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CHAPTER 1: The Power of Principles: A Historical Perspective
CHAPTER OUTLINE
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2) The World in 1840

· Doing Business in 1840

· Conditions of Business in 1840:  Life without a Modern Infrastructure

Example 1.1:  The Emergence of Chicago
Example 1.2:  Building National Infrastructure:  The Transcontinental Railroad

3) The World in 1910

· Doing Business in 1910

· Business Conditions in 1910: A “Modern” Infrastructure

Example 1.3:  Evolution of the Steel Industry 

4) The World Today

· Doing Business Today

· Modern Infrastructure 

Example 1.4:  The Gaizhi Privatization Process in China
5) Three Different Worlds:  Consistent Principles, Changing Conditions, and Adaptive Strategies

6) Chapter Summary

7) Questions 

8) Endnotes

CHAPTER SUMMARY
This chapter analyses the business environment in three different time periods: 1840, 1910 and the present. It looks at the business infrastructure, market conditions, the size and scope of a firm’s activities and a firm’s response to changes. This historical perspective shows that all successful businesses have used similar principles to adapt to widely varying business conditions in order to succeed.

Businesses in the period before 1840 were informally organized and operated in localized markets. The size of a business was restricted by the lack of production technology, professional managers, capital and large-scale distribution networks. The limited transportation and communication infrastructures made it risky for businesses to expand and restricted them to small local markets. Owners ran their own businesses and depended on brokers and agents to match the products with the needs of the buyers. There were forces in place, however, that would enable businesses to expand their economic activity over a larger geographic area. 

The infrastructure for conducting business had expanded tremendously by 1910. New technologies permitted the higher volume of standardized production. The expansion of the rail system permitted the reliable distribution of manufactured goods to a wider geographic area. The telegraph enabled businesses to monitor and control suppliers, distributors and factories. Finally, the growth of financial institutions allowed businesses to raise capital and transact on a global scale. Businesses expanded in size and market-reach by making investments to capture the benefits of these innovations. 

Businesses which invested in these new technologies needed a sufficient flow of throughput to keep production levels high. That is, even the largest and best-managed firms of that time were still constrained by the problem of control—how to gain sufficient information on a timely enough basis to adapt to change.  As a result, manufacturing firms vertically integrated into raw materials acquisition, distribution, and retailing, eliminating the need to rely on independent factors, suppliers and agents. The growth in the size and enhancement of functional responsibilities, or horizontal integration, was critical to manage these large organizations. Price wars drove weaker rivals out of the market as the firms tried to build volume and spread the fixed costs. Businesses established managerial hierarchies to administrate and coordinate the various functions being performed within the organization. These hierarchies gave rise to a class of professional managers who became experts in certain functions performed by the firm and they became a source of competitive advantage. But the goals of these managers had to be aligned with that of the firm. Large hierarchical firms would dominate the first half of the 20th century.

The entire business infrastructure has undergone massive changes over the last 30 years. Improvements in transportation, communication and financial infrastructures have facilitated the globalization of markets increasing competition and have placed a premium on quickness and flexibility. Innovations in technology have minimized the advantages of large-scale production facilities and have made it possible for firms to coordinate extremely complex tasks over large distances without being vertically integrated. Smaller and flatter organizations are the preferred way of structuring firms to take advantages of these changes. 

These changes have created opportunities as well as constraints. They have made the modern marketplace a global one but they have also increased the number of competitors at the same time. Technological innovations have given firms more control and decreased the geographic distances but they have also allowed smaller nimble firms to compete with big firms in meeting the rapid changes in consumer needs. Well-developed financial markets have lowered the cost of capital but these same markets have made large firms targets for potential hostile takeover. 

The three periods, with widely different business practices and infrastructure, illustrate that a consistent set of principles have to be applied to changing business conditions in order to implement a successful business strategy. The business tactics used by firms varied from one period to another to meet the different business circumstances but the economic principles and the behavioral relationships used to form the tactics are general. These principles and relationships haven't changed and can be applied to a wide variety of business circumstances. By judiciously applying these principles, managers can successfully adapt their firm’s business strategy to their competitive environment.  

APPROACHES TO TEACHING THIS CHAPTER

This chapter encourages students to be cognizant of the most “bird’s eye” view one can adapt of the context in which firms compete: What are the opportunities and constraints that result from current state of the world’s development?  This chapter is intended to shed light on some key strategic concepts developed later in this book including the fluidity of firm boundaries, the importance of scale and scope, the importance of throughput, and how technology and infrastructure affect strategic choices.  

You might want to discuss that the key business issues in 1840 (riskiness, large number of owner-operators, inefficiency, etc.) and their causes (poor communications, lack of technology, etc.) can be seen today in many emerging markets (e.g., Tanzania, Ivory Coast, and Poland). You could also raise issues of the mistakes that Western firms could make in “emerging markets” if they misunderstand basic business conditions.

