitness’ 1

Theories about firm boundaries and expansion paths

The competency and evolutionary models outlined above are concerned with the reasons
firms exis and the processes in which firms evolve  Before usng these modds to
develop some quedtions to guide the empiricdl work on new iwi organisations it is useful
to condder two theories which address a different but complementary quedtion: ‘What
explans the boundaries and expandon pahs of firms?. Kay (1997) outlines a
competency based explanation of expanson.  Williamson (1975, 1985) explans the
decison to expand in terms of reducing risk when meaking invesments particular kinds of
assets.

Kay’s competency based model of firm expansion

Kay (1997) devdops a competence, path dependent model of firm development which
has dements in common with Nedlson and Winter's, but which is paticularly concerned
with firm expangon patens. Kay condders that firms are bundles of resources, that are
used to generate competencies, and thet it is the way that competercies are combined that
generates a didinctive competitive advantage (1997:16). He views the firm as ‘a
hierarchicaly-organised  collection of resources, meking imperfect decisons, in which
technologica changeistypicdly the criticd drategic variable.” (1997:29).

Kay characterises firms as being growth orientated, seeking to expand into areas where
they can capitdise on the use of their core competencies  For example, if a firm haes a
successful marketing infrastructure for rapid ddivery of one product, it could explait this
competency by expanding the range of products it delivers. The basic imperaive is to
expand dong a pah which maximises the shaing of successful core competencies
between exiding and new busness units Kay condders that scope for this type of
expanson will eventudly become limited, if not by maket demand, then by anti-trust
legidation.  More fundamentdly, Kay says tha while this specdised expanson
maximises the use of a limited s&t of core competencies it aso increases vulnerability
should these core competencies become obsolescent.  This vulnerability provides a
counter argument for more diversified expansion.?°

19 Nelson conjectures that the areas where evolutionary theory is struggling are the areas where neo-
classical economics has also had the greatest difficulties. ‘They are the areas where thereis no real market,
or where market selection is strongly mixed with political or professional influences. The problem in
theorizing here clearly lies not in the evolutionary art form, but in the complexity of the subject matter.’
Nelson (1995:85)

20 There is an implicit assumption in Kay’'s model that once a competency has been developed its use can
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Diversfied expandon can take three possble forms according to Kay. The fird is where
dl units have one competency in common eg. a paticular marketing syle.  The second
is where the two units share a competency such as marketing style, but the second and
third share a different competency eg., a production process. The third is conglomerate
expanson where there are no shared competencies between different units. Kay's badc
thess is tha shaing successul competencies increeses efficiency, but dso increases
vulnegrability.  Thus there will be a shift from dense shaing to no shaing as the
environment becomes more uncertain and the risk of competencies becoming obsolescent
increases.

The two features of this expanson process that Kay congders noteworthy are that it is
‘patterned’ and ‘path dependent’. By paterned, Kay means that it follows discernible
rues eg., a shift from dense shaing to no shaing as the environment becomes more
uncertain.  Path dependency aises because opportunities for expandon tomorrow ae
governed by the competencies developed in the past and the nature of past linkages.

An agpects of Kay's work that may be rdevant for new iwi organistions is his
congderdtion of synergies based on culturd links (clinks). Kay (1997:160) raises the
issue in the context of multi-nationd expandon and daes that ‘for the most part
exploitation of c-links is bundled up with the exploitation of other linkages and cannat be
eadly disentangled.”

Williamson's transaction cost economics

Transction cost economics encompasses a range of literature, but the Oliver
Williamson's work is most commonly cited in connection with contemporary transaction
cod theorisng.  Williamson (1993:40) agreed with Commons that the badc unit of
andyss in sudying contractud forms should be the transaction and that this ‘invited a
further query: What are the criticd dimensons with respect to which transactions differ
Identifying these differences between transactions is a prerequidte to goplying the
‘discriminating dignment  hypothess ... according to which transactions, which differ in
ther atributes, are digned with governance dructures which differ in ther costs and
competendes, in a discriminging — manly, transaction cost economizing - way. More
exactly, Williamson suggests that ‘[t]he criteria for organisng commercid transactions is
.... to economise on the sum of production and transaction costs’ (1979:245)*

be expanded internally without difficulty (even though it is distinctly difficult to imitate exernaly). One
might be concerned that given the more detailed description of routines outlined in the previous section,
and the fact that they involve a substantial element of learning by doing, there will be limits to the rate of
successful expansion due to the need for new workers to be inculcated into the successful routines.
Another feature of Kay's model that would benefit from elaboration is the assumption that firms are growth
orientated. Although not particularly controversid, it is central to his stories about patterned expansion so
an explanation would seem desirable.

