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ABSTRACT
ie key or defining characteristic that capitalism offers in contrast to alternative
systems like socialism, is the access right to private property over the means
of production and the product or output of productive enterprise. This is the main
factor that exerts and induces innovative and productive work. The sense of own
ership over the product o f creative w ork is the substance o f capitalism and the
access to ownership constitutes the ‘pillars’ upon which capitalism is built.

T

Creative and productive work for developing countries is important inasmuch
as innovation and creativity are needed to develop a manufacturing industiy. Hence
providing the appropriate type of institutional environment for creative and innova
tive work is essential for developing countries like Colombia, in particular, for the
development of its manufacturing industry. This Thesis studies the evolution of the
institutional environment and its appropriateness for the innovative and productive
activities and processes within Colombia’s manufacturing industry. It focuses in the
primary concern of classic scholars like Schumpeter, Veblen, inter alia, of the di
vorce between entrepreneurship and ownership.
Evidence shows that the rise of Limited Liability Companies (LLCs) in the
industry entails a huge change in structure of the economy creating profound ef
fects over the firms. However, this rise has unfolded as one that blocks access to
ownership, and consequentially is inimical to the development of innovative forces
within the industry. The origins of the Limited Liability Companies came, among
other reasons, from the need for succession when firms began to outlive their origi
nal creators and founders. The development of this succession in conjunction with
an anti-competiti ve and oligopolistic structure of the insider ownership structure of
the economy, led to an evolutionarily stable institution (i.e. private LLCs) that ‘locked
out’ the intrapreneurial and innovative process within firms of the Colombian manu
facturing industry.
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The private legal structure established itself as a socially habituated way of action
(i.e. institution) among firms when big and powerful conglomerates -in order to
create bigger and more powerful public com panies- absorbed the firms that had
adopted a public structure. However, this institutional ‘innovation’ would backfire
because it applies technical principles but leaves the appropriateness principle aside,
which translates into a sub-optimal institutional innovation. It is sub-optimal basi
cally because the institutional innovation of setting a private limited liability frame
work leaves the intrapreneurial forces excluded from the access to ownership.
This was the w orld that the classic political econom y and scholars like
Schumpeter and Veblen were concerned with: one in which the institutional change
would favour the divorce between ownership and entrepreneurship and conse
quently giving rise to evolving counter-innovative forces. In order to capture this
phenomenon, the analysis had to move from a traditional diffusion framework to a
new diffusion framework that would account for the evolution of the legal institu
tional environment. Based on the recent work of diffusion, institutional elements
were added to evolutionary diffusion models by incorporating the institutional change
that countries experienced with the rise of the Limited Liability Institution. This is
reflected in firms adapting modem institutional environment and firms keeping the
traditional one, and, in this way, the latter inherited the constraints from the past. In
the traditional diffusion analysis there is no account of institutional change, which is
reflected in a single entrepreneurial attitude across firms. The new diffusion analy
sis focuses on how variety on the institutional environment of firms is important in
determining growth. When we include these new institutional elements in the growth
analysis, they help us, in return, to account better for growth not only at a theoreti
cal but also at an empirical level.
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GLOSSARY OF ABBREVIATIONS
AND CONCEPTS
Abbreviations
ANDI:
DANE:
ECLAC:
EDT:

National Association of Industrialists
Colombia’s National Institute of Statistics
Economic Commission for Latin America and the Caribbean
Survey of Technological Development of Colombia’s manufacturing
industry (1996)
Emp: employment
GDP:
Gross Domestic Product
INE:
Spain’s National Institute of Statistics
LDC:
Less developed country
LLC:
Limited Liability Companies
PR:
Proprietorship or entrepreneurial companies
PRIV:
Private Companies
PUB:
Public Companies
RHS - LHS: right (left) hand side
SMEs:
Small and medium enterprises
Unco:
Labour unit cost
UNIDO: United Nations Industrial Development Organization
VA:
Value added
WAG:
Wages

Concepts
• Counter-innovative forces will be associated with those human activities that
are hindering and resisting directly or indirectly the development the outcome or/
and the process of an innovation project within the firm, which ultimately will
generate net output transfer or a capacity to transfer net output.
• Governance institutions: social structure that exercises authority, direction and
control within firms of Colombia’s manufacturing industry.
• Independent entrepreneurship: the process whereby an individual or group of
individuals, acting independently of any association with an existing organization,
create a new organization.
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■ Innovation project: it is the commercial or industrial application of something
new (a new product, new process or method of production; a new market of
source of supply; a new form of commercial business of financial organization).
• Innovative forces will be associated to human activities contributing directly or
indirectly to develop the process and outcome of an innovation project within the
firm, which ultimately will generate net output for the firm or to the capacity of
the firm to produce additional net output.
• Institutions: socially habituated (but not immutable) ways of thought or action
that not only constrain but also enable human thought and actions
• Intrapreneurship or corporate entrepreneurship: the process whereby an
individual or a group of individuals, in association with an existing organization,
create a new organization or instigate renewal or innovation within that organiza
tion.
• Legal institutional environment: the legal ground rules that define the context
within which economic activity of business enterprises develops in Colombia’s
manufacturing industry.
• Proprietorship or entrepreneurial companies: firms that have only one owner.
• Private companies: firms that have two to twenty five Shareholders and their
shares are non-negotiable. The Shareholders are responsible for the firm’s social
obligations only up to the amount of their equity contributions.
• Public Companies: these firms are created by the capital contribution of the
Shareholders (no less than 5) whose equity is divided in equally value and nego
tiable shares. The Shareholders are responsible for the firm’s social obligations
only up to the amount of their shares.
• Stakeholder: any group of individual who can affect or is affected by the achieve
ment of the organization’s objectives.

International Standard Industrial Classification (ISIC • 3 digit)
311 - Food including coffee threshing
312 - Food without coffee threshing
313 - Beverages
314 - Tobacco
321 - Textiles
322 - Clothing articles
323 - Leather and its products
324 —Footwear
331 - Wood industry
332 - Wood furniture
341 - Paper and its by-products
342 - Printing, publishing and connected
351 - Industrial chemical substances
352 - Other chemical products
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Petroleum derivatives
Other petroleum derivatives and carbon
Rubber products
Plastics products
Earthenware objects, crockery and porcelain
Glass and other glass products
Other non-metallic mineral products
Basic industries of iron and steel
Basic industries of non-ferrous metals
Metallic products, except machinery
Machinery except electric machinery
Machinery, electric artefacts
Equipment and transportation materials
Professional and scientific equipment
Other manufacturing products

CHAPTER ONE
“Although not all capitalisms are equal in performance, the
advantages or efficiencies o f one type o f capitalism over an
other are typically dependent on their historical path and con
text and thereby none can be said to be ultimately superior to all
the others "
Geoffrey Hodgson (1998, p. 215)

1.

PROLOGUE

he key or defining characteristic that capitalism offers in contrast to alternative
systems like socialism, is the access right to private property over the means of
production and the product or output of productive enterprise. This, I believe, is the
main factor that exerts and induces innovative and productive work. By contrast,
the disincentive par excellence of innovative and productive work is the disassociation from any of the material benefits of such work. If there are negative forces
(that I term retardant in the main text) that preclude innovative and productive work
from being associated with the material and other benefits of that work, this would
distort the proclivity toward developing novel forms of work. Certainly, why would
agents bother engaging in novel activities that confront them with conflicts, discords,
and probably rivalry and envy from their antagonists? Moreover, what would the
capitalist system have to offer creative and productive agents if under other systems
they would get a ration of product no matter their effort?

T

The sense of property over the produce of creative work is the substance of
capitalism and the access to ownership constitutes the ‘pillars’ that found capitalism.
The erosion of these pillars is a primary concern of scholars throughout the history
economic thought, from Schumpeter’s to Veblen to Mill. In particular, Schumpeter
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was concerned with the fact that a loss in substance of property would make the
creative and productive work to cease or die out, given that the substance of prop
erty “holds the institutions of capitalism together and drives creative forces”.
Creative and productive work for developing countries is important inasmuch
as innovation and creativity are needed to develop a manufacturing industry. Pro
grammes of Science and Technology fomented by Economic Commission for Latin
America and the Caribbean (ECLAC) are build up on the presumption innovation
and creativity are key in the development of a manufacturing industry. For example,
in Latin America technology used in manufacturing plants tends to be idiosyncratic
and the implementation of a new technology in such environment is itself a creative
act, and not easily describable as purely backward, copied behaviour or a passive
process for the recipient country (Fransman 1986, Nelson 1987, Stiglitz 1999).
Hence, providing the appropriate type of institutional environment for creative
and innovative work is essential for developing countries like Colombia, in particular,
for the development of its manufacturing industry. This Thesis will study the evolu
tion of the institutional environment and its appropriateness for the innovative and
productive activities and processes within Colombia’s manufacturing industry. We
will see that the concerns of classic scholars like Schumpeter, Veblen, inter alia,
with the divorce between entrepreneurship and ownership acquire special relevance
in Colombia’s manufacturing industry framework.
Has the evolution of Colombia’s manufacturing industry unfolded as appropri
ate for the access of innovative forces to ownership? What were the implications
and which mechanisms has this evolution generated? What type of capitalism is
needed that does not imply a society consisting entirely of workers-owners and avoiding
the elimination, socialization or sterilization of ownership, introduced with commu
nism, state ownership or common ownership, respectively?
The structure of this doctoral thesis consists of six chapters. Besides prologue
(first chapter), and conclusions and future research (sixth chapter), there are Theo
retical Foundations (chapter 2), Overview and Evolution of the Manufacturing In
dustry of Colombia (chapter 3), Model (chapter 4) and Empirical Analysis (chapter
5). Chapter 2 and 3 identify which is the problem and chapters 4 and 5 constitute the
methodological chapter that study the problem identified in the previous chapters.
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During the Millennium Schumpeterian Conference held in Manchester, Profes
sor Richard Nelson invited us to “bring institutions to evolutionary thinking”, while,
less than two decades ago, Arthur Lewis (1984, p. 8) observed that many PhD
students in economics came to think “that work on institutions will not count for
distinction in PhD exams”. Tempted by these incitements and by the fact that insti
tutional change is now an integrated component of the theory of economic develop
ment in less developed countries', I focused the aim of study of this Thesis as the
institutional environment for the development of innovation in Colombia’s manufac
turing industry. The Thesis will attempt to introduce the institutional environment
dimension within the innovation and productivity analysis based on the Colombian
reality, following the tradition of evolutionary and institutional thinking of Joseph
Schumpeter, Richard Nelson, Geoffrey Hodgson and Stan Metcalfe and regarding
the advice of development theorists like Albert Hirschman, Arthur Lewis, William
Baumol, inter alia. Institutional, evolutionary and development thinking, in my inter
pretation, understand development as an unfolding process of function of entrepre
neurship and give key importance to the institutions moulding this function. In this
way, it places the fundamental question with respect to the difficulties of economic
development, paraphrasing Hirschman (1958), “back where all difficulties of human
action begin and belong: in the mind”. Given that institutions mould and inape human
thought and action, hence, they have a key role in the development process. Or, in
words of Hodgson (1998 p. 238), “institutions simultaneously constitute and are con
stituted by human action: actor and structure are thus connected”.

The fact that the last volume of the Handbook of Development Economics of Elsevier includes
a chapter on Institutions and Economic Development (Lin and Nugent 1995) is evidence of the
fairly recent integration of institutions to the economic development theory.

CHAPTER TWO

2.

THEORETICAL FOUNDATIONS

his chapter will review the literature and will provide the theoretical foundations
of the Thesis. This will ultimately identify the questions the Thesis wishes to
probe.

T
2.1

Introduction

The aim of the Theoretical Foundations chapter will be to identify the key prob
lem that the literature points at for the development of innovation. It will analyse
how the economic system does not only draw from within its operative forces of
change, but it also generates from within the resistance forces that drive out entre
preneurial forces, generating the tension characteristic of the development process.
The unfolding of this tension, as we will see, heavily depends on the institutional
structure that guides and moulds the development process.
The second section of this chapter (section 2.2) studies different institutional
and development theorists and their approaches to the development process. It will
show that Schumpeter’s approach to the development process is concomitant in
some key aspects to the approach of several institutionalist and development theo
rists.
The third section (2.3) starts by carrying out in section 2.3.1 a critical analysis
of Schumpeter’s theory of economic development. It intends to draw from and ex
tend Schumpeter’s theory, by attempting systematically to generate an alternate point
of view from the traditional literature. Section 2.3.2 presents recent literature on
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entrepreneurship, which points out distinctions between categories of entrepreneur
ship. Sections 2.3.3 and 2.3.4 present the key concern of the classical literature on
the main deterrent to entrepreneurship and section 2.3.5 presents the conclusions of
the section 2.3.
The fourth section of this chapter (section 2.4) is intended to examine how
contemporary literature deals with the problem bequeathed by the classical litera
ture. Section 2.4.1 critically analyses the approach of recent studies on the problem
the classic literature bequeathed, trying to bring back the discussion to where clas
sics left it. Section 2.4.2 presents the most recent literature that has brought back to
the arena the legacy of the classics, in order to enhance entrepreneurial behaviour.
Section 2.4.3 introduces the literature that deals with the appropriate institutional
change for entrepreneurship and some problems encountered by and inherent to
such institutional change within an economy.
The fifth section of the present chapter (2.5) intends to develop further the
problems encountered by institutional change for innovation. Section 2.5.1 studies
the economy in which the concern of classics is founded and how the institutional
evolution of this economy hinders innovation. It points out how an institutional lockin gets established and how entrepreneurial agents are left ‘locked-out’. Section
2.5.2 explains from a historical point of view the circumstances where the evolution
of the institutions leaves not only the system in a lock-in situation but also entrepre
neurship ‘locked-out’. Section 2.5.3 concludes.
These five sections lay out the elements for the identification of the problem
and the research methods in sections 2.6 and 2.7, respectively.

2.2 Entrepreneurship, Institutional and Development Theory
As we can see in table 2.1.1, there are six main approaches to entrepreneurial
theory: French (Cantillon 1755 and Casson 1982), Austrian (Kirzner 1973 and Shackle
1979), German-Austrian (Schumpeter 1934,1943), and Chicago (Knight 1921). This
section of the Thesis is in the vein of the German-Austrian tradition led by Schumpeter
because it presents a development and institutional theory, in which entrepreneurs
are seen not only as innovators and facilitators of problems but also explores the
creation of an internal reaction or antagonism within the system.
We will review Schumpeter’s thought on innovation and economic progress
(namely, the development process) and, in particular, his awareness -as well as from
other authors like Weber, Hirshman, Lewis, Mokyr, Landes, inter alia- of the an
tagonism between innovators and others functions that appear in the economic life
as a hindrance to innovation. We may say in advance that Schumpeter’s thought
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characterises the nature of innovation not only “shrouded with uncertainty and with
the subjective reluctance of individuals to strike out into the unknown” (Schumpeter
1934, p. 76), but also confronted by the “antagonism of non-innovators to the pioneer
-in the form of legal and political obstacles, social moves, customs and the like”
(Schumpeter 1934, p. 76).
We will analyse how innovation (i.e. novel ideas in production) consists of a
constant struggle with the environment, the latter being in constant tension with inno
vative activities. It is considered that this setting facilitates the co-existence of two
forces: innovative and the counter-innovative. Such tension leads to a costly ré
adaptation of the system towards the creation of a new internal order. The co
evolution of these two opposing forces describes the development process, which is
strongly associated, as we shall see, to an institutional process.
Table 2.1.1
APPROACHES IN THE ENTREPRENEURSHIP THEORY (based on Westhead and
Wright 2000, McMullan and Long 1990, Ricketts 1994)
Traditions:

French Cantillon
(1755)

E n trep ren eu rs:
who are they?

Pivotal figures in the
m arket econom y as
un d ertak ers o f a c 
tivities

H ow do entrep reneurs
op erate?

-

Take actions required in or
der to make a profit.
Bring about a balance between
supplies and demands in mar
kets.

C h a ra c ter istics

-

-

Casson (1982)

A gent that re a llo 
cates resources (see
also Kirzner)

Specialise in taking judgemental
decisions about the coordination
of scarce resources

-

-

Austrian (Kirzner
1973)

Creative middlemen
th at fa c ilita te ex 
change between sup
pliers and customers,
moving the economy
tow ards an equilib
rium position.

-

-

Alert to profitable opportu
nities for exchanges to o c 
cur.
Identify and exploit oppor
tunities for profitable trade

-

-

Have the foresight
to assum e u n c er
tainty.
React to profit op
portunity.
Self-employed with
an uncertain return
A lthough sharing
the sam e o b jec 
tives and circum 
stances to other in
d iv id u a ls,
they
make different de
cisions
They have differ
ent access to infor
mation; diff. inter
pretation; different
judgem ent
Possess an ability
to obtain know l
edge not possessed
by others.
Recognize m arket
oppo rtu n ities and
provide interm edi
ate functions.
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E n trepren eu rs:
who are they?

How do entrepre
neurs operate?

Imaginative middle
m an that brings
forth new subjective
business opportuni
ties

There is no objective determin
istic pattern o f behaviour b e 
cause a p e rso n ’s im agination
cannot be recorded in a finite
list.

Traditions:
Shackle (1979)

C h a ra c ter istics
-

-

-

Germ an-Austrian
(Schum peter 1934,
1943)

-

-

Chicago (Knight
1921)

-

Innovators that
bring
about
change through
the introduction
of a new techno
logical process or
product.
D ream ers,
vi
sio n aries, c re a 
tors, doers, d e 
stroyers
S killful
and
calculative risktakers

-

-

-

-

Lead to the creative destruc
tion of existing combinations
of resources due to new com
binations (i.e. a new product
/ process / organization)
Find difficulties in financing
and getting support of ponentrepreneurs or practition
ers of old routines.

Influenced by factors relat
ing to access to resources and
facilities in the local environ
m ent
Make judgem ents surround
ing risks and profits
Assess business opportunities
and co-ordinate scarce re 
sources

-

-

-

Each opportunity
is d ependent on
the discoverer.
There is no state
of full co-ordination between sup
ply and demand
There is no equi
librium represent
ing the final rest
ing place o f the
econom y
Have an impulse
to fight.
They are a threat
to the continued
viability of many
existing products
/ processes

Prepared to take
risks in an uncer
tain w orld were
risks cannot be
transferred by in
surance
Profit is their re
ward for bearing
risks

Before we examine Schumpeter’s analysis we will first analyse sociological,
institutional and economic thinking on the problem of development. Following Par
sons’ (1967) methodology, the present analysis is intended to give the foundations of
a theory and is attempting neither a systematic codification of either available em
pirical or theoretical knowledge, nor trying to present a critical evaluation of the
theoretical literature in the field. The following authors give us a broad introduction
to the economic development problem and endorse Schumpeter’s approach to the
analysis of entrepreneurship.
Max Weber’s leading analysis shows how “a flood of mistrust, sometimes of
hatred, above all of moral indignation, regularly opposed itself to the first innovator”
(Weber, 1983, p. 122). The development of a “spirit of capitalism” was important in
order to overcome such counter-innovative forces. Such spirit consisted of a highly
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developed ethical qualities linked to Calvinistic Protesantism and its special social
value for work and time in order to “command the absolutely indispensable confi
dence of his customers and workmen” (ibid. p. 122). Entrepreneurs found in this
religion a way of protecting themselves against social pressures and developed an
ability to withstand and overcome opposition. Even critics of Weber, such as Tawney
(1926), conceded that Puritan-Dissenter ethic “shielded tradesmen and manufactur
ers against the slings and arrows of genteel contempt. It gave them a sense of
dignity and righteousness, armour in a world of anti-commercial prejudices” (Landes,
1998, p. 176). Weber points out that religion had already served its purpose by the
end of the nineteenth century1. “At present, under our individualistic political, legal
and economic institutions, with the forms of organizations and general structure ...
[the capitalistic system] no longer needs the support of any religious forces and feels
the attempts of religion to influence economic life, in so far as they can still be felt at
all, to be as much an unjustified interference as its regulation by the state” (Weber,
1983, p. 123)2. The point is that in the beginning of the development process entre
preneurs sheltered themselves in religion as defence against the attack stemming
from the social forces.
In Thorstein Veblen’s analysis the tension characteristic of the development
process lies not between agents, as in Weber’s analysis, but within agents, who are
characterized by differing and antagonistic propensities. Veblen’s view is one of
“cumulative sequence of economic institutions stated in terms of the process itself’
(Veblen 1919, p. 77 cited in Dopfer 1994, p. 149). Veblen lamented the fact that
traditionally economics has looked for the causal determinants of conduct, particu
larly with respect to the development process, instead of recognizing the relevance
of ‘a selectively self-directing life process in the agent’ (ibid.). Economic institutions
are not only conditions for human interaction but also the result of those interactions.
So development, from this perspective, is a matter of co-evolution, interrelatedness
or co-determination between entities such as agents and environment (Dopfer 1994).
This interrelatedness is especially present in Veblen’s anthropological perspective.
Human beings to him are by nature endowed with antagonistic drives and propensi
ties. According to Ramstad (1994), on the positive side of those drives and propen
sities, there are the ‘instincts’ of parental bent, idle curiosity and workmanship, which
impel industrious, creative and peaceable labour and, on the negative side, are preda
tory behaviour and propensity of emulation. Development is understood under this
context as the positive impetus that drive humans to find more effective methods to
meet generic needs, thus the evolution of technology emerges as the main driving
1

A recent study of Drakopoulou, Dodd and Seaman (1998) confirms that Weber’s insight is also true
for the end of the twentieth century as well. Low levels of religious belief and practice in a sample of
British companies suggests that religion may not be a significant environmental munificence factor
for British entrepreneurship in the 90s.
Interestingly enough, recent econometric work on economic growth (Sala-I-Martin 1997) finds that
neither Protestantism nor Catholicism appears to be positive for growth, contrary to other religions
like Confucianism, Buddhism and Muslim.
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force of human history. The latter anthropological description of agents has deeply
influenced Schumpeter’s analysis of forces within the firms, as we shall find out in
the next section.
Hirschman’s linkages theory epitomises the case of LDCs as a struggle be
tween entrepreneurs and opposing forces. The lack of integrated industrial chains,
which are basically due to a national scarcity in the production of capital and inter
mediate goods, would be the stimulus towards investment in such sectors in order to
process final goods nationally; this is, namely, the backward linkages concept. But
entrepreneurs would often find the resistance of “established industrialists who pre
fer to continue relying on imported inputs for price and quality reasons” (Hirschman
1989, p. 211). Even in the case of stimulus to new production lines that use existent
capital or intermediate goods production, namely forward linkages, “official policy
is not likely to be particularly concerned with [its promotion]” (ibid. p. 211). Forward
and backward linkages concepts laid the foundations for Hirshman’s Unbalanced
Growth Theory, theory with which he opposes the Balanced Growth Theory* that
recognised no positive and complementary tension between existent and non-existent sectors of the economy but only the need to exploit more the pecuniary effects
between sectors. On the contrary, Hirshman’s strategy of unbalanced growth pointed
out that underdeveloped countries’ (hidden) entrepreneurial talents, need ‘pacing
devices’ and ‘pressure mechanisms’ in order to trigger development. According to
Hirschman, development depends not so much on finding optimal combinations for
given resources and factors of production as on calling forth and enlisting for devel
opment purposes resources and abilities that are hidden, scattered, or badly utilized.
He agrees with Veblen and Pearson that in order to release potential surpluses avail
able “what counts is the institutional means for bringing them to life ... for calling
forth the special effort, setting aside the extra amount, devising the surplus” (Pearson
(1957, p. 339) Cited in Hirshman 1958, p. 5n). Following Schumpeter’s lead, Hirschman
(1958) states then that as entrepreneurs are agents breaking through old patterns of
finance, production and distribution they need institutional support. The entrepreneur
is a “rebel against society [with the] courage imagination, and a certain willingness to
defy the old order” (p. 16), but, at the same time, she/he has the ability to engineer
agreement and cooperation among the different actors of the production and distri
bution process i.e. inventor, partners, capitalist, suppliers, officals, staff, etc.. Such a
‘revolutionary’ and ‘facilitator’ requires the institutional means and, as we shall
see below, this will be the key component to trigger economic development4 .

If all sectors start to grow simultaneously, growth of all sectors follows smoothly.
Historically entrepreneurs have been aware of the antagonisms, envy and malice of their detractors
and other retardant forces o f entrepreneurship according to Brenner (1988). But mere awareness is
not sufficient. W ithout the appropriate institutional support, entrepreneurial failure can ensue.
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Two important scholars would pose the development process as a tension be
tween either states of development (Gershenkron) or social classes (Lewis). First,
Gershenkron (1962), a leading scholar in development theory, pictures development
as a tension between the current state and the potential state of affairs, namely,
backwardness. A LDC begins its development process if, as in the role o f Oblomov,
it can bring itself to leave its current state “only if the outside weather is irresistibly
splendid” (cited in Hirschman, 1958, p. 9), that is if the institutional environment
proposed the appropriate structure. However, this is not to say that institutions must
be are homogenous to all countries. On the contrary, Gerschenkron’s work showed
once and for all that there could be more than one path to development. For Lewis
(1978), Nobel Laurate for Development Economics, one of the main constraints for
a country to follow successful examples such as North West Europe is (apart from
low-productivity per worker) the social classes that have the power and do not want
to relinquish it. He repeatedly refers to the landowners and capitalists who were
interested in export trade and were hostile to industrialization that dominated, for
example, Argentinian’s government. The essential difference between Canada or
Australasia and Argentina was that Argentinean interests who manipulated political
power tolerated nothing that might stand in their way. For Lewis (1978, p. 178)
tropical countries shared an obstacle for development:
“reactionary landed aristocracies more interested in tribute than in growth; vested
interests more interested in cheap imports than in industrialization; governments
steeped in laissez-faire or positively hostile to domestic manufacturing for rea
sons of imperial power or agricultural domination. To break this constraint they
would have to evolve a modernizing elite, including both a professional and a
managerial middle class, and also an industrial bourgeoisie. To their credit it must
be said that they were all moving in this direction at the beginning of the twentieth
century” .

For Mokyr, an economic historian, technological creativity is in a struggle that,
in the case of a supportive and enabling institutional structure, could leave innovation
overcoming retardant forces. Mokyr argues that “in every society, there are stabilis
ing forces that protect the status quo” (1990, pp. 11-12). What is required in order to
have a technologically creative society, he continues, is not only a solution to prob
lems that involve control of physical environment, but also that innovation must be
well nourished, presented with the right incentive structure. It is a process that re
quires diversity and tolerance. It requires, in other words, an open society in which
new knowledge is nurtured. The claim of Mokyr is that
“the economic historian is ... directed to the macrofoundations of technological
creativity, that is to say, what kind o f social environment makes individuals inno
vative, what kind of stimuli, incentives, and institutions create an economy that
encourages technological creativity?... I am interested not why some individuals
are more creative than others, but why were and are there societies that have more
creative individuals in them than others?” (1990, p. 8).
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Leff explains that in the early postwar period there was in economic theory “a
concern with lack of entrepreneurship as a special problem for the underdeveloped
countries” (1979, p. 49). This view is one of entrepreneurship scarcity and it stems,
explains Leff, from the perception that entrepreneurship comprises only “a psycho
logical capacity of perceiving new economic opportunities and entering them with an
aggressive investment policy” (ibid. p. 48). Entrepreneurial agents are perceived
under this approach as the agents moving society towards a technological frontier.
This view follows the Austrian approach, in which entrepreneurs are seen as crea
tive middlemen that facilitate exchange between suppliers and customers (see Table
2.1.1). In the same vein, the paper of Minniti and Bygrave ( 1999)5 studies entrepre
neurs as a kind of middle man re-allocating, with the ability to recognize new profit
opportunities, superior alertness and ability to cope with uncertainty. Their study on
the micro-foundations of entrepreneurship develops an interesting way to pose the
environment of entrepreneurship as a disequilibrium environment. It is a system in
disequilibrium waiting for the entrepreneur to bring it back to a state where demand
meets supply. Entrepreneurship is incessantly creating change, but not precisely in
Schumpeter’s sense of development or economic progress. However this has the
overlapping feature with Schumpeter’s thought that entrepreneurship leads to “the
discovery of new ways of doing things and, therefore, to unanticipated improve
ments in the human condition”6.
However, we must bear in mind that “equilibrium” is a state of the economy in
which change has died out and entrepreneurship -the source of change- ceases to
exist. There are no forces from within that could generate development. As we will
see in Schumpeter’s work, entrepreneurship in the form of innovation, is such devel
opmental force within the system and the innovation-counterinnovation struggle de
picts what is precisely contrary to an equilibrium position. In equilibrium, not only the
development process and, hence, its entrepreneurial forces have ceased to exist but
also the reactions of other forces have also vanished. To consider development from
the standpoint of equilibrium is to perceive there is no entrepreneurshipcounterentrepreneurship tension, because one force had once-and-for-all defeated
the other. On the contrary, the tension within the development process is in constant
motion; it is relentless or “restless”7.

For a recent discussion on entrepreneurship based on the Austrian tradition see the summer issues of
the Quarterly Journal of Austrian Economics in 1998 and 1999.
Interestingly enough, this study within its theoretical framework -describing why and how individuals
decide to become entrepreneurs- introduces, in addition to traditional socio-economic conditions,
the hypothesis that the level o f existing entrepreneurial activity is an important variable in deter
mining such decisions. This analysis provides a useful tool for testing the importance of alternative
variables, including the existing rate of entrepreneurship, for the decisions of potential entrepre
neurs. As we shall see, the model of the present thesis will contain also the important variable o f an
existing level of entrepreneurial activity determ ining the potential entrepreneurs’ decisions (see
chapter 4).
Concept brought forth by Edith Penrose and revived in Metcalfe’s studies (2000, 1998).
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In fact, the British development was pervaded by this tension, influenced not
only by positive but also by negative experiences, outcomes and ideas. “One could
make the argument that, other things equal, Britain would have grown faster had it
been able to put resources into productive rather than destructive activities” (Landes,
1993, p. 149). It was a competitive process benefiting “the managers, merchants,
shopkeepers, the newly skilled and the labour aristocracy, the consumers of the new
commodities and of older ones now within reach, the multiplying professionals in
growing towns and cities” (ibid. p. 161). However, the people negatively affected
were “the pauper apprentices; the women who sere sent to work in the mills where
their husbands or fathers would not go; the displaced craftsmen; the residents of
once-green valleys; now renamed the Black Country; the Irish immigrants that did
the dirty work” (ibid.).
In sum, Development and Institutional Theory support Schumpeter’s perspec
tive, in which the development process implies a tension or struggle between old and
new stages, forward and backward sectors or classes, and innovative and counterinnovative agents withstanding each other. However, not all entrepreneurship ap
proaches agree with the development theorists’ approach.

2.3 Entrepreneurial theory
2.3.1 Critical analysis of Schumpeter's theory of economic
development8
The problem of economic development for Schumpeter, as the other develop
ment theorists, “is different from a description of economic system’s tendency to
wards equilibrium; it studies the occurence of productive revolutions and the phe
nomena that accompany them”. Development in the sense of Schumpeter is a dis
tinct phenomenon, entirely foreign to what may be observed in the circular flow9 or
in tendency towards equilibrium. It is spontaneous and discontinuous change in the
channels of the flow, disturbance of equilibrium, which forever alters and displaces
the equilibrium state10. By development he understands only such changes in eco
nomic life as are not forced upon it from without but arise by its own initiative, from
w ithin11.
8
"

10
"

The citations of this section, unless stated differently, are all extracted from Schumpeter (1934),
chapter 2.
Circular flow is understood as an economy being in full Walrasian stationary equilibrium undergoing
constant reproduction. It is as essential to economic life as circulation of the blood is to animal
organism’s life. But economic life experiences other changes not as immutable as the circulation of
the blood; this changes do not appear continuously and they give rise to economic phenomena.
Schumpeter also stands away from Darwin’s continuous adaptation approach for the explanation of
economic changes.
When I read this idea, 1 first started to ask, does the economic system generate channels to drive out
innovation forces from within?
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His concept of economic development has the following well-known salient
characteristic: the strategic stimulus to economic development is innovation12 de
fined as the commercial or industrial application of something new (a new product,
new process or method of production; a new market of source of supply; a new
form of commercial business or financial organization). “When new combinations
of productive means are discontinuous they characterize development”. The innova
tion process, “incessantly revolutionizes the economic structure from within, inces
santly destroying the old one, incessantly creating a new one. This process of Crea
tive Destruction is the essential fact about capitalism”. By making this statement,
Schumpeter defines the essential entity of his analysis that carries out new combina
tions: the entrepreneurs (insiders or outsiders eg. financiers, promoters, etc.). which
are “essentially risks bearers with initiative, authority or foresight, qualities with little
scope within the routine of the circular flow” and their role is to upset the “tradition,
custom and routine”, which are the “key features accounting for the direction of
production in the circular flow and the degree of inertia and lock-in responsible for
constraining the system” (Wynarczyk 2000, p. 332). The carrying out of new com
binations implies a novel employment of the economic system’s existing supplies of
productive means. These disturbances will be absorbed within the system and evolve
into a new improved circular flow by means of creative destruction.
In many senses, we could say that innovation will exist as far as problems with
existing procedures exist. Nelson and Winter (1982) suggest correctly that a mini
mum of innovative behaviour within firms is necessary to anticipate routine prob
lems. Hence the firm, in order to survive and given its need of a minimum level of
profitability and growth, must anticipate solutions to the problems that may be present
in a further stage13. For example, departure of personnel is unavoidable within firms,
therefore, this must be anticipated by training strategies. In a broad sense, innova
tive behaviour is a less rare phenomenon and spread within organizations to a greater
extent than is commonly appreciated and innovative activities are embedded in rou
tine activities under this perspective.
However, any strategy to increase profitability and growth above the minimum
level of firm survival implies intensifying the tension between innovative and counter-innovative forces. As a principle, stresses Schumpeter, “the new combinations
must draw the necessary means of production from some old combinations”. Change
We will see below that a distinction must be made between innovation and entrepreneurship. Kenneth
Arrow (1999) precisely asks in this vein “Are there differences between the concepts ‘entrepreneur’
and ‘innovator’?” (p. 8). Herbert Simon’s (1999) idea that “entrepreneurship could be viewed within
the larger perspective o f novelty-producing human activity in general” (p. 4), also gives us some
hints of the direction to follow in applying such distinction. We will see that the distinction takes
place within a broader perspective of innovation rather than on the restrictive belief that innovators
are only the founder or forefather of new venturesome businesses.
Under Nelson and W inter’s (1982) framework, innovation is simply the new combination of rou
tines like for example “the establishment of new patterns of information and material flows among
existing subroutines” (p. 130).
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and new combinations must be conceived to come from within the process of pro
duction. It is important to bear in mind then that innovation depends, in many in
stances, on the “quality of the support from the ‘civilized’ regions of established
routines” (Nelson and Winter 1982, p. 131). So, the tension between innovating forces
and the status-quo of production will exist as far as new combinations draw from old
combinations. And the latter combinations will always inhibit the former because
they serve the function to glue or hold and economic order together by keeping “the
speed of this change within the limits of safety” (Schumpeter 1942 cited in Wynarczyk
2000, p. 336). Innovative forces challenge old ways and represent an upset to this
safeguarding pillars.
The apt description for the innovation process is thus ‘creative destruction'
because it is indeed the entrepreneur’s ability to trigger change14. But it is also fair
to say that while people that use existent means of production in routines would tend
to comply with the status quo, people using them in a novel way are dissenters
emerging from within. And dissenters should expect no less than some type of reac
tion from agents complying with the status quo. Similarly, Smilor (1997) states entre
preneurship is a ‘subversive activity’ that “upsets the status quo, disrupts accepted
way of doing things, and alters traditional patterns of behaviour” (p. 341). Hence, a
reaction from non-innovators should be expected to rise from within the system
such as change does15. Apropos of dissenters, Schumpeter’s caveat is that “the
resistance which comes from interests threatened by an innovation in the productive
process is not likely to die out as long as the capitalist order persists” (Schumpeter,
1943, p. 132-3).
Despite this strong caveat in Schumpeter’s work, studies have generally ne
glected to tackle systematically this kind problem. Moreover, voices from other per
spectives, such as the Austrian (Foss and Foss 2000) and the more orthodox per
spective (Baumol 1993, 1990 and Murphy, Schleifer and Vishny 1993, 1991), have
been taking the lead on this topic. In order to advance in a Schumpeterian perspec
tive this Thesis intends to study the economic phenomena raised by the tension be
tween innovative and counter-innovative forces. As a starting point, innovative and
counter-innovative forces are defined as follows (see table 2.3.1.1). Innovative forces
are associated to human activities contributing directly or indirectly to develop the
process and outcome of an innovation project within the firm, which ultimately will
generate net output for the firm or to the capacity of the firm to produce additional
Questions like what environment is conducive to change and, analogously, which type o f environ
ment is not? slowly began to raise my curiosity.
Could entrepreneurs find no opposition for their ideas within certain organization or under apt
conditions? The answ er to this question lies outside the scope o f this Thesis. We will have to
postpone it to future research. However, it could be said in advance that it could be tackled by
studying what types of organization do not perceive innovators as dissenters. It might be an organi
zation conformed by co-workers and managers that “ignore” or “are not aware o f ’ the consequences
o f innovation or, at least, that their strategic position within the company is not being directly
affected by an eventual implementation of the innovation process.
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net output. Counter-innovative forces are associated to those human activities that
are resisting and hindering directly or indirectly the development of this outcome or/
and the process of an innovation project within the firm, which ultimately will gener
ate net output transfer or a capacity to transfer net output.

Table 2.3.1.1

Innovative forces

Counter-innovative forces

Definition: innovative forces are associated to hu
man activities contributing directly or indirectly to
develop the process and outcom e of an innovation
project within the firm, which ultimately will generate
net output for the firm or to the capacity of the firm
to produce additional net output.

Definition: counter-innovative forces are as
sociated to those human activities that are re
sisting and hindering directly or indirectly the
development, the outcome or/and the process
of an innovation project within the firm, which
ultimately will generate net output transfer or
a capacity to transfer net output.

Examples -based on Schumpeter (1934) and Hirshman
(1958):
• Leadership,
• Willingness to assume risk,
• Breaking through old patterns o f finance of pro
duction, and distribution,
• Courage, imagination and foresight
• Ability to engineer agreement among all interested
parties (such as the inventor of the process, the
partners, the capitalist, the suppliers of parts and
services)
• The ability to enlist co-operation of official agen
cies (in such matter as customs duties, permits, ex
change, control regulations)
• Capabilities to forge problem-solving strategies
• Ability to bring and hold together an able staff, to
delegate authority, to inspire loyalty, to voice prob
lems encountered, to handle successfully relations
with labour and the public
• A host of managerial talents and a certain willing
ness to defy the old order
• Awareness of existent rivalry, envy, m alice and
other retardant forces with which the project will
be dealing.

Examples -based on Veblen (1923), Hirshman
(1991), L ew is (1978), B aum ol (1993),
W illiam son (1994), M acey (1998), and
Bebchuk and Jolls (1999):
•
•
•
•
•
•
•
•
•
•
•
•

Strategic knowledge and information hoard
ing
Discretionary idleness of productive means
Perquisite consum ption16
Insider trading
Hold-ups17
Holdouts18
Free-riding
Shirking
Managerial self-dealing and entrenchment
Hostility to change
Propensity for destructive criticism
O ther types o f routine-safeguarding and
rent-preserving activities that serve to con
strain change and reform by underpinning
the status quo1’.

Consuming perquisites is concurrent when managers deviate from shareholder wealth-maximization
(M acey 1998).
W hen owners o f com plem entary assets (e.g. hum an capital) to production threaten to extract
opportunistically their quasi rents by threatening to withdraw their own inputs (Putterm an and
Kroszner 1996).
E ffort by the ow ner o f a property right to appropriate quasi-rents from an entrepreneur who
launches a wealth-increasing project that touches on that property right by holding his interlocutor
over a barrel in order to cut a deal (Cohen 1998).
Hirshman (1991) draws attention to retardant forces such as those making use of the perversity thesis
(i.e. sustains that any purposive action to improve some feature of the political, social or economic
order only serves to exacerbate the condition one wishes to remedy), the futility thesis (i.e. holds that
attempts at social transformation will be unavailing and will simply fail to ‘make a dent’) and/or the
jeopardy thesis (i.e. argues that the cost of the proposed change or reform is too high as it endangers
some previous, precious accomplishment).
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Foss and Foss (2000) illustrate the tension between innovative and counterinnovative as follows:
“In an entrepreneur economy, there are two basic problems that efficient eco
nomic organization must address ... The first... concerns the control of destruc
tive entrepreneurial activities [counter-innovation]. For example, firms may de
limit employees’ use of telephone and internet services by closely specifying
their use rights over the relevant assets, instruct them to act in a proper manner
towards customers and to exercise care when operating the firm’s equipment, etc..
However, firms are unlikely to be entirely successful in their attempt to curb such
activities ... [the] reason is that employees may creatively circumvent constraint;
for example, they may invent ways of covering their (mis-)use of the internet.”
(Foss and Foss 2000, p. 9).
In this example, agents misusing the Internet, are engaging in counter-innovation by using scarce resources (e.g. working time) in ways that originally were in
tended to support an innovation project of the firm e.g. to find new markets, enhance
networking and collaboration. Instead, they are stopping themselves (and maybe
others within the firm) from using a resource for the original innovative purposes.
Foss and Foss (2000) build their analysis upon a principal-agent relationship in which
the owner of the asset, as principal, has to set control mechanisms in a way that they
hinder counter-innovation (in their terms, destructive entrepreneurship) and mini
mize side effects like stifling productive entrepreneurship20. Such a perspective de
nies basically the dynamic nature in which the development process is subsumed, in
which both forces rise, co-exist and withstand each other. Establishing the problem
as one where a residual claimant prevents and minimizes destructive entrepreneur
ship, does not tackle the essence of the issue, which is the diversion of the innovation
project’s resources to other type of activities. Basically, innovation and counter
innovation issues could be as much a problem coming from ownership as from the
other agents within the firm.
In our context innovation and counter-innovation are subsumed forces that
arise from within the system and the institutional structure balances these two
forces, which are opposing each other. Further, Loasby (1990) observes that the
cognitive structure of individuals is sometimes amenable to change or to reconstruct
routines, but not always. Loasby (1990) stresses that individual’s construction and
interpretative system is of limited malleability, which is reflected in the limited adapt
ability of any individual’s framework. Hence, not all workers are willing to assume
innovative attitudes because of their different readiness to undertake the risk of
abandoning part of their interpretative framework given by routines. Some workers
are not even willing to take the risk with high levels of punishment to counter-innovation and high amounts of innovative activities going on within the firm because they
For example, the 3M company imposes constraints discretionary to research and routine
workers.
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are just not prepared to adapt and change. At a group level, it is reflected in some
ready to undertake innovative attitudes and some ready to stay and safeguard their
routines.
There is a methodological question that rises when counter-innovating activities
are considered as forces. We are assuming that agents within the firm can engage in
either innovative or counter-innovative activities. However, one agent can dedicate
part of her/his time to innovate and the other part to counter-innovate. Hence, when
we refer to one counter-innovator we will be referring to the hours that a full-time
counter-innovator would engage in, but this does not make a difference if this job is
completed by two or more agents part-time engaging in counter-innovation. The
important issue is to distinguish between the proportion of time that an agent is en
gaging in activities that directly or indirectly help and the time that the same agent
hinders an innovation project.
The tension between innovative and counterinnovative activities is illustrated in
Figure 2.3.1 which shows that the innovation process is characterized by intricate
stages of development. According to the example in figure 2.3.1, there are two oppos
ing forces in constant tension within the innovation process: innovative and counterinnovative forces. Innovative forces keep up enthusiasm whilst the counter-innova
tive do the contrary. First, let us consider the case when counter-innovative forces
within an organization effectively overpower innovative forces and the innovation
process has been truncated, withdrawn or abandoned in a given stage of develop
ment of the innovation project. Under these circumstances, innovative forces, be
come fatigued and the innovation project will die out, unless it is undertaken within
another (probably new) organization; exit becomes a necessary condition for the
innovation process, but by no means the sufficient one21. The second case is when
the counter-innovative forces do not outweigh innovative forces22. The next section
will analyse the case when innovators decide to stay in order to face the opposition
(i.e. intrapreneurship). Arrow (1999), as a matter of fact, stresses that motivations
of entrepreneurs are not only a question of exit and entry. True, entrepreneurship will
anyway encounter internal (like bureaucracy, rules, compliance) or external prob
lems (like financing, rivalry, starting-up costs); stringent conditions for innovative
activity are pervasive. But this does not imply that every innovator has to start a
(rival) firm in order to implement an innovation process. The worker will become
self-employed depending, among other things, on her degree of risk aversion and
21

n

The Economist (1999) suggests an alternative: if, for instance, hierarchies overpower innovative
activities, the latter should be separated from the corporate and bureaucratic offices -depicting
innovation as a “ skunk work” . Com panies like Lockheed A ircraft Com pany prom oted and pio
neered this kind of work in the late 1940s, as well as IBM, where headquarters (at New York) are
physically and culturally apart from their “skunk” offices (at Boca Raton).
Do innovators anyway consider exit? Companies like IBM and Microsoft were not started up because
of pervasive opposition. A former employee at the US bureau of census started up IBM and took to
work with him some members of the bureau at some crucial moment. The Microsoft Company also
started in the same way and not because, to my recall, of retardant forces.
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(Putterman and Kroszner 1996), individual willingness to invest and the appropriate
external conditions. Moreover, stringent starting-up costs (e.g. highly concentrated
industry, imperfect and not market-oriented capital markets, all pervasive characteris
tics in mostLDCs) make ‘exit’ viable only when ‘voice’ and ‘loyalty’ have worn out23.
The critical factor that distinguishes entrepreneurs from non-entrepreneurs is
innovation and not necessarily self-employment (Schumpeter 1934, 1943, Carland
et. al. 1984). And innovation can take place within organizations and by starting up
new businesses24 (Dess, Lumpkin and McKee 1999). We will see that the latter
case does not necessarily imply an innovative process. Lumpkin and Dess (1996)
state that launching a new venture can be done either by starting-up a firm or within
an existing firm. But traditionally studies of entrepreneurship neglect an adequate
distinction between entrepreneurship as innovation and other type of business ven
ture. Stewart et. al. (1999) address this problem by studying different entrepre
neurial entities. Their goal is to answer different needs of making distinctions among
categories in the entrepreneurial process, with crucial distinctions like entrepreneurs,
owners-managers in small business and corporate managers and their differing psy
chological behaviours and proclivities. Carland et al. (1984) also point out that, al
though there is considerable overlap between small business and entrepreneurship,
the concepts are not the same. The key feature of entrepreneurial firms is growth
whilst new small businesses “may grow but many will remain small businesses for
their organizational lifetimes” (p. 357).
The classics, according to Schumpeter, failed to distinguish manufacturer from
entrepreneur because in the beginnings of the XIX century manufacturers embodied
both. But we will see that, according to the discussion undertaken during the Semi
nar on Research Perspectives in Entrepreneurship of 1997 (1999), Schumpeter failed
to distinguish between entrepreneur and innovator. The ‘founder’, the ‘owner’, the
‘risk-bearer’ and the ‘manufacturer’ are not the same functions but could be (or
could not be) embodied in the same person; the same applies to the ‘entrepreneurs’
and the ‘innovators’. They do not have to be at the same time the founder nor the
owner nor the capitalist. Just as the system of land tenure has facilitated the distinc
tion between farmer and landowner, the corporate system has to distinguish be
tween owners, managers and innovators (e.g. R&D units). The innovator is distin
guishable from the capitalist that owns the money, even when, coincidentally, they
are the same person. But also the innovator and entrepreneur are distinguishable
because of the extended roles that innovators have other than starting from the top,
founding a new firm and creating a bureaucracy below. Similarly, as the relation

Traditionally, the literature has assumed that the choice of being an entrepreneur or not is the same
as the dichotomy be self-employed or an employee. For example, career decision models like those
of Douglas and Shepherd (2000) limit the choice to either employees quitting and creating there own
company (i.e. becoming entrepreneurs), or they stay as employees, namely, non-entrepreneurs.
We will see below that not all-new business is innovation-related.