The Chicago example is a terrific illustration of how technological changes can change the environment under which firms operate. It would be interesting to ask students why Chicago emerged as the center of distribution if grain elevator technology was available throughout the Midwest at the time. It will come out that Chicago's location, with access to the Great Lakes and Mississippi River, created the advantage. It was essentially a “hub” as in the airline industry today.  Furthermore, improvements in communications favored Chicago as a location for distribution activity. Distributors in Chicago had begun the practice of grading grain and were willing to buy and sell grain at guaranteed prices in Chicago before the price was actually set in New York. This was the beginning of a futures market, now called the Chicago Board of Trade (CBOT).  Superior information transfer allowed grain traders to bear the risk and still profit. Conclusion: The confluence of technology development allowed Chicago to outperform those who vied for its position at the time.

Today there are still distinct infrastructure changes and new organizational forms emerging. You might discuss the media's current attention on mergers in the telecommunications, financial services, entertainment, and health care industries and the opposing fact that most industries are experiencing quite a different trend (i.e., the virtual corporation).  Mention the largest manufacturers of athletic footwear in the world (Nike, Boss, Benetton, and Trek), which are “network” firms. Explain the concept of network firms. You could also mention how global firms are facing simultaneous pressures to both coordinate on a worldwide scale and pass more decisions down to local managers.

In addition to these examples, it may be helpful to encourage your students to draw on their own life/work experiences and think of the following:

1) An industry that is dominated by a few large companies. Why might that be?

2) An industry that consists of many small companies. Why might that be?

3) An industry that is highly government-regulated. How has it affected industry structure and the size and scope of the firm?

4) A company that is vertically integrated. Why is that?

5) How would you describe the industry that you most recently (or currently) worked in? What functions did it perform in-house? What functions did it outsource?

6) Can you think of an invention that dramatically changed the way business was conducted in a particular industry? Can you think of a deregulation effort that dramatically changed the way business was conducted in a particular industry?

7) Pick one industry and talk about the role of finance, transportation, government, and technology within that industry.

DEFINITIONS
Horizontal Integration: Growth in size and enhancement of functional responsibilities in a business area.

Infrastructure: Assets that assist in the production or distribution of goods and services that an individual firm cannot provide, such as transportation (roads, bridges, etc.), telecommunications, financing.

Path Dependence: The dependence of an actor's position on its starting conditions, initial decisions, and history.

Throughput: The movement of inputs and outputs through a production process.

Vertical Integration: The act by which firms choose to produce raw materials and/or distribute finished goods themselves, rather than rely on independent suppliers, etc.

SUGGESTED HARVARD CASE STUDIES

Prochnik: Privatization of a Polish Clothing Manufacturer (HBS 9-394-038) Rev. 1/5/94. This case brings to life the concept that key business issues in 1840 (riskiness, large number of owner-operators, inefficiency, etc.) and their causes (poor communications, lack of technology, etc.) exist today in many emerging markets, such as Poland.  While this case can be an interesting first introduction to case analysis, it is also a particularly good example of value creation and a strategic turnaround based on a differentiation strategy, which will be discussed in Chapter 13.

House of Tata (HBS 9-792-065).  This case traces the evolution of the largest business group in India.  Its primary focus is on the organizational structure of the group and how it changed in response to internal and external forces.  The instructor can link the absence of infrastructure as well as governmental policies to firm activities and overall performance.  This chapter is useful for illustrating some of the concepts in the following chapters: 2, 3, 7, 16, and 17.
EXTRA READINGS
Business history is an academic field in its own right, with a large volume of sources to choose from for additional reading. Instructors wishing to provide additional reading or supplemental lectures should consult the following sources.
Atack, J., and P. Passell. A New Economic View of American History, 2nd ed. Norton, 1994.

Chandler, A. D., Amatori, F., and T. Hikino (Eds.), Big Business and the Wealth of Nations, Cambridge, U.K., Cambridge University Press, 1997.

Chandler, A. D., and H. Daems (Eds.), Managerial Hierarchies: Comparative Perspectives on the Rise of the Modem Industrial Enterprise, Cambridge: MA, Harvard University Press, 1980.

Chandler, A. D., and R. S. Tedlow, The Coming of Managerial Capitalism, Homewood, IL, Irwin, 1985.

Chandler, A. D. The Visible Hand, Cambridge, MA, Belknap, 1977.
Chandler, A. D. Scale and Scope: The Dynamics of Industrial Capitalism, Cambridge, MA, Belknap, 1990.

