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Abstract: In this paper we explain why the modern corporation may persist with a
decentralized system of plants differentiated by the vintage of capital and the style
of mandgement Our goal is to show how and why firms are, at once, structured bv
the inherited configuration of capital and also reproduce differentiation within and
outside the corporation. To do so, we use concepts and principles drawn from mod-
ern financial theory to show that a spatially differentiated configuration of produc-
tion may have advantages for the firm in terms of the risk-adjusted flow of revenue,
strategic options in relation to actual and potential competitors, and the manage-
ment of sunk costs. Qur argument focuses on the modern corporation, character-
ized by a separation between ownership and control as well as a dependence upon
internal stakeholders for the realization of planned revenue and output targets. We
argue that our framework can help theorists account for the persistence of inter-
firm and interindustry differences in capital profiles, despite a common presump-
tion in favor of convergence around a simple, efficient industry standard. While the
paper is an exercise in theory, it is based upon our previously published studies of
corporate restructuring in manufacturing and retail industries in the United States
and the United Kingdom.
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This paper is about the spatial structure
and management of the contemporary
Anglo-American corporation. There is
considerable debate in economic geogra-

*This paper was first presented at the
Institute of British Geographers” Annual
Conference, January 1995. It has also been pre-
sented in seminars at the University of Toronto,
University of California. Los Angeles, Oxford,
and the International Conference on Interfirm
Linkages, Industrial ~ Restructuring and
Regional Development sponsored by the
Labour Research Institute of Pusan National
University (Korea). Thanks to those who partic-
ipated in ‘these meetings and seminars for their
comments. The paper also benefited from the
comments of Dean Hanink and Elizabeth
Warren as well as the detailed advice of the
referees. All remaining errors are the responsi-
bilitv of the authors.
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phy about how and why firms are organized
the way they are and how firm organization
reflects upon, and contributes to, the struc-
ture of the economic landscape (see
Walker 1989; Dicken and Thrift 1992). We
are principally concerned here with the
first part of this research agenda; we devel-
op a model of the firm for the purpose of
better understanding the logic behind
corporations’ desired spatial configuration
of productive capacity.

Note that we are concerned primarily
with firms in which there is a clear separa-
tion between ownership (shareholders) and
control (management) in a world of finan-
cial markets rather than financial relation-
ships, a crucial characteristic of the con-
temporary Anglo-American corporation. VIf

' See Allen and Gale (1994) on the institu-
tional differences between the Anglo-American
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we are to understand the structure and
evolution of the economic landscape, it is
important that we better understand the
organizing principles that drive the geo-
graphic decentralization and centralization
of product1on capacity in these types of
firms.® This means linking microeconomic
theory with more institutional aspects of
firm structure and management behavior
in the spatial context. In the interests of
clarity and simplicity, we emphasize the
revenue objectives of managers together
with related concepts drawn from modem
corporate finance, especially portfolio
diversification, risk, and return. This model
of the firm is used as a reference point for
a detailed assessment of the internal ten-
sions among the firm’s various stakeholders
and how those tensions, related to the
management of sunk costs, can play an
important role in determining the spatial
configuration of the firm.

Before summarizing the structure of the
paper, we must make two points about the
overall logic of the paper. First, we do not
refer directly to new empirical evidence to
justify our claims. The paper is intended to

countries and Germany (and much of conti-
nental Europe) regarding the financial struc-
ture of their economies. Christopherson (1993)
also deals with related issues, emphasizing the
very different systems of the United States and
Germany and ]a an.