2L This proposition echoes Coase (1937, 350) who suggested that ‘[2]t the margin, the costs of organising
within the firm will be equa either to the costs of organising in another firm or the costs of leaving the
transaction to be “organised” by the price mechanism.”. Williamson (1985:1) suggests that a ‘transaction
occurs when agood or service is transferred across a technically separable interface. One stage of activity
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Williamson (1985:55) argues that the dimendons of transactions which have a aiticd
influence over cods are uncertainty, frequency of recurrence and asset specificity.  Of
these, he condders asset specificity to be the most important.  ‘[A]sset specificity refers
to durdble invesments tha are undertaken in support of particular transactions, the
opportunity cost of which invesments is much lower in best dtenaive uses or by
dternative usxs dhould the origind transaction be prematurdy terminated...in these
crcumgtances...continuity of reaionships is vdued ... [and] ... contractud and
organizationd sdfeguards aise in support of transactions of this kind’  Williamson
(1993:40) congders that unilaterd or bilaterd dependency, where invesment in highly
gpoecific assets mean that one or both paties suffer sgnificant losses if the contract is
terminated, is awidespread feature of contracts.

In his transaction cost economics Williamson adopts two citicad  behaviourd
assumptions bounded rationdity and opportunism.  Limits on individuas knowledge and
andyticad powers mean that long term, complex contracts are  irretrievably incomplete.
In addition, the assumption of opportunidic action means that ‘contract as promise,
unsupported by credible commitments is hopelessly naive’ (1990b:11/12; emphasis in
origind).

Contrecting in the face of bilatera dependency, bounded rationdity and opportuniam is,
Williamson argues, a risky budness. As circumstances change the contract needs to be
adapted but its incompleteness creates the space for one party to exploit the dependency
of the other party. Williamson suggests that a hierarchica rdaionship, characterised by
common ownership and governance, can reduce this risk by providing a framework
within which the contract can be modified to meet changing crcumdances.  Thus,
‘hazard mitigation through the expost governance of incomplete contracts is the generd
rubric' (1998:76). When conddering governance sructures, Williamson proposes a basic
dichotomy between makets which have high powered incentives and hierarchica
arangements which dlow adgptability (1993:49). Hierarchicd  dructures  will  be
favoured where the need for ajajtd)iligl is paamount, as is the case with long term
transactions involving highly specific assets®

Elaborations on Williamson’s transaction cost economics

There is a large volume of literature that takes Williamson's work as a sarting point for
critique, both condructive and destructive.  Kay (1997) proposes a modification of
Williamson's proposd which suggests that what is most likdy to lead to integraied
ownership isnot bilaterd, but unilaterad dependency. Thus

termi nates and another begins.” This definition doesn’t give much away. Oneisleft to infer from the way
Williamson uses the term transaction, that it is loosely synonymous with a trade or exchange. This is
evident for example when he states that ‘[v]irtualy any relation, economic or otherwise that takes the form
or can be described as a contracting problem can be evaluated to advantage in transaction cost economic
terms.’ (1985:387)

22 Williamson suggests that markets and hierarchy are the extremes and proposes more lengthy taxonomies
(1979:247) involving intermediate contractual forms.
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1 If nvesment is made in asset A and its value is dependent on a reaionship with
party B, and

2 party B has low specificity (other options) and departs, then

3 the owners of asset A need to be able to replace the relationship with party B, or

4 they need to be adle to rdocate asset A to a vauable use (either interndly of by
se).

It is the combination of the difficulty in dther replacing the rdationship with B, if B hes
other options and depats or ussfully rdocating assst A, which would drive those
inveding in asset A to cedte a higarchicd rdaionship with paty B. Thus it the
specificity of asset A (Williamson's concern) and the lack of spedificity of paty B (Kay's
addition) that is particularly risky for the owners of A, because it makes them open to ex-
post opportunigtic behaviour by party B.