Figure 2.3.1
OF THE TENSION BETWEEN INNOVATIVE AND COUNTERINNOVATIVE FORCES IN THE INNOVATION PROCESS
(Based on The Economist 1999, p. 18).
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between entrepreneurs and capitalists to finance innovations is a vital function in a
capitalist economy, the relation between the owners, capitalists, managers, and inno
vators are essential in order to carry out new combinations that outbid the producers
in the “circular flow”, without and within and the firms.
For Schumpeter entrepreneurship is a function that starts from the top, appears
mixed up with other kind of activities and ceases when things get started up.
“Everyone is an entrepreneur when (s)he carries out new combinations, and loses
that character as soon as (s)he has built up her business, when (s)he settles down
to run it as another people run their business ... Because being an entrepreneur is
not a profession, and as a rule not a lasting condition, entrepreneurs do not form
a social class in the technical sense as capitalists or workers do”25.

McMullan and Long (1990) stress that carrying out new combinations (i.e., an
innovation of product, process, etc.) does not necessarily have to end in the creation
of a new organization. Likewise, although the creation of a new organization may
involve a new combination, there are many new organizations that can make no
claim to innovative activity.
If Schumpeter stresses that entrepreneurship comes from a variety of insider
or outsider sources (eg. fmancers, promotors, etc), why would he limit entrepreneur
ship to a process starting at the top? The explanation of this view of entrepreneur
ship is Schumpeter’s foremost concern: the modem corporate economy builds up a
deterrent incentive system for the starting-up of new businesses in the economic
system26. Schumpeter’s concern that the loss in substance of property that holds the
institutions of capitalism together and drive entrepreneurship forces, would make the
function of innovation cease or die out. This is still a relevant question but it has to be
restated in the light of new theoretical insights.
Mancur Olson (1999) restates the question well when he emphasises that en
trepreneurship is not only the creation of a new and small businesses but also a
matter to be solved within existent and larger companies. The problem is not that
adequate incentives system for entrepreneurship are incompatible with big organiza
tions, or are at least as good as those found in small organizations. Under the ideal
incentive matrix, each worker in a company, say of 100 workers, can bear her/his
entire marginal cost -marginal sacrifice of working harder- and can get one hun
dredth of the gain that comes because her/his extra exertion made the whole com
25
*
27

Schumpeter (1943) would refine this by stating that the bourgeois class absorbs entrepreneurs in order
to endure their existence and status.
This issue will be addressed properly in the section on the Concern on the Loss o f Substance of
Property (section 2.3.3).
This is what Williamson (1994) calls a high powered incentive system, in which “a party has a clear
entitlement to and can establish the magnitude o f its net receipts easily” (p. 102).
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pany produce a little more27. Olson stresses that we can have the adequate incentive
system in big organizations, only if we have a system of rewards and punishment so
that each person is paid her/his share of the gain to the company. The problems in
the incentive systems of big organizations start when it is difficult to work out a
combination of punishments and rewards such that it gives us the 100-fold multiplier
we need in the case of a 100-workers company, 1000-fold multiplier we need in the
case of a 1000-workers company, etc.. Incentives could be profoundly attenuated
under this circumstances of big corporations.
Anyhow, all big and hierarchical firms also need to innovate in order to survive
and meet the standards of the market. Hence, they need to get incentive systems for
innovation right. The large number of employees working in many of these big firms
need it because they are “not just loafing, but many times they are using their ingenu
ity, resourcefulness, imagination to get the job done for the firm” (Olson, 1999, p.
43). Many workers within these big organizations are sometimes “surprisingly effec
tive at getting lots of human effort and ingenuity harnessed together to an aggregate
purpose. And that is of course an important kind of entrepreneurship too. In some
areas, the successful entrepreneur is the one who makes a bureaucracy work better.
And bureaucratic innovations are important too” (Olson, 1999, p. 43).
We will analyse recent approaches to entrepreneurship and innovation in the
literature in order to inquire about the appropriate incentive system for company’s
innovative activities that Arrow, Olson et. al. point out as a research agenda. Re
cent literature on corporate entrepreneurship or intrapreneurship sheds light on a key
distinction within the entrepreneurial process within the firm. Leads to answer the
questions on the appropriate incentive system for innovative activities within big
firms will be undertaken in the discussion on the Loss of Property Substance (sec
tion 2.3.3) and the Institutional Analysis (section 2.4).

2.3.2 Intrapreneurship theory
The economic literature traditionally has worked with entrepreneurship as a
venture starting at the top (e.g. as a new business) and building a hierarchy be
neath it (Dyer 1994, Westhead and Wright 1998). The perspective of entrepre
neurship as a process starting from the base and working its way up has been
reported in an expanding number of studies in the management literature over two
decades ago or so.
The entrepreneurial process within the firm, namely intrapreneurship, basi
cally distinguishes itself from the traditional concept of entrepreneurship in that inno
vation is done within the context of existing organizations (e.g. corporations, small
businesses, state com panies, non-profit firms, etc.). The environm ent of
intrapreneurship also differs from that of entrepreneurship in that it will have to be
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selected (they do not select themselves as entrepreneurs do), recognized within a
hierarchy and, moreover, will eventually bring about great opposition within the or
ganisation28.
Gartner (1989), in the vein of Schumpeter, stresses that entrepreneurship is
behavioural (i.e. it is a social function not a social class) and ceases once organiza
tion creation is over. However, his own and more recent work defies and extends
this perspective. According to a survey conducted by Gartner (1990) of researchers
and practitioners of entrepreneurship, the owner-manager individual perspective is
modestly taken into account. In fact, it was not even rated within the most important
themes of surveyed experts studying entrepreneurship. Four out of five surveyed
experts focused on the characteristics of entrepreneurship29 and only one out five
focused on the outcomes of entrepreneurship30.
The problem stems, as already noted, from a quite narrow definition and con
text in which entrepreneurship has been traditionally circumscribed. Several studies
have tried to come to terms with the extension of the definition of entrepreneurship
(Gartner 1989,1990 Carland et. al. 1984). Recent literature has begun to distinguish
between innovative entrepreneurs within and without existent organizations.
Sharma and Chrisman’s (1999) inquiry on the terminology in the field of corpo
rate entrepreneurship proposes a definition for entrepreneurship, highly consistent
with the prevalent views of entrepreneurship (Schumpeter 1934 and Gartner 1990)
and corporate entrepreneurship (Zahra 1995). They identify entrepreneurs as “indi
viduals or groups of individuals, acting independently or as part of a corporate sys
tem, who cfeate new organizations, or instigate renewal or innovation within an
existing organization”. This definition indicates entrepreneurship is no longer being
limited in the literature to describe entrepreneurial efforts of individuals operating
only outside the context of an existing organization. Further, entrepreneurial activi
ties undertaken independently and those undertaken within the context of an organi
zation are differentiated as independent entrepreneurship and corporate entre
preneurship or intrapraheurship, respectively. Independent entrepreneurship is
“the process whereby an individual or group of individuals, acting independently of
any association with an existing organization, create a new organization”; and cor
porate entrepreneurship or intrapreneurship is “the process whereby an indi
vidual or a group of individuals, in association with an existing organization, create a
new organization or instigate renewal or innovation within that organization” (Sharma
and Chrisman 1999).
The fact that retardant forces within an existing organization tend to be a pervasive phenomenon
substantiates the point about the tension between innovation and counter-innovation.
The situation is entrepreneurial if there was an either entrepreneur, innovation, growth or uniqueness
involved.
Activities creating value and involved in for-profit organizations.
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An enormous variety of concepts describe entrepreneurial efforts within an
existing organization (see table 2.3.2.1) like corporate entrepreneurship (Burgelman,
1983), corporate venturing (Biggadike, 1979), internal corporate entrepreneurship
(Jones & Butler, 1992), external corporate entrepreneurship (Schollhammer, 1982;
Vesper, 1984), and strategic renewal (Guth & Ginsberg, 1990), among others.
But the most interesting feature within these categorization, for our case, is the
presence of innovation as a sufficient condition for entrepreneurship but not a
necessary one (Sharma and Chrisman 1999). Organizational creation or renewal
can occur in the absence of innovation, inasmuch as innovation’s newness or unique
ness is a matter of degree. Furthermore, new to the marketplace does not necessar
ily mean that the innovation is sold or consumed, as in the case of a new organiza
tional form. Since innovation may vary in its amount and impact, it is very difficult
and, indeed, counterproductive to attempt to specify the precise level of innovation
necessary for entrepreneurship. Therefore, it is better to “treat innovation as an
entrepreneurial act rather than as the only act that makes the occurrence of entre
preneurship possible” (Sharma and Chrisman 1999).
Under this framework, while incentives that are conducive to increase innova
tions also enhance entrepreneurship, not all incentives conducive to increase entre
preneurship also enhance innovation. Therefore our task of inquiring about the ap
propriate institutional environment for entrepreneurship under this framework may
not be sufficient in order to find the proper one for innovation. So, we could find
ourselves with the dilemma of inquiring the measures to increase entrepreneurship
that do not increase innovative behaviour but merely create or renew organizations
in which innovation (new combinations) is absent. Further, new or the renewal of
organizations could be free of new combinations and still be considered as individual
or corporate entrepreneurial acts.
Why should we be focused on those entrepreneurial acts related to new combi
nations and not merely new or the renewal of organizations? Despite any given level
of opposition to innovation within the firm, the fact is that innovation promotion is a
‘must’ for firms wishing to maintain their competitiveness in an increasing market
globalization (Carrier, 1996). To be entrepreneurial with absence of organizational
creation or renewal, the innovation must be Schumpeterian or, in other words, in
volve the introduction of an original invention or idea into a commercially usable form
that is new to the marketplace and has the potential to transform the competitive
environment as well as the organization (Stopford Baden-Fuller, 1994). The innova
tion process acquires special relevance in the context of countries, such as Colom
bia, that have a great deal of their value creation done within existent (particularly
public) firms (see the empirical analysis in chapter 5). However, we will show that
most structural change has not been beneficial to innovative activities but rather
conducive to the renewal and creation of organizations. This has generated an in
creasing level of low-productivity firms that drag down both the aggregate level of
labour productivity and the industrial productivity growth.
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These issues raise the extremely relevant question of which are the appropriate
intra-organizational institutions that are conducive to innovative entrepreneurship within
the firm (i.e. innovative intrapreneurship). I will now address this, matter by analys
ing Schumpeter’s and Veblen’s chief concern about the loss of substance of prop
erty. We will see that this concern basically states that there is a distancing effect of
intrapreneurship from ownership that deters the incentives for the intrapreneurial
activities within organizations.

2.3.3 Concern for the Loss of Substance of Property: Schumpeter's
and Veblen's analysis
Schumpeter’s main concern for the destruction of the substance of capitalism
(or, in his words, the “evaporation of the substance of property”) is loss of the sense
of ownership, which, in other words, constitutes the destruction o f the institutions
o f entrepreneurship. According to Schumpeter, the incentives of entrepreneurs are
“more by will than by intellect” and if entrepreneurs fulfill their function more by
“authority”, “personal weight”, and so forth, than by original ideas, the motives of
entrepreneur may be succintly explained as anti-hedonistical. Based on this incen
tive structure, Schumpeter concentrates on the prime motive of self-creation, selfemployment and self-ownership of businesses. This is why he focuses on the conse
quences of entrepreneur-owner’s loss of control in the company. He fails to contem
plate the entrepreneurial function as generated and bred from within the boundaries
of an organization. But we will see that, although Schumpeter’s concern for the loss
of property sense is relevant, the problem has to be restated within a broader frame
work that includes the consequences of loss of control also from the nonownersentrepreneurs or intrapreneurial perspective.
The main concern of Schumpeter with the rising corporate capitalism is that the
sense of property begins to disperse with large (rather than with small) stockholding
and large managerial bureaucracy31. He stresses that as the managerial distance
from ownership increases, the attitude of salaried managers, executives, sub-man
agers becomes more and more like an employee attitude and identifies less and less
with the interests of the company. Bebchuk and Jolls (1999) show that, under such
circumstances, managers transfer value from shareholders to themselves through a
variety of mechanisms, such as self-dealing, insider trading, and taking of corporate
opportunities32.
Zingales (1995) explains that the owner in selling two different rights (i.e. cash flow rights or control
rights) whether if she/he sells to dispersed shareholders or to a potential buyer, respectively.
It is actually a way of value transfer even if the value diversion is seen as not ultimately producing a
reduction in shareholder wealth “since value diversion simply substitutes for alternative forms of
compensation that would otherwise be paid to managers” (extracted from the abstract of Bebchuk
and Jolls 1999).
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Big stockholders’ functions and attitudes are not ones corresponding to those
of an owner either. Small stockholders as well
“often do not care much about what for most o f them is but a minor source of
income and, whether they care or not, they hardly ever bother, unless they or
some representatives o f theirs are out to exploit their nuisance values; being
often very ill used and still more often thinking themselves ill used, they almost
regularly drift into an attitude hostile to ‘their’ corporations, to big business in
general and, particularly when things look bad, to the capitalist order as such”
(Schumpeter [1943], p. 141)33.

Richard Swedberg in the introduction to the 1992 re-edition of Schumpeter’s
Capitalism, Socialism and Democracy, seems not to be persuaded by this argu
ment. Based on the example of US during the 80s, Swedberg’s argues that
“shareholders are as eager to defend their property as owners of physical capital
... The growth o f institutional investors, which because o f the very size o f their
holdings are more prone to ‘voice’ than to ‘exit’ in the stock market, is another
indicator that Schumpeter was wrong in [the] matter [of the erosion of the sense
of property]” (p. xvii).

Although he states that it is true that interests are not the same between tradi
tional ownership and shareholding, “owning shares does not seem to change own’s
attitude to property anymore than having bills, as opposed to gold coins, changes
one’s attitude to money” (p. xvii-xviii).
However, the same Swedberg that cites Galbraith’s recommendation to read
Schumpeter’s (1943) book “not for the agreement or disagreement it provokes but
for the thought it invokes” is the same person that disagrees with Schumpeter’s
concern for the erosion of the sense of property. I believe with Galbraith that
Schumpeter’s concern invokes, in particular, thinking about of the so-called owner's
and worker’s attitudes that are being affected by property dispersion and rising
managerial control. Schumpeter talks about disattachment and distancing effects
from ownership. When referring to managers, he refers to their decreasing level of
affinity and attachment toward the interests of the company. When referring to
shareholders his argument also is based on their low levels of caring and disattachment
to property. Corporate capitalism, according to Schumpeter, is “pushing into the
background the institutions of property” (1943, p. 141). It is worth asking again, what
are the so-called owner's and worker’s attitudes that are being affected by prop
13

Precisely, Ang, Rebel and Lin (2000) find evidence supporting this concern. They show that agency
costs encountered (i) are significantly higher when an outsider rather than an insider manages the
firm; (ii) are inversely related to the m anager’s ownership share; (iii) increase with the number of
non-manager shareholders, and (iv) to a lesser extent, are lower with greater monitoring by banks. In
other words, agency costs are lower when the ow nership structure comes closer to the ownermanager structure.
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erty dispersion and managerial control and that erodes the institutional framework of
capitalism?
Emotions, feelings, attachment, affinity, caring, are all terms linked by Schumpeter
to the institutional framework of property under capitalism34. What Schumpeter says
to my understanding is that the separation of ownership and management is destroy
ing the substance of capitalism, which is the motivation and incentives given to the
entrepreneurial activities in general. That is, if the only sources of entrepreneurship
were owners-founders or owners-managers then their loss of firms’ control dooms
capitalism progress to cease because undertaking entrepreneurial activities is diffi
cult. For “first, they lay outside of the routine tasks which every body understands
and secondly, because their environment resists in many ways that vary, according
to social conditions, from simple refusal either to finance or to buy a new thing, to
physical attack on the man who tries to produce it” ([1943], p. 132).
But we can see that the problem is somehow broader than what the narrow
definition of entrepreneurship of owner-manager or owner-founders allows us to
see. If the sources of entrepreneurship are depicted in a broader way, the pillars
protecting the substance and sense of property must not only motivate only ownersfounders or owners-managers but also other sources of entrepreneurship, for exam
ple, hired-managers and executives, workers in R&D laboratories and production,
suppliers and customers and other contributors.
However, for Schumpeter these other agents are not sources of entrepreneur
ship but rather activities that are reducing innovation to routine. In a sense,
“technological progress is increasingly becoming the business of teams o f trained
specialists who turn out what is required and make it work in predictable ways.
The romance of earlier commercial adventure is rapidly wearing away, because so
many more things can be strictly calculated that had o f old to be visualized in a
flash o f genius” (Schumpeter [1943], p. 132)35.

The matter of fact is that the reduction of innovation to more organized and
systematized ways of work does not mean that the resistance to innovation, at least
within the productive process, is wearing away. Still unchanged is the fact that “the
resistance which comes from interests threatened by an innovation in the productive
process is not likely to die out as long as the capitalist order persists” (ibid. p. 132-3).
As long as this resistance takes place, the appropriate motivation and incentives for
entrepreneurs, whatever the source, are still due. That is, entrepreneurs need the
Recent literature of Social Capital works with these same notions under concepts like affinity and
proximity (see discussion in section 2.4.2).
Technological progress is supposedly shrouded with uncertainty, so to say ‘make it work in predict
able ways’ is, in a sense, a contradiction in terms. But for the sake of the discussion Let us assume that
prediction can be achieved for technological progress and innovation.
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confidence and attitudes to overcome resistance and, at least, they need to realise a
way out to the pressure that retardant forces impose on them.
Schumpeter stresses the analogy of entrepreneurs in times of corporate capi
talism as generals in times of peace. Their position is threatened as soon as their
function of individual leadership, personal force and responsibility in the social proc
ess loses its importance and both become replaceable. The reduction of entrepre
neurship to automated activities and to wages paid from current administrative work
and remnants of quasi-rents, monetary premiums and compensations (all lingering
only for some time) tends to make capitalism itself superfluous. ‘T he perfectly
bureaucratized giant industrial unit not only ousts the small or medium-sized firm and
‘expropriates’ its owners but in the end it also oust the entrepreneur ... The true
pacemakers of socialism were not the intellectuals or agitators who preached it but
the Vanderbilts, Camegies and Rockefellers” ([1943], p. 134).
The evolution of capitalism that led to a loss of owners’ control (generated by
the divorce of ownership from intrapreneurship) is the main institutional obstacle of
progress and change within the capitalist system in Schumpeter’s analysis. So what
is so important in the attitude and characteristics of owners that invest them with a
structure that calls forth moral allegiance? Are these attitudes and characteristics
unique to owners, founders, or alike agents? What are entrepreneurs really after?
What are their particular qualities? What is the sense and substance of being an
owner? Does the function of entrepreneurship vanishes when the sense of owner
ship does?
Veblen (1978) [first published in 1923] also expresses his concern for the ef
fects of the modem corporation and, particularly, of the absentee property as distinct
to from the directly productive property. His claim is that capitalism has become
essentially a right on revenue produced by the labour and the ingenuity of others.
Corporate owners can and will withhold the plant (where the accumulated knowl
edge or technology is embodied) to impose their own terms and rendering inopera
tive the societies’ workmanship and, hence, innovative forces. This Veblen called
the ‘Natural Right of Investment’ or the larger meaning of the ‘Security of Prop
erty’, which he pointed out as inadequate for maximum productivity.
By tradition, the owner directed in person his business “although the work was
not the work of his own hands” (Veblen, [1923], p. 124). The expansion of absentee
ownership of the ‘plant’ is due to the fact that with the specialisation and division of
labour processes no workman could ordinarily provide out of his own work and
required more and more of the equipment of joint use. The owner withdrew more
and more from personal contact and the division between industrial work and busi
ness enterprise widened increasingly. Owner’s interest was on earning and less on
the workmen and their work, as Veblen notes.
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But Veblen’s most important point is that workmanship product and creativity
finds a hindrance of ‘conventional or institutional nature’ in business enterprise. By
holding up the ‘accumulated industrial and technological wisdom’, essentially con
cerning the global industrial community, owners keep back the accumulated knowl
edge of ways and means that are prime factor of the creative and innovative forces.
Ownership of industrial equipment confers hence a right to sabotage production,
which is enforced by the constituted authorities36.
The perpetuation of the right of discretionary idleness is, in other words the
dilation of the destruction of the incentives to productive work. Man-power will be
productive as long as the accumulated industrial knowledge makes it productive,
according to Veblen. New combinations of existing means of production factors,
that is innovation, can only be cast by the access to such means in a Schumpeterian
perspective. But, worse, the discretionary idleness becomes, in effect, a right to use
and abuse the innovative work. As we will see below these ‘illegitimate ways’ of
absentee ownership and control got entrenched in the evolution of the companies of
limited liability companies in some less developed countries like Colombia.
The consequences of the loss of property substance bears heavily over produc
tive work. The private property system -cornerstone in which the pillars of the capi
talist system are erected- supposedly mitigates the fact that some agents subsist of
the creativity of others. However, the magnitude of the problem we are dealing with,
leads us to re-examine this issue next.

2.3.4 The Liberal-Property Theory Revisited: the analysis of C. B.
Macpherson on the Classical Political Economy
In this section, I will evaluate the analysis of Macpherson (1978, also see Lindsay
1996, Clarke and Tilman 1988) on the classical political economy standpoint. The
purpose is to set up the theoretical context of the stringent evolution of property
relations in which innovative activities have evolved and deterred. We will show that
changes in the meaning of property depend, as Macpherson asserts, “on the pur
poses which society or the dominant classes in society expect the institution of prop
erty to serve” (p. 1). The empirical analysis (especially see section 5.2) will show
how the combination between dominant groups in the manufacturing industry of
Vcblcn calls this ‘discretionary idleness’ of holding up of plants’ capacity the ‘Law o f Balanced
Return'. It consists of holding the output of production to such a volume that “the resulting price of
the limited output will take up the entire purchasing power of the underlying population, at the same
time that the livelihood which the owners allow their working force of technicians and workmen is
held down to the ‘subsistence m inim um ’” (Veblen, [1923], p. 131). Baumol (1993, chapter 5)
extends Veblen’s thought with a model of counter-innovation as sabotage. For further analysis on
Veblen’s institutional thoughts on the Natural Right of Investment as sabotage please see below the
section of Institutional Analysis.
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Colombia and the rise of the Limited Liability Company produced one type of prop
erty relations that induce more productive entrepreneurship than other types. The
essential difference between these types of property relations is the degree of exclu
siveness of access rights to ownership (see below for a further discussion). This is
precisely, as we shall see next, the main concern of the classical political economists
such as Mill and Tawney.
Macpherson’s theory presents the historic roots of why the exclusiveness of
access rights to ownership are entrenched deeply in the institution of property. Scholars
since Aristotle (Plato was in opposition to exclusion in property) have been mainly
concerned with the right of individuals to exclude others. Such scholars did not think
about a contradiction in terms taking property to mean an exclusive right because
their social context was the slavery mode of production. The lower ranks in those
societies did not need and “were not entitled to a property right, exclusive or other
wise” {ibid., p. 203). But citizens, freemen, needed and were entitled to exclude
those of lower ranks and needed a property right as “taken to be an exclusive right”
(ibid., p. 203). It was not required to exclude upper class, but it was generalized
easily in order to exclude the lower classes. Exclusion over everyone was preferred
to an inconvenient inclusion of certain agents under the system in which not all men
were equal.
Of course this idea of a natural inequality among men would radically change
through history but the exclusion principle would endure, not as a logical derivation,
but rather as a historical lock-in. Liberal theorists dealt with this problem of exclusion
once the natural equal right was asserted in modem society. The derivation of an
exclusive right in land and capital required another postulate established by Locke
and the first generation of Liberals: the labour of man’s body, work of his hands, is
exclusively his. This is a central principle to the classical political economy of prop
erty. Security of enjoyment of one’s labour was the reason for property; without this
“no one would have an incentive to labour” (ibid., pp. 203-4). The institution of
property was, according to Mill, “a recognition in each person of a right to exclusive
disposal of what he or she have produced by their own exertions, or received either
by gift or by fair agreement, without force or fraud, from those who produced i t ...
It is the right of producers to what they produced” (ibid., p. 204). So the derivation
of property in things from the product of one’s labour got embedded in the institution
of property right as an exclusive right from the beginnings of the liberal tradition.
Liberals regarded property as only an exclusive right by “deducing property in
things from the property in one’s labour” (ibid., p. 204). So the property right over
means of labour employed was then an additional requirement. But this addition
conflicted with a more basic and continuing derivation. If liberals wanted the market
to induce every individual’s efforts and to allocate incomes and wealth rather than
political authority, then men had to be able to sell their labour. Men not only lost their

Institutions & Innovation in the Manufacturing Industry o f Colombia

labour mixing it with a product they helped yield, but also they lost the effective right
“to that which they needed in order to be fully human” (ibid., p. 205): their labour.
So the theoretical development of property as a derivation from labour became
a denial and a contradiction because it was no longer exclusive. So, the majority of
people did not have the right to possession because they lost their exclusive right to
their labour when they have to give it away by selling it. Hence, the historical cir
cumstances of the liberal theory are not really logical. It is a very narrow sense of
property. Exclusiveness was needed in the liberal era to the extension that a man’s
labour is his own, as all postulates it needed “to support the prevailing or desired
system of productive relations -slavery or serfdom in the earlier period, the free
competitive market system in the latter” (ibid., p. 205). But under both kinds of
circumstances the denial of property as a right to what is needed to be human was
reached.
Even now the monopolistic corporate structure bequeathed to us by the twen
tieth century rests on the acceptance of the narrow paradigm of property, which
contravenes what has been established as human right (Kane 1997). That is, “on the
equation of individual property with exclusive property, an equation which never had
any logical standing (except as applied to consumables)” (Macpherson, op. cit., p.
205). Indeed, we will see below (section 2.5.2) that the theory of Macpherson -how
exclusion criteria got entrenched within the modem concept of property as a histori
cal consequence of the economic system- finds an empirical and historical basis in
the evolution of the Limited Liability Company (LLC).
Macpherson contrasts two cases in order to establish the implicit problem in the
categorization of property. On one end is privately owned property, “created by
the guarantee that an individual can exclude others from the use or benefit of some
thing” and at the other end is common property “created by the guarantee to each
individual that he will not be excluded from the use or benefit of something” (ibid., p.
5). Both kinds are properties that guarantee individual persons some individual rights.
For example, on the first end, we might think of the familial rights of a privately
owned business and, at the other end, we might think of the right to access a public
park (Lindsay 1996). These cases exemplify only two type of regimes: private ac
cess regimes and shared access regimes, but besides them there are other two
(Anderson and Swimmer, 1997): open and state regimes. In the (fully) open access
regime no rights are assigned and in the state access rights are assigned to a corpo
rate group of individuals.
Within the classical political economy, the liberal property concept has proved
to be troublesome because liberal-democrats and most of their critics have remained
within a “historically understandable but unnecessarily narrow concept of property”
(Macpherson, op. cit., p. 199). Macpherson proposes a legitimate and proper liberal
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concept based on Post Millian Liberalism or liberal democratic theory (see also
Schumacher 1993). The central problem is “the difficulty of reconciling the liberal
property right with that equal effective right of all individuals to use and develop their
capacities which is the essential ethical principle of liberal democracy” (ibid). The
liberal property right in law is the “right to the exclusive use and disposal of parcels
of the resources provided by nature and of parcels of the capital created by past
work on them” (p. 199-200). This combined with the “system of market incentives
and rights of free contracts” leads to and supports a concentration of “ownership
and a system of power relations between individuals and classes which negates the
ethical goal of free and independent individual development” (p. 200). Hence, the
dilemma rises within the liberal democratic theory as liberal property rights deny the
possibility of self-fulfilment to all.
The way out of the problem of capitalism requires a right of individual appro
priation beyond a society consisting entirely of workers-owners and avoiding the
elimination, socialization or sterilization of ownership, introduced with communism,
state ownership or common ownership, respectively (Turnbull 1998; see discussion
on stakeholder tenure in section 2.4.2). The first Liberals’ assumption -the need for
an unlimited exclusive individual property right- would not allow a way out. It leads
back not only to the above-mentioned contradiction but also to the following incom
patibility between two concepts present in the liberal-democratic theory: “man as a
consumer, desirer ... and man as doer, exerter and developer of his uniquely human
attributes” (p. 200).
Macpherson did not abandon the analysis of the classical political economy. In
this way he was able to develop this theory that would unravel a wider and more
general liberal concept of property. The new paradigm of an individual right is then
not to be excluded from the use or benefit o f the entity in question. This liberal
property theory would be “no longer a problem of putting limits on the property right,
but of supplementing the individual right to exclude others by the individual right not
to be excluded by others” (ibid., p. 201).
Exclusiveness in Macpherson’s thought is not logically entailed in the property
right: “a right not to be excluded from something is as much an individual right as an
individual right as is the right to exclude others ... Both type of rights are created by
state or by society" (p. 202). Exclusion and non-exclusion are both of benefits and,
hence, enforceable claims. So, exclusion is not there to be a concept or notion of
private property aligned with the classical political economy tradition according to
Machpherson. This issue would be studied and developed further by the Stakeholder
theory (section 2.4.2).
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2.3.5 Conclusion
In sum, the concern for the loss of property substance under the perspective of
Schumpeter, Veblen, MacPherson, and classical political economy is, thus, the emer
gence from within the system o f counterinnovative forces, as consequence o f a
distancing effect o f shareholders, owners-managers, non-owner managers, em
ployees, stakeholders and other sources o f entrepreneurship from ownership.
Their concern is explained on the grounds of the emergence of counter-innovative
forces from within the capitalist system due to the loss of substance of property and
the entrenchment of the exclusiveness on ownership rights. The importance placed
by Schumpeter, Veblen, Macpherson, inter alia, on the loss of property substance is
not only about managerial misalignment or agency costs minimization -as the mod
em literature seems to be tilted to - but, predominantly, about the decrease of innova
tive proclivity given by the distancing effect of ownership from the diverse sources
of entrepreneurship and the diversion of product of the creative work. In other words,
they are drawing attention to ownership evolution as the institutional change that
would determine the decrease in innovative activities.
We have shown that the development theory is concomitant to Schumpeter’s
perspective on entrepreneurship in which the capitalist system bears within itself
opposing (progressive and retardant) forces. The innovative activities (progressive
forces) are not easily distinguishable from counter-innovative activities (retardant
forces), given that agents can engage in either. Hence, rewards to agents are not
easy to assign. This brings as consequence, the notion that one type of agents benefit
from and drain the (creative) work of other agents. This raises the need of an appro
priate private property structure that obeys to a high powered incentive structure.
However, the capitalist system -in its task of rewarding the efforts of workerscould be based on an exclusive private property figure, which could be contravening
its original purpose by excluding from property of product those agents who have
generated it. The ultimate goal of capitalism, according to the classical political economy,
would be then contravened: it is intended to be “a framework of institutions ... within
which people can effectively cooperate in pursuing their own diverse ends through
decentralized coordination of their activities” (Yeager 1985 cited in DiLorenzo 1988,
p. 328).
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Institutional analysis

2.4.1 The institutional environment for innovation
So far we have seen that innovators (i.e. creative destroyers) create a reaction
within the system. We also have seen that chief to Schumpeter’s and other scholars’
concern is the destruction of the appropriate property structure for innovators brought
forward by the evolution of institutions that distance ownership from entrepreneur
ship. In this section we will see how the recent literature deals with the concern of
the classic literature (Schumpeter, Veblen, inter alia) with the destruction of prop
erty institutions for innovation.
There are mainly two streams of literature on institutional economics, the old
and the new institutional economics. The “old” institutionalism defines an institution
(Hamilton 1932, p .84 cited by Hodgson 1994) as “a way of thought or action of
some prevalence and permanence, which is embedded in the habits of a group or the
customs of people ... Institutions fix the confines of and impose form upon the
activities of human beings”. In the same vein, March and Olsen (1989) stress that
“institutions provide actors with social scripts that enable (or empower) them (see
also Dobbin 1994). Further, according to Campbell (1997), an institutional bricolage,
which is essentially an institutional innovation, implies that agents are also able to
shape institutions and are not only shaped by them. According to the new
institutionalism (North 1991, p. 97), “institutions are the humanly devised constraints
that structure political, economic and social interaction. They consist of both infor
mal constraints (sanctions, taboos, customs, traditions, and codes of conduct) and
formal rules (constitutions, laws and property rights)”.
Hence, following a broad institutionalist view, we can define institutions as the
socially habituated (but not immutable37) ways o f thought or action38 that not
only constrain39 but also enable human thought and interactions*0. We must
bear in mind this definition because it will provide a wide perspective to make sense
of the institutional framework for the development of the innovative capabilities in
Colombia’s manufacturing industry.
I will provide some definitions that will be essential for the understanding of the
analysis that follows. According to Williamson (1994, p. 102), the institutional envi
ronment is “the rules of the game that define the context within which economic
activity takes place. The political, social, and legal ground rules establish the basis for
Following Campbell’s (1997) institutional bricolage notion.
Following the “old” institutionalism definition of institution.
Following the new institutionalism.
March and Olsen (1989) stress that “institutions provide actors with social scripts that enable (or
empower) them" (see also Dobbin 1994).
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production, exchange, and distribution”. This institutional environment shapes the gov
ernance institutions, which is the social structure that exercises authority, direction
and control within firms (Zingales 1998). According to our definition of institutions,
such institutional environment enables and constrains these governance institutions.
The classical argument to exert and induce innovative and productive work is
the right of private property over the means of production and/or over the product. In
contrast, the disincentive par excellence of innovative entrepreneurship (and of any
other productive work) is the disassociation from their product. If retardant forces
deter the capacity of innovators to associate with their produce, they would be dis
torting the appropriate institutions for entrepreneurship. And if this is true, why would
agents bother engaging in innovative activities that would bring conflicts, discords,
and probably rivalry and envy from their antagonists? Moreover, what would the
capitalist system have to offer innovators if under other systems they would get a
portion of output no matter their effort?
The institutional analysis of the most recent literature has focused on the con
cern of loss of property substance on the incentive of innovative returns (Murphy,
Schleifer and Vishny 1993,1991). Research is mostly concerned with the delineation
and protection of property rights of the system of the capitalism (North 1991,1990).
For North (1991) the evolution of institutional change does not assure a process
conducive to economic growth. Evolution actually creates opportunities not always
for development of productivity-raising activities. He exemplifies by contrasting the
Independence process of British and Spanish colonies. He says that the commonality
in the influences of ideologies, in both type of independence processes, the institu
tional framework carried over by the colonies evolved distinctively. Whilst in US
institutions evolved to permit “complex impersonal exchange” allowing the appro
priation of the economic benefits of modem technology, in Latin American
“personalistic” relationships, still key to much of the political and economic exchange,
has hindered economic growth41.
Baumol’s research during the 90s (1990,1993,1996) analyses historically how
societies rewarding unproductive entrepreneurial activities -UEA herafter- (novel
activities that do not contribute to real or net output) over productive entrepreneurial
activities -PEA hereafter- (novel activities that contribute to real or net output) had
inefficient and stagnant economies. In an economy with no UEA, those agents pro
ducing net output, the PEA, wholly appropriate it-and such appropriation constitutes
their payoff. In an economy with UEA, a certain proportion of output is diverted
from the PEA to the UEA. An economy concerned with reducing such diversion
would procure defining and protecting PEA’s respective payoff. Such “just” society
41

He d o o not explain the reasons why these pcrsonalistic relationships hinder econom ic growth
though. However, he poses an interesting question: how did Spain reverse this institutional path?
The present thesis will include an international and institutional environment comparison between
Spam and Colombia, a former Spanish colony in order to shed light to this question (section 5.2.2).
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would be willing to create a (legal) structure in order to assure that those having the
right to appropriate net output effectively receive it. So, society is looking for an
appropriate ownership structure to distribute net output, according to the maxim of
surplus distribution in consonance to a person’s (direct or indirect) contribution to
production. A society not distributing in accordance to this maxim generates feelings
of injustice and frustration among agents contributing to generate economic growth.
In such a society, the ownership structure tends, in time, to favour the diversion of
net output towards UEA.
There are some close similarities between the concepts of unproductive/pro
ductive entrepreneurial activities that Baumol has used in his research during the 90s
(1993,1990) and the innovative/counterinnovative forces concepts of this Thesis. If
we assume that the innovation project that innovators (counterinnovators) help (hinder)
has a direct relation with productivity enhancement then the concepts are quite alike
in both approaches, because in both one activity (productive and innovative) is creat
ing net output whilst the other one (unproductive and counter-innovative) is appropri
ating some of it.
The work of Baumol was pioneering and established the proper context for the
discussion of the problem of innovative and counter-innovative forces. The bottomline is a setting in which some agents are contributors and producers of profit and net
value and they are working for the survival of the firm and, hence, sustaining the jobs
of others. These other agents can be shareholders, directors, subordinates or asso
ciates. The fact is that there is a diversion of net value, produced by some agents, to
the rest of agents within the organization -probably involved in routine activities
from which innovation projects are obtained but that are not, at the end, innovative.
“How to close the leak?” that is the question we are trying to answer next.
Hence, the original problem of disincentive to entrepreneurship is not only about
appropriation but, particularly, about property. That is, innovative work is exerted
when people know that their contribution to the surplus not only will be repaid with a
considered portion, but will have claims to property over this surplus (e.g. bonuses,
assets, shareholding, promotions, career opportunities, etc.). Productive and innova
tive work is inhibited if people know that, no matter their effort, everybody will
receive share of the surplus independent of their effort. Moreover, it is a type of
capitalism that excludes, no matter the effort. Unless this aspect is tackled, the re
ward to productive and innovative activities of their considered “share” will be, un
der our perspective, in essence, favouring counter-innovative activities. These soci
eties will be punishing the former activities and rewarding the latter42.
Authors like Williamson (1994, p. 102) would pose this situation as one of low degree of incentive
intensity. Parties are not reliably appropriating the net receipts associated to their efforts and
decisions as opposed to a situation of high degree o f incentive intensity where parties have clear
entitlement to and can establish the magnitude of their net receipts easily. Instead, net receipts are
pooled and/or magnitudes are difficult to ascertain.
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2.4.2 Stakeholder and Social Capital Theories
The literature review on Stakeholder and Social Theories bring us back to the
original concern where Schumpeter, Veblen and the classical political economy left
us. Stakeholder theory43 brings us back to the original concern of classic scholars
like Schumpeter and Veblen of the separation between ownership and innovative
and productive activities whilst more recent literature (e.g. corporate governance)
overlooks these concerns by focusing on the defense of the shareholders’ interests.
That is, corporate governance is concerned with the agency relationship between
“principal” (investors, outsiders) and an “agent” (manager, entrepreneur, insider)
(Tirole 2001). This focus on how agents, managers for example, can hurt sharehold
ers has overlooked the problem and neglected how owners may hurt the agents with
stakes in the firm, such as the intrapreneurial forces. On the contrary, stakeholding
theory emphasizes in the firm’s responsibility towards those agents. We have seen in
section 2.3 that counter-innovative forces can stem from both the principal or the
agent. Note that the aim of counterinnovative activities of table 2.3.1.1 is to hurt the
innovative projects of the firm but could be steming from both agents or principals,
and ultimately hurting them both indistinctively.
Leading stakeholding theorists argue that ownership evolution should tend to
replace perpetual, static, ownership with an optimal and dynamic type of co-owner
ship structure. Dynamic structures protect the payoff of agents that collectively
contributed to productive entrepreneurial activities, and have been denominated as
“stakeholder tenure” by Turnbull (1998). According to this literature, the stakeholder
tenure is the appropriate institutional structure for productive activities to evolve,
because they replace traditional, oligarchic structures -defending individualistic in
terests- with modem structures, which protect stakeholders’ interests. Since inno
vation implies losing control in the company, this causes development to be very
intricate. Turnbull (1998) stresses that although ownership rights evolved while seeking
to maintain political power and wealth in property, there are no longer reasons to
grant an unlimited life to proprietorship, not even in a corporate structure. These
objectives rights are no longer consistent with economic justice, efficiency and
sustainability: “modem techniques of investment analyses reveals that unlimited life
property rights are not required and that they result in investors obtaining benefits in
excess of the incentive required to bring forth their investment” (1998, p. 341).
Turnbull’s proposal is to replace such perpetual and static property rights with more
dynamic and co-ownership rights.
Recent literature tends to suggest a metaphor for this type of modem type of
co-ownership structures, namely, social capital (Schmid 2000). The underlying as
ln his pioneering work. Freeman (1984) defines stakeholder as “any group of individual who can
affect or is affected by the achievement of the organization’s objectives” (cited in Mitchell, Agle and
Wood 1997, p. 854).
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sumption behind this suggestion is that, in the case of modem co-ownership settings,
there is greater accumulation of social capital (i.e. higher degrees of affinity and
social ties), so agents would not engage in counter-innovative activities in property
they co-own or are emotionally bound to, because it is unlikely that agents would
steal or cheat on themselves.
The paper of Wenpin and Ghoshal (1998) provides evidence that social capital
increases value creation because informal social relations and tacit social arrange
ments encourage productive resource exchange and combination and thereby pro
mote product innovations. Hence, modem structures of co-ownership seem to con
ceive a better institutional structure for productive entrepreneurial activities to spread
out given the greater social capital embedded. Further, Fountain (1998) concludes
that linkages and trust would provide a forum for dialogue and discussion to search
for and establish consensus as a basis for collaboration, which, in turn, would enable
accelerating innovation and productivity growth.
Sabel (1994), following Hirshman’s unbalanced growth theory (1958), claims
development to be in the direction of transforming institutions of transactions into
those of discussions. ‘Discursive institutions’ connect actors to one another within
the economy. As parties know what they are getting into, they define common goals
and wariness gives way to recognition of mutual dependence. The original dilemma
of economic development to Sabel is that learning undermines stability of relations
required for monitoring and the latter is necessary to assess if each party is getting
enough of a fair deal to continue dealing. So, for example, in a bureaucratic corpora
tion innovation threatens the principals’ control over their subordinates because in
novation requires disruption of regularity, raising the fear of the breakdown of
monitorability.
“By creating institutions that make discussion of what to do inextricable from
discussion of what is being done and the discussion of standards for apportion
ing gains and losses inextricable from apportioning... [we get to] the process by
which parties come to reinterpret themselves and their relation to each other by
elaborating a common understanding of the world” (Sabel 1994, p. 138).