Cochran, T. C., and W. Miller, The Age of Enterprise: A Social History of Industrial America, New York: Harper and Row, 1961.
Cochrane, K.D. The Potter’s Keeper – The Development of Trade, New York: CreateSpace, 2010.
Galenson, D. W. (Ed.), Markets in History: Economic Studies of the Past, Cambridge, U.K., Cambridge University Press, 1989.

Krugman, P., Geography and Trade, Cambridge, MA, MIT Press, 1991.

Lamoreaux, N. R., and D. Raff (Eds.), Coordination and Information: Historical Perspectives on the Organization of Enterprise, NBER Chicago, University of Chicago Press, 1995.

Lamoreaux, N. R., D. Raff, and P. Temin (Eds.), Learning by Doing in Markets, Firms and Countries, NBER Chicago, University of Chicago Press, 1999

Pollard, S. “Industrialization and the European Economy,” Economic History Review, 26, 1973, pp. 636–648.

Temin, P. (Ed.), Inside the Business Enterprise:  Historical Perspective on the Use of Information, NBER Chicago, University of Chicago Press, 1991.

SUGGESTED ANSWERS TO END-OF-CHAPTER QUESTIONS
1. Why is infrastructure essential to economic development?

Infrastructure includes those assets that assist in the production or distribution of goods and services that firms themselves cannot easily provide.  Infrastructure facilitates transportation, communication, and financing.  It includes basic research, which can enable firms to find better production techniques.  The government also has a key role, both because the government affects the conditions under which firms do business (e.g., regulations) and because the government is a direct supplier of infrastructure (e.g., interstate highways).  Infrastructure reduces the costs associated with business transactions, thereby making these transactions feasible.
2. What was the role of the factor in the mid-19th century economy?  Does such a role exist in the modern economy?
Factors essentially provided the demand for goods and services.  Farmers and small manufacturers sold their production to factors who were often local merchants seeking to stock their store, or to agents representing out of town merchants who were essentially “distant” factors.  In today’s economy, factors still exist in many forms.  Think of large online retailers like Amazon that function like the merchants of the 1900’s by purchasing the production firms and providing access to the consumer market.
3. How would John Burrow’s life have been different if he had access to the “Internet?”  What if farmers and retailers also had access to the “Internet?”
John Burrows would have faced significantly less risk by having access to the Internet.  His business model of purchasing agricultural products locally and shipping them to distant markets left him at the mercy of the product’s supply in those distant markets.  With access to the Internet he could have researched prices for the products he purchased regionally, nationally and even globally and then shipped them to the market with the lowest supply and highest prices.
If farmers and retailers also had access to the Internet, factors like John Burrows would have become unnecessary.  Local factors could have advertised their production on the Internet, or sought out distant buyers without relying on factors to purchase their production and resell it.  Likewise, retailers could have similarly sought out both supply of the goods they wished to sell and buyers of their inventory.  The “middleman” would have been eliminated if farmers and retailers had access to the Internet.  Think of the rise of online stock trading and the demise of the traditional stock broker because of access to the Internet by investors.
4. What is throughput?  Is throughput as important today as it was 100 years ago?

Throughput is the movement of inputs and outputs through a production process.  Without access and assurance of a supply of inputs, a successful business enterprise would not be possible.  Throughput is more important today as firms depend less on vertical integration of raw materials and inputs and more on other firms and outsourced processes to produced finished products.
5. If nineteenth-century Americans had had the benefit of modern technology as they expanded westward, would Chicago, with its close access to the Mississippi River system, still have emerged as the business center of the Midwest?

It is possible that Chicago would still have emerged as a business center. Hubs are still a useful part of distribution chains for products which need to be physically shipped. Although modern technology allows many products to be shipped directly from warehouses to individuals, many are still shipped in bulk for store sales. 

That said, it may be that if transportation and communication levels had been what they are today, there would have been fewer small companies needing transportation hubs. Many large-scale manufacturing facilities may have organized to ship directly from their manufacturing plants or agriculture centers. Likely a location where highways intersect would be a better candidate now that trucking is a main form of transportation.