Kay draws a diginction between the factors that determine the boundary of the firm and
those that that influence the choice of governance dructure. While common ownership is
a response to asymmetric rik, Kay consders that the most appropriate governance
dructure depends on the nature of the decisons that will be made Markets Kay
(1997:53) agues embody past decisons, while contracts provide a framework where
uncertainty requires that some decisons be left for the future. Kay suggests that where
future decisons are required between two parties that do not involve asymmetric risk a
contractud relaionship would emerge, not common ownership.

Another usgful modification to Williamsoris transaction cost economics is provided by
Granovetter. He (1985:487) argues that ‘atempts at purposve action are embedded in
concrete ongoing systems of socid rddions o tha transactions often take place
between paties who know each other. In light of this Granovetter condders that how
paticipants behave when they transact will depend on the paticular reationship they
have with the other party. If they have a rdationship thet involves a high degree of trust
then the safeguards that Williamson argue come with a hierarchica governance sructure
may not be necessxy. Granovetter (1985:503) suggeds tha ‘other things being equd,
we would expect pressures toward verticd integration in a maket where transacting
firms lack a network of persond reaions that connects them or where such a network
eventuates in conflict, disorder, opportunism or mdfessance’ He condudes that ‘what
the viewpoint proposed here requires is that future research on the market-hierarchies
guegion pay careful attention to the actual patterns of Zpersonal relations by which
economic transactions are carried out.” [p504, emphasis added] >

2 A considerable amount of iwi business takes place between people who know each other, so
Granovetter’'s embeddedness concept may be useful when looking at what new iwi organisations do.
Williamson (1985:22) explicitly acknowledges Granovetter’s contribution, although Williamson refers to
the importance of socia context (customs, mores, habits) whereas Granovetter is more concerned with
specific socia relationships i.e., whether the participants know each other, and whether this knowledge
generatestrust or distrust.
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Empirical work in transaction cost economics

A dgnificant amount of empiricd work has been undertaken within the transaction cost
economics rubric.  Reporting on this work, Shelanski and Klen (1995:338) note thet the
discriminating  dignment  hypothess is normdly tested in the folowing generd form:
‘the probability of obsarving a more integrated governance dructure depends postivey
on the amount or vaue of the rdationship soedific assts involved and, for sgnificant
levds of asst gpecificity, on the degree of uncertainty about the future of the
relaionship, on the complexity of the transaction, and on the frequency of trade’
‘Operationdigng  the discriminating dignment  hypothess  therefore  requires  identifying
what transactions are taking place indde what governance dructures, and then atempting
to categorise both the transaction (in terms of asset specificity, complexity, frequency and
uncertainty) and the governance structure (in terms of the market — hierarchy continuum).

The task of empiricd work is to find adequate proxies for the components of the
hypothess, which Shdanski and Klein (1995:339) obsarve, is not dways Sraghtforward
when teding the discrimingting dignment hypothess They dso report confuson over
the definitions of the explanatory variables, and a concern that as ‘in empiricad work
more generdly ... dternative hypotheses that coud fit the data are rardy Sated and
compared.” (1995:340) In generd though, they view favourably the results of the survey
concluding that: ‘Studies that examine the make or-buy decison and the Structure of long
termrcontracts, in paticular, overwhdmingly confirm  transaction  cost  economic
predictions’

Relationship between transaction cost economics and competency theories

The relationship between transaction cost economics and competency gpproaches is not
dedt with dearly in the literature.  The competency gpproach seems to suggest that the
diginction between transaction and production costs may not aways be useful. The cods
asociaied with a group of people learning a particular productive routine for example,
will indude those assodated with making a large number of incidentd interactions run
gnoothly. Given the lack of darity in the definition of a transaction, it is undear whether
these costs should be thought of as production or transaction cods. The term ‘co-
ordination cogts is sometimes usad and avoids the need for this diginction.

Williamson uses the concept of transactions to refer to large, discrete, and potentidly
forma exchange agreements raher that the numerous smdl interactions that occur in
team production. Nonethdess while mgor transactions and minor interactions may be
didinctive & ther extremes, they are on a continuum, and in the trangtion where they are
difficult to diginguish the diginction between production and transaction cods may dso
prove dusve.
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Exploring the evolution of new iwi organisations : guestions
suggested by the literature

Questions about firms and questions about organisations

Kay (1997:5) suggeds a lig of questions which a theory of the firm should be dble to
answer.* The questions are:

1 Why doesthe firm exig?
2 How does afirm survive in the face of the forces of creative destruction?
3 What determines the boundaries of the firm?