As learning and monitoring are reconciled, there will be no motive to hoard
knowledge allowing workers to learn and enhance their productivity. Whilst in a
contractarian world the central problem is to determine when speech informatively
discloses some known fact about the world, in the world proposed by Sabel, discus
sions may be used to extend the range of knowledge.
Coleman (1994) examines the economic value of social affinity and attach
ment, namely, social capital. For Coleman the latter is “any aspect of informal
social organizations” and constitutes “a productive resource for one or more actors”
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(1994, p. 170). One of the economically related activities for which the economic
value of social capital has been commonly exemplified is the rotating credit associa
tion. The value of social capital -the family, communal, ethnic and affinity tieswithin these entities is the difference between borrowing money from a bank and
borrowing from these type of associations; this difference is, namely, the interest
rate. When banks are unwilling to lend, social capital is even more valued. The value
of social capital, in this case, derives from the degree of connection among members
within the rotating credit association. On the other hand, Coleman, explicitly follow
ing Weber, shows that social capital can become also too stringent and, hence, its
economic value can depreciate. “It could be argued ... that the dense network of
relations that exists in a close community can serve to inhibit economic development
by constraining innovation, and entangling potential entrepreneurs in a net of obliga
tions that keeps them hobbled to the past” (p. 176-7). Social systems that build social
capital to spread practices of wealth transfers from young to old, like some systems
of extended families deliberately do, hinder savings and accumulation necessary for
new business venture.
And the same applies for the innovative process. Although social capital can
give the feeling of co-ownership and identity necessary to induce productive work, it
can also become very stringent. Entrenched routine activities constitute, using
Colemans’ terms, ‘backward looking welfare’ in the same manner that stringent
extensive-family ties are, whilst openness of access to ownership, in contrast, play
the role of action supporting the development of the nuclear-family, providing the
conditions for ‘forward-looking welfare’. New ventures create the same reaction
within the system as when new families are created within an extended family frame
work. The old system (i.e. routines, stringent family ties) does not want to lose
control, and this is necessary for the development of new ventures (i.e. innovations,
new families).
The Thesis’ claim is to make strategic stakeholders -these are employees,
customers, suppliers, and agents that constitute many of the main sources of innova
tive activities- the “deferred residual claimants”44, to provide them with long-term
institutions to support and sustain innovative and productive activities. That is, in
other words, openness of access rights to ownership would unblock the ‘way in’ for
innovative forces and unfold the entrepreneurial function within the firm because coownership and identity deters innovation opposition, alleviating innovative forces and
easing its hindrances.
However it is not a straightforward process. It requires determined institutional
conditions so that forces willingly accept the transfer of control, as we shall see nonextensively in the next section.
I owe Professor Shann Turnbull this interpretation.
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2.4.3 Institutional change for innovation
This section explores some of the literature that deals with the institutional
change appropriate for innovation development and presents some adversities that
are inherent to such institutional change.
Filatotchev, Wright and Bleaney (1999) provide survey evidence on managerial
entrenchment and the crucial role of outsiders’ ownership45. The major findings are
that managers are hostile towards outside ownership, and they in fact collude with
other employees to preserve insider control. The paper provides empirical evidence
that the accumulation of shares of managers is not only based on the profit motive
but is also driven by their efforts to preserve insider control, pointing out the impor
tance for managers of retaining insider control.
In the same area of research, Gamble’s (2000) study supports the hypothesis
that the separation of ownership and management can lead to managerial entrench
ment and a convergence of decision making and decision control. He shows that
companies with greater ownership of employees compromise managers to do less
innovation. Coalitions between employees and managers increase and generate more
management entrenchment (that is, less votes on the part of employees to change
managers) and, in exchange, management will engage in less innovation, favouring
internal opposing forces to innovation.
Ground and Pound (1990) find that management use large employees shares
on property (ESOPs hereafter) to increase effective insider ownership that will pro
tect them against unwanted changes in corporate control, maintain insider and mana
gerial control. In particular, since management unilaterally undertakes ESOPs, only
incumbent managerial and non-managerial employees hold ESOP shares, and man
agement frequently appoints ESOP trustees, hence, ESOPs are less effective than
other types of large investors at monitoring management decisions. So, we see that
managers are resourceful in order to retain insider control. The way to avoid insider
ownership being undertaken as a “take-over defence” or as an “entrenchment mecha
nism” is when there is a presence of other large outside shareholders, according to
Ground and Pound (1990). The effect of these large outside shareholders on the
management’s choice of strategy is to offset the influence of inefficient managers
who might choose to use the ESOP to further entrench themselves into their posi
tions. Besides the presence of outside investors -monitoring management decision
making and pressuring management to adopt strategies that incorporate greater risk
and an opportunity for greater returns- employee ownership could have the effect
of aligning stockholders and managers interests under the conditions that would defi
nitely have to do with the independence of the ESOP adjudication from the manage
rial influence (Gamble 2000).
Done for the period o f post-privatization restructuring of Russian enterprises.
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These facts all suggest that employee ownership indeed must not exclude or
block the access to external ownership and monitoring. Hence, the principle of non
exclusion (or of non-blocking access) to the general investing public also applies to
the insider ownership. Property relations should not restrict access neither from the
side of outside investors or from the side of the stakeholders. The property system
within organizations should be more permeable and receptive within and without in
order to allow new outsider and insider ownership to enter. The ownership system
should align the stockholder-stakeholder interest so that it does not hinder, but defend
the right not to be excluded46, get rid, in this way, of the “no-trespassing please”
ownership system.
There is however an exception in the case of limiting common property. The
‘Tragedy of Commons” model points out the need to convert, particularly, environ
mental resources from an open-access state - ‘up for grabs’- into a limited common
property , that is held in common only among a particular group of ‘insiders’ (Rose
1998). The reason is that self-regarding people and their motivations lead them to
cheat and shirk, although they are collectively better off co-operating and creating a
property regime where each respects the other’s rights. As in the Prisoners Di
lemma, agents are collectively better off cooperating but their nature deceives them
and they end up in the worst of all scenarios. And common property needs to evolve
given this human nature. This is an exception that must be drawn in respect to
environmental and natural resources in particular, given their characteristics of com
mon property, but this does not extend to limit access rights to ownership of assets,
corporations, or shares of firms.

2.4.4 Conclusion
Some recent literature has not dealt appropriately with the original concern of
scholars in the classical political economy and other like Schumpeter and Veblen. It
has dealt mainly with problems of appropriability of innovation returns leaving aside
the basic problem of the distancing effect of ownership from (intra-)entrepreneurship. Also, it has focused on the defense of the shareholders’ interests, neglecting
those of others with stakes within the firm. This focus on how agents, such as man
agers, can hurt shareholders has overlooked the problem and neglected the fact that
owners may also hurt other agents with stakes in the firm, such as the intrapreneurs.
44

Bathala (1996) investigates other factors that determine insiders’ ownership as managerial equity
holding in firms. The evidence suggests agency costs, free cash flow, potential non-diversification
losses and Corporate Executives Officers (CEO) attributes are important in explaining variations in
CEO s’ equity propositions in firms. Specifically, the paper finds that the proportion of CEO s’
ownership is related positively to the firm ’s debt level, diversification potential of the firm ’s com
mon stock, free cash flows, and earnings volatility, and related negatively to the firm size. These
findings point out the complexity of determinants of insider’s ownership and not simply an unwill
ingness to confer control. Other studies (Hudson, Jahera and Lloyd 1992) show evidence that insider
ow nership has positive effect over firm s’ perform ance, when controlled for the known m arket
anomalies of firm size and earnings to price.
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Scholars within the literature of Stakeholder and Social Capital Theories intend
to return to the problem bequeathed by former classic scholars. The main proposal is
to replace perpetual, static ownership with an optimal (co-)ownership structure. Fur
ther, Social Capital Theory shows how the institutional change would enable and
favour innovation and productivity growth. This Thesis sustains that making the stra
tegic stakeholders (which are ultimately a main source of intrapreneurship) the de
ferred residual claimants would provide the appropriate long-term institutions to sup
port and sustain innovative activities. However, resistance forces within the firm,
like those that hinder transfer control to stakeholder such as insider entrenchment,
hinder the conditions for this institutional change. The negative effects of exclusion
over property apply not only for shareholding ownership but also for insider owner
ship. In the latter case, it causes an increase in counterinnovative activities, such as
management entrenchment and discretionary assignment of ESOPs, which under
mines innovation. Outsiders’ ownership and independence in the assignment of
internal equity holding are requisites for the alignment of interests within the firm.
This all suggests that the replacement of the ownership structure should allow the
general investing public access to ownership.
Openness of access rights to ownership would eventually unlock innovative
forces and unfold the entrepreneurial function within the firm because co-ownership
and identity deters the opposition to innovation, alleviating innovative forces and eas
ing its hindrances. But this openness must not make distinctions between insiders
and outsiders to the firm.

2.5

Economics of Ownership

2.5.1 The outsider and the insider system
So far we have seen that agents such as stakeholders would not tend to engage
in counter-innovative activities if they feel like co-owners, and identify and align with
the companies’ interests. We have also enlisted some conditions under which insider
ownership takes place in order to avoid greater levels of counter-innovative activi
ties. In this section we will analyse Business Groups literature, which will show how
intrapreneurial forces in LDCs get excluded, giving the ownership structure a suboptimal character. A perpetually restrictive access right to property within LDCs
excludes (intra-)entrepreneurs (and other stakeholders) aggravating the distancing
effect in an economy shrouded by Business Groups’ power.
Franks and Mayer’s (1998) study indicates that businesses outside UK and US
are largely owned by families and undergo greater relative concentration in coun
tries like France and Germany. Specifically, they reveal as a fallacy the belief that
small companies are family owned while big companies are not. Their results point
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out that this belief is more of a stereotype and it is rather the exception than neces
sarily the rule. Their study indicates that ownership in UK and US is dispersed and
institutional investors widely hold most equity. The corporate sector is the big owner
in countries like Germany, revealing that companies and trusts hold the majority of
the large share stakes.
In LDCs like Colombia, we find that ownership patterns are corporate, have
more concentrated institutional investors, and banks emerge higher up in the owner
ship tree (please see figure 2.5.1.1). Conglomerates like Grupo Suramericana,
opted to merge companies with financial organizations such as banks and insurance
companies because it constituted a strategy to maintain a flow of capital for the
corporation’s expansion. The development of the different conglomerates started in
the 30s but it became more accentuated during the decade of the 60s (Ocampo et.
al. 1994). It took the form of vertical and horizontal integration and merged with
financial capital in order to multiply the shareholding power. Indeed, ownership
over financial institutions, which by law could acquire shares (e.g. insurance compa
nies before the 70s and financial companies in the 70s), allowed the conglomerates
to increase their power of shareholding across the sectors in which has had stakes
(see chapters 3 and 5) for further discussion.
This corporate system has control when ownership patterns indicate that both
dispersed outside shareholders are less important than the small number of quoted
companies and shareholding control reside within other companies. These are pat
terns of an insider system o f ownership, which means a higher degree of corporate
control within the respective country (please see Figure 2.5.1.1). In contrast, out
sider systems have few and large controlling shareholding, rarely associated with
the corporate sector.

Figure 2.5.1.1
OUTSIDER-INSIDER SYSTEMS
(In Franks and Mayer 1998, p. 726)

OUTSIDER SYSTEM

INSIDERSYSTEM
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Outsider systems are associated with an active market of corporate control
whilst insider systems are associated with a dull market of corporate control47, “im
peded by proxy votes and voting right restrictions” (Franks and Mayer 1998, p.
729). Control rights are limited to “the right to vote in periodic elections for the firm’s
board of directors and for the approval of fundamental transactions, such as merger
and dissolution” (Hansmann 1998, p. 735). There is a class of persons to whom
these rights to control are assigned within the firm and the set of basic economic
factors that govern membership to this class are determined by the type of system
that the industry or the national economy presents.
Business Groups in many industries and national economies are the economic
entities that govern access to this controlling ownership class48. They are “economic
entities composed of a set of juridically independent firms connected through equity
linkages which jointly guarantee common control over all group assets” (Buzzacchi
and Colombo 1996, p. 32). Although firms of the group are hypothetically legally
independent, every firm is owned and controlled directly or indirectly by an individual
or a family.
Control is not a matter of absolute stockholding but of relative stockholding
(Grannoveter 1994). For example, the Business Groups of Korea, the Keiretzu, con
trol a wide set of companies safeguarding a complex structure of cross-shareholding
interests. “A group of 12 companies, constituting the core of the Keiretzu, can be
come completely autonomous from external shareholders if each company possesses
5 per cent of shares in the others: the majority of shares of each member of the
group is possessed by the other members” (Screpanti 1999, p. 23). So although the
stockholding of each company of the core group in the other 11 companies of the
Business Groups is small in absolute terms, the relative shareholding power of the
overall group allow them to control all subordinate members of the Keiretzu. So, the
salient feature under the structure of Business Groups is the concentration and cen
tralization of ownership and control.
Business groups’ pattern of ownership generates different incentives system
for investment. They strategically mobilise and allocate financial capital among di
versified activities as a portfolio of investments to reduce risk and to overcome
imperfections in the capital markets. Concentrated ownership allows relations in
volving commitment on investors to be sustained, whilst dispersed ownership allows
47

48

M arket for corporate control is the internal ;md external control mechanisms, common in many
public companies, to discipline managers by giving them the proper incentive structure and avoiding
efficiency loss. “This m arket values the rights o f owners to set the com pensation level o f top
managers, structure their compensation contracts, and to hire and fire these managers” (Hubbard and
Palia 1998, p. 611). Some of the internal mechanisms are equity ownership, perform ance-related
CEO compensation and finding the appropriate human capital of top managers; external m echa
nisms are those such as ownership by large shareholders, take-overs and debt.
Some scholars affirm that this pattern dominates the private sectors of most o f the world’s econo
mies (Ghemawat and Khanna 1998. Fisman 1998).
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more space for correction of managerial failures largely because owners are unable
to commit. “Concentrated ownership is required where investment by other
stakeholders is important and cannot be promoted contractually. Dispersed owner
ship will be advantageous where little investment is required by other parties or
adequate contracts can be written” (Franks and Mayer 1998, pp. 729-30).
In other words, concentrated ownership is appropriate in situations in which
internal sources of investments are needed whilst dispersed ownership is appropri
ate when mostly external investment is required. In this vein, Buzzacchi and Co
lombo (1996) declare that studies of internal fund allocation, mechanisms typical of
the business group organisational form, must be undertaken more explicitly in the
literature. They find that this organisational form replaces market allocation mecha
nisms to a much larger extent than that allowed by other organisation forms, in
particular, public companies. Indeed, in order to allow separation between manage
ment and control public companies mainly rely on the market mechanism of stocks
and corporate control, whilst business groups rely on a “controlling stockholder or a
coalition of controlling stockholders, who dominate the boards of directors of the
various member firms” (Buzzacchi and Colombo 1996, p. 33)49.
Internal fund allocations rise as a consequence of budget constraints and insuf
ficient external sources of finance. Constraints may be sorted out in Business Groups
either by portfolio investment, balancing deficits and surplus among different busi
nesses, or frequently arranged by raising large amounts of money from residual
claimants or from their own banks or financial intermediaries50. So, the internal
fund allocation mechanism eases budget pressures, which constitute a disincen
tive for internal change and progress. Indeed, since stockholders hold control of the
firm by governing its sources of finance, managers may not find the incentives to
generate new combinations (i.e. innovations) in order to increase profits and per
formance. Agency and monitoring costs, in this kind of settings, are easily sorted out
by creating a class of managers, frequently family-related, that does not initiate a
struggle between stockholders and the board of directors to re-invest profits that
would be preferably distributed among stockholders.
It is true however that the insider system has strong social networks, with
attachment and affinity as their main human-related inputs (Leff 1994, Grannoveter
1994). Economic groups are by definition communal groups linked by family, ethnic,
or other relations of interpersonal trust. But the centralization and concentration of
control in Business Groups is precisely the type of social capital that is, as we analyzed
above with Coleman (1994), backward looking welfare. As already observed, greater
attachment and affinity, although generating a feeling of co-ownership and identity
These controlling stockholders, in some cases, take on top managerial positions too.
They could also even “mobilise capital from wealthy people linked by family or other personal ties”
(L eff 1979, p. 52).
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can also be too stringent. Both the restriction of access rights to external ownership
and control and the deconcentration of property embody this type of social capital. It
represents an old system unwilling to lose control and impede the development of
new combinations. Portes and Landolt (1996) have recently presented this type of
arguments as the ‘Downside of Social Capital’31, in which strong social ties impede
the ability of new entrants to compete, no matter how good their skills and qualifica
tions are.
For example, business groups like the sort found in Korea (i.e. Chaebol) par
tially reflect the feudal component of Weber’s term Herrschaft, or ‘Imperative con
trol’, ‘authority’, or ‘domination’ in which orders are imparted based upon the posi
tion in the social hierarchy, as well as upon particular agreements with subordinates
(Granovetter 1994,472n). Each chaebol, built by an entrepreneur who regards it as
his own sphere of authority, allocates top positions in the firms to family-related
individuals. This authoritarian pattern has caused deep rivalries and envies due to
familism, regionalism, and clanism (ibid). So, all principles that in principle should
lead to the development of feelings of affinity and attachment work in the opposite
way. In this case the source of counter-innovation stems from the social affinity and
attachment, namely, social capital.
One of the salient weaknesses of family-run businesses is the unwillingness of
a strong individual, such as the founder, to allow the firm to exceed his or her capa
bilities.
“This unwillingness to yield control to other capable employees [or stakeholders]
either inside or external to the firm may lead to conscious strategic decision to
forswear growth or to unconscious decisions that stunt the growth and develop
ment of the organization” (Daily and Dollinger 1992, p. 133 in Westhead and
Wright 2000, vol. 3, p. 366)

As we can see, Business Groups are characteristic of the insider system see
Figure 2.5.1.1), particularly, because of the concentration of stockholding, proxy votes
and voting right restrictions hindering the market for corporate control and internal
funding allocation. The case of business groups are, particularly in highly hierarchi
cal ones52,
“firms that produce in several sectors o f an LDCs economy are owned, and
their senior management is supplied by a few individuals [that] are from the
Adam Smith also complained about those assemblages of merchants that inevitably end up as “con
spiracies against the public” (cited in Portes and Landolt 1996, p. 2).
‘Hierarchical’ business groups are centred on a parent holding company and are essentially character
ised by a pyramidal structure; monitoring and decision-making are organised hierarchically. Other
type of business groups are ‘associative’, as in the case of Japan, where a number o f firms, with
basically equal power, are connected through a network of cross-shareholdings; coordination of
activities is secured through more or less informal mechanisms, information exchanges and tacit
rules of conduct (definitions excerpted from Buzzacchi and Colombo 1996, p. 32n)
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same (broadly defined) family, but often include non-fam ily members o f the
same communal, ethnic, tribal or regional group” (Leff 1994, p. 6).

However, economies with a strong presence of powerful Business Groups im
pel entrepreneurs-owners to block, from the beginning, the access to ownership of
the firm, so that members of Business Groups won’t find a ‘way in’ to centralize
control and leave the firm ‘over a barrel’. Proceeding otherwise bears the high risk
of exposing the new firm to future control losses. As we will see below in the analy
sis of the Evolution of Limited Liability Principle, the legal structure such as the
private limited liability provides the setting to block access to ownership: sharehold
ers’ equity is non-negotiable as stocks or shares and the introduction of new share
holders depends on the approval of the Shareholders Board. However, this backfires
for the firm because these conditions set up an exclusive, restrictive, and static group
of owners, in order to pre-empt access to members of a Business Group. This struc
ture reflects not only a pattern of ownership perpetuation but also sets up the condi
tions for a distancing effect of strategic stakeholders and outsiders from ownership.
Although the private legal setting is an effective strategy to prevent the firm’s loss of
control, it also sets up a sub-optimal structure of property which excludes, not only
outsiders but also intrapreneurship from ownership, which induces productivity losses.
Industries find themselves locked-in and facing a trade-off: more (less) control but
less (more) innovative proclivity53.
Therefore, an important choice exists in respect to the tradeoff between im
peding access to ownership to prevent control loss and the distancing effect of prop
erty over intrapreneurship forces. Turnbull (1998) points out that market economies
would introduce greater equity and efficiency through replacing these perpetual,
static, monopoly property rights. However, this policy is not as straightforward as it
seems because it will leave firms’ ownership structure pierced and ‘over a barrel’
against ‘predatorship’ i.e. some Business Groups’strategies.
As we can see from above, the concern of corporate control and separation of
ownership and entrepreneurship has different degrees of justification. Under coun
tries with insider (or corporate) control the degree of corporate control is critical. In
an insider system the separation between ownership and entrepreneurship has been
done with an exclusiveness tilt and has also been created with severely stringent
social structures within. These patterns may be appropriate to strengthen authority
in entrepreneurial acts such as the creation of new ventures or the renewal of an
organization, but impinge over individual creativity and innovativity.

Besides, transferring ownership to the parties with whom the firm is transacting can reduce the
transaction costs associated with imperfect contracting (Hanssman 1998). Hence, failing to reassign
of ownership to its ‘patrons’ (persons who have some transactional relationship with the firm aside
from ownership, either as suppliers of a factor of productions or as purchaser of one or more of the
goods or services that the firm produces) brings as a consequence the increase in contracting costs.
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Leff (1994, p. 9) correctly points out that
“in environments where honesty and trustworthy behaviour are not available as
public goods, the [Business] Groups delimit an area where these virtues are present
... monitoring and sanction costs to limit free-riding behaviour is likely to increase
with the social distance from other individuals. And the fact that these costs are
markedly lower within the communal group may will determine a discontinuity,
such that membership in the free-zone trust that the [Business] Groups constitute
is limited to people from the same communal group”54.

But at the same time these Groups could be reproducing and preserving the
vices of the familial model by generating low levels of attachment within the firm
propelling counter-innovation forces and entailing not only low levels of productivity
but also low levels of competitiveness.
Development is a question of making people feel part of, and identified with a
project, beliefs or actions. Development is not a question of generating more obsta
cles related to authoritarian conditions that impinge over innovative activities and
creative agents. That is why there are new voices that propose a path away from
dominant large firms in an industrial sector to networks of small producers, “ideologi
cally committed to the proposition that the egalitarian association of large numbers of
small producers is inherently more democratic and desirable than the imperative
contol of large firms in a corporatist model of economic and political governance”
(Grannoveter 1994, p. 465). What the Thesis proposes is in the same vein. However,
the other purpose of stakeholder theory is:
“to help corporate m anagers understand their stakeholder environm ents and
manage more effectively within the nexus of relationships that exists for their
companies. However, a larger purpose of stakeholder theory is to help corporate
managers improve the value o f the outcomes of their actions, and minimize the
harms to stakeholders. The whole point o f stakeholder theory, in fact, lies in what
happens when corporations and stakeholders act out their relationships” (Logsdon
and Wood 1995, p. 3).

What we will analyse in the following section is the historical evolution of struc
tures that allow the institutional lock-in in which sources of intrapreneurship such as
the strategic stakeholders are locked-out. In particular, it will analyse the historical
evolution of the limited liability figure and the contrast between two legal settings:
public and private companies.

Leff (1994) argues that Economic Groups find in their restrictive nature a way to avoid free-riding
and other kind o f unproductive entrepreneurship.
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2.5.2 History of the Limited Liability Institution
We already have seen the consequences of reducing access rights to enjoy
ownership -greater restrictions to enjoy property in private companies generate dis
incentives for important sources of entrepreneurship such as stakeholders (manag
ers, workers, clients, suppliers). It will be shown that the limited liability goals were
originally created to sort out other issues and not to create such reductions in access
rights to ownership.
The key features of the limited liability company or LLC (also known as joint
stock company) are simple to state. “It is a separate legal entity, distinct from the
people engaged in it and with continuity, so that it does not die when the founders
withdraw” (Hay, 1990, p. 2). The owners or shareholders provide financial capital in
return for a share in the profits and their liability is limited to the capital they have
subscribed, which is forfeit if the company fails.
There is a distinction in practice, though not in legal treatment, between private
and public companies (Hay 1990). The latter appeals for general investing public and
their shares can be freely traded, whilst in the former shares are held by a single
person or a small group and cannot be transferred without the agreement of the
shareholders. The argument for the exclusion of general public in private companies
is that it would be redundant to undertake a public appeal when the inner group has
enough capital to start up a business (Clapham 1968). However, the ex-ante action
of registering a company as private brings an ex-post consequence, which is, gener
ally, a greater restriction of access to ownership than in the public company55.
Both type of companies bear the limited liability principle, institution that has
facilitated through the history the transition from familial to managerial capitalism in
different countries such as Great Britain, United States, and Japan, embedding a
separation of ownership from management (Martinelli 1994). The main argument in
favour of limited liability stems from the rights of investors to invest their capital
without risking all their wealth. Joint and several liabilities are particularly deterrent
for wealthy investors who are likely to be held responsible for deficiencies and judge
ment costs (Halpem 1998). Limited liability instead encourages investment by pas
sive investors in risky enterprises and facilitates risk diversification in specialized
firms (Carney 2000)56.

Proxy votes and voting right restrictions generally impede selling shares of the firm to the general
public (Franks and Mayer 1998). Anyhow, shares may be endowed to other members of the inner
group.
The benefits and possibilities o f the unlimited liability are diversification to prevent shareholders
from personal losses. However, agency costs, associated to management of conglomerates and the
cost of using internal capital markets, increase (Carney 2000).
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From Ancient Rome up to modem times corporate entities were based on the
principle of unlimited liability. Debts were strongly controlled and punished by the
State. Unpaid debts could be released by the cession of the debtor’s possessions
however, in the case of a bad faith act, the debtor could be deprived of liberty,
reduced to slavery or could even be executed57.
‘T h e archaic concept that the [financial] obligations had to be met with goods,
and in case there are not any, with the body, endured in almost all legislations of
the world until the nineteenth century, yet difficult to believe in our era” (Rossi
1965, p. 78, my translation).

In the XII and XIII centuries unlimited liability became the rule but, as com
merce began to expand, more capital and outside investors were required. The his
torical and logical step was to establish investors liable only to the extent o f their
investment in order to induce the gathering of new sources of finance. This form
was adopted and undertaken throughout the Mediterranean and inland Europe under
the name of commenda, legalized in the XVII and XVIII centuries as en comman
dite partnership throughout Europe and in the early XIX centuries in US and UK
(Carney 2000).
It was not until 1807 that a pioneer country, France, provided the legislation for
the limited liability for joint stock companies (i.e. owned by shareholders), known as
sociétés anonymes (anonymous societies). The Napoleonic conquests “spread this
form to a number of German provinces, Prussia, Italy, the Low Countries and Swit
zerland” (Carney 2000, p. 661). The French Code of 1807 had great influence over
the codes of commerce of countries all through Europe, in particular, was the basis
for codes in countries like Spain (1829), Netherlands (1838), Prussia (1847), and
Great Britain, in its famous “Joint Stock Corporation Act” (1844). “The US, although
independent, in spite of a strong influence of the English Law, did not wait to imitate
France and adopted the system of ‘governance authorization’. The first State in
approving the necessary legislation was New York in 1811; the other States of the
Union followed the example almost immediately after”. (Rossi 1965, p. 77). Many
of the Latin American countries, such as Colombia, because of their condition of
former colonies, inherited the European codes (Narvaez 1985).
The development of limited liability into the Private Limited Liability Company
(or Private Joint Stock Corporation) preserved the cliquish nature akin to the struc
ture of partnership in order to enforce compliance and maintain trustworthiness. In
this way, in case of default of the firm, non-compliance was deterred by the social
sanctions within the group or clique. The social enforcement of the liability rules
The XII Tables of the Primitive Roman Law dictated that if the debtor was executed, his creditors
could apportion the pieces of his body and “however in the way they distributed them there should
be no fraud” (Rossi 1965, p. 78 my translation).
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would have lower compliance costs. That is why shares were usually non-transferable, in any way, and shareholders’ responsibility, limited to their equity.
By contrast, the societe anonome was anticipated to promote external funding
and attract outside investment as well as to bring together large amounts of capital
from associates unknown to each other, and “without any trust links or of affectio
societatis” (Rossi 1965, p. 81). So, the major characteristic that gives the arche
type to the public company is that the important factor is not the individualistic
or personalistic m otif but the amount o f capital that she/he contributes. This
type of LLCs, that is anonymous society or public company, makes organized
liquid markets possible. Indeed, if shares were not valued the same way by each
investor as in public companies, but depended on the investors’ wealth, it would be
impossible to conduct an organized liquid market. Equity holders would be required
to contribute additional capital in case of default and the greater the anticipated cost
of this additional capital contribution, the less this investor would be willing to pay for
shares (Easterbrook and Fischel 1992, p. 198).
The main weakness of private limited companies, as opposed to the public
company, is that it perpetuated the familial and cliquish property in order to cope with
a more organized liquid market. The essential weakness of this legal setting of firms
is that family law and the laws of inheritance regulate ownership relations, which
constraint the efficient allocation of control. The private firm works as an “educa
tional apparatus for the transmission of entrepreneurial competence but there is no
guarantee that the hereditary transmission of ability works efficiently” (Screpanti
1999, p. 23; emphasis as in original). Moreover, as property endurance bestows
social position -in the same way as noble titles- agents not only try to do their best
exploiting the given initial endowment but also tend not to allow others to do the
same (i.e. fully developing their capacities), by preventing them from entering the
closed circle of ownership. Who would prevent others from advancing? Those that
feel threatened by the talent of others or that regret dearly any relative loss in the
social class ranking. And this is the problem that familial capitalism entails. Its weak
nesses swivel around excluding others so they don’t leapfrog. Property relations are
designed to embed social positions preventing social mobility.
Rehaag (1994) examines the so-called “trouble with capitalism” by enlisting
some failures of the limited company principle. Interestingly enough, the list of the
most severe failings are not agency-related but closely pertain to the need to recog
nize stakeholders like trading suppliers, workforce, minority shareholders, and other
contributors. Rehaag stresses that there is a “lack of flexibility in the model which
sees shareholders permanently as the only risk-takers and entrepreneurs, with a
structured reward for them alone” (1994, p. 133)58. As a consequence to this lack of
58

As we have seen previously, this narrow scope of ideas is given by the limited view of entrepreneur
ship as particularly related to businesses’ renewal and new ventures creation, in detriment of innova
tive entrepreneurship within organizations.
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recognition, a feeling of disattachment is diffused through stakeholders (and also
absentee shareholders). According to Rehaag (1994), the corporate economy is se
riously pushing towards the sense of “don’t worry it’s not my money”.

2.5.3 Conclusion
The limited liability structure was created for anonymous property i.e. people
that do not know each other but that could be attracted to the same business venture.
Despite a private legal structure preserving the virtues of limited liability, it perpetu
ates the vices of the familial and partnership structure. This evolution of legal prop
erty structures allows us to see that historically the limited liability figure (i.e. in the
private setting) has carried on with the vices from the past that are stringent on
innovation. If we add to this stringent institution an economic system with centralized
and concentrated ownership shareholding, we may find extremely harsh conditions
that inhibits (intra-)entrepreneurship unfolding. Such restrictive conditions lead new
firms to block access to ownership in order to pre-empt strategies of more powerful
firms to wrest control. As a consequence, intrapreneurs are left locked-out from the
property relations within the firm. Hence, an institutional lock-in is not only due to the
conditions of the economy but is also inherent in the structure of the institutions,
which carry and perpetuate weaknesses from the past.

Table 23.2.1
Existing Definitions of Corporate Venturing and Entrepreneurship
(In Sharma and Chrisman 1999, Table 1).

Author/s & Yr.

Definition suggested
CORPORATE ENTREPRENEURSHIP

Burgelman(1983)

Corporate entrepreneurship refers to the process whereby the
firms engage in diversification through internal development.
Such diversification requires new resource combinations to ex
tend the firm’s activities in areas unrelated, or marginally related,
to its current domain of competence and corresponding oppor
tunity set (p. 1349).

Chung & Gibbons (1997)

Corporate entrepreneurship is an organizational process for
transforming individual ideas into collective actions through
the management of uncertainties (p. 14).

Covin & Slevin (1991)

Corporate entrepreneurship involves extending the firm ’s do
main o f competence and corresponding opportunity set through
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Definition suggested
internally generated new resource combinations (p. 7, quoting
Burgelman, 1984, p. 154).

G uth& Ginsberg (1990)

(1989)

Corporate entrepreneurship encompasses two types o f phenom
ena and the processes surrounding them: (1) the birth o f new
businesses within existing organizations, i.e., internal innova
tion or venturing; and (2) the transformation o f organizations
through renewal o f the key ideas on which they are built, i.e.
strategic renewal (p. 5).

Jennings & Lumpkin

Corporate entrepreneurship is defined as the extent to which
new products and/or new markets are developed. An organiza
tion is entrepreneurial if it develops a higher than average number
o f new products and/or new markets (p. 489).

Schendel (1990)

Corporate entrepreneurship involves the notion o f birth o f new
businesses within on-going businesses, and . . . the transforma
tion o f stagnant, on-going businesses in need of revival or trans
formation (p. 2).

Wortman (1988)

Spann, Adams, &

Corporate entrepreneurship is the establishment o f a separate
corporate organization (often in the form of a profit center, stra
tegic business unit, division, or subsidiary) to introduce a new
product, serve or create a new market, or utilize a new technol
ogy (p. 149).

Vesper (1984)

Corporate entrepreneurship involves employee initiative from
below in the organization to undertake something new. subordi
nates without being asked, expected, or perhaps even given
permission by higher management to do so (p. 295).

Zahra(1993)

Corporate entrepreneurship is a process of organizational re
newal that has two distinct but related dimensions: innovation
and venturing, and strategic renewal (p. 321).

Z ahra(1995,19%)

Corporate entrepreneurship - the sum o f a com pany’s innova
tion, renewal, and venturing efforts. Innovation involves creat
ing and introducing products, production processes, and or
ganizational systems. Renewal means revitalizing the compa
n y ’s operations by changing the scope o f its business, its com
petitive approaches or both. It also means building or acquiring
new capabilities and then creatively leveraging them to add value
for shareholders. Venturing means that the firm will enter new
businesses by expanding operations in existing or new markets
(1995, p. 227; 1996, p.1715).
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Author/s & Yr.

Definition suggested
INTERNAL CORTORATEENTREPRENEURS! IIP

Jones & Butler (1992)

Internal Corporate Entrepreneurship refers to entrepreneurial
behavior within one firm p. 734).

Schollhammer(1982)

Internal (or intra-corporate) entrepreneurship refers to all for
m alized entrepreneurial activities within existing business or
ganizations. Form alized internal entrepreneurial activities are
those which receive explicit organizational sanction and re
source com m itm ent for the purpose o f innovative corporate
endeavors - new product developm ents, product im prove
ments, new m ethods or procedures (p. 211).

CORPORATE VENTURING
Biggadike(1979)

A Corporate venture is defined as a business marketing a prod
uct or service that the parent company has not previously mar
keted and that requires the parent company to obtain new equip
ment or new people or new knowledge (p. 104).

Block & MacMillan

A project is a Corporate venture when it (1993) (a) involves an
activity new to the organization, (b) is initiated or conducted
internally, (c) involves significantly higher risk of failure or large
losses than the organization’s base business, (d) is character
ized by greater uncertainty than the base business, (e) will be
managed separately at some time during its life, (0 is undertaken
for the purpose of increasing sales, profit, productivity, or qual
ity (p. 14).

Ellis & Taylor (1987)

Corporate venturing was postulated to pursue a strategy of
unrelatedness to present activities, to adopt the structure of an
independent unit and to involve a process o f assembling and
configuring novel resources (p. 528).

von Hippel (1977)

Corporate venturing is an activity which eeks to generate new
businesses for the corporation in which it resides through the
establishment of external or internal corporate ventures (p. 163).

VENTURE, INTERNAL VENTURES, INTERNAL
CORPORATE VENTURING, NEW BUSINESS
VENTURING
Hornsby, Naffziger,
Kuratko, M ontagno
(1993)

Venture may be applied to the development o f new business
endeavors within the corporate framework (p. 30).
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Author/s &Yr.
Roberts & Berry (1985)

Internal ventures are a firm ’s attempts to enter different markets
or develop substantially different products from those of its
existing base business by setting up a separate entity within the
existing corporate body (p. 6).

Stopford &
Baden-Fuller (1994)

New Business Venturing occurs when ‘individuals and small
teams form entrepreneurial groups inside an organization capa
ble of persuading others to alter their behavior, thus influencing
the creation of new corporate resources’ (p. 522).

Zahra(1996)

Venturing means that the firm will enter new businesses by ex
panding operations in existing or new markets (p. 1715).

Zajac, Golden,
Shortell (1991)

Internal corporate Venturing involves ‘the creation of an inter
nally-staffed venture unit that is semi-autonomous, with the
sponsoring organization maintaining ultimate authority’ (p. 171).

INTRAPRENEURSHIP
Nielson, Peters, &
Hisrich(1985)

Intrapreneurship is the development within a large organization
of internal markets and relatively small and independent units
designed to create, internally test-market, and expand improved
and/or innovative staff services, technologies or methods within
the organization. This is different from the large organization
entrepreneurship/ venture units whose purpose is to develop
profitable positions in external markets (p. 181).

Pinchot III (1985)

Intrapreneurs are any o f the “dreamers who do.” Those who
take hands-on responsibility for creating innovation of any kind
within an organization. They may be the creators or inventors
but are always the dreamers who figure out how to turn an idea
into a profitable reality (p. ix).

STRATEGIC or ORGANIZATIONAL RENEWAL
Guth & Ginsburg (1990)

Strategic renewal involves the creation o f new wealth through
new combinations o f resources (p. 6).

Stopford & BadenFuller (1994)

Organizational renewal alters the resource pattern o f business
to achieve better and sustainable overall economic performance.
To be sustainable, more pervasive effort is needed, involving
more than a few individuals and the finance function (p. 522).

Zahra(1993,

Renewal means revitalizing a company’s business through in
novation and changing its competitive profile. It means revital-

1995,19%)
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Author/s & Yr.

Definition suggested
izing the com pany’s operations by changing the scope o f its
business, its competitive approaches or both. It also means build
ing or acquiring new capabilities and then creatively leveraging
them to add value for shareholders. (1995, p. 227; 1996, p. 1715).
Renewal has many facets, including the redefinition o f the busi
ness concept, reorganization and the introduction o f systemwide changes for innovation___ Renewal is achieved through
the redefinition o f a firm ’s mission through the creative rede
ployment of resources, leading to new combinations of prod
ucts and technologies (1993, p. 321).
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CHAPTER THREE

3.

OVERVIEW AND EVOLUTION OF COLOMBIA'S
MANUFACTURING INDUSTRY

his chapter will study some general aspects of Colombia’s economy and its
industrialization process. We will see how the oligopolistic nature of this indus
trialization process gives Colombia’s manufacturing industry the characteristics of
an insider system (as seen in section 2.5.1)..

T

3.1 Overview
The Republic of Colombia is localised in the Northwest comer of South America,
in an inter-tropical zone, and has an area of 1.141.748 square kilometres. Colombia
has coasts not only in the Caribbean Sea (1.600 kilometres) but also in the Pacific
Ocean (1,300 kilometres). In the east, it borders Venezuela (2.219 kilometres) and
Brazil (1.645 kilometres), in the south with Pern (1.626 kilometres) and Equator (586
kilometres) and at the Northwest with Panama (266 kilometres). Besides the conti
nental territory, Colombia also has a series of islands which are the San Andrés and
Providencia archipelago in the Atlantic Ocean and the Malpelo, Gorgona and,
Gorgonilla islands in the Pacific Ocean.
Since Colombia is a tropical country, the altitude (and not the latitude) deter
mines its weather. Contrary to non-tropical countries, Colombia does not have sea
sons, and the changes in weather are associated with places (e.g. highlands = cold
weather, coasts = hot weather, etc.) and not with periods of the year (e.g. like in nontropical countries where January = winter (or summer), July=summer (or winter),
etc.). The altitude and its thermal levels divide the weather in hot, mild, cold and
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bleak plateau, and the length and intensity of the rainy seasons are not fixed during
the year. The characteristics of the weather and the soil allow selection of the fa
vourable crops for each region, according to their degree of adaptation and condi
tions of development. Colombia has an unusual abundance of water resources and
vast ecological bio-diversity. Actually, after Brazil, Colombia was, until recently, the
most bio-diverse country in the world. The population of Colombia is over 37 million
with a 2.3 per cent of demographic growth rate per annum, which is close to the
average for Latin America and the Caribbean region. Its population has a great
variety of ethnic and cultural backgrounds. The official language is Spanish and
Catholicism is the dominant religion.
Colombia’s economic performance had been relatively stable and free of any
major fluctuations from the 30s up to the mid-nineties. Colombia had a per capita
income in 1995 amounted approximately US$ 1,400 per annum, which makes it a
lower-middle income country. Despite a deficient income distribution, it has a posi
tive Gross Domestic Product (GDP) growth rates, sustained during more than 30
years, at least, until 1997 (World Bank 1998-9,1997). However, since the crisis of
1998, GDP growth rates have become negative. Quality of life standards have de
creased steadily in the last years due, in great part, to a sharp increase in human
rights and violence problems. These problems have been largely associated to the
resurgence of guerrilla activities, drug trafficking and drug-related crimes and have
developed an unfavourable international image of the country abroad.
During the last 50 years, Colombia has transformed itself from a mostly ruralpopulated country to a mostly urban-populated (see figure 3.1.1). Big cities (see
figure 3.1.2) such as Bogota, Cali (in Valle), and Barranquilla (in Atlantico) have had
disproportionate levels of (net) immigration.
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Figure 3.1.1
Evolution of the population 1951-1999 (Urban Vs. Rural)
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This structural change in the population from rural to urban majority placed
under pressure manufacturing industry’s capacity to absorb labour force- concen
trated in the big cities like Bogota, Cali, Medellin and Barranquilla. Between 1953
and 1963, the annual growth rate of manufacturing employment was of 3.5 per cent.
In the next five years, this rate was reduced to 1.5 per cent as consequence of a loss
in the dynamic of consumption goods production, a sector in which the rate of em
ployment absorption moved from 2 per cent in 1958 and 1963 to only 0.8 per cent
between 1963 and 1968. In consequence, the absorption of employment of the
intermediate and capital goods sectors was also reduced (Bejarano 1998). In more
recent years, growth rates in manufacturing employment also have rarely been able
to cope with the growth rates of urban population (see Figure 3.1.3). Most of the
time the growth rates of urban population have been higher than industrial labour
growth rates.
Figure 3.1.3
Growth rates of Industrial Labor (exc. Coffee Threshing) and Urban Population (19811995)
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But then, how could the massive migration from rural to urban areas be ex
plained, if traditionally the manufacturing sector has not been able to cope with mi
gration? External shocks such as wars, violence or natural disasters lead to deci
sions of massive migration. This is of special relevance for the case study but, for
the moment, we will leave this important issue aside1.
The great levels of violence in the countryside of Colombia is one of the related factors that drove
an increasing number of rural people to seek shelter in cities (Harding 1996). Efficiency wages theory
deals with this kind of external shocks (Blanchflower and Oswald 1994).
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As we see can see in figures 3.1.4 and 3.1.5, there are higher levels of unem
ployment in urban areas than in rural areas and higher levels of underemployment in
rural areas than in urban areas, described decades ago by economic development
theorists as the “crucial characteristic o f underdevelopm ent" -e .g . Kurt
Mandebaum, Paul Rosenstein, and Ragnar Nurkse. Although unemployment in Co
lombia has been traditionally greater in urban areas than in rural areas, human capital
investments like migration could be based on the fact that a person has to live near
(or in) the urban areas in order to apply for urban employment. Harris and Todaro’s
(1970) study is based on this fact, and according to their model, migrants may con
sider that they would have to pass through the pool of unemployment of urban areas
in order to get a job. So, in this order of ideas, underemployment in rural areas could
lead to migration to other areas with less underemployment, even though there is
greater unemployment in those other areas (i.e. urban areas).
Harris and Todaro examined another matter too. If migrants have to join the
pool of unemployment in order to obtain a job, they will need in the meantime, re
sources or savings in order to survive. This is why the increasing immigration and
the incapacity of the manufacturing sector to absorb the new labour force start to be
reflected in the high levels of informality and illegal and criminal activities since the
70s (Bushnell 1993). The unemployment rate increased from 1.2 per cent in 1951 to
4.9 per cent in 1964 according to the census data, and in the four biggest cities it was
estimated in 10 per cent in 1963, 10.5 in 1966 and 13 per cent in 1967 (Bejarano
1998). Further, the main 10 cities account for high rates of informality (above 50%)
(see figure 3.1.6) and also have suffered of an increasing amount of criminal activi
ties (figure 3.1.7 and 3.1.8) during the last 10 years or so.
Figure 3.1.6
INFORMALITY VS. FORMALITY IN COLOMBIA'A 10 MAIN CITIES (1992-96)
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We observe in figures 3.1.7 and 3.1.8 an inverse relation between the growth
of value added in the manufacturing industry and the overflowing of criminal activi
ties. The latter rises during the majority of the industrial manufacturing recessions
over the period, and -vice versa- decays when industrial manufacturing thrived. A
significant increase in the amount of criminal activities (reflected in the increase in
homicides and murders) were committed in the main manufacturing cities. Accord
ing to Rubio (1997) big cities that traditionally have been an example of regional
manufacturing and economic development like Cali and Medellin have become cen
tres of greater violence. Moreover, Montenegro and Posada’s (1995) econometric
estimations find a high positive correlation between crime and wealth, which is con
centrated in urban and manufacturing areas mostly.

Figure 3.1.7
Rates of growth of VA-man (at constant prices) and Homicides+Murders
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Figure 3.1.8
Growth rates of GDP-man productivity (constant prices) and Homlcides+Murder

In sum, the evidence hints at the structural change of population, due to mas
sive immigration to the big cities, and the incapacity of the modem sector to absorb
this huge labour force migration, as an important factor in the increase of informality
and criminal activities, at least in the main cities. The questions now are why has the
modern sector been unable to absorb historically labour force? How did the
process o f industrialization develop and why did it struggle to absorb such
immigration? Why is the manufacturing industry the sector called upon to deal
with such problems as immigrations and labour absorption?