6. Two features of developing nations are an absence of strong contract law and limited 
transportation networks. How might these factors affect the vertical and horizontal boundaries of firms within these nations?
A well-developed body of contract law makes it possible for transactions to occur smoothly when contracts are incomplete, while extensive transportation networks allow better coordination and faster flow of goods and services across geographic markets.  Developing nations face weaknesses in both of these aspects of modern infrastructure. Extensive vertical integration occurs in these countries because firms face extraordinarily high transaction and coordination costs.  To fully exploit production opportunities, firms needing to make significant sunk investments will also need a reliable supply of inputs and distribution channels.  The lack of contract law makes the firm’s relationship with its suppliers and distributors more vulnerable to holdup problems than are firms in industrialized nations. At the same time, the lack of transportation networks forces firms to coordinate their distribution and allocation activities within the firm’s boundaries to ensure smooth functioning of the value chain.  To ensure reliability and overcome high transaction and coordination costs, firms have the incentive to vertically integrate.  The lack of transportation 
7. Fifteenth century Florence was the birthplace of the Renaissance, home to artists such as      
Donatello, Boticelli, and Michelangelo.  Why did so many great artists emerge from just this one city-state?  Do you believe that a single city could become the Florence of the 21st century?
While the infrastructure in the 15th century is nothing like today, essentially the infrastructure for the development of the arts in 15th century Florence was well developed.  The government and the church supported the arts by sponsoring artists with commissions to design, paint and decorate public building and places of worship.  Likewise, art education in the many studios throughout 15th century Florence provided a means for individuals to develop their skills and network (communicate) with other artists and sponsors of artists.
Yes, in today’s economy there are many examples of geographically localized industries that thrive because of their proximity to each other.  Consider Silicon Valley (while not one specific city, it is a “city-like” region) where many high-tech firms design and produce new products.  Silicon Valley shares a developed infrastructure that fosters the creation of technology with its many industrial parks, venture capitalists and access to technology education at universities such as Stanford and U.C. Berkley.
8. The advent of professional managers was accompanied by skepticism regarding their 
trustworthiness and ethics in controlling large corporate assets on behalf of the shareholders. Today, this skepticism remains and has changed little since the founding of the managerial class a century ago and new laws concerning appropriate governance, such as Sarbanes-Oxley, continue to be introduced. Why has this skepticism remained so strong?

The growth of managerial hierarchies fostered the emergence of a class of professional managers, many of whom owned little or no share of the business.  Hence, primary cause of the skepticism is this separation of ownership and control—similar to the skepticism one might feel upon hearing a parking valet claim that “s/he treat’s the cars as her/his own”.  These individuals tended not to have worked their way up in a particular business, but rather have been trained as engineers or in business school.  On behalf of the owners these managers applied their expertise in control and coordination to the firm and its business units.  In doing so, they pioneered the standardized collection of data on a firm’s operations, and with it the beginnings of cost accounting.

These changes in the nature of the firm and its managers caused problems and conflicts.  Since there was little precedent for the rapid growth of firms at this time, growth of volume and expansion into new markets could easily lead to overexpansion and overcapacity.  The development of internal controls needed for coordination and efficiency could easily turn into excessive bureaucracy.  The very skill that new professional managers exhibit in guiding the growth of their firms raises the problem of ensuring that these managers continue to work in the best interest of owners rather than for their own ends.  Ironically, these problems become particularly acute when management well-aligned with shareholder interests is most needed—during downturns in the firm’s product market.
9. There is considerable disagreement as to whether government regulation has largely positive or 

negative influences on economic growth.  Compare and contrast the ways in which government 
involvement in particular industries may positively or negative influence the evolution of those industries.

Regulation can protect the incumbents in the industry and stifle innovation.  Incumbents could develop specialized skills in compliance and have an advantage over potential entrants.  They could also lobby for the kind of regulation that favors them over potential entrants.  Deregulation of airlines shifted the industry from being primarily in the business travel to business and leisure travel.

On the otherhand some kinds of regulation serve to instill trust in the industry.  (The  regulation of banks, insurance, mutual funds and the securities industry).  Exemption from regulation is often cited as one of the reasons for the Enron debacle.

10. Some firms seem to last forever.  (For an extreme example, go to www.hbc.com.) In some 
industries, however, even the most effective firms may expect short lifetimes (e.g., lawn crews, Thai restaurants).  Size certainly has something to do with longevity, but are there other factors involved?  How does size help larger firms or imperil smaller ones?  What other factors besides size contribute to longevity?

When it comes to survival, size and age seem to matter.  Small firms’ life span tend to be associated with the life span of the owner. Large firms will have the resources to exploit new market opportunities.

Industries that support small firms (such as Thai restaurants) are characterized by easy entry and hence low survival probabilities.  Industries that are concentrated (large firms are more competitive due to lower costs) tend to have old names.

Industries that are not hospitable to new entrants (e.g., banking, insurance) tend to have long- lived firms. 

Incumbents have better survival when the technological change is slow (newspapers, retailing).
11.  How might a persistent global credit crisis affect the scale and scope of modern firms?

       The continuation of a global credit crisis over an extended period of time would limit the ability of  

       firms to finance the expansion of production facilities, the acquisition of firms in horizontal markets 
       and the development of supporting infrastructure by government.  The lack of liquidity caused by a 
       credit crisis would force firms to depend on internally developed capital and slow their diversification 
       and growth.  Additionally, a global credit crisis would close distant markets to firms as financing for 
       shipments and inventories would be significantly reduced.
�  These descriptions have been adapted from Harvard Business School's Catalog of Teaching Materials.
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