In order to use the literaure surveyed above to guide the invedigaion of new iwi
organisations, it is necessry to develop a set of questions that can be asked not just of
firms but of organistions generdly. Beow, | devdop Kay's lig to make it more
Quitable for new iwi organisations, taking into account the theories discussed above. The
competency and evolutionary models offer answers to the fird and second quesions.
Kay (1997) suggests competency based answers to the third question, but his answer is
patid and dlows room for other theories such as Williamson's transaction cost
economics (1975, 1985). In addition to evolving competency and transaction cost
economics, a brief reference is made bdow to Ostrom and Waker's (1997) work on
collective action in considering question one?®

The lig of questions developed to apply to orgarisaions generdly will guide my fidd
work investigaion into the factors influencing the devedopment of new iwi organistions
Thefind saction gives an indication of how this guidance might work.

Why do firms exist?

Competency theory suggedts that the exigence of a firm can be explained by what it does.
Routines, which are a the heart of the organisation, are searched for, imitated, modified

24 The first and third questions Kay has taken from Holmstrom and Tirole (1989). | have listed the
questions in a different order from Kay, to give a more logical fit with the literature | have chosen. Kay
a so adds afourth question: ‘ How does the firm organise resources to pursue the strategy represented by the
boundaries of the firm? The literature that offers answers to this question is fragmented and no theory
stands out as being particularly suitable for new iwi organisations. A large number of the theories relate to
contracts for labour. Menard (1997b) for example, follows Williamson (1985: chp 10) in considering how
the specificity of human assets and the separability of tasks influences the nature of internal labour
contracts. Bouttes and Hamamdjian (1997) consider how the nature of the decision influences the same
internal contracts. At this stage, it is unclear how much empirica material will be available relating to
internal organisation, particularly sensitive issues such as the nature of employment contracts, so | haven't
dealt with this literature in this review. If the empirical material proves to be forthcoming in the course of
thefieldwork, it may justify revisiting the literature in this area.

% | use ‘evolving competency’ as a short hand for the combined competency and evolutionary model
presented by Nelson and Winter (1982). Although they cal it ‘An Evolutionary Theory of Economic
Change', the concept of competencies is as central as the process by which they evolve, so it seems
appropriate to include both termsin atitle.
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and repeated, because of the outcomes which they generate. There may be dements of
goontanety in the devdopment of routines with the discovery process being in pat a
matter of luck, learning by doing, or culturd evolution. The reention of routines is
intentiondl, however, even if they are accidentd in origin.

The intentiond agpect of routines means tha the explandion of ther persgence is to be
found in the outcomes they are seen to ddiver by those with influence over their ongoing
peformance.  The fird research task therefore is to identify those who have influence,
both ingde and outdde the organisation, and to ask what they see as the objectives or
functions of the organisstion. The question ‘why do firms exit’ becomes ‘who has
control over the ongoing operation of the organisation and what does the organisation do
intheir view?2°

The work of Odrom and Wadker (1997), while categorised within the public choice
literature, ds0 offers a response to the question ‘why do the new iwi organisations
exig?, which is complementary to the competency view. Odrom and Waker
(1997:35/6) observe tha ‘[Clollective action problems occur when individuds, as part of
a group, sdect draegies generating outcomes that are suboptima from the perspective of
the group. ...Vaious forms of associaions and networks of reations are successfully
used to solve aspects of collective action problems.  These indude families and dans,
neighbourhood associations, commund  organisations, trade asocidions, buyers and
producers co-operdives, locd voluntary associaions and clubs gpecid didricts,
international  regimes, public sarvice indudries, abitration and medigtion assodiaions,
and charitable organisations’

Ogrom and Waker argue that ‘problemsolving individuds craft ther own solutions dl
the time ... [but tha]... [tlhe working rules tha individuds deveop are invishle to
outsders unless subgtantia time and effort is devoted to ascertaining thelr presence and
dructure”  (p42-43). These ‘working rules... invigble to outsders, have a familid
resemblance to the routines of competency theory. Ogrom and Waker dso note that
‘All rules are nesed in another set of rules that if enforced defines how the fird set of
rules can be changed.” (p43)