3.2 The Evolution of the Manufacturing Industry of Colombia
First, we have to establish why manufacturing sector was called upon to absorb
the increasing labour force due to a massive migration from the rural areas. Second,
we will proceed to explain the development of the industrialization of Colombia with
a special emphasis on its concentration process in the manufacturing industry. It will
be seen that the high levels of concentration have led to a highly modem sector with
a high participation in the production of the industry, generating an increase in pro
ductivity but with a low capacity of employment absorption.
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The manufacturing sector has traditionally been conceived as an engine of
growth and development. It not only possesses characteristics that distinguish it from
other activities in the industrial sector but also it has a key role in the development
process. It is characterised by the division of labour and specialisation and has inter
and intra-sectorial links. This gives the sector its potential for creating externalities in
other sectors, created by enterprises and manifested elsewhere in the economy. In
principle, it produces capital goods2 and uses goods of other sectors such as agricul
ture, construction and services.
Moreover, the manufacturing sector (known also as the capital goods sector) is
the source of most technology. Innovations originate within this sector and those
innovations are then transmitted to other sectors. A great deal of the innovation in
the economy depends largely on the modem manufacturing sector.
Creative and productive work for developing countries is important inasmuch
as innovation and creativity are needed to develop a manufacturing industry. Pro
grammes of Science and Technology fomented by Economic Commission for Latin
America and the Caribbean (ECLAC) are build up on the presumption that innova
tion and creativity are key in the development of a manufacturing industry. For
example, in Latin America technology used in manufacturing plants tends to be idi
osyncratic and the implementation of a new technology in such environment is itself
a creative act, and not easily describable as purely backward, copied behaviour or a
passive process for the recipient country (Fransman 1986, Nelson 1987, Stiglitz 1999).
The premise is that agents are capable of discovering new combinations of the exist
ing means of production, new technologies, new behavioural patterns, and new or
ganizational set-ups (Coriat and Dosi 1998). Stiglitz (1999) describes in a nutshell
why in the backward countries the implementation of new technologies is a creative
act:
“The technical manuals, blueprints, and instruction books are the codified
technical knowledge that could be seen as only the tip o f the iceberg. The
codified technical information assumes a whole background of contextual knowl
edge and practices that might be very incomplete in a developing country.
Implementing a new technology in a rather different environment is itself a
creative act, not ju st a copied behavior. Getting a complex technical system to
function near its norms and repairing it when it malfunctions both draw upon a
slowly accumulated reservoir o f tacit knowledge that cannot be easily trans
ferred or “downloaded” to developing country” (pp. 5-6).

Nevertheless, received wisdom asserts that technological progress of pioneers
can be thought of as a methaphorical ‘book of blueprints’. “Free access to this book
is valuable to latecomers, in as much as they are then spared the expense of recre
A capital good is a machine that makes other machines. It can reproduce itself or make other
goods.
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ating what is already known” (Bell 1989, p. 819). This argumentation implicitly
supposes that latecomers not only know how to use the book but also know how to
decodify it, even if it is knowledge difficult to codify, such as tacit knowledge. This
pressumption and traditional argumentation has been revaluated within the literature
of the last two decades, specially because of the rise of the newly-industrialised
countries’ process of industrialization and their influence over the perspective of
technological change (Fransman and King 1984, Lall 1982).
However, industrialization is known to be a necessary condition for develop
ment but it is far off from being a sufficient condition because there is a need of
simultaneity in the modernization of other sectors like agriculture. It also requires the
development of indigenous technological capabilities and more acceptable income
distribution. Development is a normative concept, which involves cultural, religious
and value judgements. Development implies progress, which creates problems be
cause it is difficult to know what it means. Development theorists would argue that
development is not only growth, but implies also lower levels or poverty, reduction of
unemployment, reduction of inequality, self-reliance and human security within the
family, workplace and State.
Further, the World Bank (1988/9) stresses in and devotes one of its most recent
Development Report to the importance of knowledge fo r development. Its per
spective on knowledge is two fold: 1- Technical knowledge or Know-How (e.g.
nutrition, birth control, software engineering and accountancy) and 2- Knowledge of
attributes (e.g. quality of product, diligence of the worker, or the creditworthiness of
a firm, “all crucial to effective markets”). The unequal distribution of know-how is
called in this report knowledge gaps. Information problems are the difficulties
posed by incomplete knowledge of attributes and the mechanisms to alleviate them;
such as product standards, training certificates, and credit reports. The World Bank’s
mission to promote growth and reduce poverty is now strongly devoted to the reduc
tion of know-how gaps and alleviation of information problems in developing coun
tries.
In sum, it cannot be sufficiently emphasised that development is not a conse
quence of the industrialization process or of the modernization and building up of the
manufacturing sector. In principle, industrialization’s main objective would be achieve
a reduction in under- and unemployment, ant to absorb surplus labour from the agri
cultural sector.
However, positive links spillovers generated by the manufacturing industry over
the economy, among other of reasons, encouraged governments and supra-national
organizations such as the Economic Commission for Latin America and the Carib
bean (ECLAC) to promote the creation of a modem manufacturing sector by a chief
strategy called the Import-Substituting Industrialization, specially in the postwar pe
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riod. It consisted of the construction of a national manufacturing industry encour
aged by protective policies and a restrictive import policy. The two main pillars of the
economic policy were to apply tariffs that would generate a high level of effective
protection and an exchange rate policy oriented to encourage exports and discour
age imports. Berry (1983a, p. 1) summarises the justifications for protection to sup
port the creation of an ‘infant industry’ in three points:
1)
2)
3)

The extent and predictability of learning associated with the experience of pro
duction
Capital market imperfections that force firms to self-finance its early growth
with family savings and profits, rather than using the capital market
The degree of risk aversion characterizing potential entrepreneurs.

As consequence of the Import-Substitution Industrialization Strategy, Colombia
developed its manufacturing industry and transformed the structure of its economy
from one mainly agrarian in the 1930s to one that has a strong presence of industry
and services (see table 3.2.1).
Table 3.2.1
Activity

30-39

40-49

50-59

60-69

70-79

80-89

90-98

22.0
28.9
21.3
49.1

19.9
28.4
19.5
51.8

2.6
4.3
2.6
3.2
3.4

1.9
2.4
1.8
5.3
3.8

PARTIC][PATION IN GDP
Agriculture
Industrial
Manufacturing
Services

52.1
19.1
11.0
28.8

46.6
26.3
16.7
27.1

35.3
23.5
16.2
41.1

Agriculture
Industrial
M anufacturing
Services
GD P total

2.7
6.2
8.8
3.8
3.8

3.0
5.2
6.7
4.6
4.1

3.4
6.7
6.7
4.7
4.5

30.7
26.2
18.6
43.2

23.6
28.9
22.8
47.5

GROWTH RATES
3.2
5.2
5.8
5.1
4.9

4.5
5.6
6.5
6.5
5.7

SOURCE: ANDI (1999). Table 1.

In table 3.2.1, we observe that the activity with the greater dynamic in the
economy was the manufacturing industry, which more than doubled its share of
GDP in 11 per cent in the 30s to 23 per cent in the seventies. Moreover, ECLAC and
UNIDO (1994) have shown the important and positive consequences that the Im
port-Substitution Industrialization Process (and the post-ISI) has left in creating a
‘sector to produce machines that make machines’ not only in Colombia but also in
other developing countries like China, Brazil, India, Taiwan, Mexico. In the case of
Colombia it led to the creation of an industry generated mainly by national efforts
and with only very weak presence of multinational capital (Cuevas 1986). Colom
bia’s economic performance has been applauded as being noteworthy not only be
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cause of its horizontal diversification and stability, but also because of the absence of
debt crisis that afflicted most of its neighbours during the 70s and 80s.
However, since the 70s there has been a reduction in the industrial and manu
facturing activities. This reduction has been led by a progressive decrease in the
participation of GDP of the manufacturing industry in contrast to international ten
dencies. The comparison between Colombia’s manufacturing industry with its coun
terparts in Latin America, and the total of Developing and Developed countries
shows that during 1970 and 1996, both 1) manufacturing industry’s real, average and
annual value-added growth rates and 2) real (average and annual) growth rates of
manufacturing value-added per capita in Colombia have decreased dramatically
(see graph 3.2.1)3.
Graph 3.2.1
COM PARISON REA L AGE. ANN. G ROW TH RATES M ANUFACTURING VALUE-ADDED
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SOURCE: UNIDO (and following graphs)

In Colombia, during the period 1970-1980, both manufacturing value added
(MVA hereafter) and MVA per capita growth rates were far greater than the 199096 period4. While both growth rates in Colombia were greater on average than the
rest of Latin America during the 70s and the 80s, during the first half of the 90s the
growth rate of manufacturing value-added declined to approximately one half of its
Latin America’s counterpart.
The source of data of the following international comparison is UNIDO.
According to preliminary data, Colombia’s economy and manufacturing sector during 1990-96 has a
much better performance on average than during the last three years of the 90s decade.
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The comparison between Colombia’s and Latin America’s growth rate of manu
facturing value-added per capita has a radical twist during the transition 80s to 90s
(see graph 3.2.2). During the 80s, Colombia experienced -on average- positive
growth rates compared to the negative average growth rates of Latin America.
During the first half of the 90s, the situation was completely reversed with Colombia
experiencing -on average- negative growth rates while the rest of Latin America
returned to a positive average growth path (see graph 3.2.2).
Graph 3.2.2
CO M PARISO N R E A L AVGE. ANN UAL GROW TH RA TES PE R CAPITA MAN. VA LU E ADDED
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A comparison of Colombia’s growth rates with that of developing and devel
oped countries shares a very similar pattern to Latin America. Colombia’s manufac
turing industry did much worse on average than the total of developing countries
(where the new industrialized countries (NICs) are included) and worse on average
than developed countries5.
The share of manufacturing value-added in the GDP presents a similar picture.
Colombia’s share has decreased more rapidly within the period 1980 to 1996 than in
the rest of Latin America. In the same period, the rest of developing countries (NICs
included) was increasing its MVA in the GDP whilst the developed countries’ share
of MVA in the GDP remained fairly invariant (see graph 3.2.3).
Interestingly enough results the fact that during the transition the 80s to the first half of the 90s, the
total o f developing countries (and also Latin America in its own) had increased both growth rates
(MVA and MVA per capita) while the same growth rates in developed countries decreased.
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Hence, the behaviour of the different estimations of manufacturing value-added
in Colombia’s manufacturing industry shows that it has lost relative importance in the
national and the international arenas in the course of the last 20 years or so. The
manufacturing activity had a great dynamic in the economy in the first stages of
industrialization, but its dynamism steadily diminished in the last 30 years or so. It
reflects the increasing debilitation of the Import-Substituting Industrialization model
since the 70s. That is the main reason why the applauded model of Colombia’s
manufacturing industry reached a turning point by the end of the 80s.
These facts led to the opening of the market in the 90s in Colombia. This struc
tural transformation was led mainly by a strong stream of neoclassical critique com
ing from the Washington Consensus -it involved the two most powerful international
financial agencies, which are based in Washington, the World Bank and the Interna
tional Monetary Fund (Todaro 1997). The critique was based in the following set of
points:
1.

The Import-Substituting Industrialization did not alleviate or eliminate the imbal
ances, constraints or bottlenecks in the Less Developed Countries. Moreover,
it worsened the situation, increasing inter and intrasectorial imbalances (e.g.
industry and agriculture); increasing social imbalances (e.g. inadequate oppor
tunities, low new-job creation); increasing financial imbalances (e.g. inflation,
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fiscal deficit); and increasing regional inequality (e.g. high concentration of wealth
in main cities in detriment of the countryside)
It also created imbalances in the Balance of Payments; maintained an over
valued exchange rate; taxed agriculture (e.g. agriculture goods prices were
made to remain low in order to maintain the urbanisation process); increased
inequality through the positive net transfer from agriculture to industry and within
industry from wages to profits, because of the typical capital intensive import
substituting sector (i.e. the value added would favour profits and not wages);
and although there would be investment, there was a low use of plant capacity
because the market would not absorb the produce, neither nationally nor inter
nationally.

Hence, the implementation of new model of “internationalisation” was in order
as a necessary condition; however, it seems to be, in a way, insufficient for the
development of the industry. It was not originally conceived as a co-ordination be
tween market, the State and other economic agents6. Despite voices coming from
all academic and political streams raising alarms about the vices of leaving the forces
of the market to operate freely, the apertura model was not applied as a social joint
venture. This lack of co-ordination and consensus with all actors of the economy
may have led to an apertura that did not translate in a tendency towards a greater
industrialization but, actually, has weakened Colombia manufacturing industry in the
international arena. In particular, it has not reverted the concentration tilt of Colom
bia’s industrialization process, as we shall see next.

3.3 The concentration tilt of Colombia's industrialization process
The process of industrialization in Colombia has been characterized by its high
levels of concentration, which have been increasing over time. Garay et al. (1998) is
the most recent and complete study on the industrial structure of the last years. This
extensive study shows that, although since 1976 there were very few firms that
counted with high levels of participation in the gross industrial valued added and
production, the Herfindahl index disaggregated at 4-digit (ISICII) level showed that
between 1976 and 1991, not only the first 20 to 50 establishments but also the first
100 establishments increased their participation in industrial production. The fact
that in 1991, 50 per cent of the industrial value-added was concentrated in the 100
establishments out of 7000 and the 70 per cent of the industrial value-added was
concentrated in the first 500 establishments, shows the high level of concentration of
the Colombian industry.
Only few mechanisms have been designed to advance in the development of a greater international
pen etratio n o f the C olom bian industries such as is the case o f the A cuerdos Sectoriales de
Competitividad ("‘Sectorial Agreements of Com petitiveness”).
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Two pioneering studies in Colombia’s industry (Misas 1988,1975) also demon
strate its increasing levels of concentration. In 1968, the sectors of high and moder
ate oligopolistic concentration7 accounted for 47 per cent of the total industrial in
dustry of Colombia and, in 1991, this increased to 52 per cent. The sectors of low
oligopolistic concentration have been losing their share in production: whilst in 1968
they accounted for 32 per cent, in 1991, this fell to 28 per cent. These studies also
support the thesis that these increases in production of the highly and moderate
concentrated sectors with high levels of technological innovation allowed for a greater
labour productivity, but this was not accompanied by similar increases in employ
ment. Misas (1975) points out that “the diversification of the oligopolies have gener
ated an ample process of centralization of capital by means of formation of conglom
erates, in which the industrial activities are mixed with financial, commercial (distri
bution), transport and agriculture activities, giving place to the formation of the mo
nopolistic capital” (p. 7).
However, what seems most striking is that the employment that these strong
and powerful groups have generated is very moderate given their huge participation
in the total production of the industry. For example, whilst the first 20 establishments
of the industry generated the 18.46 per cent of the value added in 1991, they only
contributed 5.12 per cent of the industrial employment. This same situation was
repeated in all sectors and categories (Garay et. al. 1998). Bejarano (1998) adduces
this phenomenon to the fact that the accumulation of capital in Colombia went to
technical progress and not to employment absorption. The increasing unemployment
before 1967 was “the result of the concentration and the conditions of absorption of
the technical progress ... and a limited market” (Bejarano 1998, p. 4). Things were
suppose to change in 1967 with the increase of external demand and subsequent
policies of export promotion of the end of the 60s and of the 70s, but the distorted
protectionist structure that preceded the opening of the market and the economy
contributed to the perpetuation of the “anti-export bias”.
The opening of the economy in 1991, namely, the “apertura”, contributed to
increase this concentration that had taken the form of conglomerates during the 70s.
It took several years to conform and consolidate conglomerates in Colombia. The
procedure was by fusion and absorption of small rival firms. After gaining the con
trol of the market, came the horizontal and vertical diversification, which constituted
the mechanism to place entry barriers to other firms, given that any competitor would
have to invest a huge amount of capital in order to have all the production chain that
conglomerates had already achieved. Further, during the 70s and 80s, conglomerates
fused with financial capital by acquiring institutional investors such as Pension Funds,
7

The ranks o f concentration are according to the indexes o f concentration o f the four biggest
establishments: from 75% to 100%, high oligopolistic concentration; from 50% to 75%, moderate
oligopolistic concentration; from 25% to 50%, low oligopolistic concentration; from 0% to 25%
atom istic com petition (M isas 1988).
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to give them access to preferential credit facilities. Moreover, their activities also
spilled over to communications, specially mobiles, telephone, long distance communi
cations, radio and television.
The biggest conglomerates in Colombia are: the Sindicato Antioqueño, the Santo
Domingo Group, the Ardila Lulle Group, the Sarmiento Angulo Group and the Holguin
Group. Other conglomerates with less relative size but with important levels of
concentration are the Carvajal Group, Sanford Group, and the Lloreda Group. These
Business Groups -as they are referred to in the literature- started and grew through
domestic financing, the production in several sectors, and are owned and the senior
management is supplied by a few individuals that “are from the same (broadly de
fined) family, but often include non-family members of the same communal, ethnic,
tribal or regional group” (Leff 1994, p. 6).
During the apertura period the controlling power of these Business Groups
increased, given that the concentration of property and shares increased. The con
trol of the shareholding of the firms concentrated and narrowed down to fewer
number of owners according to a study made by the Supervision of Stocks
(“Superintendencia de Sociedades”) in 1989. Despite the limitations of the method
ology used (Gini coefficient) the results are very illustrative given that the great part
of the registered firms are part of the first 100 establishments of the industry accord
ing to their production (Garay 1998).

3.4 Conclusion
In sum, we must bear in mind the following facts. Colombia’s manufacturing
industry is a dualistic one in which modem and craft firms co-exist simultaneously.
Berry (1983b) summarises it his significant historical description of Colombia’s manu
facturing sector in the twentieth century:
“Output o f Colombia’s manufacturing sector has grown at a healthy 6 per cent per
year in the twentieth century, based mainly on labour productivity; the labour
force itself only grew at about 1.5 per cent, so the share of manufacturing workers
in the total labour force fell somewhat, although not continuously. The rapid
increases in labour productivity were due to the replacement o f cottage-shop
activities by factories, or more generally by the increasing share of the latter in the
manufacturing labour force. Still, as late as 1970, a majority o f manufacturing
workers were employed in the cottage-shop sector (5 workers or less)” (Berry
1983b, p. 71).

So, despite the rise of modem firms’ with high productivity levels, modem firms
of manufacturing industry were unable to absorb the unemployment in the main
industrial cities. Added to this, various studies have shown that the industry is highly
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concentrated. These indicate that in terms of ownership, in Colombia, as well as
other countries throughout the world (e.g. Germany), corporate and institutional in
vestors widely hold most equity. The corporate sector, the Business Groups, families,
and trusts are the big owners and holding the majority of the large share stakes. With
the conglomerate system controlling ownership, both dispersed and outside share
holders are less important. This facts show that the Colombian industrial structure
has the characteristics of the insider system described by Franks and Mayer’s (1998)
study (see previous chapter for a more detailed discussion).
More than thirty years ago, Richard Nelson’s (1968) study had already sup
ported this dualistic point of view of the Colombian industrial economy. At the present
time, some thirty years later, according to Colciencias (1998) and IFI (1997), these
conditions are pretty akin. Registered productive units in Colombia were 85% micro-enterprises, 13% small and medium enterprise (SME), and 2% big enterprises.
Micro-enterprises and SME generated 70% of the total employment and 26% of the
total added value; and 18% of SMEs belong to the manufacturing industry8.

3.5 Identification of the problem
The Thesis will study the problems that the theoretical foundations chapter and
the present chapter have led us up to. Previous studies on the manufacturing indus
try of Colombia have generally ignored the problems that economic theory points
out, such as the tension between innovative and counter-innovative forces, the sepa
ration of ownership and entrepreneurship and the concern as to the sub-optimal
character of an insider system. We have seen in this chapter that several studies
have demonstrated that Colombia’s industrial structure complies with the character
istics of an insider system with high level of concentration. The task that lies ahead
is to understand, examine and analyse the tension between innovative and counterinnovative forces, the separation of ownership and entrepreneurship and the effects
of the sub-optimal character of the ownership insider system in the Colombian manu
facturing industry.
The analysis of the institutional environment’s evolution for innovation is a key
concern in the literature and is also the Thesis’ aim of study. The theoretical chapter
(chapiter 2) has identified within the classic and other (more recent) literature that
an appropriate institutional change is the main determinant for entrepreneurship. The
institutional change may support or deter entrepreneurship depending on the evolu
tion of ownership relations. Recent literature has departed from this chief concern
by focusing on the defense of the shareholders’ interests or tackling the problem as

Share o f Manufactures in Total Exports 42.5 % (1996) (UNIDO, at www.unido.org, 1999)
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one of innovation returns’ appropriation. Nevertheless the more recent literature
brings us back to the original problem.
Focusing on the institutional framework for entrepreneurship given the pres
ence of counter-innovation requires a restatement of Schumpeter’s view of entre
preneurship. Although it is still ownership that is the main determinant of innovative
and productive work, it has to be restated under a broader concept of intrapreneurship
and under the institutional environment of the firms, the entities in which
intrapreneurship is embedded. Under this framework, stakeholders are a main
source of intrapreneurship and need motivation and proper institutional conditions
within the firm. We are trying to analyse the mechanism of development by which
the institutional environment for innovation and productive work of the firm evolves
and its effect at both theoretical and empirical levels.

3.6 Research Methodology
The research methodology develops a theoretical model and an empirical analysis
(Chapter 4 and 5, respectively). The model, based on the reality of Colombia’s manu
facturing industry, draws upon Richard Nelson’s work in Colombia’s manufacturing
industry. But it will extend several features of that analysis, in particular the enduring
duality in manufacturing productivity and its influence over manufacturing productiv
ity growth.
The model (chapter 4) has two main objectives: to explain why institutions
matter in the account of firms’ differences in productivity and innovation, and why
they matter for the explanation of industrial productivity growth. The differences in
firms’ productivity are studied by examining how the evolution of the institutional
environment generates variety in the intra-organizational payoff structures, which, in
turn, shapes and balances the tension between innovative and counter-innovative
forces. Moreover, the evolution of the institutional environment also generates vari
ety in the sources of finance across firms, which accounts for and enriches industrial
productivity growth analysis. The study will analyse the conditions for industrial pro
ductivity growth through a new framework for evolutionary diffusion models, which
allows working with variety of institutional environments. This evolutionary model
ling enables an institutional analysis that is basic for studying the industrial productiv
ity growth. In this way, the essential role of the institutional environment in the expla
nation of firm’s differences in productivity and industrial growth will be demonstrated.
The empirical analysis (chapter 5) will examine the accuracy of the theoretical
model in the analysis of Colombia’s manufacturing industry’s productivity growth at
the national and sectorial levels. It seeks to understand and explain the association
between the evolution of the institutional environment of the establishments in Co
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lombia’s manufacturing industry and sectorial productivity growth. It will show that
the historical evolution of the institutional environment has been greatly influenced
by the process of industrialization and concentration of Colombia’s manufacturing
industry. It will present a historical analysis of this evolution at the national and sec
torial levels, and also provides an econometric analysis that will establish the accu
racy of the theoretical model in the explanation of productivity differences and in
dustrial growth.

CHAPTER FOUR

4.

MODEL

he following model intends to provide an explanation of why some firms are
more innovative and productive than others and how this difference between
firms relates to the industrial productivity growth. The model, in its first two sections,
intends to provide an explanation to the first question -why do firms differ- by
analysing the key role of institutions for the unfolding of innovative (and counterinnovative) forces within firms. It introduces, in the first section, the dynamics of the
model and ascribes a key role to the variety of firms’ institutional framework. In the
second section, we analyse the role of payoff structure for innovation development
at the firm level. The third section will tackle the second question -how these
differences in performance impact on the productivity and innovation performance
of the industry- by studying the importance of taking into account the institutional
variety for industrial productivity growth, in particular, the different finance sources
that such institutional variety generates.

T

The first section -the dynamics of the model- based on differing institutional
settings -determining individual choice towards innovation amid firm’s agents- ex
plains how proportions of innovative and counter-innovative activities build up within
firms, based on Arthur’s anthology work (1994, especially chapters 3 and 4) accord
ing to the institutions and the social capital of the firm.
The second section analyses the mechanism by which firms’ differences in
innovation and productivity levels build up, and the key role of payoff structures of
innovators and counter-innovators determining the growth rate path of the firm. It is
based on literature of governance institutions (Lazonick 2001 and O ’Sullivan 2000)
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and on literature of allocation of entrepreneurial talent, particularly in Baumol (1996,
1993 and 1990) and Murphy, Schleifer and Vishny (1993); it also draws from the
ideas of Thomas Schelling (1978) and Gary Becker (1968).
The third section analyses how the firm’s productivity and their innovation dif
ferential is related to the productivity growth within an industrial sector. It illustrates,
based on an extension of two diffusion evolutionary models, the conditions for pro
ductivity growth of an industrial sector with variety of institutional environments
among firms. It is based on the evolutionary diffusion models of Nelson (1968,1982
with Winter and 1999 with Pack) and Metcalfe (2001, 2000, 1998). The following
sections conclude and present the empirical implications.

4.1 Dynamics: how do proportions of innovative and counter-innova
tive activities build up?
This section develops the mechanism that describes how firms’ institutional
environment balances innovative and counter-innovative forces within firms. The
analysis of Polya’s urn process developed by Brian Arthur, provides us the setting
that will help us examine how the institutional environment moulds agents’ choice in
such a way that the system gets locked into either a high productivity growth path
(with a high relative number of innovative activities) or into a low productivity growth
path (with a low relative number of innovative activities). It will determine how
proportions of innovators and counter-innovators build up within firms.
This setting will aid us in explaining the difference and the divergence in pro
ductivity among firms1. Recall that innovative activities contribute (directly or indi
rectly) to develop the process and outcome of an innovation project within the firm.
And counter-innovative activities resist and hinder (directly or indirectly) the devel
opment the outcome or/and the process of an innovation project within the firm
(Table 2.3.1.1).
The use of the Polya urn process follows from the appeal by Hodgson (1988)
for the need to study the organization and internal structure of the firm as a social
system, which, as we shall see, has a path-dependent process at work. The firm
relates, under this context, to a social system rather than to a single set of individual
expectations or a principal-agent relation. Within this social system the institutional
environment moulds the judgements or perceptions of economic agents. This institu
tional environment is related to the deterministic component of the system. Accord
ing to Williamson (1994, p. 102), the institutional environment is “the rules of the
game that define the context within which economic activity takes place. The politi
See also chapter 5, in particular, see the analysis of difference and divergence o f productivities
under different legal institutional environments (sections 5.2, 5.3 and 5.4).
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cal, social, and legal ground rules establish the basis for production, exchange, and
distribution”2.
On the other hand, the interaction between agents (i.e. affinities, proximity, ties,
and other sources of social capital) is also a key determinant in agents’ choices. As
we already suggested in the chapter of theoretical foundations (chapter 2), recent
literature provides evidence that social capital increases value creation because in
formal social relations and tacit social arrangements encourage productive resource
exchange and combination and thereby promote product innovations. This literature
also concludes that linkages and trust would provide a forum for dialogue and discus
sion to search for collaboration, which, in turn, would enable accelerating innovation
and productivity growth. This literature claims development to be in the direction of
transforming ‘institutions of transactions’ into ‘institutions of discussions’. ‘Discur
sive institutions’ connect actors to one another within the economy. As parties know
what they are getting into, they define common goals and wariness gives way to
recognition of mutual dependence. Further, for Coleman (1994) the economic value
of social affinity and attachment, namely, social capital, is “any aspect of informal
social organizations” and constitutes “a productive resource for one or more actors”
(1994, p. 170). So, both, the institutional framework and interaction between agents
will ultimately be two key components that determine the unfolding of innovative and
counter-innovative forces.
This setting intends to capture the idea that agents are myopic and have bounded
rationality. Institutions (social habituated ways of thought or action) and the interac
tion between agents, tend to influence agents’ choice. This means that agents tend
to comply with the environment. In other words, agents get an idea of how the
system works through causal observation and interaction with their environment, in
order to make a decision. We will see that, institutional rigidities and stringent accu
mulation of social capital could ‘lock-in’ organizations in low levels of innovative
activities (i.e. routine innovation in Schumpeter’s sense, see section 4.2 below for
further explanation), and high levels of counter-innovative activities.
It could be argued that the following analysis intends to portray a model of
organizational change that was originally conceived for technological diffusion and
lock-in of technological devices. The institutional environment, F, that determines the
choice or decisions of agents to practice either innovative or counter- innovative
activities, could ‘trap’ or ‘lock-in’ firms into a particular trajectory because they
cannot change their institutional environment readily. This lock-in condition will aid
us to explain the difference and the divergence on productivity among firms at a
theoretical and at an empirical level too.
We shall see that in our case of study, we are concerned with the legal ground rules that define the
context within which economic activity of business enterprises develops in Colombia’s manufactur
ing industry (see chapter 5).
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The analysis intends to point out that an innovation, in order to get diffused, has
to be ‘legitimised’ within a firm. That is, the cost to a firm of shifting to a high growth
path varies because the variety in the institutional environment and social capital
leads to variety and divergence in productivity performances. So, the institutional
frameworks and social capital give rise to different outcomes in firms even if they
had a similar start-up position. However, the institutional environment is at the
centre of the analysis because this parameter can change the path of the firm in such
a way that if it had been different in the margin, the state of affairs would have
developed differently for the firm. Hence, the focus is on how the process changed
radically in the presence of variety of institutional framework, which in turn deter
mines the agents’ choice. Using the evolutionary terminology, the institutional envi
ronment is the ‘selection environment’ for innovations, just as the market is the
‘selection environment’ for firms’ survival and fitness.
The standard Polya case is a special path-dependent process. We may think
of it as an urn of infinite capacity to which balls of two possible colours -red and
black, for exam ple- are added. Starting with one red and one black in the urn, add
a ball each time, indefinitely, according to the following rule: choose a ball from the
urn at random and replace it; if it is red add a red; if it is black, add black. This
process has increments that are path-dependent, that is, at any time the probability
that the next ball added is red exactly equals the proportion of red balls. How does
this process fluctuate? Do proportions of red (or black) balls vary indefinitely be
tween zero and one? Polya proved in 1931 that the proportions of red (or black)
balls do tend to a limit X and with probability one, but X is a random variable
uniformly distributed between 0 and 1. In other words, proportions do indeed
settle down -w ith a structure emerging each tim e- but the structure that is “se
lected” is perfectly random.
Arthur (1994, also 1984 and 1983 with Ermoliev and Kaniosvski), drawing on
Polya’s work, extended this special path-dependent process for a wider set of appli
cations (e.g. industry location patterns, competing technologies and the emergence
of macrostructure). He allowed the process, among other features, to add new units
at each time with probabilities that are not necessarily equal to but a function o f the
proportions in the urn. In our case, I will draw on this extension by ascribing
institutional arguments in the determination o f the allocation function.
Basically, the Polya Urn Process, in which Arthur’s work is based, is a mixture
of economic determinism and historical or random chance, in which “fluctuations
dominate at the o utset... [and] make limit points reachable from any initial condi
tions. But they die away, leaving the process ... convergent to identifiable attractors”
(Arthur 1994, p. 123). These processes are known as non-ergodic (see figure
4.1.1.A), because of their multiple outcomes. The early and ‘all-important’ random
unit increments “select” the structures that later on will emerge following the de
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terministic system’s action3. Any small alteration in the random perturbations at the
beginning of the process, and the final emergent structure could be totally different
to what in the first iterations seemed would be. However, the perturbations’ role
dissolves away later on and “the deterministic motions come to the fore” (Arthur
1994, p. 44). Hence, although the role of the random perturbations role is very impor
tant early on the process, it dies away leaving the determinate system standing in.
Besides these ‘self-perpetuating effects’ components -i.e. early perturbations
dying away and later on the deterministic system standing in- there is a random
shock effect. Radical innovations within the firm encounter such shocks, which matter,
according to David (1992, pp. 216-9), in so far as they allow the system (in our case,
the firm) to shake loose from its initial configuration e.g. low innovation levels. For
example, if a firm comes up with a radically new process or product innovation,
things could change for this firm, reversing its low growth path. Moreover, the rela
tive importance of perturbation and the self-perpetuating effects according to Krugman
(1991, pp. 657-8) is determined by the dynamics of the system.
I will not deal with the features ‘entry’ and ‘exit’ of firms because these mat
ters relate mostly to the study of independent entrepreneurship4 (Blanchflower
and Oswald 1998), whilst our case is focused mainly on intrapreneurship or cor
porate entrepreneurship5. The reasons to focus on intrapreneurship are, first, that
intrapreneurship is a prevalent phenomena in economies such as Colombia with a
strong presence of Business Groups, which are composed of juridically independent
firms connected through equity linkages, but created for horizontal integration and
market domination. Secondly, independent entrepreneurship is only a marginal eco
nomic phenomenon (creating new business) and studying only these phenomena
misses all the bulk of activities that happens after starting up a business. Witt (2001)
appeals also for this kind of approach by studying the development of firms that is,
studying the regularities that firms go through during their life span. This develop
mental approach emphasizes forces like intrapreneurship, which reside within the
organization. On the other hand, Aldrich and Martinez (2001), paraphrasing Low
and MacMillan (1988, p. 142), point out that the important point of entrepreneurship
for evolutionary modelling is to be found not in the question of why they exist but,
more critically, in the question of how these individuals manage to create and sustain
successful organizations. In this same vein, the present model focuses on the sus
taining success of entrepreneurship, which unfolds in either a just created or a maContrary to what happens in ergodic processes, where there is one possible outcome and perturba
tions 'wash away’, as in figure 4.1.1.B (Arthur 1994, p. 45).
Independent entrepreneurship is “the process whereby an individual or group o f individuals, acting
independently of any association with an existing organization, create a new organization” (Sharma
and Chrisman 1999).
Corporate entrepreneurship is “the process whereby an individual or a group o f individuals, in
association with an existing organization, create a new organization or instigate renewal or innova
tion within that organization” (Sharma and Chrisman 1999).
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ture firm6. There is another more technical reason however, which is that indepen
dent entrepreneurship is not possible under Polya’s and Arthur’s framework be
cause we would need a corresponding theory where reduction of innovative activi
ties are allowed in the firm (i.e. reduction of red or black balls in the urn). In this
case, for example, introduction of independent entrepreneurship would imply agents
within a firm quitting an existing organisational entrepreneurial process to begin their
own (rival) firm.
As we have seen in the chapter of theoretical foundations (chapter 2), the
perspective of entrepreneurship as a process starting from the base and working its
way up has had an expanding number of studies in the management literature since
two decades ago or so. The entrepreneurial process within the firm, namely
intrapreneurship, distinguishes itself from the traditional concept of entrepreneur
ship basically in that innovation is done within the context of existing organizations
(e.g. corporations, small businesses, state companies, non-profit firms, etc.). By
considering intrapreneurship as the innovation process within the firm, we will be
dealing with the emergence and destruction of new structures within the firm, rather
than the emergence and destruction o f firms. It concentrates on the process of
Creative Destruction within the boundaries of the firms, rather than between firms.
Nevertheless, this does not mean that the model will not deal with the issue of com
petition between firms. On the contrary, the third section of this model contains an
evolutionary ‘diffusion’ model (section 4.3), in which some conditions for ‘modern’
firm’s new technology ‘selection’ are laid out; however we must bear in mind that
the number of rival firms is fixed and ‘exit’ and ‘entry’ are not considered.
In order to apply the Polya urn processes, agents that are constantly adopting
or applying intrapreneurial activities must tend to infinity. So, as firms have a limited'
number of agents, the assumption will be that, although agents apply their
intrapreneurial activities within the firm, firms can operate under the same institu
tional environment7. And firms operating under one same institutional environment
shape similarly agents’ choice within those firms. Of course, if agents operate under
different institutional environments, these will affect differently agents’ choice of
action.
Let us first recall some definitions. Innovative forces are novel or non-routine
human activities that contribute directly or indirectly to develop the process and
Aldrich and Martinez (2001) consider that focusing on the successful cases could have a selection
bias. Their critic is to ask if “can we really get to know the key features of those individuals who enter
the heaven o f successful entrepreneurship if we do not see the actions and circumstances o f those
who ‘were not chosen’?” An answer to this type o f critic is that by focusing on the process of
entrepreneurship within an existing firm would eventually help the understanding of those successful
cases and, specially, the understanding of the selection mechanisms.
Actually, in chapter 5 we will be dealing with only three (legal) institutional environments: propri
etorship, private or public companies.
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outcome of an innovation project that ultimately will generate net output of the firm
or to the capacity of the firm to produce additional net output. Following Schumpeter’s
(1934) and Hirshman’s (1958) lead, these are activities such as leadership, willing
ness to assume risk, breaking through old patterns of finance of production and
distribution, courage, imagination and foresight. Other no less important are the abil
ity to engineer agreement among all interested parties (such as the inventor of the
process, the partners, the capitalist, the suppliers of parts and services), the ability to
enlist co-operation of official agencies (in such matter as customs duties, permits,
exchange, control regulations) and capabilities to forge problem-solving strategies.
Enlisted are also the ability to bring and hold together an able staff, to delegate
authority, to inspire loyalty, to voice problems encountered, to handle successfully
relations with labour and the public, a host of the managerial talents and a certain
willingness to defy the old order. I would add that other -no less important- compo
nents, include an awareness of existent rivalry, envy, malice and other retardant
forces with which the project will be dealing (excerpted from table 2.3.1.1).
Counter-innovative forces will be associated to those human activities that
are hindering directly or indirectly the development the outcome and/or the process
of an innovation project, hence, ultimately hindering firm’s net output production and
redistributing or transferring it in their favour. Following the work of Veblen (1923),
Lewis (1978), Williamson (1994), Macey (1998), and Bebchuk and Jolls (1999), these
activities are those such as strategic knowledge and information hoarding, discre
tionary idleness of productive means, perquisite consumption8, insider trading, hold
ups9, holdouts10, free-riding, shirking, managerial self-dealing and entrenchment,
hostility to change, a propensity for destructive criticism, and other type of routinesafeguarding and rent-preserving activities that serve to constrain change and re
form by underpinning the status quo11(excerpted from table 2.3.1.1).
Now, suppose that there are w agents in time t within a firm, and that each at a
time chooses between innovative and counter-innovative activities -tim e is event
time not clock time. Thus, the next unit is added to one of thej activities (/' = inno
vative or counter-innovative) with probability q.(F; VJ, where F is the fixed insti
Consuming perquisites are concurrent when managers deviate from shareholder wealth-maximization (M acey 1998).
Present when owners o f com plem entary assets to production threat to extract opportunistically
their quasi rents by threatening to withdraw their own inputs (Putterman and Kroszner 1996).
E ffort by the ow ner o f a property right to appropriate quasi-rents from an entrepreneur who
launches a wealth-increasing project that touches on that property right by holding his interlocutor
over a barrel in order to cut a deal (Cohen 1998).
Hirshman (1991) draws attention to retardant forces such as those who make use o f the perversity
thesis (i.e. sustains that any purposive action to improve some feature of the political, social or
economic order only serves to exacerbate the condition one wishes to remedy), the futility thesis (i.e.
holds that attempts at social transformation will be unavailing and will simply fail to ‘make a dent')
and the jeopardy thesis (i.e. argues that the cost of the proposed change or reform is too high as it
endangers some previous, precious accomplishment).

104

Ivin Dario Hernandez Umafia

tutional parameter and V, is the vector proportions of innovators and counter-innovators in time t. The vector function of probabilities q=[q,(V), qJV)] is the allocation
function, which maps the unit simplex S2 of proportions into the unit simplex of
probabilities.
The shape of this function is determined by the institutional parameter, F, (that
determines agents’ choices) and by the proportion of agents engaged in both catego
ries in time t, Vf As we shall see further on, although there are many shapes for this
function, we will work with the combination of increasing and decreasing returns.
Under this assumption, we allow there to be always some amount (greater than
zero) of agents that would prefer to operate as counter-innovators (or as innovators)
given any institutional parameter F and certain proportion in each category. In other
words, both types of activities have, at least, a small amount of agents.
This setting intends to reflect the idea that individuals are sometimes comfort
able with changing or reconstructing routines, but not always. Loasby (1990) stresses
that an individual’s construction and interpretative system is of limited malleability,
which is reflected in the limited adaptability of any individual’s framework. Hence,
not all agents within the firm are willing to assume innovative attitudes because of
their different readiness to undertake the risk of abandoning part of their interpreta
tive framework given by routines. Some agents are not even willing to take the risk
even if they are ‘penalised’ not do so, just because they are not prepared to adapt
and change. At a group level, it is reflected in some ready to undertake innovative
attitudes and some being ready to stay and safeguard their routines. Hence, what
this type of allocation function is capturing is the variability between individual
behaviour o f agents within the firm. We will analyse later on variations of this
allocation function due to changes in its determinants and its relation with its institu
tional environment.
The process starts at time 1 with a number i of innovators and a number c of
counter-innovators within the firm. The initial vector of allocations is y; = [ip c j
and the initial total of agents is then vv; = il + cr Let /( be the proportion of innova
tors in time t (/ = j'/W) and Ct the proportion of counter-innovators in time t, so
V=[l',CJ. Let Yt be a vector that describes the number of units in categories ‘inno
vation’ and ‘counter-innovation’ at time t, Yt = [if ct], when w; + (t-1) agents in
total have been located.
We can write the following:

Yt + l =Yt +d(<t>;Vt)

( 1)

Where d is thejth unit vector with a probability q.(F; V). Dividing Eq. 1 by the total
agents w;+f, the vector proportions in both type of activities, or shares, evolve as
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(2)
We can rewrite Eq. 2 in the form

Where e is defined as the random vector

(3’)
Equation (3) is the description of the dynamics of activities’ shares. The condi
tional expectation of £ with respect to the current state V( is zero. Arthur (1994)
derives the expected motion of the shares of proportions as,

(4)
The equation

(5)
is the equivalent deterministic system corresponding to the stochastic process. We
can see that the motion tends to be directed by the term q(F; VJ - V(. The equiva
lent deterministic system shows us that, if the probability q. of an addition to activity
j is greater than the proportion in activity j that is, /, or C(, in time t, this activity’s
share should increase -a t least on an expected basis. Conversely, if the probability
is less than the current proportion, it should decrease12. The probability of the next
agent choosing either activity will depend not only of the current proportion of agents
in that activity but also on the institutional factor. We will see below that the latter will
depend ultimately on the payoff structure of innovative and counter-innovative ac
tivities.
Some of the fixed points of q (where q(F,V)=V) are stable and some are repellent or unstable points.
A rthur notes that besides unstable points being self-perpetuating “ unless there are sufficient
perturbations, and sufficient repulsion near these points, it m ight be the case that unstable fixed
points can act as limit points for the process” (Arthur, 1994, p. 41). Perturbation effects, as already
noted (David 1994, Krugman 1991), matter in so far as they allow the system to shake loose from
its initial configuration and what determines the relative importance of perturbation and the selfperpetuating effects is the dynamics of the system.

106

Ivân Dario Hemândez Umafia

If allocation processes converge, they converge to a vector of proportions
(shares) represented by one of the attracting fixed points of the mapping from pro
portions into the probabilities of allocation13(see Figure 4.1.1 (A)). Equation (3) tells
us that shares drive the equivalent deterministic system (i.e. eq. 5, that is, the first
and the second terms on the right of eq. 3), together with a perturbation effect (the
third term on the right of eq. 3).
The results are that under non-restrictive technical conditions proportions con
verge to one or more of the fixed-points of allocation function q. Typically, when
there are self-enforcing mechanisms this implies that there is more than one fixed
point (called non-ergodic processes, see Figure (4.1.1(A)). The interpretation of
random or historical chance under this return regime is that small events of history
become all-important and decisive of the final outcome. Under this regime we there
fore have a useful way to identify the possible “structures” that can “emerge”. But
under the decreasing returns regime, historical chance is reduced to the status of the
“deliverer of the inevitable” (Arthur, 1994).
The allocation function has several shapes depending on the different increas
ing or decreasing returns regimes. Figure 4.1.1 (A) illustrates the increasing returns
whilst figure 4.1.1 (B) illustrates the decreasing returns. As we already noted, pro
portions converge to one or more of the fixed-points of allocation function depending
on the regime -w ith self-enforcing mechanisms there is more than one fixed point
(non-ergodic mechanisms). Figure 4.1.2 -w e will be working with this one- is a
mixture of both regimes. The positive and negative feedback given by the propor
tions of agents engaged in each activity generate this type of setting. In this figure,
there are more than two stable proportions: they are X, 7 and Z. In allocation proc
esses, fluctuations dominate motion at the outset but they die away, “leaving the
process directed by the equivalent deterministic system and hence convergent to
identifiable attractors” (Arthur 1994, p. 123).
The explicit form of the allocation function we will be dealing with, will be the
following:
q =l-q

1+ <D 1
where
’here
A, B are

= Ae~B
function o f

and
and

p a yo ff function

(5)
parameters

1+ <D *
But in order to converge to fixed points of the allocation function (and not rise to limit cycles or
more complicated asymptotic behaviour), Arthur simplifies matters by restricting (5) to be a gradi
ent system so that “there exists a non-negative potential function whose downhill gradient give the
movements of our deterministic system (this rules out cycles because no process can cycle forever
dow nhill)” (1994, pp. 41-2). For more technical details, please refer to A rthur, Em oliev and
Kaniovski (1984. 1983).
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This allocation function q(-) has the traditional ‘S-shape’ of the diffusion curves,
which intends to reflect the diffusion process to which innovative or the counterinnovative forces are submitted. This diffusion process is a function of the institu
tional parameter, 3>, and the proportion of innovators and counter-innovators in time
t. We shall see in the next section that the institutional parameter, O, will be deter
mined by the intra-organizational payoff structure of each firm. This relation gener
ates the variety o f institutional and incentive structures across firm s. As we
shall see, the differing intra-organizational incentive (or payoff) structures of firms
will generate multiple stationary points in the allocation functions, which develops a
variety of productivity performances across firms.