It might be argued that our analytical per-
spective is limited because it fails to go beyond
the modern Anglo-American corporation.
Lazonick (1994), for example, makes the point
that the United States has fallen behind in the
global race for competitiveness (as Britain did
earlier in this century) because of the ineffi-
ciencies of the internal organization of its firms
compared to Japan. In this respect, Aoki (1988)
argues that the common structure of Japanese
firms is more conducive to sustaining competi-
tiveness than is the case with most U.S. firms. It
will become clear, however, that we are indeed
concerned with this issue (see the penultimate
section of this paper) but are unwilling to iden-
tify a priori a dominant successful ideal type of
corporation for the late twentieth century.
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be both speculative and theoretical; this is
by no means an exceptional or unusual
strategy in economics or in geogra.phv (see,
respectively, Hart 1995; Massey 1995). At
the same time, the paper draws its inspira-
tion from our separate case studies of cor-
porate restructuring in the United States
and the United Kingdom published else-
where (see, in particular, Clark 1989, 1993;
Wrigley 1994, 1995). As such the paper has
immediate relevance to related work in
corporate geography; see Laulajainen and
Stafford (1995) on strategies of restructur-
ing. Second, we draw heavily on recent
developments in economics to make sense
of the geography of the firm. We hope,
however, that the firm that emerges from
our analysis is richer in scope, linking issues
related to finance and capital structure,
than some economists’ recent treatments
of economic geography.

In the next section, we deal in more
detall with the competitive domain of our
firm,” its organization in relation to mdrket
imperatives, and the nature of sunk costs.”
This is followed by a formal model of the
firm. We then explain why, in the first
instance, the firm’s management might
desire a decentralized production strategy;
why, in the second instance, firms may

; By reference to the “domain of competi-
tion,” we mean the relationship between market
structure and corporate strategy (Clark and
Wrigley 1995). Those writing about restructur-
ing tend not to be explicit about the extent of
market agents’ discretion or scope of action rel-
ative to market imperatives. We are concerned
with firms that function in the structure-limited
domain, a world in which firms have consider-
able autonomy but are not able to control either
economic events or their competition. See
Clark (1994) for further discussion of this point,
including reference to the structure-dependent
domain (where market imperatives dominate
strategy) and the structure-focused domain
(where corporate strategy dominates market
structure).

* Mata (1991, 52) defines sunk costs as those
costs of a firm “which are irrevocably commit-
ted to a particular use, and therefore not recov-
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value a spatially differentiated (by age and
market value) portfolio of capital stock
( production capacity) for strategic purpos-
es; and why, in the third instance, the man-
agement of the firm with respect to realiz-
ing the potential of the inherited configu-
ration of production involves indetermi-
nate tensions among different stakeholders
within the firm. In particular, we argue
that there are important reasons to sup-
pose that a decentralized firm is a desirable
configuration of production, notwithstand-
ing possible higher transactions costs of
such a configuration. In this respect, we
hope to convince economic geographers to
take up the empirical and theoretical
challenge posed by the contemporary
corporation.

Corporate Form and Market
Structure

How can we account for the decentral-
ized firm? What are the links to be made
among corporate form, the economic
landscape, and market structure? In geog-
raphy, most explanations of the decentral-
ized firm draw upon aspects of spatial
structure and market structure to help
“explain” the configuration of the firm. For
instance, Clark (1981) argues that firms
may decentralize in order to create and
maintain separate emplovment contracts
for different parts of the firm. By implica-
tion, a spatially centralized COﬂflgllrdtl()n
encourages homogeneity rather than dif-
ferentiation of emplovment contracts,
thereby possibly compromising the cost
competitiveness of the firm in relation to
its competitors. This argument relies on

erable in the case of exit.” Most studies of sunk
costs focus upon the interaction between entry
and exit strategies, arguing that sunk costs are a
significant barrier to entry in some industries
and hence a means of guarding against compe-
tition. There are few studies of the role of sunk
costs in determining the patterns of restructur-
ing (but see Wrigley 1996; Clark 1994).

the prior existence of spatial differentiation
in labor market conditions and contracts to
facilitate corporate decentralization, but
then reproduces spatial differentiation as a
consequence of corporate planning. It is
also related to a more general concern
about the role and status of labor organiza-
tion, the map of labor relations, and the
relationship between corporate form and
labor productivity in the context of industry
competition, issues we return to in the
penultimate section of the paper.