Ogdrom and Wdker are paticulaly interested in inditutions for managing common pool
resources, which they see as involving both providon, a co-ordindion task, and the
dlocation of use rights Basad on ther empirica work, they come up with a lig of
fectors that are conducive to the deveopment of more effective inditutions and a ligt of
design features conducive to long life  Factors conducive to deveopment incdude the
presence of accurae informdion rdevant to management; homogeneous paticipants,
trus between paticipants a dable paticipant group; a low discount rate autonomy
and/or externd support in rule crafting and enforcement; a baance between unanimity
(indudon) and dligarchy; and low cogt enforcement.  Factors conducive to long life

% |t is possible of course that that those who have control seek to create organisational routinesto achieve a
particular outcome, but find that this outcome is not achieved. In the evolving competency model this
would trigger further search processes, until routines that met the performance standard were uncovered or
the organi sation was shut down.
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include well defined physcd and membership boundaries congruence between rules and
loca conditions high participation, monitors who ae accountable to benefidiaries,
graduated sanctions, effective dispute resolution mechanisms and externd recognition of
the groups authority to organise. These lids are not tightly defined and care is regured to
avoid tartology in thar gpplication, but they do offer suggedtive guiddines for
comparison with the results of empirical work.?’

How do firms survive the forces of creative destruction?

In the evolving competency modd, the ‘crestive dedruction process involves the
modification of routines when ther peformance is judged inadequate.  When gpplying
the theory empiricdly, the chdlenge is to identify wha the peformance sandard(s)
desgnate an outcome as ‘satifactory’ and what revison processes come into play when
the routine fals to meet the dandard. As noted by Neson (1995:55) adequate
characterisation of the sdection criteria and process is fundamentd to the successful
application of the theory.

The ‘falure of a routine may aise for a number of ressons induding: revison of the
peformance dandard; addition of a new objective to the organisation; a changed
environment which prevents the routine from ddivering to the sandard; an imparment of
the way the routine is performed (when a key team member leaves, for example); or new
informetion emerging which indicates an esser way of achieving the dandard.  The
evolving competency modd suggests that the response to an operaiond routine fdling
bdow dandad will be an interdly initisted seerch for a new or modified routine.
Falure to find modified routines that perform adequaidy may eventudly leed to the
organisations demise from either internd or externd decisons.

The fedtures of the nonmarket or politicd sdection process which Nelson and Winter
(1982:268) discuss are rdevant in characterisng the sdection process. For example, they
ugges that there may be multiple objectives hdd by a number of different parties
(organistiond  leeders, members, externd decison mekers, as wdl as conventiond
markets) and these objectives may relae to process as well as outcomes. The condrants
on organistions may be less dear cut, involving a combinaion of exit and voice (as
discussed by Hirschman 1970).  Findly, one would expect more sharing of innovaions
between organisations where these are not in competition.

Ancther ingght into the way in which organisations respond to inadequate performance is
provided by North's (1981:chp3) suggestion that there is a supply as wel as a demand
gde for inditutiond change. North's points out that where inditutiona innovations go

27 The complementarity of Ostrom and Walker's work contrasts with the bulk of the public choice literature
which is either primarily theoretical and normative (deducing the sort of political ingtitutions rational, self
interested individuals might be expected to create) or, where it becomes empirical, focuses on national
political systems (and the US in particular). The underlying conclusion of empirical work in public choice
theory seems to be that despite evidence of deliberation and choice in the design of institutions ‘the
political institutions of most countries have evolved in ways that are not well characterized as the intended
outcomes of rational actors. The positive analysis of political institutions must take into account the role
played by chance and its unpredicted and unintended consequences.” (Mueller 1997b:141)



beyond the exising legidaive limits, the date becomes a player in supplying legidative
change and it canot be assumed to do this automaticdly. The dae will meke an
asessment of any didributiond implications of the innovaion and may bring to bear
objectives of itsown.

Gengdisng the quedion ‘how do firms survive the forces of credtive dedtruction’ to al
organisaions usng an evolving competency perpective involves asking: ‘what is a
sidactory peformance in the view of those who have control over its ongoing
operation’ and ‘what processes are embarked upon, both interndly and externdly when

performanceis judged inadequate? .