4.2 Innovators and counter-innovators' payoff structure
As we have seen in the previous section, the allocation function determines the
evolution of the dynamics of the proportions of innovators and counter-innovators
and the institutional parameter together with the current proportion of innovators and
counter-innovators, in turn, determining the allocation function. The differing intraorganizational payoff (or incentive) structures of firms will determine the institutional
parameter and, ultimately, determine the attractor points in the allocation function of
the firm, which, in turn, generates, as we shall see next, a variety in productivity
performances across firms. This section will provide the framework for such incen
tive or payoff structure of the firm.
Analysing the social institutions that provide the payoff structure for partici
pants, follows the appeal of Hodgson (1988) to study the organization and internal
structure of the firm as a social system. It also follows the suggestions for innovation
development of the European Institute of Business Administration (INSEAD)14 to
build up the intra-organizational social institutions that provide participants with the
incentives to remain committed to the pursuit of the business enterprise’s goals (i.e.
organisation process) and in control of the resources and returns integrated in the
innovation process (i.e. insider control)15.

The INSEAD, based in France, has been developing a theory o f corporate governance for the
economics of innovation in the last years (Lazonick 2000 and O 'Sullivan 2000). Their objectives
are to fill the theoretical gap left and fostered by shareholding and stakeholding theories in explain
ing the dynamics of resource allocation in innovative activities.
The next section (section 4.3) follows the suggestion of INSEAD that the organisational level is not
enough to study the appropriate institutions for innovation development. The financial level must
be included also into this type of analysis because it is required a commitment (i.e. sustained and
lasting sources o f finance) until the time that productive resources generate returns which will
provide the financial liquidity that will allow the enterprise to survive. The next section will tackle
the financial level by including into the analysis the variety of internal and external financial sources
that entails a difference in legal institutional environment.
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Let 71., the net output of the firm i, be a positive exponential function of the
proportion of innovators in the firm: n . ’(l)>0 and it. (I)”>0 ,6. Recall that innova
tive activities are generating the net output of the firm (whilst counter-innovative
activities are merely transferring or draining such net output). Both derivatives (first
and second) of the net output function are positive, which means that innovators’
coalitions generate positive feedback over production. This functional form of the
production function intends to reflect the positive feedback generated by networking
and social capital of innovative activities, and the adoption of common standards of
collective work of innovators created during the production process (David 1994).
So, expansion of innovative activities increases more than proportionally the firm’s
net output due to the enforcement mechanism that the innovators’ teamwork gener
ates.
Let the innovators’ payoff function, ji, be
n(l-8)-H

when

I >I

( 6)

/* =
0 L when

I < /*

The product of the creativity and work of innovators is the net output, n., so
ideally their payoff should equal the total net output. However, due to the existence
of counter-innovative forces, there is a constant proportion of this net output, which
is diverted towards counter-innovators and is measured by 8 -obviously 0<5<i.
Besides this counter-innovative ‘tax’ to innovative behaviour, there is also a harm,
H, caused by counter-innovative forces (explained below), which diminishes innova
tors’ payoff. We are assuming a critical proportion of innovators, /*, in which inno
vative activities are embedded in routine activities'7. They do not encounter any
diversion of net output and their payoff is in this case 0r They are viewed as ‘routine
innovators’ because they are committed to activities that solve problems on a dayto-day basis in a rather calculative way and, hence, are no longer viewed as ‘dissent
ers’ or ‘disrupters’ of routine activities. By practicing routine innovation they do not
leap into the unknown, disrupting habitual ways of production. However, this brings
the consequence that the level of net output is the minimum for firm’s viability -w e
will analyse in the next sub-section this assumption more carefully under the theo
retical basis provided by Schumpeter and Nelson-Winter. H is the amount of harm
that counter-innovators generate, which is expressed as follows (based on Becker
1968):
t.

16

Unless suited differently all the following variables are in time
time not clock time t.

Please recall that time here is event

17

Recall that the proportion of innovators is equal to the number of innovators divided by the total
amount of agents within the firm.
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Where H is the total amount of net output that was not produced because of
the exertion of counter-innovative activities, r| is the parameter that measures the
fixed costs of monitoring counter-innovation, 11(7+5) are the total monitoring costs
(increasing function of 5), and P is punishment for counter-innovators which is ex
pressed as follows:

(8)

P= p(Jl)S

Wherep(ri), the probability of being caught in counter-innovative activities, is a
positive function of the fixed monitoring costs to detect counter-innovative activities
(e.g. holdouts, hold-ups, shirking, hoarding knowledge, management entrenchment,
etc). So, as the expenditure in monitoring costs increases, the probability of being
caught in counter-innovative activities increases as well. 5 is the (monetary) sanc
tion (parameter) for counter-innovators. Low levels of punishment towards counter
innovation, P, due to low fixed monitoring costs or low sanctions translates into agents
waiving the right to enforce sanctions and monitoring counter-innovation within the
firm. On the other hand, high levels of punishment translate into an enforced right to
withstand counter-innovative activity within the company. So, high (low) levels of
punishment measure the intolerance (impunity) toward counter-innovation within the
firm.
The payoff function for counter-innovators will be:

c
a =

(9)
Gl when

I < 1~

Where c is, as stated earlier, the number of counter-innovators within the firm.
The portion 8 n r -i.e. 0<5< I- of the net output that is constantly being diverted
towards counter-innovators. It intends to measure the level in which counter-innova
tive activities exploit the innovative and productive activities. The punishment is, of
course, the deterrent of counter-innovator’s payoff (explained above). We are as
suming a critical amount of counter-innovators, (1 -1**), in which counter-innova
tive activities are at their maximum and the innovative activities are at their minimum
(/**). At this point counter-innovators switch to routine activities that are no longer
draining the payoff from innovative activities as counter-innovators and innovators
have the same payoff and their objective is to produce the net output so that firm’s

110

Ivin Dario HemSndez Umafia

survival is viable. Counter-innovators practice the routine activities and have no need
to safeguard them because innovators have switched, in turn, to “routine innovation”
in which there is no current threat to the status quo of the present way of production.
In this case, the revolutionary forces of innovation have been superseded by routine
activities but have dragged the system to an underdeveloped state where activities
are based largely on traditional behaviour (see next subsection (4.2.1) for more de
tail).
We will see next that innovative activities tend to increase when the payoff of
innovative activities are greater, i.e. ji > cr; and that counter-innovative activities
tend to increase when the payoffs of counter-innovative activities are greater, i.e. n
< a. In figure 4.2.1 we can see the payoff functions depicted. Hence, these func
tions have three intersecting points, /**, K and /***, in which the payoffs of innova
tors and counter-innovators are the same, that is the functions n and cr are equal,
hence:

i

( 10)

c
and
Gl

when

I < I**

Without the existence of these intersecting points K and I***, there would be
no tension in the co-existence between innovative and counter-innovative activities
since there would be no contrasting payoff structure. On the contrary, the existence
of such intersecting points allow for a contrast in payoffs of (and ultimately a tension
between) innovative and retardant forces. Within a certain range of intersecting
points, innovators are overcompensated whilst within another range of points, counter-innovators are overcompensated, dragging up or down the system’s level of pro
ductivity, respectively, as we shall see next.
When both payoff functions are equal and p = I2 then we can re-write eq. 10 as
follows18:

/ 3 —/ 2(1—<5) —/ {fi- r ] ( \ + 8 ) ) - H = 0

when

and
0L

when

/>/**

( 11)
/</**

For reasons o f sim plicity, I have assum ed a low exponential value in the net output function,
however, giving a higher value to this exponent would not alter the main features of analysis.
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Which yields three intersecting points /**, K and /*** which are function,
ultimately, of the three parameters: 1) the diversion of net output, 2) the total costs of
monitoring counterinnovation, and 3) the structural and total harm caused by coun
ter-innovation -see figure 4.2.1. In order for these three points to coincide with the
three points in which the allocation function cuts the 45 degree line (see figure 4.2.1
(c)), we have to replace their values into the following equation, which is obtained by
equating (5) to / ( and re-arranging:
1 -/
(11)'
/
This means that the institutional parameter, O, is in function of the variable /,
which is in turn function of the three parameters that determine the intra-organizational payoff structure of the each firm: 1) the diversion of net output, 2) the total
costs of monitoring counterinnovation, and 3) the structural and total harm caused by
counter-innovation. These are differing parameters in each firm given that firms
differ in the way they favour or punish counter-innovation. This key difference among
firms, as we will see in the subsection 4.2.2, is associated to the evolution o f the
ownership structure and the governance institutions that shape the innovative
forces’ unfolding within the firm.
Hence, the differing intra-organizational incentive (or payoff) structures of firms
generate multiple stationary points in the allocation functions, /** and I***, which
are attracting fixed points (K is the unstable point) in the allocation function, in which
the payoffs of innovative and counter-innovative activities are the same. This makes
sense because the probability of the next agent choosing one activity or the other will
depend on the payoff structure of these activities (see Baumol 1993, 1990). Recall
that the probability of the next agent choosing either activity will depend not only of
the current proportion of agents in that activity but also on the institutional factor. As
stated above this setting intends to capture the idea that agents are myopic and with
bounded rationality. The payoff structure and the interaction between agents, influ
ence the institutions (social habituated ways of thought or action), which shape agents’
choice. In other words, agents get an idea of how the system works through casual
observation and interaction with their environment, and they do so in order to make
a decision.
We must bear in mind that the point /*** is the maximum proportion of innova
tors that this particular system converges to and it has an associated probabililty ofD
and that /** is the minimum proportion of innovators that this particular system
converges to and it has an associated probabililty of B in figure 4.2.1 (c). Note that
the maximum and minimum proportions of innovators, are both between zero and
one. This means that there is always a small or big proportion of both innovators and
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counter-innovators, co-existing and withstanding each other. K is the so-called wa
tershed point (Arthur 1994) or tipping point (Schelling 1978).

4.2.1 Minimum innovation level for firm's viability
The minimum level of innovators for firm’s survival, /**, represents the phe
nomenon stated by Schumpeter as ‘routine innovation’. It is described by Schumpeter
in the following words:
“It is much easier now than it has been in the past to do things that lie outside
familiar routine -innovation itself is being reduced to routine. Technological
progress is increasingly becoming the business of teams of trained specialists
who turn out what is required and make it work in predictable ways. The romance
o f earlier commercial adventure is rapidly wearing away, because so many more
things can be strictly calculated that had of old to be visualized in a flash of
genius” (1943, p. 132)

In many senses, we could say that innovation would exist as far as problems
within existing procedures exist. Following Schumpeter’s lead, Nelson and Winter
(1982) suggest correctly that a minimum of innovative behaviour within firms is
necessary to anticipate these type of routine problems. Hence, the firm in order to be
viable and, given its need of a minimum level of net output, must anticipate solutions
to the problems that may reveal in a further stage19. For example, departure of
personnel is unavoidable within firms so this must be anticipated by training strate
gies. So, in a broad sense, innovative behaviour is spread within organizations to
greater extent and is a less rare phenomenon than is commonly appreciated; but,
under this perspective, innovative activities are embedded within routine activities.
Following this line of argumentation, innovation levels can be dragged no lower
than I** because it would imply a decrease in the payoff functions to non-viable
levels for a firm’s survival given the negative values of net output and labour produc
tivity beyond this point (see figure 4.2.1). This means that, in order to have an eco
nomically viable scenario, we will assume that in level I* (see figure 4.2.1) the net
output produced by innovators will no longer be diverted and innovators will switch
from payoff (J. to the payoff of ‘routine innovators’, QL -which yields a low level of
firm’s labour productivity20.
Under this framework, innovation is simply the new combination of routines like for example “the
establishment of new patterns of information and material flows among existing subroutines” (Nelson
and W inter 1982, p. 130).
This low level of productivity will be called in the next section the labour productivity o f the old or
traditional firm , l/a m, so qt = i/a ,, where at is the labour requirement of the old/traditional firm. High
levels of productivity, q(/, will be of course associated to the modern firm, l/a m, so that qfJ —H am,
where a_ is the labour requirement of the modern firm.
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This assumption draws from the ubiquitous phenomena in underdeveloped econo
mies where firms are largely based on traditional technologies and seem to be trapped
in traditional ways of production, with low levels of productivity. It is a condition in
which innovative behaviour is rather a ‘routine innovation’ and is bound to the prec
edents handed down from, in terms of Nelson and Winter (1982), the ‘civilised’
regions of routines.
On the other hand, in/*, counter-innovators’ relative payoff is still greater than
innovators’ payoff, and so the determinate system is still dragging down the propor
tion of innovators up to/** given that the probability of next agent choosing to be an
innovator is still less than the proportion of innovators. Since between /* and /**
net output is no longer diverted, counter-innovators’ dividends crowd out21 and inno
vators’ and counter-innovators’ payoffs converge to 0t , dragging the firm down to a
low level of labour productivity and of innovators’ proportion (see figure 4.2.1).
From this follows that the payoff functions are also assumed to intersect at some
level greater than the minimum level of innovators for firm’s survival, /** in our
case, in order to have a contrasting payoff structure i.e. K>I***.

4.2.2 Changes in payoff structures and on dynamics of the system
This section analyses the shifts in the allocation and payoff functions’ curves.
This analysis will ultimately help us to examine how the different intra-organizational
payoff structures across firms generates multiple stationary points in the allocation
functions, which describe how innovative and counter-innovative forces are built
within the firm. This setting shows that the variety across intra-organizational payoff
structures unfolds in a variety of productivity performances across firms.
The key difference among firms in their intra-organization payoff structure
mainly relates to the evolution o f the ownership structure and the governance
institutions that shape the unfolding o f innovative forces within the firm. Both
the allocation function curve and the payoff of innovators and counter-innovators
curves will basically depend on the variations of two parameters: the net output
diversion, 8, and the punishment to counter-innovators, P 22. Variations in net output
diversion, 5, and the punishment to counter-innovators, P, intend to capture the idea
that firm s vary in their payoff structures because o f the institutional change
that firm s undertake, fo r example, during their succession process.

The ‘pie’ has to be shared between an increasing number counter-innovators, so the ‘slices’ become
smaller and smaller.
We assume that the structural harm that counter-innovators cause, that is the net output that is not
generated due to the counter-innovative activities, is constant.
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When firms outlive their original creators the (legal) institutional environment
has to be changed in order to have a continuity (in case the founder dies or is incapa
ble to continue managing her/his business). This institutional environment change
entails some key effects over the institutions of the firm that govern the innovative
forces’ unfolding. The succession process could either allow or forbid the ownership
transfer to more innovative agents (see chapter 5 for further discussion on this topic).
The latter alternative would probably apply to those firms that intend to maintain
personal control rather than impersonal, formalized and hierarchical procedures to
monitor the production process; the probability of punishing counter-innovators would
rise in this case, PT. However, when structures are too restrictive they generate low
degrees of attachment and affinities in property relations between agents because
they do not co-own, or do not feel emotionally bound to, property. The restrictive
nature in property structures generates low feelings of attachment and could propel
counter-innovation and so the diversion of net output would increase i.e. 5T.
On the other hand, firms with a succession process that allows more innovative
agents into the ownership structures allow greater levels of attachment; and so,
engaging in counter-innovative activities within such structures would be alike to
steal and cheat on personal belongings. The diversion of net output would decrease
under this circumstances i.e. 8 i. However, impersonal, formalized and hierarchical
procedures to monitor the production process would reduce the probability of pun
ishing counter-innovators so punishment would decrease in this case, P-l.
So, there is a trade-off going on with the firms’ succession process: firms fa
vouring a succession that maintains personal control (not transferring control to those
more innovative agents) would increase the probability of punishing counter-innovators, PT, but the net output diversion would increase, 8T. Firms favouring a succes
sion that transfers control to those more innovative agents would decrease the prob
ability of punishing counter-innovators, P i, but the net output diversion would de
crease, 8 i.
Changes in the net output diversion, 8, imply i) a direct change in the portion of
net output (produced by innovators) diverted toward counter-innovators and ii) a
direct change in the total costs of monitoring counter-innovative activities. (I am
assuming that the monitoring fixed costs, T|, are constant.). Whilst changes in P
imply a direct change in the payoffs to innovators and an inverse change in the
payoff to counter-innovators.
For example, a decrease in the diversion of net output, 8 i, and a higher punish
ment to counter-innovators, PT, shift i) the payoff differential to the left, ii) the allo
cation function in the same direction and iii) the tipping points levels, K -> K \ that is,
making increasing and diminishing returns structure change (see Figure 4.2.2 (A)).
This rewards the firm with a new tipping point, K \ closer to zero. The probability of
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the next agent choosing to be innovator is now higher in the point K (and in all levels
of the proportion of innovators at least up to K ’). So now, according to this shift of
the allocation function, a lower proportion of innovators is needed for teamwork
feedback to start operating. Hence, the firm requires a lower proportion of innova
tors, K \ as initial condition in order to shift to a high productivity path, in which
agents have a greater proportion of innovators and the labour productivity is higher.
Additionally, when the diversion of net output is less and punishment is high, counter
innovators not only benefit less from their activities (i.e. 8n-P-l) but also they cause
less harm to the firm because costs of monitoring counter-innovation are less (i.e.
11(7 + 5; ! ) .
On the contrary, an increase in the diversion of net output, 5T, and a lower
punishment to counter-innovators, 7*4, shift i) the payoff differential to the right, ii)
the allocation function in the same direction and iii) the tipping points levels, K -> K ”,
that is, making increasing and diminishing returns structure change (see Figure 4.2.2
(B)). This punishes the firm with a new tipping point, K ”, closer to one. The prob
ability of the next agent choosing to be an innovator is now less at the point K (and in
all levels of the proportion of innovators at least up to K
So now, according to this
shift of the allocation function, it is needed a greater proportion of innovators for
teamwork feedback to start operating. Hence, the firm requires a greater proportion
of innovators, K ”, in order to shift to a high productivity path. Additionally, with a
higher diversion of net output and lower punishment, counter-innovators not only
benefit more from their activities (i.e. 5n-PT) but also they cause more harm to the
firm because costs of monitoring counter-innovation are greater (i.e. ti(7+8,)T).
This analysis implies that, given the same proportion of innovators, say K in
figure 4.2.2, the firm will yield a totally different level of productivity depending on
the levels of parameters 8 and P. In the case of a low net output diversion, 8t , and
high punishment toward counter-innovation, PH, with an initial condition of K, the
proportion of innovators build up toward a high level of labour productivity. Whilst in
the case of high net output diversion, 8W, and low punishment toward counter-inno
vation, PL, with the same initial condition K, the proportion of innovators build up
toward the low level of labour productivity.
These conditions leave firms in two different situations. First, a firm that man
ages low levels of net output diversion, 8t , and high punishment toward counter
innovation, PH, counts with an intra-organizational incentive structure that allows the
firm to enter into a higher growth path, which could unfold in a higher productivity.
Such firm is, namely, a modem firm. Second, a firm that counts with high net output
diversion, 8W,and low punishment toward counter-innovation, PL has an intra-organi
zational incentive structure that sets a trap of low growth path, which unfolds in a
low productivity. Such firm is, namely, an old or traditional firm.
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In sum, the firm that manages appropriately the trade-off between punishment
to counter-innovators and the net output diversion towards counter-innovation dur
ing, for example, its succession process could end up requiring a small propor
tion o f innovators in order to achieve greater productivity. On the contrary,
firms managing unfavourably the trade-off between punishment to counter-innova
tors and the net output diversion towards counter-innovation during its succession
process could seriously hinder the firm with greater necessary innovators’ pro
portions in order to achieve a greater productivity. We will call modem firm the
firm with a high level of labour productivity due to low net output diversion bL and
high punishment toward counter-innovation, PH. And we will name old or tradi
tional firm the firm with a low level of labour productivity due to with high net output
diversion 8;/ and low punishment toward counter-innovation, PL (Figure 4.2.2).
The next section will examine the effects of the different (legal) institutional
environment across firms in the industrial growth. We will see that, differences in
institutional environment create differences across firms in their supply and sources
of investment capital, which will affect could affect industrial productivity perform
ance.

4.3

Evolutionary models of diffusion and differing institutional
environment

This section is based on two streams of literature. The first is the institutional
literature and the second is evolutionary diffusion models. Fusing these two streams
of literature draws from Richard Nelson’s appeal in the Schumpeterian Conference
of 2000 held in Manchester: “bring institutions to evolutionary thinking”. It attempts
to extend the evolutionary diffusion analysis by including the institutional environ
ment dimension. It also follows the suggestion of INSEAD, which emphasizes that
the study of the appropriate institutions for innovation must move beyond the devel
opment of the firms’ organisational level (Lazonick 2001 and O ’Sullivan 2000). The
financial level must also be included into this type of analysis because a financial
commitment is required (i.e. sustained and lasting sources of finance) for innovation
until that time productive resources generate returns which will provide the financial
liquidity that will allow the enterprise to survive. Other literatures also suggests that
innovators are reliant on sources of finance, which will ultimately assist them to
“break-out since factors of production have to be diverted from present (and past)
use into new (combination) and guided by faith in potential anticipated profit (based
upon the belief that the innovation is superior to past practice)” (Wynarczyk 2000,
p. 332).
The financial level is included into the analysis by assuming the variety of inter
nal and external financial sources of firms that entails a difference in (legal) institu
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tional environment across firms. The evolution of the legal institutional environ
menta, concerns the legal ground rules that define the context within which eco
nomic activity of firms develop. According to Williamson (1999), the institutional
environment shapes governance institutions, which are the social structure that
exercises authority, direction and control within firms (Zingales 1998).
The industrialization process in Colombia’s manufacturing industry started over
three-quarters of a century ago (Cuevas 1986, Ocampo 1994) and the great majority
of the industrial diversification was developed between 30s and 40s, and especially
after World War II (Bejarano 1994). This means that, by the 1960s and 1970s, the
majority of the entrepreneurial firms that had initiated this process began to outlive
their original creators. In order for these firms to have a continuity (in case the
founder dies or is incapable to continue managing her/his business), the legal institu
tional environment had to be changed. As a result, there was a widespread diffusion
of the Limited Company structure in the establishments of Colombia’s manufactur
ing industry during the 60s and 70s and a big reduction of entrepreneurial firms. This
reflects the idea that the institutional evolution during this period seems to be at the
stage of replacing the original entrepreneurs by transforming former (or creating
new) entrepreneurial business, which frequently occured at the junction of succes
sion from one generation to the other (Hoy and Verser 1994).
This institutional evolution has some effects over the governance institutions,
which form the social structure that regulates production relations within firms and
exercises authority, direction and control within firms due, for example to new own
ers, new managers, new norms, etc. However, how the selection and replacement
of the original entrepreneurs occurs would be determined by the institutional change.
For example, as we will see in chapter 5, if the firm adopts a ‘private’ limited liability
then the transfer of firm’s control would be determined by family (tribal, communal)
norms, family law and the law of inheritance that regulate ownership relations. The
selection and replacement of the original entrepreneurs could even pose an institu
tional constraint on the efficient allocation of control. We will leave further discus
sion of this analysis to chapter 5.
Recall that the previous section found that, as a result of the dynamics of the
model and the innovators and counter-innovators payoff structure, there are two
varieties of firms: those with high (i.e. modem firm, m) and those with low labour
productivity (old/traditional firm, o). This section will examine the differing invest
ment policies of modem and old/traditional firms due to the differing institutions that
govern firms, which are, in turn, generated by the variety in the institutional environ
ment. The old firm, besides having an intra-organizational structure that locked it
into a low growth path, also has a different finance source -differing relative internal
According to W illiamson (1994, p. 102), the institutional environment are “the rules o f the game
that define the context within which economic activity takes place. The political, social, and legal
ground rales establish the basis for production, exchange, and distribution”.
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external sources of finance—due to an institutional environment that does not allow
a greater commitment to innovative projects. Whilst the modem firm, besides having
an intra-organizational structure that sets it on to a high growth path, also has finance
sources -differing relative internal external sources of finance— due to a different
institutional environment that allows them a greater commitment to innovative projects.
Let us assume these two firms are located in one industrial sector of the economy,
they are rivals and have the same capital coefficient b. On the other hand, their
labour requirement, a., will be different, obviously because labour productivities, 0.,
are also different given their differing governance institutions and innovative activi
ties’ unfolding processes (see the analysis of the previous section). Let us assume,
as well, that unit labour costs, h., d=m,o), are different (Nelson 1968, Nelson and
Winter 1982, ch. 10, and Nelson and Pack 1999 and Metcalfe 1999, 1998, chaps. 2
24
and 3) :

a=Y./L.; so 0i=l/a.

( 13)

hm=gW/a
°
m

( 14)

h =W/a.

(15)

W is the cost of labour and g will be a labour quasi-rent in the modem sector,
which entails modem firm’s need of skilled workers to manage more recent tech
nologies (i.e. g>P5). Obviously, the higher labour productivity, 0H, will be ascribed
to the modem firm (so that QH=l/am) and low labour productivity, 0t , will be ascribed
to the traditional firm the modem firm (so that 0t - H a ) . Hence the labour unit cost
of the modem firm is less than in the traditional one, hm<hg (assume g is never big
enough to set off this cost differential).
Firms will be assumed to differ in both their willingness to invest (i.e. <))m* <|>o),
and in their propensities to accumulate (i.e. a m* a o). The differences in propensities
to accumulate should capture the differing institutional environments of firms, which
are, as we shall see below, key for industrial growth. Differences in the sources of
finance reflect the institutional change from entrepreneurial to limited liability set
tings, which entails a difference in both internal and external finance sources. The
institutional changes for firms will be then translated in differing parameters a. for
each firm i *j.
Let TP be total profit, y product, and P price in each firm i. There are two
sources of financing investment at the firm: internal, IP, and external, EF.
Unless stated differently all the following variables are in time
Nelson and Pack (1999) ascribe g a bonus for education.

t + 1).
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(16)
(17)

IP i= P iT P i

(17)
K = I i = IPi + EFf = Pi

^ ) , . + EFj
(18)

Where P is the portion of what is invested of profits, 0<p<7. Assuming EF.=p.
IP. (i.e. external financing is only a portion of invested profits, i.e. 0<p<l) hence:

(19)
(20)
i

b

From equations (16) to (20) we can see that the differences in both their will
ingness to invest (i.e. <t>m* <f>o), and in their propensities to accumulate (i.e. a m* a o)
depend on three factors (as in Metcalfe 1998, ch. 3):
1) The capital:output ratio, b (assumed the same in both firms),
2) The portion of profits re-invested for the firm’s expansion, 3 ,
3) The external sources of finance as a portion of invested profits, p.:
Metcalfe (1998) provides some powerful reasons for recognising differing will
ingness to invest and propensities to accumulate and ultimately key differences across
firms:
“[Firms] will not have similar routines to govern their investment behaviour.
The owners of different firms may take very different views as to the disposi
tion o f current profits, preferring dividends today to prospective capital gains
tomorrow. Managers may equally differ in their willingness to grow and indeed
in their ability to manage the process of accumulation” (p. 73).

According to the previous discussion, the diversity of institutional environment
of the firms, such as the differing legal settings in the limited liability companies,
shape the relationship between different agents of the firm. Their different attitudes
towards investment, and in particular toward innovative activities’ financing, are
strongly constrained by the institutional framework of the firm, which is in turn deter
mined by the legal structure.
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Hence, there is a distinction to make between investment in modem and old/
traditional firms due to the differing institutions that govern firms, which are, in turn,
generated by the variety in the institutional environment. The old firm, besides hav
ing an intra-organizational structure that locked it into a low growth path, also has a
differing finance source -differing relative internal external sources of finance—
due to its differing institutional environment that do not allow a greater commitment
to innovative projects. Whilst the modem firm, besides having an intra-organizational
structure that set it on a high growth path, also has finance sources -differing rela
tive internal external sources of finance— due to its differing institutional environ
ment that allow them a greater commitment to innovative projects. The following
investment functions intend to reflect this phenomena and make a distinction be
tween modem and old firms:
(1 }
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m

(21)
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According to (22)’, the following growth rates of the modem and the old firms
are then:

8m = T[~0m +CCm (Pm ~hm)\
b

(23)

g o = HYj -<
p o - h•-o'
0)\j
'- P<oo + “a o(
o 'fo

(24)

Ultimately, what we are aiming at is to find the condition so that the growth
rates of the modem firm is greater than the one of firm gm>g0- But first we will find
an expression of these growth rates in terms of the exogenous variables of the
system and present some special cases.
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Following Metcalfe (2000, 1998), assume that the price of the industrial sec
tor’s product,7 , is set as the average of the prices of modem firm p mand the old firm
p o, weighted by the market share of the modem firm, sm, as shown in the following
equation:
P = smp m + ( l - s m)p„

(25)

The growth rate of the modem firm’s demand, gDm, equals the growth of the
demand, gD, plus the level of competition, X, times the gap between the average
price of the product in the industrial sector, P, and the modem firm’s price, p m:
8 Dm = 8 d + M P ~ Pm)

(26)

Note that the level of competition (perfect, À=°°, imperfect, 0<À<°°, or mo
nopoly, X=0) ultimately determines the growth of the modem firm’s demand. Metcalfe
(2000, 1998) calls this coefficient the speed of the market selection process. Perfect
competition, where all price and quality information is fully diffused to all partici
pants, means an infinite increase in the growth of demand of the modem firm. Under
this case the modem firm is required to set the same price if it is to have any sales at
all. Whilst under monopolistic regime the growth of market of the firm matches the
total market growth since it is a monopolist in the sector. Replacing (25) in (26), we
obtain the expression:
g Dm = g D + W - S m)[po - p m]

(27)

If we assume that the modem firm sets its price to the level where its capacity
to grow or expand matches exactly the growth or expansion of the market, then
&m

(28)

& Dm

From equations 24 and 23 we obtain the following two equations:
From

(24)

(29)

From

(23)

(30)

By replacing equations 28,29 and 30 in equation 27, we obtain

8m= g 0 + A ( l - 0

b g o + 0o

bgm +<t>m

a.o

or,m

(31)
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Assuming that the growth of market is set as the sum of the growth rates of the
modem, gm, and old firmgo, weighted by the market share of the modem firm, sm, we
account for this as follows:
(32)

8 D = S mg m + ( l - S m) g 0
Re-arranging equation 31 yields

<t>m
a mm

a„o

(33)

gm and go in equation 32 can be expressed distinctively in the following two equa
tions:
gm = g p - f l - Q g .

From (32)

(34)

ga = Sp SmSn
(1- o

From (32)

(35)

Finally, by replacing equations 34 and 35 in 31 we obtain the equations of growth
for both (modem and old) firms we were looking for:
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Where
u = a [a + Á b ( l - s )l + s a Xb
o m
m
m m
The special cases are done by restricting the assumptions of variety in propen
sities to accumulate and in willingness to invest. But before we start with these
cases, the system, when gD=0, yields as condition for a greater growth of the modem
firm the following condition:
h _h

o

m

0

0

&

a

m

~ 8 m > SQ
o

Condition{b)
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Condition (b) says that any investment advantage of the old firm must not
offset the technological advantage of the modem firm when the market size or scale
does not increase.
Now, if we restrict assumptions and suppose that there is no variety in propen
sities to accumulate, a m = a = a , then the condition for a greater growth of the
modem firm is

h - h > — (0 -</> )
o
m a m
°

=p

m

>g

o

Conditionic)

If we restrict/assumption and suppose no variety in the willingness to invest,
<J) = <}) = <)>, the condition for a greater growth of the modem firm is

/h - h
o m

>0

a -a
o
m
a a
o m

=g

>g
°o

Conditioned )

And if we restrict assumption to neither variety in propensities to accumulate
nor in the willingness to invest, a m = a = a and <t>m= <t>o = <(>, the condition for a
greater growth of the modem firm is the same condition for growth as in Nelson &
Pack (1999) and Nelson & Winter (1982),

h >h
o
m

=s

m

>g

o

Conditionne)

The condition (e) shows that lower unit costs in the modem firm -due to its
technological advantage- will be the incentive to re-allocate resources in the modem
firm, generating a greater average level of productivity and, hence, a greater pace of
industrial growth. This is in few words the traditional technological condition of
Nelson (1968), Nelson and Winter (1982) and Nelson and Pack (1999) and is only a
special case under our framework, where there is no variety in institutional environ
ment. However, under a wider framework where institutional variety impacts on
economic growth, the condition is more complex, as we shall se next.
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4.3.1 Condition for industrial growth with institutional variety
Subsequently, the condition for a greater growth of the modem firm, gm> go, is
as follows:

DD

Difference in
differentials CO & ID

The condition (a) shows that when the difference between the investment
advantage o f the old firm and the technological advantage o f the modem firm
is greater than the product between the constant C, the ratio AA and growth rate of
the market, gD, then the modem firm is growing at a greater pace than the old firm.
This implies that because of the diffusion mechanism, there is a greater growth pace
of the industrial sector. All variables and parameters in condition (a) are assumed
greater than zero and the share of the modem firm is assumed different than Vi otherwise the respective range of combinations that comply with modem firm’s
growth is undetermined.
Hence, the technological condition of Nelson (1968), Nelson and Winter (1982)
and Nelson and Pack (1999) is only a special case, where there is no variety in
institutional environment which yields difference in the intra-organizational structure
and in the finance sources of firms. However, under a new framework that includes
the institutional variety dimension, we have proved that this variety accounts for
economic growth.
In sum, growth does not depend, under this framework, only on the technologi
cal advantage of the modem firm that generates imbalances in unit costs, but also
depends of:
i)
ii)
iii)
iv)

the growth of the market size or scale,
the market share of the modem firm,
the differences in the propensities to accumulate among firms, and
the differences in the willingness to invest among firms.
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The analysis in chapter 5 will examine the accuracy of these conditions ex
plaining the industrial growth of Colombia’s manufacturing industry.

4.3.2 Conditions for growth scenarios
The conditions for growth are determined basically by changes in the differ
ence in the propensities to accumulate between old and modem firms, a g - a m, and
in the market growth, gD. Changes in these two variables can produce two sce
narios: pro-modernity or anti-modemity according to the sign of slope of the right
hand side term of the growth condition (a) (see table 4.3.2.1).

Table 43.2.1
The slope is positive either (see
figure 4.3.1 (a))

The slope is negative in the two
alternate cases (see figure 4.3.1 (b)):

When the market share of the modem
firm is greater than Vi
and
the propensity to accumulate of old firm
is lower than the in the modem firm

When the market share of the modem
firm is greater than Vi
and
the propensity to accumulate of old firm
is higher than the in the modem firm

or

or

When the market share of the modem
firm is less than Vi
and
the propensity to accumulate of old firm
is higher than the in the modem firm

When the market share of the modem
firm is less than Vi
and
the propensity to accumulate of old firm
is less than the in the modem firm

In the pro-modernity scenario, the modem type of firm is able to penetrate the
industrial sector and, hence, increase industrial growth. Whilst in the anti-modemity
scenario, the modem type of firms are not penetrating the market, hence, old firms
drag down the industrial productivity growth due to its older technology’s vintage.
The conditions for growth in the pro-modernity scenario occur when either
(see table 4.3.2.2):
0

The slope of the right hand side term of the growth condition (a) is positive and
there is a decrease in the disparity of the propensities to accumulate between
modem and old type of firm (as in figure 4.3.2 (a)) and there is a decrease in
market growth (as in figure 4.3.4 (a)),
or
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The slope of the right hand side term of the growth condition (a) is negative and
there is an increase in propensities to accumulate disparity between modem
and old type of firm (as in figure 4.3.2 (b)) and an increase in market growth
(as in figure 4.3.4 (b)).

Thus, increasing industrial growth, depends on the relative finance sources of
the modem and the old firm and their respective penetration of the market. So any
growth policy has to take into account these relative positions of modem and old
firms.
The anti-modemity cases occur when (see table 4.3.2.2):
i)

ii)

when the slope of the right hand side term of the growth condition (a) is positive
and there is an increase in propensities to accumulate disparity between mod
em and old types of firm or an increase in market growth;
or,
when the slope of the right hand side term of the growth condition (a) is nega
tive and there is a decrease in propensities to accumulate disparity between
modem and old types of firm or a decrease in market growth.

Table 4.3.2.2
PR O -M O D E R N IT Y SC EN A R IO S
T Industrial Growth
i) Figure 4.3.2 (a ) (positive slope):
I propensities to accumulate disparity between
modem and old type o f firm (as in figure 4.3.2
(a))
+
I market growth (as in figure 4.3.4 (a))
ii) Figure 4.3.2 (b) (negative slope):
T propensities to accumulate disparity between
modem and old type o f firm (as in figure 4.3.2
(b))
+
T market growth (as in figure 4.3.4 (b))

A N TI-M O D E R N IT Y SC E N A R IO S
■I Industrial Growth
i) Figure 4 .3.2(a) (positive slope):
t propensities to accumulate disparity between
modern and old type of firm + Tmarket growth

ii) Figure 4.3.2 (b) (negative slope):
4 propensities to accumulate disparity between
modern and old type of firm
+
1 market growth

As we can see in figures 4.3.1 to 4.3.4, any point above gm= go is determining
which of the combinations comply with condition (a) for the modem’s firm growth,
whilst every point below gm= godoes not comply with such condition (a).
Based on condition (a), the firm’s financial policies to increase growth are the
following (see figure 4.3.2 (a) and (b)):
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Condition^ )

Reduce the disparity between the propensities to accumulate o f the old and
modem firm (i.e. I a o - a j ->0) if the constant C has the same sign than the

difference o f these propensities.
ii)

Increase the disparity between the propensities to accumulate o f the old and
modem firm (i.e. I a o - a mI -> °o) if the constant C has a different sign than
the difference o f these propensities.

In sum, these conditions i) and ii) point out that the benefits (or the deterrents)
to growth of an increase (or a decrease) of the disparities o f the propensities to
accumulate of the old and modem firms will depend on the level o f the modem firm’s
market share.
In figures 4.3.3 and 4.3.4 we can observe another two ways to maximize com
binations for growth. It is done by altering the differential’s (cost - cd and investment
- id) difference (dd) and growth o f demand. When the technological advantage of
the modem firm increases, so does the combinations above the breakeven point
gm= g0 when the slope o f the right hand side term o f condition (a) is positive or
negative (see Figure 4.3.3). On the other hand, when the market growth expands
the slope right hand side term of condition (a) is negative, it will expand the number
of points above gm= g0 (see figure 4.3.4 (b)). The contrary happens when growth
of demand increases and the slope is positive (see figure 4.3.4 (a)).

4.4 Conclusion
Typically in evolutionary theory, firms are supposed to vary at least in one eco
nomic dimension. Following this tradition (Nelson 1968, Nelson and Winter 1982,
Nelson and Pack 1999, Metcalfe 2001, 2000, 1998), the previous model assumes
differences not only in productivities but also in firms’ institutional environments and
payoff structures. It departs however from the traditional view inasmuch as it illus
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trates a mechanism by which firms’ productivity differ. This mechanism explains
that firms managing appropriately the trade-off between punishment to counter
innovators and the net output diversion towards counter-innovation during, say, its
succession process could end up requiring a small proportion o f innovators in
order to achieve a greater productivity. On the contrary, firms managing
unfavourably the trade-off between punishment to counter-innovators and the net
output diversion towards counter-innovation during its, for example, succession pro
cess could seriously hinder the firm's performance by increasing the amount o f
necessary innovators ’ proportions in order to achieve a greater productivity26.
Hence, the differing institutional environments and payoff structures -deter
mining individual choice within the firm- impel firms’ productivity differences. As a
result, modem firms’ greater growth leads to increase the average productivity growth
of the industrial sector due to the consideration of variety within a wider range of
entities in the system. The rationale behind the diffusion and productivity growth
mechanisms remains basically unchanged with respect to the traditional diffusion
model. Modem firms’ greater profits, due to less labour unit costs, allow a shift in
resource allocation from the old to the modem firm. This industry’s modernisation,
by means of the releasing of human and financial resources previously employed in
old techniques and practices, calls for an expansion of the modem firm and diffusion
of new techniques. A greater expansion of the modem firm would then imply a
greater average labour productivity of the industry, which translates in greater indus
trial growth. In words of Metcalfe (2001), “market selection increases average effi
ciency by creating a competitive process in which resources are transferred to the
more efficient firms as they grow relative to their less efficient rivals” (p. 3).
Further, the industry’s growth in the model depends on more than modem firm’s
technological advantage. These include:
i) Proportion of market share,
ii) Propensities to accumulate level with respect to the old firm
iii) Willingness to invest level with respect to the old firm.
Variety in institutional environments and payoff structure are reflected not only
on differing productivities but also in different attitudes towards investment and ac
cumulation. In both cases, they are key to growth. But, as we saw above, the degree
to which attitudes towards investment and accumulation differ is crucial for indus
trial growth.

We named modern firm the firm with a high level of labour productivity due to low net output
diversion and high punishment toward counter-innovation. And we named old or traditional firm the
firm with a low level of labour productivity due to with high net output diversion and low punishment
toward counter-innovation.
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There is a greater amount o f combinations for growth if disparity between
these variables follows a specific ordering. As we saw in the previous section,
reduction or increase o f disparity between the propensities to accumulate o f the old
and modem firm induces growth if they correspond to the following ordering.

Order 1
-.Modem firm 's*

r

When
C“ *

.
V) and

Modern firm 's prop, to accumulateJ Old firm 's prop, to accumulate

b) market share >

I)
9 “e

Case o)

Modern firm 's prop, to accumulate

«

Old

firm 's prop, to accumulate; fo r

greater growth

That is, under order 1, increases in disparity between the propensities to ac
cumulate o f the old and modem firm, i.e. I a o - a m I - > ao, induce greater industrial
growth.

Order 2
When

M odem f i r m s
market share

1/

afu/

M odem

firm 's prop,

to

accumulate^ Old

fir m 's prop,

to

accumulate

u
M odem

firm 's prop,

to

accumulate = Old

firm 's prop,

to

accumulate, f o r

greater

growth

That is, under order 2, decreases in disparity between the propensities to
accumulate o f the old and modem firm, i.e. Iao- a J
0, induce greater industrial
growth.
In sum, the analysis points out that industrial growth very much depends on
variations o f the propensities to accumulate disparities meeting the relevant ordering
(see Figure 4.3.2). This translates in saying that industrial growth is an emergent

phenomena rather than a firm s ’ calculated and rational strategy.
The other variables that maximise combinations for growth are the changes in
demand growth and on the differential’s (cost diference = cd and investment differ
ence = id) difference (dd). When either o f these variables increase, so do the growth
combinations. This is to say that combined aggressive technological innovation(s) on
the part o f modem firms and increases in the market demand would increase the
modem firm possibilities to expand. In other words, increasing levels o f innovation
and o f demand are strongly favourable for industrial growth (see Figure 4.3.3 and
Figure 4.3.4).
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4.5 Empirical implications
Chapter 5 will examine the accuracy of the model in explaining productivity
differences of firms and the industrial growth of Colombia’s manufacturing industry.
This empirical analysis will illustrate the institutional environment changes or, in terms
of Campbell (1997), ‘institutional bricolage’ that took place in Colombia’s manufac
turing industry, in which the succession of entrepreneurial firms unfolded into a capi
talism mostly based in a limited liability structure27. The unfolding of firms’ distinct
institutional environment, as we shall see, reflects the different kinds of legal frame
works that firms adopted, such as private and public companies with limited liability.
The chapter will include in its analysis the institutional evolution of companies from
proprietorship to the limited liability companies (i.e. public and private joint stock
companies) and also compare productivity and innovation performances at the na
tional level and at the sectorial level of Colombian manufacturing industry.
The institutional environment’s change from traditional to more modem corpo
rate governance structures could prove to be (or not to be) an appropriate incentive
for productive entrepreneurial activities to spread out, closing with it the productivity
gap among countries. In order to study this evolution, this research will also assess
to what extent the transition from entrepreneurial capitalism to a limited liability capi
talism took place within the industrial sectors insofar as to close the productivity gap
with a developed country’s industry. Colombia’s and Spain’s manufacturing indus
tries will be compared to evaluate this point.
The next chapter brings to the centre of analysis the parameters of the invest
ment equations of the model (i.e. the willingness to invest and propensities to accu
mulate across sectors) which reflects the differing institutional environment change
that entails the transformation from one type of capitalism to another. It will evaluate
their relation to productivity growth at the national and sectorial level of the industry
based on the model presented in this chapter.
As already noted, Colombia, as with other capitalist countries, has experienced
a growth of the Limited Liability Companies. But this phenomenon, combined with
the existence of Business Groups in countries of Latin America like Colombia, proved
to be a a problematic combination. Apparently such a blend would not only allow the
economy to exploit the advantages of modem corporate organizations but also could
21

Legal institutions, such as the Limited Company, have facilitated the transition from a familiar to a
managerial capitalism within the history of different countries such as Great Britain, US, and Japan
(Martinelli 1994). Modern corporate organizations presumably reward, select and promote manag
ers on the basis of their professional skills and performances rather than on the basis of their family
ties and the money they have invested. Rehaag (1994) suggests managers as the appropriate agents
to act in the true best interests of the corporation as a whole (i.e. the whole body of all contributories:
suppliers, managers, workforce and shareholders) “in striking the most appropriate balance between
the rewards necessary for each contributory, depending of course on the inputs necessary” (p. 134).
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enhance the counter-innovative activities because of the exclusiveness inherent in
legal structure of private firms. During the succession of firms, as we shall see,
companies preferred to adopt the legal structure of ‘private companies’ because,
under this structure, shareholding and equity are not accounted as stocks or shares
but as non-negotiable titles, generating the conditions for a stagnant, inactive, and
exclusive group of owners. Parallel to this phenomenon, Business Groups28centralised
and concentrated industrial activity by practising anti-competitive strategies. Busi
ness Groups mobilised and allocated financial capital among their diversified activi
ties as a portfolio of investments to reduce risk and to overcome imperfections in the
capital markets. So, budget constraints and insufficiency of external sources of fi
nance are sorted out with portfolio investment, balancing deficits and surplus among
different businesses, or simply because Business Groups often possess their own
banks and other financial intermediaries29.
But this apparently harmless structure of Business Groups may be deceptive.
How does the adoption of an (legal) institutional environment like ‘private company’
affect productivity and innovation? What are the implications for the industrial pro
ductivity growth of a diffusion of this type of institutional environment? Are there
other alternatives? What has been the tendency in Colombia’s manufacturing indus
try? Do these tendencies constitute an incentive or a disincentive for innovation and
change? What is the relation between anti-competitive strategies of Business Groups
with the diffusion of this type of institutional environment? We shall explore these
questions in detail in Chapter 5.