There are, of course, other ways of
dealing with the issue. We could take a
transactions cost perspective along the
lines suggested by Scott (1988) in geogra-
phy and Williamson (1988) in economics.
Here, the value of different corporate con-
figurations—centralized, decentralized. or
something in between—is evaluated
according to their relative transactions
costs; presumably firms choose the config-
uration that minimizes internal transac-
tions costs given the landscape of firms and
places (the agglomeration economies of
Marshallian districts). Another way of pro-
ceeding would be to begin with the nature
of market competition and derive the spa-
tial structure of the firm from market
imperatives. So, for example, we could use
Salais and Storper’s (1992) framework con-
cerning the nature of product markets and
the related determinants of profitability to
create firm types (centralized, decentral-
ized, and so forth) consistent with those
implied overarching imperatives. The
framework we suggest in this paper is sen-
sitive to the issue of transactions costs and
to the nature of market competition. But
these issues are only part of an answer and
are not complete answers (if that were pos-
sible) in themselves.

Compared to many other models of
industrial organization, our approach to the
issue of the spatial structure of the firm is
distinctive on a number of counts. For a
start, we assume that the firm operates in
either the structure-limited or structure-
focused domain of competition (see Clark
1994). In summary terms, for economists
like Baumnol, Panzar, and Willig (1988) this
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means imperfect competition (at least) or
(more likely) oligopolistic competition,
wherein price competition is not the only
determinant of market competitiveness
between rival firms. In the context of argu-
ments over the relative status of strategy
and structure, it is presumed that in these
two domains “corporate executives have
scope for independent action not strictly or
exclusively defined by (market) structure”
(Clark 1994, 12). Whether because of
structural indeterminacy, cognitive limits,
or path dependence, we contend that firms
cannot simply read off the most efficient
organizational strategy (centralized or
decentralized) from the structure of mar-
ket competltlon Indeed, in some cases,
market structure may be the object rather
than the determinant of strategy; this is the
domain of structure-focused strategy.
These points are developed in more detail
in Clark (1994) and Clark and Wrigley
(1995).

Another point of distinction is the signif-
icance we attribute to sunk costs. While a
danger to many firms, especially small firms
operating in the structure-dependent
domain of what Baumol, Panzar, and Willig
(1988) term perfectly contestable markets,
in our world of corporations and structural
indeterminacy sunk costs can have a num-
ber of virtues. The existence of significant
start-up sunk costs can be used by incum-
bent ﬁrms to deter market entry b\ poten-
tial rivals.” Sunk costs can be thought essen-
tial for developing firm-specific expertise,

? Liebowitz and Margolis (1995) usefully ana-
lvze the logic and types of lock-in and path
dependence (see also Roe 1996). Their analysis
concerns the significance of path dependence
for the robustness of neoclassical economics.
Here, we assume that the existence of path
dependence implies inefficiency and disequilib-
rium. Whether path dependence is a profound
threat to economic convention is left to another
time.

* Three tvpes of sunk costs can usefully be
identified. The first may be termed start-up

and sunk costs may be inevitable in any
accumulation strategy that relies upon
sequential and incremental investment
decisions. Thus, we presume that the inher-
ited asset base of the firm is both an impor-
tant factor contributing to its form and an
aspect of the firm that must be managed so
as to realize the value of that form. This
does not mean that industry competition
and market structure are irrelevant; quite
the contrary. As will be shown below, these
are important issues for strategic planning
and the long-term evolution of the struc-
ture of the firm. But it is important to
recognize that our approach places
considerable emphasis upon the spatial
configuration of the firm in relation to
competition and market structure. In this
respect we have a certain sympathy for
Schoenberger’s (1997) corporate geography.