What is the pattern of growth or expansion of the organisation?

Two theories have been consdered which conditute responses to this question: Kay's
modd of competency based expanson and Williamson' s transaction cogts explanation.

Asessng the goplicability of Kay's theory requires an invedigation into what the core
competencies of the organisation are, that is, what ae the routines that are difficult to
imitate and are effective rdative to competitors?®  The routines are likdy to be different
for the different functiond sub-units of the new iwi organisations. Next, one mud
consgder whether there is a tendency to expand to exploit the core competencies. Ladtly,
one should ask whether there is less tendency to expand to exploit the core competencies
when the environment is judged to be more risky (and in paticular, when the core
competencies risk being superseded).

Shifting to transaction cost economics, it was noted earlier that Shelanski and Klen
(1995:338) suggest that the discriminating dignment hypothess is normdly tested in the
folowing gened form: ‘the probability of obsarving a more integraied governance
dructure depends postivey on the amount or vaue of the rdaionship specific assets
involved and, for dgnificat levels of asst specificity, on the degree of uncertainty about
the future of the reationship, on the complexity of the transaction, and on the frequency
of trade’ Opeaiondisgng the discriminating dignment hypothess therefore  requires
identifying whet transactions are taking place and what governance dructure surrounds
them. The transaction needs to be dasdfied in tems of asset gedificity (induding
whether this pedifidty is symmeric or asymmetric), complexity, frequency, ad
uncertainty. The governance dructure aso needs to be dasdfied as to whether it is a
market framework, a contract (with or without provisons for renegotiation), or common
ownership.

Questions about new iwi organisations

In summary, the literature surveyed suggests the following lig of quesions for exploring
the evolving structure and processes of organisations.

28 For organisations that operate in non-market environments deciding who or what the competitors are
may require some reflection. The answer lies in identifying those who have influence over the continuing
operation of the organisation and considering what alternative uses they might have for their attentions.
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1 Why do firms exist?

Who has control over the ongoing operation of the organisation, and what does
the organisation do in their view?

2 How do firms survive theforces of creative destruction?

What is a satisfactory performance in the view of those who have control over

its ongoing operation’ and ‘what processes are embarked upon, both internally
and externally when performance isjudged inadequate?’ .

3 What determinesfirm boundaries?
Competency based explanation

What are the core competencies of the organisation, that is, what are the
routines that are difficult to imitate and are effective relative to competitors
(remembering that the routines are likely to be different for the different
functional sub-units of the new iwi organisations)?

I sthere a tendency to expand to exploit the core competencies?

I's there less tendency to expand to exploit the core competencies when the
environment is judged to be more risky (and in particular, when the core
competencies risk being superseded)?

Transaction cost explanation

What transactions are taking place and what governance structure surrounds
them?

What is the nature of the transaction in terms of asset specificity (including
whether this specificity is symmetric or asymmetric), complexity, frequency, and
uncertainty?

What isthe nature of the governance structure i.e., isit a market framework, a
contract (with or without provisionsfor renegotiation), or common ownership?

Exploring the evolution of new iwi organisations : Applying the
guestions suggested by the literature

The purpose of the fiedd work is to gather empirica materid that will suggest answers to
the quegtions above. The discusson bdow however, gives examples of how one might

repond to some of the questions, based on the limited knowledge held prior to the Sart
of fidd work. The intention is to illudraie how the questions set out above might guide
the research, not to anticipate the outcome of the fiddwork. The discusson deds
primarily with the tribd runanga, the sub-unit of the new iwi organisation aout which
mog is known a this dage. (‘Runanga is a teem widdy used to refer to the politicd
entity within of the overdl new iwi organistions It comprises iwi representatives
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sected by iwi members, and usudly some support daff.) The discusson touches on the
fird, second, and the core competency part of the third question. No attempt is made to
repond to the transaction cost economics pat of the third quedtion, as insuffident is
currently known to make even a preliminary commert.