“ Large-scale firms that invest and produce in several product lines that involve vertical integration
or other economic and technological complementarities” (Leff 1979, p. 52). Leff reckons Business
Groups as a “new institution" that eases the entrepreneurial problems in the LDCs.
They could also even “mobilise capital from wealthy people linked by family or other personal ties”
(L eff 1979, p. 52).
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Figure 4.1.1
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Figure 4.2.2

Proportion of innovators
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Figure 4.3.1
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Figure 4.3.2
New Growth Conditions By Altering Propensities To Accumulate - a and Hence The In
vestment Differential (ID)
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Figure 4.3.3
New Conditions For Growth By Altering The Willingness to Invest and hence The Invest
ment Differential
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Figure 4.3.4
New Conditions For Growth By Increasing The Growth Rate Of Demand
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CHAPTER FIVE

5.

EMPIRICAL ANALYSIS

his chapter studies the evolution of the institutional environment in Colombia’s
manufacturing industry and examines whether it was favourable to productive
and innovative processes. The previous chapter left us with the following questions:
How is the adoption of an (legal) institutional environment like ‘private company’
affecting productivity and innovation? What are the implications for the industrial
productivity growth of a diffusion of this type of institutional environment? Are there
other alternatives? What has been the tendency in Colombia’s manufacturing indus
try? Are these tendencies constituting and incentive or a disincentive for innovation
and change? What is the relation between anti-competitive strategies of Business
Groups with the diffusion of this type of institutional environment?

T

The aim of this chapter is to probe these questions, examining the changes in
the institutional environment of Colombia in the last 30 years or so and its interplay
with the productivity and innovation performance of firms. It will analyse how these
structural changes —generated by the evolution of the institutional environment—
relate to the distinct firms’ productivity and innovation performances and to the im
balance in industrial productivity growth.
As mentioned previously, creative and productive work for developing coun
tries is important inasmuch as innovation and creativity are needed to develop a
manufacturing industry. Programmes of Science and Technology formulated by the
Economic Commission for Latin America and the Caribbean (ECLAC) are based
on the assumption that for the development of a manufacturing industry, innovation
and creativity play a fundamental role. For example, in Latin America, technology
used in manufacturing plants tend to be idiosyncratic and the implementation of a
new technology in such environment is itself a creative act, and not easily describable as purely backward or copied behaviour (Nelson 1987, Stiglitz 1999).
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5.1 Institutional change and governance structure in Colombia's
manufacturing industry
Recall the following definitions, which are essential for the understanding of the
analysis that follows. The evolution of the institutional environment1, in our case
study, concerns the legal ground rules that define the context within which eco
nomic activity of business enterprises develops in Colombia’s manufacturing indus
try. According to Williamson (1999), the institutional environment enables and con
strains the governance institutions. Such institutional environment shapes the gover
nance institutions, which is the social structure that exercises authority, direction
and control within firms of Colombia’s manufacturing industry (Zingales 1998).
The institutional evolution of companies’ legal structures within Colombia’s
manufacturing industry has been similar to that of other capitalist countries. The
Limited Liability Company has taken over from more classical type of legal structure
such as the individual or proprietorship companies in the last 30 years or so in
Colombia’s manufacturing industry (see graph 5.1.1).
The industrialization process in Colombia’s manufacturing industry has extended
over three-quarters of a century (Cuevas 1986, Ocampo et. al. 1994) and the great
majority of the industrial diversification was developed between 30s and 40s, and
especially after World War II (Bejarano 1994). This means that by the 1960s and
1970s the majority of the entrepreneurial firms that initiated this process in previous
decades began to outlive their original creators. In order for these firms to have a
continuity (in case the founder dies or is incapable to continue managing her/his
business), the legal framework had to be changed. So the adoption of the Limited
Company in Colombia’s manufacturing industry during 60s and 70s reflects a suc
cession process throughout the industry. The ultimate goal, implicit in the succession
process, is to allow firms continuity. This affected the governance institutions, as we
shall see below2.
At the national level, by the end of the 60s, the majority of establishments were
proprietorship companies and only 30 per cent approximately were Limited Liability
Companies. The other 10 per cent or so corresponded to cooperatives, partnerships,
state companies and non-profit organizations (see graph 5.1.1).

According to W illiamson (1994, p. 102), the institutional environment are “the rules of the game
that define the context within which economic activity takes place. The political, social, and legal
ground rules establish the basis for production, exchange, and distribution”.
The majority o f new firms that were created as spin-offs of the traditional or entrepreneurial firms
(or simply as new ventures) seem to have adopted the same legal framework because o f the advan
tages that, as we shall see, the limited liability figure provides.
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At the sectorial level (see appendix 5.1, graphs 5.1.2 to 5.1.7) the story was
quite similar. The LLC gradually overtook the individual companies as the
organisational choice between the seventies and the nineties. This period, however,
only shows the termination of the process that had started presumably in previous
decades3.
As we have already presented, the key features of the Limited Liability Com
pany (LLC hereafter), also known as Joint Stock Company, are simple to state. “It
is a separate legal entity, distinct from the people engaged in it and with continuity, so
that it does not die when the founders withdraw” (Hay, 1990, p. 2). The owners or
shareholders provide financial capital in return for a share in the profits and their
liability is limited to the capital they have subscribed, which is forfeited if the com
pany fails. Hence, the LLC, besides allowing the continuance of businesses, it also
helps to attract more and more investors to invest their capital without losing or
risking all their wealth. Moreover, in other countries this legal institution has facili
tated the transition from family to managerial capitalism within the history of differ
ent countries such as Great Britain and US (Martinelli 1994, Hay 1990), which em
beds the separation of ownership and management (Berle and Means 1932, Chan
dler 1977). We will see next that in Colombia’s manufacturing industry this process
has been quite dissimilar to those of a managerial capitalism where an emergent
class of managers played an essential role in the economy.
There is a distinction in practice, though not in legal treatment, between private
and public LLCs. The latter appeals to the general investing public and shares can be
freely traded, whilst in the former shares are held by a single person or a small group
and cannot be transferred without the agreement of the shareholders. The common
argument for the exclusion of the general public in private companies ownership is
that it would be redundant to undertake a public appeal when the inner group has
enough capital to start up a business (Clapham 1968). However, this superfluous
argument does not reveal that the ex-ante action of registering a company as private
is pre-emptive, that is, deliberately avoiding unwelcome access to ownership by
(powerful) rivals4. However this action, generally, has ex-post consequences at dif
ferent levels within firms as we shall see below.
Precisely, the main characteristic of the institutional evolution of industrializa
tion process has been the rise and take over of private LLCs (with a restricted circle
and limited number of owners). Graph 5.1.8 shows that the evolution of the two
types of LLCs has been tilted towards private companies. Although the public com
panies have had a steady increase, they are highly outnumbered by private companies.
The 70s decade is the earliest period recorded by the National Bureau o f Statistics o f Colombia,
DANE, at the sectorial level that is available to the public.
Proxy votes and voting right restrictions generally impede selling shares of the firm to the general
public (Franks and Mayer 1998). Anyhow, shares may be endowed to other members of the inner
group.
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At the intra-sectorial level (see in appendix 5.1 graphs 5.1.9 to 5.1.36) the
situation is quite similar except for some sectors like 313, 314, 341 and 351, where
there is a stronger presence of the public companies5. A close look to the data shows
that during the 90s proprietorship companies started to gain back relative weight
with respect to private firms. The latter started to diminish in number whilst the
entrepreneurial firms started to reappear with greater relative weight in the total
after the internationalization and deregulation of the economy in the 1990s. Further,
whilst the opening of the market seems not to have affected the growth of public
companies it seems that has destroyed many private firms, making them lose relative
weight in the total number of establishments of the industry. Katz (2000) provides
the following explanation to private firms’ loss in relative weight with respect to
other firms, such as some entrepreneurial firms, in the manufacturing industry of
economies like Colombia:
“The empirical evidence suggests that, throughout the process o f adjustment to
the New Economic Model [of trade liberalization and market deregulation]... Nu
merous SM Es have been forced to close down, in many cases not as a result of
their long-term inefficiency, but as a consequence o f imperfect factor markets
which precluded their access to long-term finance and engineering and manage
rial know-how. New firms entering the market have brought with them ‘world
class” equipment and product designs, having therefore significantly closedthe
gap with the world’s technological frontier” (Katz 2000, p. 1594)

In the following lines we will attempt an explanation of this phenomena pointed
out by Katz, based on the analysis of the ownership structure of Colombia’s manu
facturing industry and its interplay with the governance institutions of innovation. I
can say in advance that, in response to the oligopolisation and concentration pro
cesses of previous decades in Colombia’s manufacturing industry, the private legal
framework is adopted as a strategy in order not to be taken over by other -more
powerful- firms, such as those belonging to Business Groups6. But the strategy of
adopting this legal framework, as we will observe, is strongly associated with low
productivity and innovation processes.

Sector 353 is not included because o f a low num ber of sample firm s due to the confidentiality
restriction. In fact, incomplete data through out the thesis generally indicate unavailability due to the
confidentiality restriction.
Evidence shows that many consolidating Business Groups practised the strategy of absorbing many of
the public companies during the early stages of the industrialization process of Colombia in order to
get rid o f competition and build entry barriers to the industry. The historical evidence is found in the
studies of Hommes and Silva (1981) and Narvaez (1985).
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5.2 Evolution of the legal institutional environment and the innovation
process

5.2.7 National level
The previous section examined the evolution of LLCs in Colombia’s manufac
turing industry i.e. legal institutional environment evolution. Our analysis in this sec
tion intends to examine its interplay with governance institutions and its effects on
the innovation process in Colombia’s manufacturing industry.
Rigidities in selling or transferring ownership on the part of the entrepreneurial
firms’ heirs, family, in-laws, etc., is deeply entrenched in the business culture of
Colombia’s manufacturing industry (Revista Semana 2001a). Some studies show
that the typical firm in the manufacturing industry is characterized by being a SME
with familial start-up capital (Revista Dinero 1999) and others point out that the
business structure of Colombia, is concentrated in hands of one class to the exclu
sion of others (Ogliastri and Davila 1992).
Historically, this matter of unwillingness to let go of ownership and control is not
exclusive to Colombia’s manufacturing industry. Hay and Morris (1984) show that
owners of large unquoted companies in the UK, although committed to the firm
(which sometimes bears the family name) and the wealth it represents, fear losing
independence by means of inheritance taxes arising from the death of a major share
holder. This is one of the reasons why in the UK, in contrast to what happened in US,
the transition to public sharing offering came quite late. Hannah (1983 cited in Hay
1990) shows that in 1914, 80 per cent of large joint stock companies in Britain were
still private rather than public. Some fifty years later, all but a small minority of large
firms were public companies. Whilst in the US, this transition occurred more rapidly.
Berle and Means (1932) claimed that in 1929 no single shareholding was greater
than 5 per cent within 58 per cent of the top 200 US companies.
There has been some association between this tendency and decline of the UK
economy (Elbaum and Lazonick 1986 cited in Church 1993). However there is no
easy way to respond to the problem of economic decline in the UK. There are
voices that come from rather ad hoc sources pointing at the family capitalist model
as less efficient than the managerial counterpart. Although Church (1993) does not
dispute the possibility that family firms were a key institutional weakness in the
British economy before 1940, he stresses that it should not be accepted as probable
“that family firms contained more dysfunctional elements than managerial enter
prises” (Church 1993, p. 39). These types of studies sensibly dispute the hypothesis
that family firms per se are linked to a relative decline in Britain’s industrial perfor
mance. This Thesis is in this same spirit. As we shall see further on, it is not the
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social structure of the family firm per se but the evolutionary and institutional rigidity
of exclusive ownership that carries over the problem. That is, this Thesis studies
the institutional rigidities o f private firms as ‘history carriers’ (David 1994) o f
rigidities that have affected Colombia’s manufacturing industry’s performance.
Let us state the implications of a delayed transition of familial firms or individual
proprietorship to a public legal institutional environment. It impells the initial owners
to reduce personal risk by diversifying their portfolio assets, but most importantly, it
delays the transfer of control to more adequate and capable agents. ‘The unwilling
ness to yield control to other capable employees either inside or external to the firm
may lead to conscious strategic decisions to forswear growth or to unconscious
decisions that stunt the growth and development of the organization” (Daily and
Dollinger 1992, p. 133). This same type of literature emphasises the inability of fam
ily firms to adapt to pressures of competition and change.
Cost reduction and profitable strategy are two strong reasons in favour of de
laying the transition from entrepreneurial to managerial capitalism. It was Adam
Smith who would first underlie the importance of firms remaining close to the ‘pri
vate company’ legal structure:
“But a joint stock company, consisting of a small number of proprietors, with a
moderate capital, approaches very nearly to the nature o f the private copartnery
and may be capable o f nearly the same degree o f vigilance and attention”
(Smith 1776, Book V, chapter 1 cited in Putterman and Krosner 1996, p. 43)

The private firms maintain personal control rather than impersonal, formalized
and hierarchical procedures to monitor the production process. Mechanisms like
social methods of control uphold the organizational cohesion that professionally man
aged firms generally forsake. Fourie (1989 cited in Hay 1990) argues that the firm
should be regarded as “an institution to which employees ‘belong’ and to which they
contribute their work and skill” (p. 11). Schmid (2000) stresses the importance of
affinity and regard among people as an important economic asset for development.
However, as we have seen in the section 2.4.2, Coleman, explicitly following Weber,
shows that social capital (i.e. affinity) can become too stringent and, hence, its eco
nomic value can depreciate. When structures are too restrictive, they generate low
degrees of attachment and affinities in property relations between agents because
they do not co-own or do not feel emotionally bound to property. On the other hand,
dynamic property structures allow greater levels of attachment; and so, engaging in
counter-innovative activities within such structures would be akin to stealing and
cheating on personal belongings. The restrictive nature in property structures gener
ates low feelings of attachment and could propel counter-innovative forces.
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However, family firms, although not increasing in size, undertake more profit
able businesses that big companies do, despite firm size (Daily and Dollinger 1992).
Many of the surviving family firms of American business have been associated with
good management practices, business values, regard for quality of product, respect
for employees, and a focus on long-term problems. Publicly traded companies have
acknowledged the traditional strengths of many large family firms and “their use of
advertising and logos to project images linking past long-standing service with present
efficiency” (Church 1993, p. 17).
It is true that the governance institutions of the private firms generate the social
cohesion and key for vigilance and attention, however, empirical data seem to show
a rather different picture at the level of productivity efficiency. The relative contribu
tion of private and proprietorship companies to the increase in labour productivity
(=value added / no. of employees) of the industry at the total (see graph 5.2.1) and
sectorial levels (see appendix 5.2) in Colombia’s manufacturing industry is very modest,
whilst increases in total labour productivity has been mainly due to the high produc
tivity of public companies, which has dragged up the average of the industry.
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Graph 5.2.1
EVOLUTION OF LABOUR PRODUCTIVITY
in total, proprietorship, private and public com panies of C M I (1968-1997)

SO U R CE: National Department of Statistics. Annual Manufacturing Survey (1968-98). Bogota

We must recall that one of the facts that the overview chapter (Chapter 3)
pointed out as Colombia’s manufacturing industry main characteristic, was its dual
ism, in which modem and craft firms co-exist simultaneously. This graph 5.2.1
supports this dualistic view. However, the policy of public firms to preserve a high
labour productivity was not merely a matter of labour-saving technological change.
We examined in chapter 3 the idea that highly modem firms of industry have
been unable to absorb the unemployment in the main industrial cities. However this
picture is not so apparent when the data is disaggregated by public, private and
proprietorship companies. It appears that value added and employment in public
companies have also dragged up Colombia’s aggregate manufacturing industry’s
performance, whilst private and proprietorship companies have maintained or de
creased, respectively, their contribution in total value added and employment (see
graph 5.2.2). As a reflection of the national level, the evolution of productivity, value
added and employment at the sectorial level (see appendix 5.2) depict a very similar
picture. Hence, dualism under this perspective is even sharper (at both levels, gen
eration of value added and employment) if we take into consideration the disaggre
gation by ownership structure.
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Further, graph 5.2.3 shows that public companies’ labour unit costs have been
the lowest of the industry during the great majority of the period (1968-1997) except for the period of 1968 to 1973, and the year of 1987, labour unit cost in public
companies remained the lowest in the industry. At the sectorial level (see appendix
5.2), the evolution of labour unit cost depict a very similar picture.

Graph 5.2.3
LABOUR UNIT COSTS (1968-1997)
IN PUBLIC, PRIVATE AND PROPRIETORSHIP CO M PANIES

SOURCE: National Department of Statistics. Annual Manufacturing Survey (1968-98). Bogotá

We will see next that public companies also count with higher levels of innova
tion than private and proprietorship companies. Indeed, the same institutional differ
ences are strongly associated not only with low productivity but also with a low
performance of the innovation process (see table 5.2.1). The Technological Devel
opment Survey of 1996 (EDT hereafter) provides the empirical evidence that firm’s
legal rigidities count in the explanation of innovation and productivity growth differ
entials across firms.
Table 5.2.1 shows a positive relation existing between innovation and produc
tivity, that is, higher degrees of innovativeness7 are associated with higher productiv
ity levels. But, most importantly, we observe in this table that, on average, public
companies have greater productivity and degree o f innovativeness than p ri
vate and proprietorship companies. Table 5.2.2 confirms the positive relation
7

The degree o f innovativeness varies between 1 and 4: a firm with a level of innovativeness of 1
means it is “Strictly Innovative” (see table 5.2.1 for definitions); a firm o f level 2 is “ Broadly
Innovative ; a firm of level 3 is “Potentially Innovative”; and a firm of level 4 is “non-innovative”.
So as it gets closer to 1, the degree of innovativeness is higher, and as it gets closer to 4 the degree of
innovatiyeness is less.
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between innovation and productivity8, and -note again— public companies have
not only a greater degree o f strictly innovative activities but also are more
productive in all cases. Table 5.2.3 shows that public SMEs have greater levels
o f innovation and productivity than proprietorship and private SMEs. Note
that the representative sample9 evidences not only that private and proprietorship
companies are mainly SMEs but also that half of public companies are as well (!)
(see table 5.2.3). Independent of their size, public companies exhibit a better perfor
mance. We must bear in mind that size is an important factor in explaining productiv
ity differences among enterprises. The same table shows that, in general, there is
clearly a reduction in the level of innovative activities as company size diminishes10.
The fact of the matter is that legal institutions -and not only firm size- count in
the explanation of productivity and innovation differences. Nonetheless, the majority
of studies (Todd 1983, Duran et al 1999, Alvarado 1999) have concentrated on
firm’s size and have neglected the institutional side and its effects over the innova
tion and production process. These studies are based mainly on the traditional con
cern of Schumpeter (1943) of large trusts prevailing vis-à-vis the entrepreneurial
firms within the market (Witt 2001). The data acknowledges that firm’s size matters
for productivity and innovation analysis and substantiates Nelson’s (1968) analysis
of Colombia’s manufacturing industry. But a focus on the legal institutional environ
ment presents other interesting results.
Thus, disaggregation by firm s’ legal institutions should be taken into ac
count in future research about productivity and innovation, and not only the
typical size (by level o f employees) disaggregation.

Except for the case where the sample is just one firm of compulsory inclusion.
Actually, the sampling methodology used for this Survey was based coherently on the same method
ology used for the Annual Manufacturing Survey.
The contrary occurs only in strictly innovative m edium -sm all com panies, and in m edium-small
public companies that are broadly innovative.
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5 .2 .2 International comparison
The following comparison at the international level provides evidence of the
importance of legal institutional environment in productivity analysis. A comparison
with Spain will provide evidence that public companies closed the international pro
ductivity gap to a greater extent than private companies, in Colombia’s manufactur
ing industry during the early part of the 90s". However, these results are just pre
liminary and are by no means conclusive.
The comparison with Spain is pursued because Colombia, as former Spanish
colony, inherited the Hispanic jurisdictional and statutory system. In this way firms’
legal structure in Colombian and the Spanish manufacturing industries are concord
ant giving their similar legal environment backgrounds.
The sources of the data of this section are Colombia’s (DANE) and Spain’s
(INE) National Bureau of Statistics12. The series of Spain covers the period 19931998, so this is the period in which the comparison was applied13. The series were
deflated by the index of real exchange rate produced by the International Monetary
Fund (IMF) -International Monetary Statistics 2000. Industrial concordances were
provided by the National Bureau of Statistics of Spain. GESCLA - 97 (1997).

Methodology
In order to calculate the productivity gap between Colombia and Spain, I used
only one (out of seven) convergence concept used by Baumol, Nelson and Wolff
(1994) for productivity analysis. This methodology suits best our purposes and it is
the so-called catching up methodology; it is designed for the analysis of a country’s
productivity performance in relation to another country (and not with respect to a set
of countries)14.
A country ‘catches-up’ with another when the gap between the performance
in productivity of one country (Colombia in our case) and the reference country
(Spain) is narrowing. If we assume that the productivities in Colombia’s manufactur
ing industry are V in 1993, W in 1994, X in 1996, and Y in 1997 and the productivity
in Spain’s manufacturing industry is A in 1993, B in 1994, and C in 1996, and D in
11
12
“
14

Data for proprietorship companies was not supplied because o f statistical confidentiality reasons.
I wish to thank CRIC for providing the financial support for the acquisition of the Spanish database.
The year of 1995 was not introduced in the analysis because the majority of the firm data was not
provided due to statistical confidentiality.
The other m ethodologies such as hom ogenization, gross convergence, explained convergence,
residual convergence, asym ptotically perfect convergence and bounded convergence (Baumol,
Nelson and W olff 1994, pp. 6 ss) could result more appropriate for other types of convergence
analysis with a greater amount of countries to compare.
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199715, then the productivity gap between Colombia and Spain is equal to V/A in
1993, W/B in 1994, X/C in 1996, and Y/D in 1997. The simplest procedure to esti
mate the gap’s tendency is to calculate the differences between the gaps of con
secutive years in order to evaluate if the gap has been reduced or not between
years16. So, in order to evaluate whether the gap between 1993 and 1994 has been
narrowing, we need to calculate W/B - V/A = G94-G93. For the years of 1996 and
1997, the differential gap would Y/D -X /C = G97 - G96.
In our case, we will calculate these differentials for consecutive years and then
compute the average between differential gaps. We opted for this methodology be
cause it facilitates the analysis by reducing it to two periods: 1993-4/96-7 and 19967/97-8. Hence, for example, the average of the differential in productivity gap of
years 1993/4 and 1996/7 is obtained by {(G94 - G93) + (G97 - G96)}/2. We calcu
lated this average differential gap for all sectors of both economies and compared
them. The results are in Table 5.2.4.

Results and interpretation
Table 5.2.4 shows that public companies, in the total of Colombia’s manufac
turing industry, performed better than private companies at the international level.
The former closed to a greater extent, in the total of the industry, the average differ
ential productivity gap with their Spanish counterpart. In the first period of analysis
(1993-4/96-97, column (1) in table 5.2.4), Colombian public companies’ labour pro
ductivity closed the productivity gap by 10.2 points whilst the private companies only
closed it by 7 points. During the recession of 1998, on average, all companies slowed
down (and in many cases reversed) their ‘catching up’ process at the total and
sectorial levels. However, Colombian public companies, in total, during the second
period of analysis (1996-7/97-98) did not perform as bad as the private companies in
the process of catching up with their Spanish counterpart. Public companies lost only
1 point in their catching up process, whilst private companies lost 1.6 points. How
ever, private companies did better at the sectorial level during the first period of
analysis (1993-4/96-97) with the majority of sectors having a greater differential
productivity gap. Whilst public companies did much better during the second period
(1996-7/97-98) at the sectorial level.
Nevertheless, as we can see in table 5.2.4, the sector 354 is the sector that is
mainly responsible for the performance of the total public companies in the period
1993-4/96-9717. If we exclude this sector from the analysis, the results are not as
The year o f 1995 was not introduced in the analysis because the majority of the firm data was not
provided due to statistical confidentiality.
Nelson (1968), in his international comparative study of Colombia’s manufacturing industry and its
US counterpart, used this same methodology.
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conclusive, leaving public and private companies with a fairly equal performance in
the total average differential gap of the industry of 6.6 and 6.8 percentage points,
respectively (see bottom of table 5.2.4).
It is fair to say that the catching-up methodology does not support clearly a
dualism in the catching-up process of firms in Colombia’s manufacturing industry, at
least disaggregating by legal structure. However, these results should be considered
as preliminary given that they were not computed from a time series that is long
enough18. However, applying the catch-up methodology to the Spanish and Colom
bian time series disaggregated by legal structure represents an important step for
ward into this type of research. Generally, the National Institutions of Statistics do
not collect (or report) this level of disaggregation19. Thus, future research should
focus on searching for a longer time series with which could be applied the catch-up
methodology disaggregated by legal structure.
Other interesting results were obtained by having a closer look to the Spanish
database (INE, 2000). The legal institutional environment matters - but in a different
way in Spain than in Colombia’s manufacturing industry. Less than half of the public
LLCs companies had greater productivity than the private LLCs, hence, private
companies in Spanish industry, contrary to what happens in Colombia’s manufactur
ing industry, are more productive in Spain. Also, the size analysis of firms produces
some interesting results. The 29 per cent of public SMEs have had greater produc
tivity than private SMEs in the period analysed (1993-98), whilst in big companies
relative productivity was less: only 25 per cent approximately. Public microenterprises
(less than 20 employees) had a staggering 46.79 per cent greater productivity than
the private microenterprises. So, we observe that the smaller size is beneficial for
public companies whilst getting bigger is associated with reduced productivity in the
Spanish manufacturing sector. Hence, data shows that if the separation of owner
ship from control increases at the same time that scale increases, then it has a
negative effect on the productive process. Future research should focus on how did
private companies and public microenterprises, small and medium companies in Spain
manage to be so productive whilst in developing countries like Colombia these char
acteristics seem not to describe the high productive firms. In some way, these firms
managed to turn around those aspects that might have been unfavourable for the
development of their manufacturing industry.

Other petroleum derivatives and carbon (sector 354) was characterized by a boom cycle due to to
some discoveries of oilfields in Colombia in the early 1990s, which helps explaining the high levels
o f performance experienced in the sector.
The INE, Spain’s Governm ent Institute of Statistics, only had the disaggregation for private and
public com panies for the years 1993, 1994, 1996, 1997 and 1998. The m anufacturing database,
previous to 1993, did not discriminate firms by legal structure.
I consulted the National Institutes of Statistics o f countries like US, UK, among others, and none
have this kind of disaggregation in the information.
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Moreover, future research also should focus on the fact that public companies
do not necessarily imply big size. Hence, ‘public’, ‘private’ and ‘entrepreneurial’ do
not translate necessarily into ‘big’, ‘medium’ and ‘small’ size, respectively. This
common knowledge seems due to the traditional and stylised model of Marshall’s life
cycle of the firm (Moss 2000) and made explicit in Schumacher (1993).
Table 5.2.4
PRODUCTIVITY GAP EVOLUTION BETWEEN SPAIN’S AND COLOMBIA’S
MANUFACTURING INDUSTRIES
PUBLIC COMPANIES

PRIVATE COMPANIES

ISIC3 avg differential avg differential
gap
gap
(1993-4/96-7)
(1996-7/97-8)

ISIC3

311
312
313
321
322
323
324
331
332
341
342
351
352
354
355
356
361
362
369
371
372
381
382
383
384
385
390

(1)

5.1%
5.6%
8.6%
1.5%
3.7%
3.4%
2.4%
3.4%
3.4%
1.6%
5.3%
7.8%
9.6%
103.0%
12.8%
6.4%
7.1%
12.2%
13.6%
4.3%
11.2%
6.9%
3.0%
2.7%
13.4%
12.3%
4.4%

(2)
-0.9%
-3.0%
-0.9%
-2.5%
1.2%
2.4%
2.3%
-0.3%
-1.0%
-8.8%
0.4%
-2.0%
-0.2%
2.5%
-9.1%
-1.4%
-0.2%
1.6%
-1.2%
-4.2%
2.5%
-0.2%
0.1%
-0.9%
-4.2%
2.0%
-1.5%

Total average differential gap of the
industry
10.2%

-1.0%

Total average differential gap of the
industry, excluding 354
6.6

-1.2

311
312
313
321
322
323
324
331
332
341
342
351
352
354
355
356
361
362
369
371
372
381
382
383
384
385
390

Sectoria Sectoria
1level I level

avg differential avg differential
gap
gap
(1993-4/96-7)
(1996-7/97-8)

(3)

(4)

4.9%
6.0%
12.2%
5.7%
8.0%
6.4%
2.0%
4.6%
6.6%
5.0%
8.4%
5.8%
8.6%
14.5%
11.2%
6.7%
14.2%
6.7%
7.8%
2.0%
4.8%
3.3%
6.3%
7.1%
5.6%
10.2%
6.0%

0.5%
2.0%
0.0%
-5.0%
-4.8%
-4.0%
-0.7%
-0.9%
-0.7%
-1.2%
-2.3%
-6.7%
1.2%
-7.2%
-3.9%
-0.1%
7.2%
-1.9%
-1.9%
0.5%
-0.3%
-4.8%
-1.4%
-2.2%
-2.0%
1.1%
-2.7%

Total average differential gap of the
industry
7.1%

-1.6%

(1)>(3) (2) >(4)
YES
NO
NO
NO
NO
NO
YES
NO
NO
NO
NO
YES
YES
YES
YES
NO
NO
YES
YES
YES
YES
YES
NO
NO
YES
YES
NO

NO
NO
NO
YES
YES
YES
YES
YES
NO
NO
YES
YES
NO
YES
NO
NO
NO
YES
YES
NO
YES
YES
YES
YES
NO
YES
YES

13 YES 16 YES
48.1%

59.3%

Total average differential gap of the
industry, excluding 354
6.8

-1.3

SOURCE: Colombia's and Spain's National Bureau of Statistics (DANE and INE, respectively). Series
deflated by the index of real exchange rate produced by the International Monetary Fund (IMF)
International Monetary Statistics 2000. Industrial concordances: National Bureau of Statistics of
Spain. GESCLA- 97 (1997).
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5.3 Institutional lock-in' and intrapreneurship lock-out'
This section aims to answer two questions: First, why were private firms rather
than public companies predominant in Colombia’s manufacturing industry and,
second, why were the former associated with a lower performance. We will see
that the private firms’ predominance resulted from a pre-emptive strategy of block
ing ownership access but this strategy ‘backfired’ by leaving intrapreneurial forces
‘locked out’ from ownership rights.
Before I go any further, I must point out -again- that this thesis must not be
misinterpreted as undertaking the task of evaluating the role of the family firm in the
performance of Colombia’s manufacturing industry. Rather it analyses the effects of
the institutional rigidities, historically ‘carried’ by the private and entrepreneurial firms
over productivity, innovation and growth performance in Colombia’s manufacturing
industry. Based on a broad institutionalist viewpoint, I will define institutions as the
socially habituated (but not immutable20) ways o f thought or action21 that not
only constrain22 but also enable human thought and actions23. We will see that
evidence shows, in Colombia’s manufacturing industry, a “socially habituated” un
willingness to unblock ownership rights due to the concentrated industry in which
business activity is embedded.
Conditions for public LLCs’ spread in Colombia’s manufacturing industry is
different to conditions other countries like UK and US, in which this diffusion is
commonly related to the divorce between ownership and control (Chandler 1977).
According to the literature (Navin and Sears 1955 cited in Lazonick 2001), it was
when the owner-entrepreneur enterprise got an intimate understanding of the tech
nologies and markets that public holding stocks from outsiders was induced and
consolidated in the US in the last half of XIX century.
“Basically, the public flotations o f industrial companies functioned to transfer
ownership o f existing assets from owner-entrepreneurs of successful companies
to public stockholders. W hile the owner-entrepreneurs thus ‘cashed out’ and

Campbell (1997) gathers the concept o f institutional bricolage which is essentially an institutional
innovation, which means that agents are able to shape also institutions and are not only shaped by
them .
The “old” institutionalism defines an institution (Hamilton 1932, p .84 cited by Hodgson 1994) as
“a way of thought or action of some prevalence and permanence, which is embedded in the habits of
a group or the custom s o f people ... Institutions fix the confines o f and impose form upon the
activities of human beings” .
According to the new institutionalism (North 1991, p. 97), “institutions are the humanly devised
constraints that structure political, economic and social interaction. They consist o f both informal
constraints (sanctions, taboos, customs, traditions, and codes of conduct) and formal rules (constitu
tions, laws and property rights)".
March and Olsen (1989) stress that “institutions provide actors with social scripts that enable (or
empower) them (see also Dobbin 1994).
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retired from the corporate scene, the managerial organizations that these ownerentrepreneurs had built up in the last decades of the XIX century remained in
place.”
Further, the argument that Lazonick (2001) presents is that the delegation of
responsibility in companies was the other way around to that represented by the
traditional principal-agent model. The model that is historically correct is not the one
where public owners delegate to managers, but rather vice versa:
“new public stockholders did not... delegate the responsibility of running com
panies to managers. Rather the liquidity of the equities of these corporations,
itself made possible by the successful development of these enterprises under
the control of, first, owner-entrepreneurs, and, then, the managerial organizations
that the owner-entrepreneurs had launched, induced ‘outsiders’ to hold corpo
rate stocks even though they did not have the power, and in most cases even the
authority to delegate control to managers. In short, historical causation went from
managerial control to public stockholding rather than vice versa” (p. 43).
Cuevas (1986) acknowledges that the publicly quoted company was an impor
tant mechanism through which Colombian manufacturing industry attracted new
capital since the 30s. The creation and regulation of the Bogota’s Stock Market in
1931 gave a great stimulus to the public LLCs (Gaviria et al 1971 and Rodriguez
1973 cited in Cuevas 1986). Echavarria (2000) recalls the foremost industrial devel
opment in Colombia’s manufacturing industry was based on the public LLCs in the
1930s. The entrepreneurial class of the city of Medellin -the entrepreneurial class
of Colombia par excellence- developed the public LLCs from the mining indus
try24. It was first called ‘mining society’ and had the structure of the public LLC.
The stockholders in the beginning of the industrialization process ( 1930s) were spe
cially members of minorities and underprivileged groups.
However, this pluralistic and democratic start would not last. Many of the now
most respectable public LLCs of Colombia’s manufacturing industry like Nacional
de Chocolate or Colombiana de Tabaco were created by the fusion or the absorp
tion of small enterprises in the 30s (Hommes 1996). The main reason adduced by
Narvaez (1985) as to why groups in the economy were able to take over many of
these first public companies was mainly the weak anti-competition regulations. The
anti-trust policy of the government during the 50s and 60s were meant to channel
public savings towards productive activities but they gave too much freedom of
action to economic groups pursuing anti-competitive practises. For example (in
Narvaez 1985, pp. 44-45):

“ It was an industry too risky to start up alone” argues Echavarria (2000).
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a)

b)

c)
d)

No restrictions were established for the directors and managers of the societies
to work in other type of similar organizations in order to avoid the entwining of
interests
Although norms prohibited acquisition of shares and stocks of subsidiary firms,
and also prohibited directors of the holding company participating in the man
agement of subsidiaries, this norm was rarely followed and poorly monitored.
Norms did not restrict the voting power of institutional shareholders to elect the
Board of Directors of companies in which they had stakes.
Norms did not prescribe restrictions for holding companies to acquire shares in
subsidiary firms in which relatives worked in the Board of Directors, or to
abstain from re-financing societies going into liquidation, or that have been de
clared in bankruptcy.

The evidence shows that powerful Business Groups used public status because
it allowed them to absorb rival companies, incorporate their previous owners as
small shareholders of the Group’s companies, and transform the absorbed compa
nies into spin-offs of legally dependent or subsidiary firms (Hommes and Silva 1981).
Further, Conglomerates like Grupo Suramericana, opted to merge companies with
financial organizations such as banks and insurance companies because it consti
tuted a strategy to maintain a flow of capital for the corporation’s expansion. The
development of the different conglomerates started in the 30s but it became more
accentuated during the decade of the 60s and 70s(0campo et. al. 1994). They took
the form of vertical and horizontal integration and merged with financial capital in
order to multiply the shareholding and credit power. Indeed, ownership over financial
institutions, which by law could be acquired through shares purchased in the stock
market (e.g. insurance companies before 70s and financial companies in the 70s),
allowed the conglomerates to increase their power of shareholding across the sec
tors in which it had stakes. This allows a fictitious dispersion of a patrimony, intended
to capture a large amount of credits by making the different firms and societies of
the Economic Group take the responsibility as co-debtors. This capacity of indebted
ness was certainly artificial but undoubtedly effective (Narvaez 1985).
These were the reasons why the evolution of the modem public LLC gener
ated a highly concentrated model of finance and control. The patterns of concen
tration were substantial and incremental from the beginning of the industrialization
process (Bejarano 1998). “Since early thirties firms have attempted to integrate
horizontally to comer specific markets and establish monopolies ... and, at the
same time, they have integrated vertically to establish barriers to entry for pro
spective new competitors” (Hommes 1996, p. 18). It is not surprising that calcula
tions for the distribution of ownership of firms listed in the stock exchange show
an increase in concentration between the 70s and the 80s when several of the
principal firms in the stock exchange were taken over by conglomerates (Hallberg
1990 cited in Hommes 1996)
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Hommes (1996) alludes to, what he calls, the most illustrative example of Co
lombian enterprises, Cementos Argos (Colombia’s largest conglomerate in the ce
ment industry), to describe the historical evolution of conglomerates or Grupos
Económicos in Colombia.
“It was started during the twenties through the entrepreneurship of two engi
neers who had been educated abroad. They came back from their studies with the
idea and raised capital in Antioquia, mostly through family connections to create
a joint stock corporation. This corporation grew quickly with the surge of public
works and the urbanization of the country in the twenties, thirties an forties. Its
savings were invested as seed capital to start other joint stock cement producing
corporations, with different partners in different regions or to acquire stock of
other Antioquia based corporations that would, in turn, invest in the stock of
Argos. The result is one of Colombia’s largest, more diversified, profitable and
best managed conglomerates -the Suramericana Group” (p. 6).
Diversification of the stronger firms is one of the main stategies to retain the
imperative market share. So, for example, Argos instead of growing internally, opted
for creating two new companies: Cementos del Valle and Cementos del Caribe.
Argos was used as holding company and, by multiplying the legal entities, they aug
mented the market power (Hommes and Silva 1981). The alternative strategy, firm
expansion and growth, would mean gathering new external sources of capital at the
expense of losing some control, and this could prove too risky for the inner group.
Thus, the public legal setting was less adopted, given the vulnerability they would
have to powerful groups and the exclusive dependence of the public companies on
the capital market. Instead, in powerful Business Groups, the fusion between finan
cial organizations such as banks and insurance companies constituted the solution in
order to maintain a flow of capital for the Group’s expansion.
Besides Argos other companies like Coltejer and Fabricato followed a simi
lar development strategy (see chapter 3 for further discussion). These Business
Groups grew through domestic financing, of the production in several sectors, are
owned and managed by a few individuals that “are from the same (broadly de
fined) family, but often include non-family members of the same communal, eth
nic, tribal or regional group” (Leff 1994, p. 6). So property relations in much of the
industrialization process was tilted by non-market relations where who you know
and what you know (generally tacit knowledge) are strategic and where other
market relations of knowing-how (codified knowledge) to access finance sources
played a subsidiary role. Precisely, Guillén (2001) provides evidence that in the
early stage of industrialization of late-developed countries (e.g. Korea and Japan)
contacts (i.e. tacit knowledge) were the critical capability for (unrelated) diversi
fication of Business Groups.
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In the case of Taiwan, entrepreneurs built Business Groups after the Second
World War by combining the institutional principles of large multi-divisional business
firms that had already started to develop in Taiwan centuries before. Existing insti
tutional principles, like family honour, were recombined in order to address economic
goals, namely, technical institutional bricolage (Campbell 1997). The new busi
ness class recognized the importance during the 1950s of creating larger and diver
sified corporations for survival and growth.
“They branched out into new and unrelated lines o f business by extending the
multi-divisional form but they placed close family members (i.e. siblings, sons,
daughters an in-laws) in top divisional post in order to ensure that the operations
were run by people whom they could trust” Campbell 1997, p. 23).

But it was the combination of technical and symbolic institutional bricolage,
which brought productivity improvements in the case of the Total Quality Manage
ment in Japan during the 1980s and 1990s. Not until technical and symbolic princi
ples followed the twin logics of instrumentality and appropriateness, the institutional
bricolage brought benefits to the economic performance in Japan.
A sub-optimal institutional change consists of applying only the technical princi
ples leaving the appropriateness principle aside. An institutional bricolage or innova
tion is sub-optimal basically because, in our case, it sets a private limited liability
framework leaving the intrapreneurial forces excluded from the access to owner
ship. The feeling of disattachment destroys the “pillars” upon which the capitalism is
built, which is the motivation and incentives given to the entrepreneurial activities in
general, and intrapreneurial forces in particular. Hence, it is essentially the recombi
nation of both technical and symbolic (i.e. framed with combinations or existing
cultural symbols) elements of older organisational models. In this way radical institu
tional changes such as Business Groups’ creation represented the institutional solu
tions drawing upon already existing cultural artefacts that did not represent total
breaks from the past but were essentially evolutionary (Campbell 1997). Two type
of institutional bricolages or institutional innovations have to take place: techni
cal and symbolic, otherwise an institutional lock-in with either inefficient and/or suboptimal structures could get built in.
In contrast to the former case, in Colombia’s manufacturing industry the crea
tion of Business Groups and powerful interest groups was done at the expense of
exclusion of other (more democratic) groups, such as the cafeteros i.e. coffee pro
ducers (Davila 1999, Rovner 1992). Hommes and Silva (1981) explain that the pub
lic LLCs were a tool used for concentration and monopolization in Colombia’s manu
facturing industry. It was the way to attract the (mostly weaker) competitors by
making them minor shareholders to their firm. In this way, the strongest capitalist
group was able to manipulate public savings by offsetting any potential eventual
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threat to control the market. From the 30s up to the end of 60s, the public LLC had
virtually monopolized public savings25 because it constituted the first mechanism at
the disposal of financial capitalist to use public savings (Hommes and Silva 1981).
This financial capital would then be used to facilitate the take over of other firms and
create a pervasive control capability26.
The following are the characteristics of a concentrated industry with strong
presence of Business Groups. Business Groups strategically mobilise and allocate
financial capital among diversified activities as a portfolio of investments to reduce
risk and to overcome imperfections in the capital markets (Leff 1979). So, budget
constraints and insufficient external sources of finance are sorted out with portfolio
investment, balancing deficits and surplus among different businesses, or simply be
cause Groups often possess their own banks and other financial intermediaries.
How was the legal institutional environment suppose to adapt in this stringent
and concentrated industry? The evidence seems to support the thesis that stringent
environments required even more restrictive measures in Colombia’s manufacturing
industry. Inside an industry with big and powerful capitalist groups, starting up one’s
own business could be a daunting task, even if it was a part of those Business
Groups. When the creation of a new business is financially viable, the new venture
should counter with a pre-emptive strategy: not giving the access of entry to those
Business Groups that have used the public LLC as a tool for centralization of control
and concentration of capital. The new business creator and her/his associates, wouldn’t
want powerful rival firms, to take over the majority of the equity of the firm via
public holdings. Public LLC structures would be the last option in mind. When a pre
emptive strategy is established, a self-sustained mechanism ensues. This is in the
sense of Sugden (1989) an evolutionarily institutional strategy.
We find then that firm’s legal institutional structure of exclusive nature can be a
measure adopted in order to survive. The persistence of pervasive exclusive owner
ship institutional structures is consequently generated by a self-enforcement mecha
nism, where the exclusive behaviour is induced in order to cope with a concentrated
structure. Hence the reliance on the family, ethnic or tribal group ensues and the
widespread legal institutional environment of private companies of familial capital in
Colombia’s manufacturing industry. This salient characteristic namely, evolutionary
pre-emptive institutions, seems now embedded in Colombia’s manufacturing indus
try qua their ability to survive.