Our approach to the issue of the spatial
configuration of the firm also has parallels
with Cyert and March (1992), who argue
that managers are constrained, in effect, by
the history and geography of the firm as
well as by the imperatives of making
informed and timely decisions regarding
the optimal structure of the firm. In a nut-
shell, Cyert and March argue that man-
agers “set targets and look for alteratives
that satisfy those targets rather than trv to
find the best imaginable solution” (1992,
214). Furthermore, they acknowledge that
the inherited structure of the firm is only
imperfectly related to market imperatives.
As we suggest below, Cvert and March rec-
ognize the advantages and disadvantages of
the inherited configuration of production
rather than assuming that it is always and
everywhere uniquely determined h\ mar-

sunk costs (initial capital investment): the sec-

ond, accumulated sunk costs: and the third, exit
sunk costs. To illustrate the differences among
these types, the training of labor for a new pro-
duction facility could be thought to be a start-
up sunk cost, the seniority of labor an accumu-
lated sunk cost, and the pension entitlements of
labor an exit sunk cost.
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ket structure. And, most importantly, they
suggest that the firm is riven by unresolved
conflict among the various internal stake-
holders of the firm about the proper and
possible path of accumulation. In this
paper, these are vital issues as they relate to
the management of firms’ sunk costs.

Model of the Firm

Let us begin our analysis by sketching
out the basic parameters of the world in
which our firm operates. We assume that
the firm operates in the structure-limited
competitive domain, although the model
could easily be shown to be relevant to a
firm operating in the structure-focused
domain. Thus, strategy matters, and man-
agers have discretionary power over a
range of relevant resource allocation issues.
Because of the indeterminate nature of
market structure, and the apparent risks
and uncertainty associated with competi-
tive strategic decision making, it is pre-
sumed that it is more efficient to delegate
(to managers) than to centralize (with
shareholders) corporate decision making
(Demski and Sappington 1987). We also
assume that the firm is owned by a large
number of unorganized shareholders
whose response to the high costs of moni-
toring managers’ behavior is to diversify
their stock holdings (Jensen and Mecklmg
1976)." For the moment, we ignore the role
of workers (but see below). One way or
another we presume that corporate deci-
sion making is not predetermined by the
structure of competition or by the nature of
ownership.

* This is surely still the case in the Anglo-
American world, notwithstanding the 1980s
market for corporate control, economists’ models
of market efficiency, and recent trends toward
relational investing. See Lowenstein (1993) for a
particularly interesting assessment of current
powerlessness of company shareholders.

In more detail, it is assumed that the
firm (shorthand for its mdnagers) aims to
achieve certain revenue targets. ® This is for
two reasons. First, those revenue targets
may enable the firm to design and imple-
ment competitive strategies, such as raid-
ing competitors’ markets. Second, those
revenue targets may enable managers to
finance investment in new plant and equip-
ment internally. This is presumably cheap-
er (for managers) than raising money out-
side the firm via the bond and equity mar-
kets. It also has the virtue of increasing
managers’ Iong—term strategic options
while avoiding the scrutiny of external
financial analysts and mvestors (Froot,
Scharfstein, and Stein 1993).° The firm's
“objective function” should be understood,
however, to be subject to the following
constraints: (1) the maintenance of profit
level sufficient to deter external corporate
raiders and organized resistance from
shareholders; and (2) the maintenance of
internal control of the enterprise with
respect to market standards of quality and
efficiency. Successful managers are pre-
sumably paid bonuses tied to indicators of
company performance like growth of
market share. But this is not essential to
our argument.

What does the firm produce? And how
does it produce what it does? Here, in rela-
tion to these questions, our analysis relies
on our previously published case studies.
Our firm is assumed to produce a range of
related manufactured goods (wire prod-

® In this paper we deal with just the firm as a
functioning entity. This implies, like it or not,
that a firm is able to operate quarter-to-quarter
(see Opler and Titman 1994).