Who has control over the ongoing operation of the runanga and what does the
runanga do in ther view? The are a number of paticipants with some influence the
ongoing operation of the of the runanga induding the iwi representaives, iwi membars,
externd agencies (Te Ohu Ka Moana, government departments). Other participants may
have an indirect influence. For example, iwi representatives might take into account the
gopearance of the runanga sructure to potentid commercia partners, or may seek expert
legd advicer The functions of the runanga, a leest as st out formdly in thar
conditutions, includes representation, drategic oversght over commercid activities, and
draegic overdght over sodd and culturd devdopment adtivities (Bdl Gully Buddle
Wer, 1996:). It seems likdy that ‘representation’ would be accepted by any of these
parties as something the new iwi organisdion does.

What is a satisfactory performance in the view of those who have control over its
ongoing operation and what processes are embarked upon, both internally and
externally when performance is judged inadequate? It is not clear & this Sage what a
‘satisfactory’ performance is, judged by iwi representatives or members, but one can
observe reform processes initiated by both these groups. For example, the new tasks that
Iwi organisations have been confronted with snce the 1980s such as ddivery socid
sarvices on contract and negotiating settlements of Treaty dams, have led iwi leaders to
recondder the adequacy of exiging iwi dructures to act in a representative role. Ther
reponse has been to undetake review processes involving consultation with iwi
members, advice from lawyers, sudy of the dructures of other tribes, and subsequent
condtitutiond amendment?®  Iwi members who have concerns about the adequacy of the
performance of ther representative can be observed to voice their concerrs (e tribd hui,
or in mangdream media), to vote out representatives, to op participating in the
organisation, and in the extreme, to publicly voice ther dlegiance to a riva organisation
(such as an urban Maori group).

Te Ohu Ka Moana has developed a lig of criteria marking a ‘satisfactory performance
with respect to representation.  These rdae to open paticipaion and rights to
infformation that mugt be formdly incorporated in conditutions in order for iwi
organisations to qudify to receve fisheries asssts. When Te Ohu Ka Moana assesses an
iwi organistion to have inadequate conditutiond provisons with respect to
representation, it works with that organisgtion to rectify the dtuation.  Ultimatdy, it hes
the power to withhold fisheries assets to organisations that do not comply (dthough a
move to gpply such asanction would likely be tested in the courts).

What are the core competencies of the organisation, that is, what are the routines
that are difficult to imitate and are effective relative to competitors (remembering

that the routines are likely to be different for the different functional sub-units of

29 |n some cases formal structures have not been amended but replaced in their entirety.
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the new iwi organisations)? Is there a tendency to expand to exploit the core
competencies? |s there less tendency to expand to exploit the core competencies
when the environment is judged to be more risky (and in particular, when the core
competencies risk being superseded)? | have limited information to dete about the
influences over the boundaries of the iwi runanga (except to note that the membership
boundaries are heavily influenced by hidoricd sdttlement paterns, and the functiond
boundaries are rdaed to how successful tribes are a gaining recognition of their rights).
The quegion of how one defines boundaries is itsdf complex for these runanga. At the
membership end, it includes both the potentid membership (those who whakgpapa to the
iwi) and the extent of actud involvement by members At a functiond levd it indudes
the scope of functions (representationd, socid & culturd and commercid) and the extent
of involvement a each leve. For example, the runanga may be consulted on some aspect
of land or sea management in the tribes rohe, it may be a co-manager, or it may have sole

responghility.

An obsarvation that can be made about the expanson of ddivery of socid services under
government contract, draws on Kay's (1997:160) condderation of synergies based on
culturd links (c-links). He rases the issue in the context of multi-nationd expandon and
dates that ‘for the most part exploitation of clinks is bundied up with the exploitation of
other linkages and cannot be easlly disentangled.”  This may be an explanation as to why
iwi organisations have an advantage in service ddivery across a broad spectrum of
savices. The expanson path for contract service ddivery is driven by Maori demand for
culturaly gppropriate services and the Government preparedness to fund them.

Conclusion

A aurvey of the economics literature concerned with the evolution of inditutiona design
reveds a divasty of dyles and fod. Many pats ae not obvioudy usful for a
quditative invedigation of new iwi organistions being too abdract or concerned with
the detall rather than the overadl aspects of desgn. One aea sands out however as being
paticularly adaptable, the combined competency and evolutionary modd. In addition,
some of the partid theories such as transaction cost economics, may offer guidance in
locdised parts of the invedigation. The evolving competency modd has been used to
generde a set of questions that will provide guidance in the fidd work which will explore
the evolution of new iwi organisations
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