“There was no other better alternative than shares” (Hommes and Silva, 1981, p. 13).
For an interesting study on the Colombian State's lack of interest in preventing this anti-competitive
activities throughout the XX century see Hommes (1996).
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What were the implications and why are they characterized by low productive
efficiency? The explanation might be found in the lock-in aspects of self-enforced
institutions. Following Sugden (1989), we know that breaches of an evolutionarily
stable institution (such as in the case, exclusive ownership structures) are harmful to
all those people who follow such breaches. We mentioned above some cases that
show that following a different convention, like adopting a public company legal
structure, meant that many small companies could be absorbed by the conglomer
ates or Business Groups in Colombia’s manufacturing industry. Perhaps, this is a
good explanation o f why there isn’t a stronger presence of public LLC, in the sense,
that doing so constitutes a breach to a convention21.
The institution of exclusive property is contained within the definition of an
evolutionarily stable institution and may ultimately be a form of ‘spontaneous order’.
The private legal setting established itself as a socially habituated way of action
among firms when the big and powerful conglomerates absorbed those that opted to
adopt a public setting. This is precisely what happened to those firms that were
absorbed in order to consolidate the Nacional de Chocolate or Colombiana de
Tabaco (Hommes 1996). Future research should focus on other case studies of the
small and public companies similar to those referred to by Echavarria (2000) and
Cuevas (1986) that were absorbed by conglomerates. It would be even more inter
esting to find and evaluate public and non-conglomerate firms that were not ab
sorbed by the conglomerates and were able to survive and operate throughout the
years. This could give us some insight into the competencies and institutional innova
tions that these type of firms developed in order to survive and expand.
In order to analyse what may constitute a institutional lock-in from a techno
logical and institutional perspective, David (1994) - a pioneer in the m atter- explains
some of the similarities and differences between institutional and technological struc
tural properties:
“techniques of production, like organizations, can be conceptualized as rule struc
tures that render the interactions of their constituent elements functional. Further,
the problems that the rule structures solve may be seen in some instances to be
closely similar, which justifies our speaking of the resemblance between human
organizations and ‘machine organizations’, the latter being a descriptor applied
usually to complex, distributed technical system (e.g. parallel data-processing
systems) (...) So it will perhaps be best to bring this discussion to close by
recalling that institutions and organizations, being required to coordinate the
actions of volitional creatures for their functioning, are obligued to channel and
direct the thinking of the human beings who are assigned to fulfil institutionalized
roles, whereas purely tehcnological systems (machine organizations) are not com
posed of sensate, volitional actors” (David 1994, p. 218).
Convention according to Sugden (1989) is “one o f two or more rules o f behaviour, anyone o f which,
once established w ould be self-enforcing” (p. 91). According to this definition, then, there could be
one or m ore conventions, but ju st one gets established due to self-enforcing m echanism s.

168

Iván Darío Hernández Umaña

In sum, the private legal setting of firms constitute an evolutionarily pre-emptive
and stable institution entrenched historically in Colombia’s manufacturing industry.
But the question of why it has affected the performance of companies is the follow
ing task to tackle. We have provided historical evidence that in fact such evolutionarily
pre-emptive and stable institutions have led to a institutional ‘lock-in’ in Colombia’s
manufacturing industry. The statistical evidence reflects that businessmen, by adopt
ing the private firms structure, were undertaking technical and not symbolic institu
tional change. Businessmen did not realize that not including the symbolic content, so
important for the optimality of the institutional framework of firms, would deeply
affect the economic performance of their firms. Moreover, econometric evidence
will show that pre-emptive institutions blocked external finance sources and would
deeply affect the accumulation process.
It seems that Colombia’s manufacturing industry’s institutional evolution has
perpetuated a major weakness of the classical capitalist system due to the concen
trated and stringent system it is embedded in. The pre-emptive exclusive ownership
strategy has had ex-post consequences and has left the Colombian companies ex
posed to the vices inherited from the classical capitalist system28.
A major weakness of the classical capitalist model is that it ‘carries’ the classi
cal institutional environment of private companies, which bears as a main restriction,
the inability to carry out public quotations for shares to facilitate the process of
raising new equity capital. So, they are restricted to internal funding or debt. As
already explained, within private companies, shareholders contributions, besides fi
nancial obligations of limited liability, are non-negotiable as stocks or shares and
additions of new shareholders must come with the approval of the Shareholders
Board. These conditions set-up an exclusive, restrictive, and static group of owners.
Moreover, transferability is restricted not only to outsiders but also to insiders such
as managers, workers and other stakeholders.
When the (intra-)entrepreneurial forces within the firm do not find a ‘way in’
the system29 because of evolutionarily exclusive institutions, then firms find it more
difficult to enter into a high productivity growth path. Counter-innovative activities
find it “easy” to operate whilst innovative activities find it very costly and difficult to
get any work done (see section 4.2.2)30. In this case, the legal institutional environ
a

»
30

Sm all and m edium enterprises (SM Es hereafter) in the Colombian capitalist system distinguish
themselves from other Andean countries for being generally private companies and with start-up
capital mainly coming familiar sources (Barriga 1998). Nearly 80% of the big private enterprises,
including the majority o f Business Groups, were (some of them still are) family businesses although
having a setting as modem managerial firms (Revista Dinero 1999).
This is the original concern o f Schumpeter (i.e. separation of entrepreneurship from ownership) and
o f the liberal-property theory (see sections 2.3.3 and 2.3.4).
Innovators seek rents and produce productivity gains whilst rent-preserving activities reduce total
output. Intrapreneurs seek better ways o f production, better product whilst counter-intrapreneurship
safeguards old ways.
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ment moulds the governance structures that, in turn, shape the tension between
counter-innovative & innovative forces in such a way that the latter have costs too
high to trigger a high growth path.
It seems that the organisational cohesion of the private firms, praised by au
thors like Schumacher (1993) and supported by Adam Smith and other scholars
like Schumpeter (1943), seems insufficient in matters of productivity and innova
tion enhancement in private firms of the Colombia’s manufacturing industry. Firms
with an intra-organisational incentive structure, which bears high (fixed) internal
monitoring costs (i.e. high punishment towards counter-innovative activities) and
low diversion of innovative product towards counter-innovative forces, are re
warded with fewer intrapreneurial activities required in order to enter to higher
productivity path. That is, decreases in diversion and increases in the (fixed) moni
toring costs to counter-innovators reward the firm with lower necessary propor
tions o f innovators in order to achieve a greater productivity. Whilst an in
crease in the net output diversion or a reduction in (fixed) monitoring costs to
counter-innovators punishes the firm with needing greater proportions o f in
novators in order to achieve a greater productivity. The diversion of innova
tive produce seems to outweigh the benefits of monitoring activities qua organisa
tional cohesion in private firms. It seems that the classical political economy’s
concern with a more liberal and democratic property structure (instead of an ex
clusive one) was not a totally unfounded warning about the closed access to own
ership (see chapter 2 for more detailed discussion).
Hence, the pre-emptive strategy described above has a trade-off: despite pre
venting ex-ante a take over by more powerful groups, and maintaining personal
control rather than impersonal, formalized and hierarchical procedures to monitor
the production process, it not only blocks ex-post the system of ownership transfer
ability but also produces disincentives to the unfolding of intra/entrepreneurship func
tion. The essential weakness of this trade-off is that family (tribal, communal) norms,
family law and the law of inheritance regulate ownership relations. The selection
and replacement of the original entrepreneurs could pose an institutional constraint
on the efficient allocation of control. The private firm works as an “educational
apparatus for the transmission of entrepreneurial competence but there is no guar
antee that the hereditary transmission of ability works efficiently” (Screpanti 1999,
p. 23; emphasis as in original). The Colombian manufacturing industry’s institutional
evolution in the last 30 years seems to be in the stage of replacing the original
entrepreneurs by transforming former (or creating new) entrepreneurial business,
which frequently occurs at the junction of succession from one generation to the
other (Hoy and Verser 1994). This replacement, as we have seen, reinforced by the
fact of a high industrial concentration, evolved towards an exclusive ownership struc
ture in Colombia’s manufacturing industry.
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Private firms maintain personal control rather than impersonal, formalized and
hierarchical procedures to monitor the production process. Mechanisms like social
methods of control uphold the organizational cohesion that professionally managed
firms generally forsake. Schmid (2000) stresses the importance of affinity and re
gard among people as an important economic asset for development31. However, as
previously analysed in the section 2.4.2, Coleman (1994), following Weber, shows
that social capital (i.e. affinity) can become too stringent and, hence, its economic
value can depreciate. Exclusive structures, for example, generate low degrees of
attachment and affinities among agents because they do not co-own or do not feel
emotionally bound to property32. On the other hand, dynamic property structures
allow greater levels of attachment; and so, engaging in counter-innovative activities
within such structures would be like stealing and cheating on personal belongings.
The restrictive nature in property structures generates low feelings of attachment,
and could propel counter-innovation. This could create a negative intra-organization
incentive structure for innovation. So, the social cohesion of private firms could be
generating the rigidities that raise the tension between intrapraneurial and counterintrapreneurial forces in detriment to the development and expansion of the firm.
In sum, the succession in entrepreneurial firms facing the oligopolistic or insider
system of Colombia’s manufacturing industry confronts the trade-off of choosing
between a pre-emptive strategy and a more flexible ownership structure. This trade
off led the ownership system in the industry to a lock-in institutional structure of
exclusive nature, in which the majority of firms preferred a private company legal
structure33. On the other hand, from the perspective of the powerful groups, the
Business Groups, adopting the public legal structure constitutes a way, as we have
seen in the previous section, to absorb competition by making the (weaker) competi
tors minor shareholders to their firm. Stockholders of Business Groups in this way
hold control of the majority of the industry by governing its sources of finance34.
Fourie (1989 cited in Hay 1990) argues that the firm should be regarded as “an institution to which
employees ‘belong’ and to which they contribute their work and skill” (p. 11).
Portes and Landolt (1996) have recently presented this type of arguments as the ‘Downside of Social
Capital’ Adam Smith also complained about those assemblages of merchants that inevitably end up
as “conspiracies against the public” (cited in Portes and Landolt 1996, p. 2).
However, the claim of a critic to this approach (Ricketts 1987) would be that any researcher using a
norm ative approach has to examine two types o f institutional environm ents in order to produce
“undesirable consequences relative to some designated alternative” (p. 459). Along with the com 
mon feature of public and private institutional environment (i.e. limited liability), and the normative
approach (i.e. to the tension between innovative and counter-innovative forces), this Thesis was
able to isolate those institutional environments characteristics (given by private and public) which
produce two different outcomes. The m atter o f fact is that the historical evidence shows that one
environm ent produces a better outcome than the other in terms of productivity and innovation.
A m ajor set-back o f this strategy is that managers may not find the incentives to generate new
combinations in order to increase profits because agency and monitoring costs, in contrast to the
private structure setting, are sorted out by breeding a class o f managers that would not initiate a
tension between stockholders and the board of directors for new sources of finance like re-invest*
ment of profits. The advantage o f this strategy however is to provide a more dynamic group of
owners with more flexible ownership transferability than in private firms.
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The apparently innocuous rise of LLCs in the industry entails a huge change in
structure of the economy creating big effects over the firms. The origins of the
LLCs came from the need of succession when firms begin to outlive their original
creators and founders. The development of this succession contributed to an anti
competitive and oligopolistic structure of the insider ownership structure of thev
economy, which led to an evolutionarily stable institution (i.e. private LLCs) that
constrained the intrapreneurial and innovative process within firms of the Colombian
manufacturing industry.

5.4 Productivity growth, institutions and diffusion analysis
This section will analyse the role of different finance sources due to differing
legal institutional environments in the productivity growth accounting in the last 30
years. This approach extends the traditional diffusion analysis (Nelson 1968, Nelson
and Winter 1982, Nelson and Pack 1999), which relies on the assumption of imbal
ances in labour unit cost for growth accounting. Including the institutional dimension
allows a closer look at the sources of productivity growth at the national and secto
rial levels of Colombia’s manufacturing industry, based on the diffusion model analy
sis of the chapter 4. We will be able to evaluate the role of the legal institutional
change in the accumulation and innovation processes and test econometrically the
benefits of including such institutional change for the theoretical diffusion and pro
ductivity growth analysis. In few words, we will be able to evaluate the role of the
legal institutional environment change in the explanation of real economic phenom-

Previous studies like those of Echavarria (1994) conclude that during the begin
ning of industrialization in the 30s in Colombia’s manufacturing industry there was a
dynamic accumulation, in which most profits were re-invested in industry. The size
of dividends and new shareholders’ contributions were similar and ownership was
highly concentrated, which indicated a high internal financial commitment of own
ers. Internal funds were all important: shareholders’ contribution in the expansion of
the firms and shareholders capital was crucial when the firms were created within
the industrial expansion of 1930-36 (tobacco and beer industries in particular). Al
though, the source of this money is traditionally thought of as coming from shifts
from coffee exporting and trade to industry (Bejarano 1994), Echavarria (1994)
proposes also different sources such as commerce and more liquid funds35. Hence,
industrial accumulation was done mainly with internal finance sources which came
from a mix of short-term investments -coming from the richest social group en“Traders continued their commercial activities while investing industry” (Echavarria 1998, p. 119).
By no means did all the wealth of capitalists go into industry, “they did not risk all their money when
creating industry and once created industry provided for itself since it is likely that retained profits
represented a large proportion of these funds for expansion” (ibid. p. 121).
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gaged in portfolio risk diversification- and from long-term investments -coming from
less wealthy social groups, from which the high entrepreneurial focus of the begin
ning of industrial diversification could have been derived.
Not much is known about the role played by internal and external sources in
financing investments once the ownership was diversified after the mid 1930s. Pre
cisely, this section will analyse the role of the different legal institutional environ
ments (which entails a variety in sources of finance) in the productivity growth in the
last 30 years. It supports the hypothesis that the external sources were significant in
the accumulation process and led to productivity enhancement.

5.4.1 Discussion
According to the traditional diffusion models (Nelson 1968, Nelson and Winter
1982, Nelson and Pack 1999), labour productivity growth is explained in the follow
ing way. Greater profitability among firms as a result of more advanced production
technologies (i.e. less labour unit costs) allow shifts in resource allocation from the
firm using traditional technologies to the firm using more modem technologies. This
modernises industry, by means of releasing of human and financial resources previ
ously employed in old techniques and practices, and results in an expansion of the
modem firm and diffusion of new techniques. A greater expansion of the modem
firm would then imply a greater average labour productivity of the industry, which
translates in greater industrial growth.
Table 5.4.1 summarises the traditional diffusion models equations (see the chapter
4 for a more detailed discussion). Aggregate labour productivity is an average of
both sectors, and the productivity in the traditional is less than in the modem sector
(equations (1) and (1)’ in Table 5.4.1). Equation (2) and (4)’ in this same table
describe the cost differential consisting of modem sector’s unit costs being less than
in the traditional sector, so that profitability incentives shift resources from the latter
to the former sector. The logistic function has changed from (4)’ (1982 version) to
(3) and (4) (1999 version) so that it includes two new parameters: entrepreneurial
effectiveness e - the driving force of development determining the strength of re
sponse- and the premium for education parameter g. Beside e, Km/Kt growth rate
has the productivity of labour as the second driving force, in 1999. In 1982 X - re
named the entrepreneurial effectiveness in 1999- and the productivity of labour
using the modem techhnology relative to the traditional one, were the driving forces.
The price of product P in 1999 is set as numeraire. The first term of the right hand
side in (6) is the capital’s share in the traditional sector and the second term is the
amount by which the capital’s share in the modem sector exceeds its share in the
traditional sector, times the relative size of the modem sector.
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In sum, in Nelson’s work (1968, with Winter 1982, and with Pack 1999) the
new technology of the modem firm is diffusing and driving the economy towards a
higher average productivity level. The key equations of the model are the following:

Aggregate labour productivity is the average of firms’
productivity, and the productivity on the old firm is less
than in the modern firm.

AC = h

---------

This equation describes the cost advantage of a modern firm’s labour
over old firm (labour unit cost is less in the modem firm). The (gross)
profit incentives (consequence of lower labour unit costs) shift
resources from the old to the modern firm. The premium for education
parameter g (g>l) is assumed not be big enough to offset this unit cost
advantage of the modem firm.
f~~

The diffusion process of the modem technology [d(logKm/Kt)/dt ?
°°] is determined by two parameters: entrepreneurial effectiveness e driving force of development determining the strength of responseand the cost differential, which is driven by the productivity of labour
differential.

Entrepreneurial
effectiveness

T he cost differential
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5.4.2 New diffusion analysis and econometrics
We extend the traditional diffusion analysis by incorporating the institutional
change that countries experience with the rise of Limited Liability Institution. This is
reflected in distinctive investment functions for firms adapting modem institutional
environment and firms that inherit the conditions of the inherited institutional environ
ment. In the traditional diffusion analysis (Nelson 1968, with Winter 1982, and with
Pack 1999) there is no distinction for institutional change, which is reflected in a
single entrepreneurial attitude across of firms: same e -entrepreneurial effective
ness- indiscriminately across all firms. The new diffusion analysis focuses on how
variety in the institutional environment of firms is important in determining growth.
This estimation intends to capture the evolution of the institutional environment to
wards a more modem type of legal setting that allows a greater amount capital of
external and anonymous investors. The econometric estimations and the productiv
ity analysis that follows is intended to capture the impact of the evolution of the
institutional environment change of the firms towards a more modem type of legal
setting (that would allow a greater amount capital and external investors).

Behavioural model
Based on the discussion of chapter 4, which built on the work of Richard Nelson
and Stan Metcalfe, the functional form of the investment functions that we are about
to estimate is:
BEHAVIOURAL M ODEL
ENDOGENOUS
VARIABLE

Investment-Product ratio (i.e. I/Y) for
firms with institutional structure i in
each industrial sector and at the national
level

EXOGENOUS
VARIABLE

=

f (Gross Profits (i.e. price-costs) for
firms with institutional structure i) +
error disturbance

i : proprietorship companies, private companies or public companies

The estimation will be disaggregated in the three main legal institutional envi
ronment of firms:
1.

Proprietorship or entrepreneurial companies: firms that have only one owner.
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2.

Private companies: firms that have two to twenty five Shareholders and their
shares are non-negotiable. The Shareholders are responsible for the firm’s so
cial obligations only up to the amount of their equity contributions.

3.

Public Companies: these firms are created by the capital contribution of the
Shareholders (no less than 5) whose equity is divided in equally value and nego
tiable shares. The Shareholders are responsible for the firm’s social obligations
only up to the amount of their shares.

Proprietorship or entrepreneurial companies are considered the old or tradi
tional firms’ ownership structure, given that this is the firms’ original form of owner
ship structure usually originated by an entrepreneur. Private firms are also consid
ered an old or traditional type of ownership structure for the firm, given that it has
inherited some of the vices of the traditional firm’s ownership structure. Despite
private legal structure enjoying the same advantages as the limited liability institution
(i.e. protection of the rights of capitalists to invest their capital without risking all their
wealth), it perpetuates the vices from the past. This type of structure blocks access
to ownership in order to pre-empt strategies of more powerful firms to take away
firm’s control, whose consequence is that intrapreneurs are left locked-out from the
property relations within the firm, generating a stringent environment for innovation
(see section 5.3 for further discussion). Public companies are mostly associated with
a more modern type of ownership structure. It fulfils the original objective of the
limited liability institution, which is to bring together large amounts of capital from
associates unknown to each other. Indeed, it is based on the concept of anonymous
property where people that do not know each other but that are attracted to a same
business venture (see chapter 2 section 2.5.2 for further discussion).

Endogenous and exogenous variables
There is only one endogenous variable: the Investment-Product ratio, IIY, and
only one exogenous variable, independent of the error disturbance: Gross Profits,
measured by the price minus the costs, (p-h).
This estimation of the parameters of this model will allow us to disaggregate by
institutional structure in each industrial sector and at the national level.

Specification o f parameters
The mathematical expression for this functional form is based on Metcalfe
(2000, 1998) and is taken from the chapter 4 section 4.3 (equations 21 and 22), and
disaggregated for the modem and old or traditional firms:
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Objectives
There are two main objectives:
1)

To estimate econometrically the parameters of each of these equations and test
if firms differ in both their willingness to invest (i.e. <|>m * <J>o), and in their
propensities to accumulate (i.e. a m* a o) and if the propensity to accumulate of
modem firms is greater than for old firms, that is, a m> a o.

2)

To calculate the tendency in the disparity between propensities to accumulate
intend in old and modem (legal) institutional environment of firms, that is, (a o« , ’)•

The first of this objectives will try to test if the differences in the institutional
environment of firms reflect the differing internal and external sources of finance
that characterises the institutional change from entrepreneurial to limited liability
settings. The institutional changes for firms will be then captured in differing pa
rameters a for firm i that are associated with different legal institutional envi
ronments. Further, the institutional change to limited liability setting should result in
a greater propensity for modem firms to accumulate than for old firms, that is, a m
> a o, given the foremost objective of attracting more capitalists, ultimately, ending
up with a greater amount of finance sources.
The second objective will provide the difference in the propensities to accumu
late between old and modem firms, a o - a n. This difference in propensities will be
able to evaluate if growth is determined in Colombia’s manufacturing industry by
changes in the difference in the propensities to accumulate between old and modem
firms, oto - a m, and in the market growth, gD -as in section 4.3 already illustrated
previously in section 4.3.
Let us recall from chapter 4 that under the new framework of diffusion models,
the disparity in propensities to accumulate—due to institutional environment dif
ferences- has a key role in industrial productivity growth. Such disparity is a mea
sure of relative financial commitment between proprietorship/private and public
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LLCs. This relative financial commitment (i.e. disparity in propensities to accumu
late) together with three other variables (i.e. the growth of the market size or scale,
the market share of the modem firm, the differences in the willingness to invest
among firms) determine the industrial productivity growth, according to the analysis.
We will provide each industrial sector a pro-modernity scenario for produc
tivity growth analysis of each sector and, after that, we will examine if the propen
sities to accumulate between old and modem firms, a o - a m ’, and in the market
growth, gD( based on growth condition (a) of chapter 4) suffice to the productivity
dynamic of the sector.
There are two possible cases and each sector should be either:
First case: the modem firm has (has not) penetrated and gained the majority
of the market share and the old firm’s finance sources are greater (less) than in
the modem firm. In this scenario, a restrictive selection environment (i.e. market
growth recession) sets the pressure over modem firms to reduce their relative unit
labour costs, increase the relative finance sources of the modern firm or increase
their willingness to invest in order to maintain their expansion. So, in this case, not
only a market growth expansion would account for the pro-modem firms’ expan
sion but so would decrease in the modem firm’s relative finance sources (i.e.
increase in the disparity in propensities to accumulate between old and modem
type of companies)36.
Second case: the modem firm has (has not) penetrated and gained the majority
of the market share and the old firm sources of finance are less (greater) than the
modem firm. This means modem firms have to reduce their relative unit labour costs
in order to maintain their expansion. On the other hand, it also be satisfied with a less
‘minimum rate of profit’ in order to expand, which requires either greater sources of
finance or a reduction in their unwillingness to invest. This is a way in which market
selection imposes less pressure over modem firms when there is a recession and an
increase in the modem firm’s relative finance sources (i.e. decrease in the disparity
in propensities to accumulate between old and modem type of companies) would be
beneficial for modernization37.

36
37

See figures 4.3.1 to 4.3.4 for a geometric analysis of this scenario.
See figures 4.3.1 to 4.3.4 for a geometric analysis of this scenario.
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Expected signs and economic significance
The expected signs of the parameters’ estimations are as follows:
a. (propensity to accumulate): Positive and increasing (and statistically signifi
cant) in public companies because the institutional change towards this legal institu
tional environment setting intends to the capture the supposedly positive and increas
ing amount of finance sources. Positive (and statistically significant) but stagnant or
decreasing for private and proprietorship companies because of the constraint im
posed by legal institutional environment in their sources of finance. The differences
in propensities to accumulate intend to capture the differing institutional environment
of firms and their differing finance sources. Differences in the sources of finance
reflect the institutional change from entrepreneurial to limited liability settings, which
entails a difference in both internal and external finance sources. The institutional
changes for firms will be then translated in differing parameters a. for each firm i *j.
<(>.(willingness to invest): the expected sign is positive (and statistically signifi
cant). This parameter measures the willingness of agents within the firm to invest
resources for firm’s expansion. It means that there is great unwillingness to bear
risks in order to invest resources. It is expected to be different for each firm i *j
because it is expected that, across firms, decision-making agents within firms have
different attitudes towards firm’s growth. So greater willingness to invest across
firms would imply a greater and different level of investment across firms.

Estimation methodology
Two estimation methods were used: the ordinary least squares and the recur
sive least squares methods. The first of them will allow us to determine if the pro
pensities to accumulate differ among old and modem type of firms, that is, a m* a o,
and if the modem type of firms account for a greater propensity to accumulate than
the old type of firm a m > a o. The second method, the recursive least square, will
allow us to calculate the differences in relative financial commitment to invest be
tween firms of differing legal settings. That is, it will allow us to calculate the ten
dency of a o - a m.
I used the method of ordinary least squares -according to the Gauss-Markov
Theorem the Best Linear Unbiased Estimators (BLUE)- to calculate the propensi
ties to accumulate of the complete period at the national level (1968-1997) and at the
sectorial level (1971-1998)38. These estimators are BLUE under the following as
sumptions:
The econometric software used was MicroTSP for Windows (EVIEWS) version 3.1. Quantitative
MicroSoftware © .
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1)

The equation is correctly specified (linear) and all the relevant variables are in
the equation.(no omitted variables or mispecification)

2)

E(e ¡) = 0 V i (zero mean error)

3)

Var (e i) = E(ei2) = a V i (constant variance or homoskedasticity)

4)

Cov (e i , e j) = E (e i , e j) = 0 V i * j

5)

Exogenous variables are fixed and the matrix that forms the exogenous vari
ables has full rank

O rdinary least squares estim ates are consistent in the presence of
heteroskedasticity, but the conventional computed standard errors are no longer valid.
Hence, when evidence of heteroskedasticity is found, I chose the robust standard
errors option to correct the standard errors.
The estimation of the relative financial commitment was obtained by using the
econometric method of recursive least squares. This method consists of ordinary
least squares estimated repeatedly using ever-larger subsets of the sample data in
the investment equations (21) and (22) of section 4.3. In this way, the disparity in
propensities to accumulate (i.e. relative financial commitment) between old (propri
etorship and private) and modem (public) types of firms was estimated.
We will discuss the following questions:
a)
b)
c)

Do the endogenous and exogenous variables establish a spurious regression?
Do the assumptions described above break down?
Which are the causes?
Note: the level of significance for the hypothesis testing will be 5 per cent.

Data
The National Institute of Statistics of Colombia (DANE) provided the data for
the manufacturing industry. It was disaggregated by legal framework at the national
and sectorial levels. The time series for the national level was from 1968 to 1998 and
at the sectorial level was from 1971 to 1998. The source of this data was the Annual
Manufacturing Survey.
To measure the endogenous variable, the investment-product ratio, I used the
net investment and the valued added variables of the database provided by the DANE
(in current pesos). To measure the exogenous variable, the gross profits, the price
was set as numeraire and the unit labour costs was measured dividing wages (in
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eluded bonuses) by the labour-value added ratio (see equations 13, 14, and 15 in
section 4.3 for further details). All variables were deflated by the 1990 index pro
vided by DANE, hence, the unit of measure of all variables is constant pesos of
1990.

Procedural Note
The national and the sectorial levels together comprise 30 sectors. Each sector
has a disaggregation by public, private and proprietorship companies: and, added to
this, we have to take into account that there are two variables (one exogenous and
one endogenous). This means that around 180 stationarity and unit root tests, 90
regressions, and about 900 hundred validation tests were applied. The length of an
appendix including all these stationarity tests, regressions, and test of normality,
autocorrelation ,etc., would require approximately two more volumes. This, taken
into account, the Thesis will only provide a table that summarizes the econometric
analysis of the national level: table 5.4.2.3 (at the end of the appendix 5.4.2) as an
example of the procedure that was applied to all sectors.

Stationarity Tests
A time series is stationary if its mean value and its variance do not vary system
atically over time. The time series analysis is based on the assumption of the series
being stationary. Hence, stationarity tests were applied to exogenous and endog
enous variables. An important and effective test of stationarity is based on the
autocorrelation function. If a time series is stationary its autocorrelation function
tappers off quickly. If the autocorrelation function of the endogenous and exogenous
variables do not taper off quickly, it is the first indication that the series is nonstationary
In the great majority of cases the autocorrelation function did not taper off
quickly in the levels, but it did in the first difference. This gave the first indication that
the variables in their levels contained, in their great majority of cases, a unit root
term or, in other words, were integrated of order one 1(1).
The unit root test was applied also to each of the variables. The following tables
summarize the two types of unit root tests that were applied.
UNIT ROOT TESTS
Test 1: A x, = n + a* tren d + y xt.i + kj XAx ui + e t
i = lags
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Level of significance = 0.05. MacKinnon tables were used for critical values.

X

=

investmentproduct ratio
x
=
gross
profits

Ho: Y = 0
Reject or not
reject Ho.

Ho: a =0
Reject or not
reject Ho.

Ho: y = a = 0
Reject or not
reject Ho.

Ho: n=Y = a = 0
Reject or not
reject Ho.

Reject or not
reject Ho.

Reject or not
reject Ho.

Reject or not
reject Ho.

Reject or
reject Ho.

Test 2: A x t = fi + Y Xt-i +
i = lags

^A x

t .j

not

+ et

Reject or not
reject Ho.

Ho: Y =H = 0
Reject or not
reject Ho.

Ho: u= 0
Reject or
reject Ho.

Reject or not
reject Ho.

Reject or not
reject Ho.

Reject or
reject Ho.

X
o
x
=
investmentproduct ratio
x
=
gross
profits

II
o

Level of significance = 0.05
not

not

As expected, in the great majority of cases, the unit root tests confirm the
results that the autocorrelation function suggested, that is, the series are integrated
of order one. Almost all variables contained a unit root term, but did not have, in the
great majority of cases, a drift nor a deterministic trend at the national and the sec
torial levels.
The fact that the great majority of the endogenous and exogenous variables are
1(1), raises the first problem in the econometric analysis. If the linear combination of
the endogenous and exogenous variables is not of order 1(0), then the variables
would not be co-integrated and, thus, the regression would be spurious. We will
examine this matter after the dynamic tests.

Static or Dynamic model
In order to have an estimation of the error term (usually referred to as residuals),
it must be determined if the model responds to dynamic behaviour rather than to the
static one described by the functional model (see above). The Likelihood Ratio test
allows one to determine if there is a dynamic mispecification because of an omission
of lagged terms of the endogenous and exogenous variables. The LR joint test has
the following restrictions at null and alternative hypothesis:
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Investment
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(t)
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(t - 1)
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Ha: c(2)*c(4) * -c(3)

Tables 5.4.2.1 and 5.4.2.2 show the sectors in which the null hypothesis was
rejected (p-value < 0.5). Those sectors have also an estimator for propensities to
accumulate that is lagged one period -i.e. propensities to accumulate (-1).

Cointegration
The Correlogram analysis and the Augmented Dickey Fuller test, both applied
to the residuals of the regression run between the endogenous and exogenous vari
ables, would allow us to establish if the functional model is spurious or not. The
Correlogram tapered off quickly in almost all regressions’ residuals which was the
first indication that the residuals are of order zero (1(0)) and hence the model is not
spurious. The ADF critical Augmented Dickey Fuller test for residuals require dif
ferent critical values that thos produced by the econometric software EVIEWS. So,
using MacKinnon39 critical values for residuals’ ADF test, the analysis was able to
conclude that the estimated residuals are stationary at the level, hence, they were
integrated of order 0, and therefore, the endogenous and exogenous variables are
co-integrated at the national and sectorial levels. In other words, there is a long
term relationship between the explanatory variable and the dependent vari
able at the national and sectorial levels.

Tests of Autocorrelation, Normality, and Mispecification
Under autocorrelation, normality or specification errors, ordinary least squares
estimators will be biased and inconsistent, and conventional inference procedures
will be invalidated.
The autocorrelation tests applied were the Durbin Watson, Q-statistics and the
Breush-Godfrey Serial Correlation LM Test (with 4 lags). The Durbin Watson sta
tistic tests the hypothesis of serial correlation of first order, whilst the Q-statistics
and the Breush-Godfrey test for the hypothesis of serial correlation of higher order.

See MacKinnon (1591, p. 275).
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The Jarque-Bera test examines if the residuals have a normal distribution. This
test statistic measures the difference of the skewness and kurtosis of the residuals
with those from the normal distribution.
The Regression Specification Error Test (RESET) is a general test for the
following types of specification errors:
❖

Omitted variables; when the model does not include all relevant variables.

❖

Incorrect functional form; some or all of the variables should be transformed to
logs, powers, reciprocals, or in some other way.

❖

Correlation between exogenous variables and the residuals, which may be caused
by measurement error in the exogenous variables, simultaneous equation con
siderations, combination of lagged values of the endogenous variable and seri
ally correlated disturbances.

Estimation by ordinary least squares and interpretation o f the results
Recall that the ordinary least squares will allow us to determine if the propensi
ties to accumulate differ among old and modem type of firms, that is, a m* cxo, and if
the modem type of firms account for a greater propensity to accumulate than the old
type
J r of firm a m > oa .
It is not possible to make inferences in all sectors not only because their con
ventional inference procedures have been invalidated but also because the propensi
ties to accumulate are not comparable between old and modem type of firms’ legal
structure. Under such sectors, either only propensities to accumulate estimators are
valid for the old modem type of firms or they are valid only for the modem type of
firm.
Table 5.4.2.1 (in appendix 5.4.2) shows the sectors with significant parameters
(5% of significance) and in which the null hypothesis of no mispecification, no
autocorrelation, and normality (in residuals) were not rejected, hence, inference
procedures have been validated. Whilst Table 5.4.2.2 (in appendix 5.4.2) shows
the sectors with significant parameters (5% of significance) and in which the null
hypothesis of no mispecification, no autocorrelation, and normality (in residuals) were
rejected, hence, conventional inference procedures have been invalidated.
These tables show the value of the significant and valid estimators of the will
ingness to investment and propensities to accumulate (in time t and t-1), the R squared
and the adjusted R squared. For example, in total industry, the estimator of the pro
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pensity to accumulate of private firm is 0.039 which means that, ceteris paribus, an
increase in gross profits of 100 pesos (of 1990) would increase the investmentproduction ratio in 39 pesos. In total industry, the estimator of the propensity to
accumulate of public firm is less than in the private firms: 0.037. This means that,
ceteris paribus, an increase in gross profits of 100 pesos (of 1990) would increase
the investment-production ratio in 37 pesos. The R squared is 0.692 which shows
that the explanatory variable accounted for over 69 percent of the variation of the
Invest-production ratio. The adjusted R squared dips only slightly to 0.66.
In the total industry the modem type of firms do not have a higher propensity to
accumulate than that of the traditional firms. Actually, the differences between pri
vate and public companies are hardly noticeable. The clothing sector (sector 322)
and the basic non-ferrous metallic products (sector 372) present a very similar situ
ation to the national level. The difference between public and proprietorship compa
nies’ propensities to accumulate -0.16 and 0.18 respectively- of the clothing sector
is 2 pesos as consequence of any 100 pesos increase in the gross profits within either
type of company. Whilst the difference between public and private companies’ pro
pensities to accumulate (lagged periods) -0.04 and 0.12 respectively- of the basic
non-ferrous metallic products sector is 8 pesos as consequence of any 100 pesos
increase in the gross profits within either type of company. The lagged period in the
propensity to accumulate means that the expectations for the investment decisions
are adaptive, that is, they are taken based on the gross profits of the previous period.
However, as we move further into other the sectors of the industry we find
more and more differences between old and modem type firms. For example, in the
textile sector (sector 321), the differences between private and public companies is
significant. The propensity to accumulate (in a lagged period) in public companies is
0.26 whilst in private companies is only 0.16. This translates in a difference of 10
pesos between public and private companies in their propensities to accumulate as
consequence of any 100 pesos increase in the gross profits within either type of
company.
An even sharper difference occurs between private and public companies of
the chemical sector (sector 352), where the propensities to accumulate are, respec
tively, 0.10 (in time t) and 0.24 (in time t-1). There is, hence, a difference of 14 pesos
between private and public companies’ propensities to accumulate for any 100 pe
sos increase in the gross profits within either type of company. The lagged value of
the propensity to accumulate of the public companies implies that the expectations
for the investment decisions are adaptive, that is, they are taken based on the gross
profits of the previous period.
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The plastics sector (sector 356) shares with non-metallic mineral products (sec
tor 369) the highest difference in propensities to accumulate between old and mod
em type of companies. The propensities to accumulate for private firms is 0.10 and
for public firms is 0.33 (in time t) within the plastics sector; and for proprietorship
firms is 0.08 and for public firms is 0.33 within the non-metallic mineral products
sector. There is, hence, a difference of 23 pesos between private and public compa
nies’ propensities to accumulate and a difference of 25 pesos between proprietor
ship and public companies’ propensities to accumulate for any 100 pesos increase in
the gross profits within either type of company of both sectors. The lagged period in
the propensity to accumulate of the public company of the non-metallic mineral prod
ucts sector means, again, that the expectations of the investment decisions are adap
tive, that is, they are taken based on the gross profits of the previous period.

Results and interpretation o f recursive least squares methods
This econometric method intends to estimate the series of the propensities to
accumulate (1977-1996). This will allow the estimation of the disparity on propensi
ties to accumulate between modem and old type of firms’ legal institutional environ
ment and its effect of productivity growth. The OLS estimation, together with the
market share of the modem firm, will allow us to determine the different sector’s
pro-modemity scenarios. Table 5.4.2.4 summarizes the sectors that yielded signifi
cant and valid estimators and classifies them according to the two pro-modemity
scenarios (see chapter 4). These scenarios were based on two variables:
a)

Difference in the propensities to accumulate estimators of old and modem type
of firms, that is a m < oa or a m > oa and

b)

market share of the modem type of firm, that is, Sm > Vi or Sm < Vi (for the
market shares each sector, see graphs 5.4.2.1 to 5.4.2.7 in appendix 5.4.2).

Institutions & Innovation in the Manufacturing Industry o f Colombia

187

Table S.4.2.4
PRO-MODERNITIY SCENARIOS ATTHE SECTORIAL
AND TOTAL LEVELS
Conditions for productivity enhancement (based on condition (a))
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then C > 0
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• 321 - Textile sector a 0 < a m and
• 372 - Basic non-ferrous metallic
products a o > a m and Sm > %
Sm > V2
• 322 - Clothing a o > a m and Sm < V2
• 356 (between 1980-82) - Plastics
sector a o > a.m and Sm > lh
• 352 - Chemical sector a 0 < a m and
Sm > V2
• Total industry a o > (Xm and Sm > V2
• 369 - Non-metallic mineral products
a < a and Sm > V2
• 356 (1978-9 & 1983-97) - Plastics
sector a 0 < a m and Sm > V2

In total, there are valid and comparable estimators between old and modem
type of firm’s propensities to accumulate40 in the following sectors: 322 - Clothing,
372 - Basic non-ferrous metallic products, 356 - Plastics sector, 321 - Textile sec
tor, 352 - Chemical sector, 369 - Non-metallic mineral products and Total Industry
(see Table 5.4.2.1). Graph 5.4.2.9 to 5.4.2.15 show the propensities to accumulate
of public and either private or proprietorship companies. These graphs depict the
evolution of the propensities to accumulate and the disparities between modem and
old type of firms in the manufacturing industry of Colombia.
The total industry shows a decrease in the disparity in the propensities to accu
mulate between private and public companies between 1977 and 1996. In the textile
sector (321- Graph 5.4.2.10) the private companies’ propensity to accumulate was
decreasing whilst the public companies had an increasing propensity to accumulate.
The disparity between old and modem type of firms increased due to a greater
These were the sectors in which econometrics tests yielded significant and valid estimations and,
hence, comparisons between private and public LLCs are viable.
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financial commitment on the part o f the modem firms. In the clothing sector (322Graph 5.4.2.11) the disparity decreased due also to a greater financial commitment
on the part of the modem type o f firms. By contrast, in the chemical sector (352Graph 5.4.2.12), the modem type of firms had a sharp decrease in their propensities
to accumulate whilst the old type firms increased their propensities. This yielded as
result a significant decrease in their disparities. In the plastics sector (356 - Graph
5.4.2.13) the policy of the old type of firms to increase the financial commitment to
invest narrowed the disparity in the propensities to accumulate, whilst the modem
type of firms remained relatively committed to invest. In the non-metallic mineral
products sector (369 - Graph 5.4.2.14), the decreasing propensity to accumulate of
the modem type o f firms and the increasing propensity to accumulate of the old type
of firms caused a significant decrease in their disparities in financial commitment.
Finally in the basic industry of non-ferrous metals sector (372 - Graph 5.4.2.15), the
disparities between old type of firms and modem type of firms remained high during
the majority o f the period except for the two first and three last years o f the period of
analysis (1977-1996).

Graph S.4.2.9
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Graph 5.4.2.10
Propensities to accumulate and disparities between old and modem type of firms
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Graph 5.4.2.11
Propensities to accumulate and disparities between old and modem type of firms
in the clothing sector (322)
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Graph 5.4.2.12
Propensities to accumulate and disparities between old and modern type of firms
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Graph 5.4.2.13
Propensities to accumulate and disparities between old and modern type of firms
in the plastics sector (356 )
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Graph 5.4.2.14
Propensities to accumulate and disparities between old and modem type of firms
in the non-metallic mineral products sector (369)
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Graph 5.4.2.15
Propensities to accumulate and disparities between old and modem type of firms
in basic industry of non-ferrous metals sector 372
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Productivity Growth Analysis
The following discussion intends to meet the second objective of this econo
metric analysis. It will evaluate if the disparities in the propensities to accumulate
between old and modem firms, a o• a m, together with the market growth, gD, help us
account for industrial productivity growth -as the model of chapter 4 has predicted.
The willingness to invest is left as constant, in order to simplify the analysis.
The analysis is based on table 5.4.2.5 (see model chapter 5 for further discus
sion of these scenarios) and in graph 5.4.2.8. The table 5.4.2.5 was constructed with
the following methodology. If we assume that the market growth for 1975 was 2%
and in 1978 was 6% then the differential o f market growth would be the difference
between 1975 and 1978, which is 4 percentual points. Another example, assume that
the propensity to accumulate for 1994 was 3.5 percentual points and in 1996 was 2.0
percentual points. The differential o f propensity to accumulate would be the dif
ference between 1994 and 1996 that is -1.5 percentual points. Hence, the exact
same procedure applies for differential o f market growth and the differential in
the disparity o f the propensities to accumulate. The years of the first example,
1975 and 1978 are the first and last years of a boom period of the market growth
rate; and the years of the second example, 1994 and 1996, are a reccesive transition
of the market growth rate.
The market growth rate in Colombia, illustrated in Graph 5.4.2.8, sets the peri
ods of analysis on table 5.4.2.5. It counts with 6 cycles, which vary between 2 and 5
years each. In the mid-seventies (1975-78), mid-eighties (1984-86) and beginning of
the nineties (1992-93) the boom cycles occurred, whilst the recessive periods oc
curred during the late seventies (1979-83), late eighties (1984-1986) and mid-nineties (1994-96). Precisely the table 5.4.2.5 is divided into these periods, with booms in
black and recessive periods in red.
Graph 5.4.2.8
Market growth in Colombia (1975-1996)
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Recall from the table 5.4.2.4 that the basic non-ferrous metallic products (372),
and the aggregate or total manufacturing industry/are the only ones (except for three
years of the sector 356) in which an increase in the disparity in propensities to accu
mulate together with an increase in market growth would translate into an increase
the productivity growth, according to the condition (a). By contrast, in the other
sectors an increase in productivity growth was accompanied by a decrease in the
disparity in propensities to accumulate together with a decrease in market growth,
according to the condition (a) (see table 5.4.2.4).
The sectors that were most able to adapt accordingly the firm ’s financial
policy to the different scenarios, which the market cycles and the market share
o f the modem firm impose, were the sectors that performed better in the pro
ductivity growth development (see table 5.4.2.5).
The chemicals sector had the best sectorial productivity performance (see ta
ble 5.4.2.5 num bers in bold) due to the to the decrease the disparity in propensities
to accumulate not only in the expansive cycle of 1975-7841 (see graph 5.4.2.8) but
also during both recessive cycles of the market during 1987-1991 and 1994-96 (see
graph 5.4.2.20). Public and private companies narrowed the gap of their propensities
to accumulate (see graphs 5.4.2.16 and 5.4.2.17), which favoured the adjustment of
the sector to the market fluctuations. Secondly, the increasing disparity in propensi
ties to accumulate between public and private companies of the plastics sector drove
the sector to its peak productivity performance during the market’s expansive cycle
of 1975-78. The private firms’s market share (see graph 5.4.2.4 in appendix 5.4.2)
and the fierce investment policy of public LLCs assisted this increase in disparity in
propensities to accumulate. During the recessive period of 1979-83 the advancing
power of public companies, together with the austere financial policies of private
firms, led to one of the two worst performance periods of the sector. However, the
more attuned firm’s finance policy during the two next recessive periods (1987-91
and 1994-96) led the sector to a much better performance (see table 5.4.2.5).
The two highest productivity levels achieved in the clothing products sector
(322) were during the recessive market periods (1994-96 and 1987-91) because of
the fact that the differential of disparity in propensities to accumulate did not out
weigh the differential market contraction (see table 5.4.2.5). Precisely, during both
periods, the proprietorship firms increased their propensities to accumulate whilst in
the rest of period their financial strategy was the opposite. This change, together
with public companies’ financial policy to maintain their propensity to accumulate,
yielded, as a result, the differential in disparity in propensities to accumulate that
coped positively, in productivity terms, with both recession periods. However, the
financial strategy of the sector was not always that accurate, in particular, when
41

Disparity in propensities to accumulate decreased more than proportionally (-11.5 percent) than the
market expansion (only 9.7 per cent) (see table 5.4.2.5).