 Here, we treat the firm as an integrated
financial unit, where decisions made at the local
level must fit within the overall financial
structure of the firm. In reality, it is more com-
plicated than this simple model allows. See
Chowdhry and Nanda (1994) for an extended
theoretical treatment involving the multi-
national firm.
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ucts, for instance) for sale in national and
regional markets and, at the margin, in
export markets. It does so at a number of
plants (more than two) that produce similar
and related products. For illustrative pur-
poses, and throughout the paper, Plant a is
assumed to be an older plant in terms of
the vintage of its capital stock and is locat-
ed in a core industrial region. Plant b is
assumed to be a newer plant located in a
distant region characterized by a relatively
short history of industrialization. Compar-
atively speaking, Plant a is assumed to be
less competitive than Plant b, in that Plant
a generates a lower rate of return relative
to the replacement cost of a new plant. In
relation to market competition, it is
assumed that there are significant start-up
sunk costs for any firm that would want to
invade our firm’s markets. Likewise, poten-
tial competitors are also mindful of the
unique experience and knowledge of our
firm. both with respect to its markets and
with respect to the production of its
products.

Having sketched out the firm at this
point, we wish to pose a set of questions
that underpin the subsequent analysis.
Why does the firm not switch production
from its older plant to its newer plant,
assuming that capacity is not a problem and
that it does not matter (in terms of trans-
portation costs) where production is locat-
ed with respect to the final market? Why
does the firm persist with a differentiated
asset base. recognizing that there exists, at
any pomt in time, an apparent 1ndustrV
defined best practice? In other words, why
does the firm not optimize (in a global
sense) spatially and historically? Why does
the firm persist in holding these two plants
as operating units when it may be more
efficient (for stockholders and perhaps,
the whole economy) to centralize opera-
tions around the best plant? In what fol-
lows we explain the spatial configuration of
the firm in an additive fashion. That is, we
begin with a configuration that relates rev-
enue targets to risk and then move on to
more complex issues such as the functional

value of capital and the management of
sunk costs.

At this point, it might be argued that it is
simpler and more analytically tractable to
explain the spatial structure of the firm
with respect to one variable or one overar-
chmg logic."” But this would be misleading.
We aim to show that the spatial structure of
the firm is actually “derived” from a set of
contemporaneous corporate decisions
involving related considerations about the
best (if not the most efficient) possible
asset base and use of corporate resources.
In the first instance such considerations
relate to revenue planning, in the second
instance to strategic options, and in the
third instance to the management of sunk
costs. In doing so, we mean to imply that
these types of decisions are made by cor-
porate executives time and time again,
reflecting the nature of risk and uncertain-
ty about market circumstances and the
decisions of other firms. The particular
order in which we deal with these deci-
sions, beginning with revenue planning
considerations and ending with manage-
ment issues, reflects our belief that we are
dealing with a hierarchy of decisions: the
first is more clearly amenable to technical
solution but nevertheless leads to the sec-
ond and then the third consideration, both
of which are more important because of
their intimate connection with issues of
internal corporate management power.
Our explanatory approach is a means of
representing a hierarchy of interlocking

¥ Scherer et al.’s (1975) study attempts to do

just that, focusing upon the interaction hetween
plant-based scale economies of production,
transportation costs, and the geographic density
of demand to “explain” the supposed subopti-
mality of multiplant corporate systems. Their
study is a remarkable combination of empirical
sophistication and theoretical vigor informed by
location theory. In our case, we recognize the
importance of issues like scale economies and
the spatial configuration of production, aspects
recognized by Scherer et al. but not directly
studied by their analysis.
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ideas in a way that allows the reader to see
how each leads to and contributes to the
other.

A Portfolio of Plants

We begin with revenue planning
considerations and the technical solution
offered by modern portfolio theory (MPT)
and the capital asset pricing model that
derives from it (Sharpe 1964; Lintner
1965). MPT has made a number of impor-
tant contributions to understanding how
firms should manage their assets, most
generally, the suggestion that the risk of
any investment (a new investment or con-
tinuing to hold an existing investment like a
plant) should be evaluated with respect to
the risk profile of the firm’s entire portfolio
of assets. That is to say, a project- or plant-
specific perspective (a common reference
point of geographers’ case studies) is too
limited as it ignores the relative valuation
of assets by corporate managers (but see
Comley and Hanink 1985; Hanink 1984).
In theor\ risk and return are positively
correlated. Thus, one implication from
MPT is that a strategic firm would want to
diversify its portfolio of assets (plants),
thereby reducing the overall risk profile of
the corporation. In this sense, it would be
logical to hold a number of plants (the
number is an empirical matter) each pro-
ducing different products and/or serving
different geographic markets, thereby gen-
erating revenue ﬂows that have a low
covariance of risk.'' Another implication of
MPT is that a riskless portfolio of assets
would be inconsistent with a revenue
growth strategy. If our firm aims to
increase revenue, it must strategically
accept some risk in relation to the actions