194

Ivan Dario Hernandez Umana

during 1984-86 an important differential disparity in propensities to accumulate re
duction outweighed the market expansion, consequently, generating one o f the two
lowest productivity levels between 1975 and 1996. This was mainly due to the
relative moderate increase of the propensity to accumulate of proprietorship compa
nies (see graph 5.4.2.18) respect to the fierce investment policy o f their counterpart,
the public companies (see graph 5.4.2.16), during 1984-86.
The textile industry is the sector where the new diffusion analysis framework is
more accurate in its account of productivity growth (see table 5.4.2.5 num bers in
bold). During the two first market expansion cycles (1975-78 and 1984-86) the
differential in disparity in propensities to accumulate outweighed the market growth
in such way that it generated the highest levels of productivity levels. This was due
mainly, in the first o f these two periods, to the fierce policy of public companies of
increasing their propensities to accumulate and, during the second period, due mainly
to an expansive financial policy of the private firms. During 1992-3 a radical change
in the differential o f disparity in propensities to accumulate, due to mainly to a fierce
expansive finance policy o f public companies, run with the misfortune o f falling in a
small expansive period of the market. If the market would have continued to lower
its differential growth things might have been different. Anyhow, this situation gen
erated the highest setback in the sector’s productivity levels between 1992-93. Dur
ing the two last periods of recession (1987-91 and 1994-96) the differential disparity
in propensities to accumulate between private and public companies did not contra
vene the market recession. This fact generated consequently quite high levels of
productivity.
The high setback of the differential disparity in propensities to accumulate dur
ing the two first cycles o f demand, mainly due to an important reduction in the pro
pensity to accumulate o f public companies and a highly significant increase in the
propensity to accumulate of proprietorship companies, influenced significantly to in
crease the productivity of the non-metallic mineral products sector (369). During the
recession period of 1987-91, even though there was a substantial reduction in the
differential disparity in propensities to accumulate it contributed just enough for a
positive productivity enhancement of the sector. Such period of 1987-91 would turn
to be representative of the overall situation of the 369 sector. Not even the drastic
setback in the differential of the disparity in propensities to accumulate during the
overall period, due mainly to a huge financial effort of proprietorship companies and
to a less spirited financial policy of the public companies, was able to really give a
burst to the sector’s productivity performance.
In the case of the basic non-ferrous metallic sector (372), it had a very low
productivity performance in the overall period due to the fact that the differential of
the disparity in propensities to accumulate did not outweigh the overall market growth
decrease of the period (see table 5.4.2.5). Despite the good performance during
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1975-78 and 1992-93, the disharmony between recessive periods and the (austere)
financial policy of public companies did not contribute to raise enough the disparity in
propensities to accumulate between private and public companies in order to create
greater productivity outbursts.
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The fact that in both the sectorial and the total industry levels the predictive
power of the new diffusion framework is not high as we get closer to the final year
of the period of analysis, confirms that differences in institutional environment are
more important in some sectors than in others. In other words, the institutional change
has had a greater impact in some sectors. Future research should explore this result.
In particular, future research should focus in answering why there are no significant
or valid estimators in the sectors in which there is a strong presence of public com
panies such as Beverages (313), Tobacco (314), Paper and its by-products (341)
and Industrial chemical substances (351).
However, the new diffusion framework still has some relevance at the national
level, especially between 1975 and 1986. During 1975-78 the high differential mar
ket growth together with a positive differential in disparity in propensities to accumu
late contributed to a productivity outburst of the industry. During 1984-86, the pro
ductivity enhancement was mainly due to a market expansion and a differential
disparity in propensities to accumulate reduction that did not oppose the tendency in
the market’s cycle.
Across the sectors the changes of the market growth and firms’ finance policy
had a different impact on productivity growth. Even when one outweighed the other,
the neutralized one still continued to have a great impact over the productivity growth
in some cases. Future research should evaluate the differing impacts that financial
policy and market cycles at the sectorial level.
Graph 5.4.2.16 shows that public companies of the chemical products and
non-metallic mineral products had decreasing propensities to accumulate throughout
1976-1998. However, we have seen that chemical products raised their financial
commitment during the second cycle of market growth, which made them a leading
sector in productivity growth in Colombia’s manufacturing industry. The time series
shows neither strong convergence across sectors’ public companies nor at the total
industry level. Graph 5.4.2.17 shows that textiles sector’s private companies are the
only with a decreasing propensity to accumulate across the whole of Colombia’s
manufacturing industry. There is a convergence in propensity to accumulate across
sectors. Graph 5.4.2.18 shows that only the chemical products’ and the clothing
industry’s proprietorship companies decreased their propensity to accumulate but in
general there is a tendency to converge across sectors.
Hommes and Silva (1981) would argue that public companies had supposedly
lost their role in the process of accumulation in Colombia’s manufacturing industry,
but calculations prove the contrary.
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Graph 5.4.2.16
Propensities to accumulate of public companies in CMI (1976-1998)

Graph 5.4.2.17
Market

Propensities to accumulate of private companies in CMI (1977-1998)

SOURCE: Annual Manufacturing Survey - DANE and author's estimations
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Graph 5.4.2.18
Propensities to accumulate of proprietorship companies in CMI (1976-1998)

Graph 5.4.2.19 shows that disparities decrease in both total industry and basic
non-ferrous metallic products but the former decreases more rapidly than the latter.
Graph 5.4.2.20 shows that all disparities decrease but non-metallic mineral products
sector decreases more rapidly than chemical sector; the latter decreases more rap
idly than clothing sector; the latter decreases more rapidly than plastics sector and
the latter decreases more rapidly than textile sector.
Graph 5.4.2.19
Disparity in propensities to accumulate between
private and public companies of the total industry and basic non-ferrous metallic

SOURCE: Annual Manufacturing Survey - DANE and author's estimations

200

Iván Darío Hernández Umaña

Graph 5.4.2.20
Disparity In propensities to accumulate between
1) private and public companies of the textile, plastics, & chemical sectors and 2)
proprietorship and public companies ot clothing & non-metailic mineral products

5.5 Conclusions
The evidence shows that the rise of LLCs in the industry resulted from a huge
change in the structure of the economy, creating major changes for firms. The ori
gins of the LLCs came, among other things, from the need of succession when firms
began to outlive their original creators and founders. The development of this suc
cession in conjunction with an anti-competitive and oligopolistic character of the
insider ownership structure of the economy, led to an evolutionarily stable institution
(i.e. private LLCs) that ‘locked out’ the intrapreneurial and innovative process within
firms of the Colombian manufacturing industry. The private legal setting established
itself as a socially habituated way o f action (i.e. institution) among firms when
big and powerful conglomerates -in order to create bigger and more powerful public
companies like Nacional de Chocolate or Colombiana de Tabaco (Hommes 1996).absorbed the firms that had adopted a public setting.
However, this institutional ‘innovation’ would backfire because it applies tech
nical principles but leaves the appropriateness principle aside, which translates into a
sub-optimal institutional innovation. It is sub-optimal basically because the institu
tional innovation setting of a private limited liability framework leaves the intrapreneurial
forces excluded from the access to ownership. This was the world that the classic
political economy and scholars like Schumpeter and Veblen were concerned with:
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one in which the institutional change would favour the divorce between ownership
and entrepreneurship and consequently giving rise to evolving counter-innovative
forces. Only one type of institutional bricolage or institutional innovation took
place: the technical; the symbolic was left aside and this is reflected in an institutional
lock-in with an inefficient structure.
In order to capture this phenomena, the analysis had to move from a traditional
diffusion framework -that was not accounting for the phenomenon described aboveto a new diffusion framework that would account for the evolution of the legal
institutional environment. Hence, the differences in propensities in accumulation and
willingness to invest across firms were included in order to explain the growth in
productivity.
Previous studies like those of Hommes and Silva (1981) argue that public com
panies had lost their key role in the process of accumulation in Colombia’s manufac
turing industry. Nevertheless, the new diffusion analysis has proven that the opposite
occurs if we take into account the dynamics of firms’ propensities to accumulate
and disaggregate the level of analysis from a national to a sectorial level of the
manufacturing industry. Despite the fact that at the national level, in the clothing and
the basic non-ferrous metallic products sectors, the differences in propensity to ac
cumulate between old and modem type of firms are hardly observable as we ap
proach the final year of the analysed period, as we move back in time and further
into other sectors of industry, we find more and more differences between old and
modem type firms. Difference in the financial policies across firms resulted in the
disparity in their propensities to accumulate varied across sectors of the industry.
The industry at a national level shows a decrease in the disparity in the propen
sities to accumulate between private and public companies between 1977 and 1998.
In the textile sector the disparity between old and modem type of firms increased
due to a greater financial commitment on the part of the modem firms. In the
clothing sector the disparity decreased due also to a greater financial commitment on
the part of the modem type of firms. By contrast, the chemical sector experienced a
significant decrease in its disparities. In the plastics sector the disparity in the pro
pensities to accumulate narrowed and in the non-metallic mineral products sector
there was a significant decrease in the disparities. However, in the basic industry of
non-ferrous metals sector the disparities between old type of firms and modem type
of firms remained high during the majority of the period.
Interestingly enough, the sectors counting with firms conducting their financial
policy according to the different scenarios that the market cycles and the market
share of the modem firms impose, were the sectors that performed better in the
productivity growth development. However, this does not translates into saying that
firms growth is a calculated and rational strategy but, on the contrary, it confirms the
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theoretical result that firm’s growth is an emergent phenomena. For example, the
chemicals sector had the best sectoral productivity performance due to the firms’
investment policy to decrease the disparity in propensities to accumulate not only in
the expansive cycle of 1975-78 but also during both recessive cycles of the market
during 1987-1991 and 1994-96. Due to the public and private companies’ policy to
‘close the gap’ in their propensities to accumulate, the sector was able to adapt
appropriately to the market fluctuations. Moreover, the increasing disparity in pro
pensities to accumulate between public and private companies of the plastics sector
drove the sector to its peak productivity performance during the market’s expansive
cycle of 1975-78. During the recessive period of 1979-83 the advancing power of
public companies together with the austere financial policies of private firms, led to
one of the two worst performance periods of the sector. However, the more attuned
firm’s finance policy during the two next recessive periods (1987-91 and 1994-96)
led the sector to a much better performance. Nevertheless, the financial policy of
the sectors were not always that accurate, as in the clothing sector where during the
1984-86 an important differential disparity in propensities to accumulate reduction
outweighed the market expansion, and, consequently, generating one of the two low
est productivity levels of the period of analysis. This was mainly due to the relative
moderate increase of the propensity to accumulate of proprietorship companies re
spect to the fierce financial policy of their counterpart, the public companies.
The fact that in the total industry the predictive power of the new diffusion
framework is not as high as at the sectorial level, confirms that differences in institu
tional environment are more important in some sectors than in others. In other words,
the institutional change has had a greater impact in some sectors. Future research
should cave into this result. In particular, future research should focus in answering
why there were no significant or valid estimators in the sectors in which there is a
strong presence of public companies such as Beverages (313), Tobacco (314), Pa
per and its by-products (341) and Industrial chemical substances (351).
However, the new diffusion framework still has some relevance at the national
level, specially between 1975 and 1986. During 1975-78 the high differential market
growth together with a positive differential in disparity in propensities to accumulate
contributed to a productivity outburst of the industry. During 1984-86, the productiv
ity enhancement was mainly due to a market expansion and a differential disparity in
propensities to accumulate reduction that did not contravene the market’s cycle.
Further, in some sectors the new diffusion analysis is more accurate in its ac
count of productivity growth as in the textile industry. It seems that the change in
market growth and in the efforts of firms of increasing their propensities to accumu
late may differ in their effects over the productivity across sectors of the industry.
Future research should have a closer look to the effects of the sectorial the evolution
of the institutional environment and its effects over the productive and innovative
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process vis-à-vis the effects of market growth rate. In other words, it should evalu
ate the differing impacts that financial policy and market cycles across the sectors of
the industry.

CHAPTER SIX

6.

CONCLUSIONES AND FUTURE RESEARCH

he aim of this Thesis was to analyse the institutional environment for the devel
opment of innovation (i.e. diffusion of the entrepreneurial function in the economy
and within the firm) in Colombia’s manufacturing industry. In the spirit of Richard
Nelson’s appeal-i.e. “bring institutions to evolutionary thinking”, this Thesis has at
tempted to extend the evolutionary diffusion analysis, by including an institutional
environment dimension. In addition to the influence of evolutionary thinking (of Joseph
Schumpeter, Richard Nelson and Stan Metcalfe), the Thesis is strongly receptive to
the development theorists like Albert Hirschman, Arthur Lewis, William Baumol,
inter alia. Both evolutionary and development thinking, in my interpretation, under
stand development as an unfolding process of the function of entrepreneurship and
give key importance to the institutions moulding this function. In this way, it places
the fundamental question in respect to the difficulties of economic development,
paraphrasing Hirschman (1958), “back where all difficulties of human action begin
and belong: in the mind”. Given that institutions mould and shape human thought and
action, hence, they have a key role in the development process.

T

Based on the recent work of Metcalfe (2000, 1998), the model developed in
Chapter 4 adds institutional elements to diffusion models of Nelson (1999, 1982,
1968). In the latter differential costs and an entrepreneurial responsiveness element
were the main determinants of diffusion and growth. We extend this traditional diffu
sion analysis by incorporating the institutional change that many countries experi
ence with the rise of the Limited Liability Institution. This is reflected by the inclusion
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of two investment functions for firms adapting to the modem institutional environ
ment and firms that inherit the constraints of the previous institutional environment.
In the traditional diffusion analysis (Nelson 1968, with Winter 1982, and with Pack
1999) there is no allowance for institutional differentiation framework. It is reflected
in a single entrepreneurial attitude across all firms. The new diffusion analysis fo
cuses on how variety in the institutional environment of firms is an important factor
in determining growth. The econometric estimations and the productivity analysis of
Chapter 5 are carried out with the intention of capturing the impact of the evolution
or changes of the institutional environment of the firms towards a more modem type
of legal setting (that would allow for a greater amount capital and outside investors).
When we include these new institutional elements in the growth analysis, they
help us, in turn, to give a better account of growth not only at a theoretical but also at
an empirical level. From the theoretical point of view it produces new scenarios in
which the market cycles, the market share of the modem firm, and the differences in
willingness to invest and propensities to accumulate impose new conditions for pro
ductivity growth accounting. From the empirical point of view, the research shows
that the industrial growth analysis that includes the institutional elements counts with
a high explicative power of national and sectorial productivity growth. This means
that the inclusion of other institutional determinants leave the diffusion analysis bet
ter off, in the sense that it provides new elements that help refine or explain produc
tivity growth analysis.
In sum, the industry’s growth under the new framework of the diffusion model
depends on modem firm’s more than just its technological advantage. It also de
pends on:
=> Proportion of market share
=> Propensities to accumulate
=> Willingness to invest
The analysis points out that the benefits for growth very much depend in in
creases or decreases of the propensities to accumulate disparities meeting the rel
evant order for growth. This translates in saying that industrial growth is an emer
gent phenomena rather than firms ’ calculated and rational strategy. Other vari
ables that increase the modem firm possibilities to expand are the changes in de
mand growth rate and on technological innovation(s) on the part of modem firms. In
other words, increasing levels of innovation and of demand are strongly welcomed
for industrial growth.
The analysis of the diffusion of technologies was re-arranged as the unfolding
process of the (intra-)entrepreneurial innovation function. The relation generated
between the institutional setting and the intra-organizational payoff structure of each
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firm creates the variety o f institutional and incentive structures across firms.
This differing intra-organizational incentive (or payoff) structures of firms generate
multiple stationary points in the allocation functions, and this leads to the develop
ment of a variety of productivity performances across firms. In this way, the prob
lem of diffusion related not only in the context of the firm’s technology vintage but
also in addition is related to what actors within firms choose to do with their human
knowledge in order to give the possibility of altering the decisions that solve organi
zational and production problems in an innovative (productive) way than rather in a
counter-innovative way. From such a allocation process then derives an increasing
productivity dichotomy among firms with differing institutional environments and in
centives structures.
The reason we include the institutional element in an analysis of innovation in a
developing country such as Colombia is as follows: As the industrialization process in
Colombia’s manufacturing industry has taken over three-quarters of a century, many
of the entrepreneurial firms that initiated this process have outlived their original
creators, giving rise to a succession process throughout the industry. This is reflected
by the takeup of the Limited Liability Companies status in Colombia’s manufacturing
industry during the 60s and 70s. However, the strong presence of Business Groups
and the oligopolisation tilt of the industrialization process, brought about consequently
a dominance of a private institutional setting in order to cope with such economic
concentration. This private setting reflects a pre-emptive strategy of excluding out
siders in order to prevent being taken over by other rival (and likely more powerful)
economic groups. This explanation intends to provide the answer as to how rigidities
in selling the contractual and residual rights of control of the heirs, family and friends,
of the original entrepreneurs got so deeply entrenched in the business culture of
Colombia’s manufacturing industry. However, the rigidities in the transfer of owner
ship rights not only have the effect of excluding outsiders from taking control but,
unfortunately, also insiders, such as managers, workers and other stakeholders. This
aggravates the separation between ownership and intrapreneurship (i.e. innovative
activities within the firm), which constitutes the original concern of the classical
political economy of Joseph Schumpeter and Thomstein Veblen, inter alia. In this
way, those intrapreneurs with a key role in the innovation process, development and
expansion (creation) of the firm, are separated from the product of their creativity.
This exclusive setting is self-sustained and easy to reproduce. Under these
circumstances, we can say, based on Sugden (1989) and David (1994), that
evolutionarily stable institutions tend to get established and create a lock-in of the
system to an institutional structure of an exclusive nature. When the intrapreneurial
function within the industry does not find a ‘way in’ because of evolutionarily exclu
sive institutions then firms find it more difficult to enter a high productivity growth
path. The intrapreneurial function is left ‘locked-out’ given that evolutionarily exclu
sive institutions get established and, hence, firms find themselves trapped in a low
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productivity growth path. The intra-organizational incentive conditions, and its inter
play with the institutional environment, shape the tension between counter-innova
tive & innovative forces in such a way that the latter incur high costs in order to
trigger a high growth path i.e. the ‘symbolic’ or ‘appropriate’ institutional changes do
not take place under this setting (Campbell 1997). Counter-innovative forces find it
“easy” to operate whilst innovative activities find very costly and difficult to get any
work done.
Hence, the problem with this institutional environment lock-in consists, basi
cally, in its effects over the innovative and productive process of the firm. The The
sis modelled the interplay between institutional environment and the innovative proc
ess within the firm. The main conclusion of this model was that firms are rewarded
with a smaller amount of entrepreneurial efforts when there is a less diversion of net
output over the innovation process (i.e. a symbolic institutional change or change has
taken place). That is, the higher the proportion of net output that counter-innovators
appropriate, the more difficult it is to enter into a higher growth path. Classical politi
cal economy has been long ago concerned with this diversion, in the long debate
about work product being estranged from property. However, the debate has wrongly
implicitly assumed that scale and parasitical ownership go hand in hand with the
separation of ownership and control, when in fact we have seen that public compa
nies can also be small and medium enterprises and even microenterprises.
The Thesis shows that the evolution of the institutional environment in Colom
bia’s manufacturing industry did not tend to favour productive and innovative proc
esses. We have seen that private firms retained control by blocking access to prop
erty and governing its sources of finance, and also blocked access to ownership of
internal sources of entrepreneurship such as stakeholders (i.e. workers, suppliers,
investors, etc.). Whilst in the public companies the opposite happens: although stock
holders lose firm’s control (which is the claim of many authors like Berle and Means
1932, Chandler 1977, inter alia), it also unlocks access to ownership to internal
sources of entrepreneurship (i.e. intrapreneurship) such as stakeholders (i.e. work
ers, suppliers, investors, etc.) and provides a long-term incentive to productive and
innovative activities.
There is a trade-off in the adoption of a private legal structure: despite main
taining personal control and, especially, protecting the firm against the anti-competi
tive strategies of Business Groups by blocking entry to ownership, it blocks ex-post
the system of ownership transferability creating a long term desincentive for intra/
entrepreneurial unfolding. In other words, the separation between ownership and
intrapreneurship may be counterbalancing the pre-emptive strategy and the strengths
of a more personal control of the firm.
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However, adopting a public legal structure setting also establishes a trade-off.
Despite counting with a greater diversity in finance sources and a greater access to
ownership so that stakeholders find the incentives to innovate, it has not only an
impersonal, formalized and hierarchical procedures to monitor the production proc
ess but also a greater vulnerability in an anti-competitive environment. By opening
the access to ownership, public companies ‘pierce’ their ownership structure. This
piercing of the ownership structure in conjunction with an anti-competitive environ
ment, could mean, ultimately, the penetration and take over of the firm by powerful
(and predatory) groups. Thus, although the balance between innovative and the
emergence of counter-innovative forces within in the public companies is sorted out
in a more efficient way due to a more appropriate institutional environment, the main
weakness lays in its ownership permeability. In fact, firms that adopted this structure
in the early stages of industrialization in Colombia were overtaken and absorbed by
powerful groups in the industry (Hommes 1996 and Narvaez 1985).
The apparently innocuous rise of Limited Liability Companies in the industry
entails a huge change in structure of the economy creating big effects over the
firms. The origins of the Limited Liability Companies come from the need for suc
cession when firms begin to outlive their original creators and founders. The devel
opment of this succession confronted an anti-competitive and oligopolistic structure
of the insider ownership structure of the economy, which led to an evolutionarily
stable institution (i.e. private LLCs) that constrained the intrapreneurial and innova
tive process within firms of the Colombian manufacturing industry.
Previous studies like those of Hommes and Silva (1981) argue that public com
panies had lost their key role in the process of accumulation in Colombia’s manufac
turing industry. Nevertheless, the empirical analysis has proven that the contrary
occurs if we take into account the dynamics of the propensities to accumulate of
firms and break down the analysis from a national into the sectorial level of the
manufacturing industry. Despite the fact that at the national level, and in the clothing
and the basic non-ferrous metallic products sectors the differences in propensity to
accumulate between old and modem type of firms are hardly observable; as we
approach the final year of the analysed period, and as we move back in time and
further into other sectors of the industry, we find more and more differences be
tween old and modem type firms. Due to the difference in the financial policies
across firms, the disparity in their propensities to accumulate varied across sectors
of the industry.
The industry at a national level shows a decrease in the disparity in the propen
sities to accumulate between private and public companies between 1977 and 1998.
In the textile sector the disparity between old and modern type of firms increased
due to a greater financial commitment on the part of the modem firms. In the
clothing sector the disparity decreased due also to a greater financial commitment on
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the part of the modem type of firms. On the contrary, the chemical sector experi
enced a significant decrease in their disparities. In the plastics sector, the disparity in
the propensities to accumulate narrowed down. In the non-metallic mineral products
sector there was a significant decrease in the disparities. And in the basic industry of
non-ferrous metals sector the disparities between old type of firms and modem type
of firms remained high during the majority of the period.
Interestingly enough, the sectors with firms conducting their financial policy
correspondingly with the different scenarios that the market cycles and the market
share of the modem firms impose, were the sectors that performed better in the
productivity growth development. However, this does not translate in saying that
firms growth is a calculated and rational strategy but, on the contrary, confirms the
theoretical result that firm’s growth is an emergent phenomena, depending mainly on
factors that are exogenous to the firm. For example, the chemicals sector had the
best sectorial productivity performance due to the firm’s finance policy to decrease
the disparity in propensities to accumulate not only in the expansive cycle of 1975-78
but also during both recessive cycles of the market during 1987-1991 and 1994-96.
Due to the fact that public and private companies ‘closed the gap’ in their propensi
ties to accumulate, the sector was able to adapt appropriately to the market fluctua
tions. Moreover, the increasing disparity in propensities to accumulate between pub
lic and private companies of the plastics sector drove the sector to its peak produc
tivity performance during the market’s expansive cycle of 1975-78. During the re
cessive period of 1979-83 the advancing power of public companies together with
the austere financial policies of private firms, led to one of the two worst perform
ance periods of the sector. However, the more attuned firm’s finance policy during
the two next recessive periods (1987-91 and 1994-96) led the sector to a much
better performance.
The fact that in the total industry the predictive power of the new diffusion
framework is not as high at the sectorial level, confirms that differences in institu
tional environment are more important in some sectors than in others. In other
words, the institutional change has had a greater impact in some sectors than in
others of the manufacturing industry of Colombia in the last 25 years or so. Future
research should delve into this result. In particular, it should focus in answering
why there were no significant or valid estimators in the sectors in which there is a
strong presence of public companies such as Beverages (313), Tobacco (314),
Paper and its by-products (341) and Industrial chemical substances (351). It should
be borne in mind that in most of this sectors there is a high level of concentration
as well as relative low productivity performance, such as in the non-metallic min
eral products sector (369).
In some sectors the new diffusion analysis is more accurate in its account of
productivity growth; such is the case in the textile industry. It seems that the change
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in market growth and in the efforts of firms of increasing their propensities to accu
mulate may differ in their effects over the productivity across sectors of the industry.
Future research should give a closer look to the effects of the sectorial evolution of
the institutional environment and its effects over the productive and innovative proc
ess vis-à-vis the effects of market growth rate. In other words, it should evaluate the
differing impacts of financial policy and market cycles across the sectors of the
industry.

Future research
This study has pointed to the need for future historical and case study research
on small and public companies in Colombia to supplement and provide empirical
support to the theoretical framework set out in the Thesis. One particularly rich and
rewarding area could be the case of the small public firms that were absorbed by the
the conglomerates, such as those taken over in order to create the Nacional de
Chocolate or the Colombiana de Tabaco. It would be even more interesting to
analyse the experiences of firms that were not absorbed by the conglomerates yet
were able to survive and grow throughout the years. This could give us some insight
into the competencies and institutional innovations that these types of firms developed
in order to survive and expand.
Comparative studies between Business Groups of different countries have been
neglected in the literature. Current studies (Guillen 2001, Granovetter 1994) provide
a more unified theory of Business Groups, rather than a comparative one. More
research of Business Groups and their effects over the economy should be under
taken, in particular the effects of such Groups over the institutional change in various
countries, in order to establish any historical differences across countries. Such re
search should focus, for example, on why Business Groups in Spain did not have the
deterrent effect over companies (such as the private companies and the public
microenterprises), which managed to be productive and innovative. Whilst Business
Groups in developing countries like Colombia were adopting anti-competitive strate
gies, it seems that in other latitudes policies designed to combat these tendencies
were developed and implemented by the State. The key research question is, what
are main differences and comparative economic impacts between the Spanish and
perhaps other countries’ (Italy, Korea, Germany, Japan, etc.) Business Groups and
their Latin American counterparts? The measurement of Groups ‘effects’ pose and
interesting methodological dilemma. The Colombia’s Societies Supervision, and its
Conglomerates Group Division, is one of the Governmental Institutes that is normally
charged with developing and investigating these kind of research questions.
Future research also should focus on the fact that the received wisdom sug
gests that public companies implies big companies, when in fact this is not necessar
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ily so. ‘Public’, ‘private’ and ‘proprietorship’ do not translate necessarily into ‘big’,
‘medium’ and ‘small’ size, respectively. Moreover, this association between public
and big companies has consequently led to a weaker analysis in the dualism theory.
We have seen that if we take into consideration the disaggregation by ownership
structure, the dualistic view of the industry in developing countries like Colombia is
even sharper. Evidently, this common association has its roots in the prima facie
association between entrepreneurship and the birth of the firm. The recent literature
has shown that the entrepreneurial function has not been stagnant but has advanced
and specialized at the pace of capitalism’s evolution and is housed in all sizes (big and
small) and types (new and old) of firms. Thus another potential research area in
volves a study on whether this inherited knowledge has its roots in the traditional and
stylised model of Marshall’s life cycle of the firm (Moss 2000) or elsewhere. Future
research should pay close attention to the development of these obscure associa
tions between concepts in the political economy theory of the firm.
In some sectors the new diffusion analysis is more accurate in relation to its
account of productivity growth. It seems that the change in market growth and in
the efforts by firms of increasing their propensities to accumulate may differ in their
effects over the productivity across sectors of the industry. Future research should
have a closer look at the effects of the sectorial evolution of the institutional environ
ment and its effects over the productive and innovative process vis-à-vis the effects
of market growth rate. In other words, it should evaluate the differing impacts of
financial policy and market cycles across the sectors of the industry.
On the other hand, other scholars like Echavarria (1994) in essence propose
the study of informal institutional differences between regions such as Medellin (and
other entrepreneurial regions) and Bogota’s entrepreneurial cultures. As happened
with the main cultural differences between Japanese and UK businesses at the end
of XIX century and beginning of the XX century1 (Church 1993), the entrepre
neurial culture of Medellin (middle-class entrepreneurial culture) and Bogotá (rich
‘rentier’ culture) seems to point out some differences in informal institutions that
could have shaped the innovation process (Echavarria 1994). The different degrees
of concern for long term objectives and more commitment to the business organiza
tion seems to be the main difference among these informal institutional and cultural
frameworks. “Capitalists held a large part of their assets in a very secure activityurban land- and lower-proportions in new economic sectors like industry” (p. 88).
This result could be pointing to a pattern that reproduced itself once it took off in the
Payne’s (1984 cited in Church 1993) study concluded that the advantages of family firms in Britain
before 1914 were outweighed by their disadvantages in the between-wars period whilst Japanese
business families succeeded in maximizing advantages and minimizing disadvantages. The Japanese
mode of diversification was not only organic —by which subsidiaries were established by the single
family—but more importantly with willingness of controlling families to adopt “a policy of profit
retention and re-investment in long-term development in contrast to the alleged rejection of such a
policy by British family firms” (Church 1993, p. 36).
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following decades: industrial and non-industrial shareholders. Echavarria gives spe
cial attention to the latter not because of their sunk investment in productive activi
ties related to agriculture or mining but because, as in Bogota, of their greater invest
ment in land than in industry. This characteristic of the richest sectors in Bogota to
invest more in land than industry is presumably for risk diversification. Paradoxically,
the less wealthy investors, with a higher entrepreneurial commitment, were re-in
vesting the most in industry and were mostly localized in Antioquia. Instead, Bogotans
seemed historically prone to short living investment, dropping off investment projects
rather than “pushing ahead against all obstacles” (Echavarria 1994, p. 312). Prelimi
nary studies show great disparities in the amount of innovative activities among
regions in Colombia’s manufacturing industry (Duran et. al. 2000). Bogota precisely
seems to lag behind the rest of regions like Antioquia, Valle del Cauca, Atlantico
and the Zona Cafetera in the amount of innovative activities.
Finally, some recent literature has not dealt appropriately with the original con
cern of scholars in the classical political economy and others like Schumpeter and
Veblen. It has focused on the defense of the shareholders’ interests. This focus on
how agents, such as managers, can hurt shareholders has overlooked the problem
and neglected the fact that owners may also hurt the agents with stakes in the firm,
such as the intrapreneurs. Future research should develop further the literature of
Stakeholder and Social Capital Theories that intends to bring back the problem be
queathed by former classic scholars. The main proposal to replace perpetual, static
ownership with an optimal (co-)ownership structure should be examined and evalu
ated to its full extention and its major consequences should be analysed. How the
change in institutional environment towards an optimal ownership structure would
enable and favour innovation and productivity growth is a topic that deserves thor
ough study.
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Graph 5.1.6
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Graph 5.1.9
311 - EV O LU TIO N O F T H E P R IV A T E , P U B L IC AND P R O P R IE T O R S H IP CO M PA N IES
In sector 311 of Colombia'* manufacturing industry
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Graph 5.1.11
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Graph 5.1.12
EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
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Graph 5.1.13
321 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
in sector 321 of Colombia's manufacturing industry
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Graph 5.1.14
322 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
in sector 322 of Colombia's Manufacturing Industry
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Graph 5.1.15
323 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As percentage of priv+puW+prop

in sector 323 of Colom bia's Manufacturing Industry
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Graph 5.1.16
324 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As percentage of pHv+pubUprop

In sector 324 of Colom bia's Manufacturing Industry
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Graph 5.1.17

As percentage of prfv+pubf+prop
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Graph 5.1.18

of priv«piM«prap

EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

1974 1975 1976 1977 197a 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

¡□PRIVATE BPROPRIETORSHIP S PUBLIC

Institutions & Innovation in the Manufacturing Industry o f Colombia

237

Graph 5.1.19
341 ■EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
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Graph 5.1.20
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Graph 5.1.21
351 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As percentage of prlv+publ+prop

in sector 351 of Colom bia's Manufacturing Industry
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Graph 5.1.22
352 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As peresntags of priv+pubUprop

In sector 352 o f Colom bia'* Manufacturing Industry
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Graph 5.1.23
354 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
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Graph 5.1.24
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Graph 5.1.25

As porcontag« of priv+publ+prop

356 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

!□ PRIVATE B PROPRIETORSHIP ■ PUBLIC |

Graph 5.1.26
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Graph 5.1.27
362 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As psresntag* of prtv+publ+prop

In sector 362 of C olom bia's Manufacturing Industry
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Graph 5.1.28
369 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As psrcsntags of prlv+pubUprop

In sector 369 of Colom bia's Manufacturing Industry
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Graph 5.1.29
371 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
in sector 371 of Colom bia's Manufacturing Industry
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Graph 5.1.30
372 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
In sector 372 of Colom bia's Manufacturing Industry

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

!□ PRIVATE Q PROPRIETORSHIP «PUBLIC

Institutions & Innovation in the Manufacturing Industry o f Colombia

243

Graph 5.131
381 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
In sector 381 o f Colom bia's M anufacturing Industry
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Graph 5.132
382 - EVOLUTION OF THE PRIVATE, PUBUC AND PROPRIETORSHIP COMPANIES
In C olom bia's Manufacturing Industry

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

□ PRIVATE ¿PROPRIETORSHIP g PUBLIC

244

ivân Dario H em ândez Umafia

Graph 5.1.33
383 • EVOLUTION O F THE PRIVATE, PU BLIC AND PROPRIETORSHIP COMPANIES

As percentage of priv+pubJ+prop

in ssctor 393 of Colombia's Manufacturing Industry
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Graph 5.134
384 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES

As percentage of priv*pubi*prop

in sector 384 o f Colom bia's Manufacturing Industry
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Graph 5.1.35
385 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
in sector 385 of Colom bia's Manufacturing Industry
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Graph 5.1.36
390 - EVOLUTION OF THE PRIVATE, PUBLIC AND PROPRIETORSHIP COMPANIES
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APPENDIX 5.2
Source: National Department of Statistics.
Annual Manufacturing Survey (1971-1998) Bogota.
Units of measure: Thousands of Constant Pesos and number of employees
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SECTOR 313

EVOLUTION OF PRODUCTIVITY PER WORKER 1971-98
In sector 313 of Colombia's manufacturing Industry

EVOLUTION OF VALUE ADDED 1971-98
in «ector 313 of Colombia'* manufacturing industry
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SECTOR 314

EVOLUTION OF PRODUCTIVITY PER WORKER 1971 -98
in sector 314 o( Colombia's manufacturing industry
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in sector 314 of Cotomtna's manufacturing industry
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SECTOR 321

EVOLUTION OF PRODUCTIVITY PER W ORKER 1971-98
In sector 321 of Colombia's manufacturing industry

EVOLUTION OF VALUE ADDED 1971-98
in sector 321 of Colombia's manufacturing industry
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in sector 322 ol Colombia's manufacturing industry
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SECTOR 323
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SECTOR 324
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SECTOR 331

EVOLUTION OF VALUE ADDED 1971-98
In sector 331 of Colombia's manufacturing Industry
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In sector 331 ol Colombia's manufacturing industry
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SECTOR 332
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in sector 332 of Colombia's manufacturing industry
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SECTOR 341

EVOLUTION OF PRODUCTIVITY (B) PER WORKER 1971-90
in sector 341 of Colombia's manufacturing indusfy

EVOLUTION OF VALUE ADDED 1971-98
in sector 341 of Colombia’s manufacturing industry
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SECTOR 342
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SECTOR 351
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SECTOR 352

EVOLUTION OF PRODUCTIVITY (B) PER W ORKER 1971-98
in sector 352 of Colombia's manufacturing industry

EVOLUTION OF VALUE ADDED 1971-98
in sector 352 of Colombia's manufacturing industry
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SECTOR 354

EVOLUTION OF PRODUCTIVITY PER WORKER 1971-98
in sector 354 of Colombia's manufacturing industry
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SECTOR 355

EVOLUTION OF PRODUCTIVITY (B) PER W ORKER 1971-98
in sector 355 of Colombia's manufacturing industry

EVOLUTION OF VALUE ADDED 1971-98
in sector 355 of Colombia's manufacturing industry
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SECTOR 356
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SECTOR 361
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Constant pesos 1990
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SECTOR 369

EVOLUTION OF PRODUCTIVITY PER WORKER 1971-98
in sector 369 of Colombia's manufacturing industry

EVOLUTION OFVALUE ADDED 1971-96
in sector 369 of Colombia's manufacturing industry
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SECTOR 371
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SECTOR 381
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in »eclof 381 of Colombia'* manufacturing industry

EVOLUTION OF PRODUCTIVITY PER WORKER 1971-98
in sector 381 of Colombia's manufacturing industry

Constant pesos 1990 (in thousands)

1500000
1000000
£ 100000.

fTI

I
PRPRVTY381

PRVA381

- PRIWA381

PUBLVA38l]

PRIVPRVTY381 --o-- PUBLPRVTY3811

EVOLUTION OF EMPLOYMENT 1971-98
in sector 381 of Colombia's manufacturing industry

WAGES 1971-98
in secUx 381 ° ‘ Cotomtow's manufacturing industry
400000

Constant pesos 1990 (* thousands)

20000

O

Q

300000 §

15000 §
S

200000

lo o o o f

in

3500

L0

8
1°

100000

25000.

If
-

S

I

72 74 76 78 80 82 84
| —— PREMP381 —

PRIVEMP381 --o-- PUBLEMP381 |

I—

PRWAG381 ——- PRIVWAG381 --PU BLW A G 38^

EVOLUTION OF LABOUR UNIT CO STS 1971-98
in sector 381 of Colombia's manufacturing industry

0.8t---------------------------------------

Constant pesos 1990 {in thousands)

EVOLUTION OF BONUSES 1971-98
in sactor 381 of Colombia's manufacturing industry

72 74 7« 78 BO 62 84 86 88 90 92 94 96 98
I—

PRBON381—a - PBIVBON381--PUBLBON36)

72 74 76 78 80 82 84 86 88 90 92 94 96 98
- PRUNC0381

PRIVUNC0381 --a-- PUBUNC038l|

271

Institutions & Innovation in the Manufacturing Industry o f Colombia

SECTOR 382
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SECTOR 383

EVOLUTION OF VALUE ADDED 1971-98
in sector 383 of Colombia's manufacturing industry
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in sector 383 of Colombia's manufacturing industry
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SECTOR 384
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SECTOR 385
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Graph 5.4.2.1
M ARKET S H A R ES O F PR O P RIETO R SH IP , PRIVATE AND PUBLIC COM PANIES
in sector 321 of Colombia's manufacturing industry (1974-98)
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Graph 5.4.2.2
M A RKET S H A R E S O F P R O P R IET O R S H IP , P R IV A TE AND PU B LIC COM PAN IES
in sector 322 of Colombia's manufacturing industry (1974-98)
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Graph 5.4.23
MARKET SH A R ES O F PROPRIETORSHIP, PRIVATE AND PUBLIC COMPANIES
in sector 352 of Colombia's manufacturing industry (1974-98)
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Graph S.4.2.4
M ARKET S H A R ES O F P R O PRIETO R SH IP, PRIVATE AND PUBLIC COMPANIES
in sector 356 of Colombia's manufacturing industry (1974-98)
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Graph 5.4.2.S
MARKET SHARES OF PROPRIETORSHIP, PRIVATE AND PUBLIC COMPANIES
in sector 369 of Colombia's manufacturing industry (1974-98)
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Graph S.4.2.6
MARKET SHARES OF PROPRIETORSHIP, PRIVATE AND PUBLIC COMPANIES
in sector 372 of Colombia's manufacturing industry (1974-98)

.1.0
.2
2
T3
<D
T3
■<o0
D

.0.8
L0.6
.0.4

« 0.025

.0.2

0.020

.0.0

~

~ 0.015

v
? 0.010
CO

/

§ 0.0054
CO

> 0.000

I

V

I

I"

1-1-I-1-1-I-1-1-1 I”1-1-1-1“

72 74 76 78 80 82 84 86 88 90 92 94 96 98
PRSM372

PRIVSM372 - - P U B S M 3 7 2

281

282

Iván Darío Hernández Umaña

Graph S.4.2.7
MARKET SHARES OF PROPRIETORSHIP, PRIVATE AND PUBLIC COMPANIES
in total Colombia's manufacturing industry (1974-98)
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REJECT THE
NULL
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OF A UNIT
ROOT
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NULL
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OF A UNIT
ROOT

RESID U AL’
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A) DOES NOT
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THAT THE
CONSTANT
IS NOT
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DER 1(0), HEN
CE IT IS A SPU
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NULL
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ROOT
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REDUNDANT
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LAG OF THE
DEPENDENT
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HYPOTHESIS
THAT THE
TREND IS NOT
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REJECT THE
NULL
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OF A UNIT
ROOT
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WITH A LAG
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DEPENDENT
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THE
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QUICKLY

WALD TEST 4
NULL HO IN
TOTAL

WALDTEST,
WITH A LAG
OFTHE
DEPENDENT
VARIABLE
AND THE
INDEPEN-

oc
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MEANS THAT
EITHER OR BOTH
ARE NOT ZERO..
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AUGMENTED
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FULLER
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THE
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FIRST
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HENCE IT IS NOT
A SPURIOUS
REGRESSION
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FULLER
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A) REJECT THE
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1

A) THE LAG OF
RESIDUALS OF
THE
REGRESSION
ARE NOT
SIGNIFICANT

1 PRIVIPTOT

1

A) FAILS TO
REJECT THE
HYPOTHESIS
OF NORMALITY
IN THE
RESIDUALS

B) REJECTS
THE
HYPOTHESIS
OF
NORMALITY
IN THE
RESIDUALS

B) THE LAG OF
RESIDUALS OF
THE
REGRESSION
ARE
SIGNIFICANT

PRGRPRTOT

S'

1 PRIPTOT

A) FAILS TO
REJECT THE
HYPOTHESIS
OF
NORMALITY IN
THE
RESIDUALS

A) THE LAG OF
RESIDUALS OF
THE
REGRESSION
ARE NOT
SIGNIFICANT

LEVEL OF SIGNIFICANCE 5%

H
oc
g
O

A) FAILS TO
REJECT THE
HYPOTHE
SIS OF NO
HETEROSKEDASTICITY

B) REJECT
THE
HYPOTHESIS
OF NO
HETEROSKEDASTICITY

PRINT

RECURSIVE
ESTIMATES

PRINTED
B) REJECT THE
HYPOTHESIS OF
NO MISPECIFICA
TION. SO
RESIDUALS ARE
NOT NORMALLY
DISTRIBUTED.
WITH ZERO
MEAN AND
CONSTANT
VARIANCE

B) REJECT THE HYPOTHESIS OF
NO MISPECIFICATION, SO
RESIDUALS ARE NOT
NORMALLY DISTRIBUTED. WITH
ZERO MEAN AND CONSTANT
VARIANCE
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PRINTED
REJECT THE
HYPOTHESIS OF
NO MISPECIFICATIONSO
RESIDUALS ARE
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DISTRIBUTED,
WITH ZERO
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RESET TEST

(CROSS
TERMS)
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REJECT
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HETEROSKEDASTICITY

MISPECIFICATION

BREUSHGODFREY SERIAL
CORRELATION REPRESENTA
LJM
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TEST WITH 4
LAGS
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TREND’S
SIGNIFI
CANCE
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NULL HO IN
TOTAL
WALD TEST
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A) THE LAG OF
RESIDUALS OF
THE
REGRESSION
ARE NOT
SIGNIFICANT
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HYPOTHESIS
OF
NORMALITY
IN THE
RESIDUALS

A) FAILS TO
REJECT THE
HYPOTHESIS
OF NORMALITY
IN THE
RESIDUALS

CORRELOGRAMS

A) THE LAG OF
RESIDUALS OF
THE REGRESSION
ARE NOT
SIGNIFICANT
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FULLER
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A) FAILS TO
REJECT THE
HYPOTHESIS
OF NO
HETEROSKEDASTICITY
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REJECT THE
HYPOTHE
SIS OF NO
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SIGNIFI
CANCE
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HYPOTHESIS OF N
MISPECIFICATION
ARE NORMALLY D
WITH ZERO MEAN
CONSTANT VARIAI
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REJECT THE
HYPOTHESIS OF
NO MISPECIFICATION.SO
RESIDUALS ARE
NORMALLY
DISTRIBUTED.
WITH ZERO
MEAN AND
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VARIANCE

BREUSHGODFREY SERIAL
CORRELATION REPRESENTA
UN
TIONS
TEST WITH 4
LAGS
WALD TEST 4
NULL HO IN
TOTAL
WALD TEST
(CONTINUA
TION)
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This thesis studies the evolu
tion of the institutional environ
ment and its appropriateness
for the innovative and produc
tive activities and processes
within Colombia s manufacturing industry. Evi
dence shows the rise of the Limited Liability Com
panies (LLCs) in this industry and the establish
ment of a private setting became an institution
among firms when big and powerful conglomer
ates -in order to create bigger and more power
ful public companies- absorbed the firms that had
adopted a public setting. However, this institutional
innovation is sub-optimal basically because set
ting a private limited liability framework leaves
the intrapreneurial forces excluded from the ac
cess to ownership. This was the world that the
classic political economy and scholars like
Schumpeter and Veblen were concerned with: one
in which the institutional change would favour the
divorce between ownership and entrepreneurship.