" This argument (and the whole logic of a
diversified portfolio of assets) is only credible in
the absence of adequate insurance or hedging
mechanisms. Put slightly differently, there are
“missing markets” or “inefficient markets” with
respect to firms” abilities to cover the revenue
risks of relving upon one market.

of its competitors or face declining relative
returns and the prospect of being taken
over from without or within.

The idea of risk used in MPT has two
dimensions: systematic risk, defined as the
sensitivity of returns to movements in the
economy as a whole (the issue considered
in this section), and residual risk, defined
as the sensitivity of returns to the structure
and organization of firms’ particular assets
(considered in subsequent sections). In
theory, our firm could measure its system-
atic and residual risk profiles by measuring,
quantitatively, the risks associated with
each plant, and then establish an overall
risk profile from the sum of these individ-
ual plants. This, of course, presumes that
Plant a and Plant b produce different prod-
ucts and/or are located in different markets
which have distinctively different and
measurable sensitivities to the path of the
national economy. Yet even if the firm was
unable to assign specific risk values to
Plants a and b, it is likely that management
would nevertheless want to make judg-
ments about the short- and long-term con-
tribution of each plant to overall revenue.
Just as the firm’s managers make this
assessment, so too do stock analysts and
individual shareholders. But, of course,
their knowledge base is less comprehensive
than that of managers. Therefore, a higher-
order risk judgment is made by sharehold-
ers: the risk of continuing to invest in the
firm against the alternatives, including pas-
sive investment in a general diversified
equity index product like the Standard and
Poor 500.

Given our model of the firm, and the
MPT strategic framework that informs the
first part of our analysis, what can be said in
answer to the questions posed above?
What could account for the persistence of
the firm’s spatial configuration of produc-
tion? If Plants a and b produce different
products and/or serve different markets,
the answer is surely obvious. Diversifica-
tion reduces the firm’s overall risk profile,
whereas consolidation to one plant (prod-
uct and market) may only increase its sys-
tematic risk exposure to movements in the
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national economy. For management,
whose ambition it is to protect and enhance
its own strategic discretion, an overall
increase in its risk profile may decrease its
strdteglc options (any strategic action
would have potentially greater conse-
quences) and increase its vulnerability to
external scrutiny. When coupled to a
strategy of enhancing corporate revenue,
management may benefit from retaining
both Plants a and b, given its long-term
objectives. While clearly important for
manufacturing firms, we would argue that
a diversified and spatially decentralized
product market strategy is also important
to retail firms. Indeed, the recent expan-
sion of U.K. retail firms to the United
States can be thought to have been driven
by these kinds of considerations (Wrigley
1997). For many firms, the risk of a stable
or declining revenue flow is both an imped-
iment to competitive strategy in the short
run and a threat to the survival of incum-
bent managers over the long run."”

Yet why could not a consolidated or cen-
tralized productlon strategy be deployed if
the newer plant had sufficient flexibility to
produce a variety of products suitable for
different markets® Put slightly differently,
even if we recognize the virtues of an over-
all diversified risk profile with respect to
the firm’s revenue targets, why does the
firm persist with a network of plants when
it could, theoretically, use the technical
sophistication of its newer plant to achieve
the desired risk profile, while reducing

" The leading UK. food retailer, Sainsbury,
one of Britain's most successful growth- ~oriented
firms in the previous 15 vears, reported a sales
decline of 2.2 percent in the half year to
November 1995 and was branded by the U.K.
financial press as a relative “loser” in the
changed conditions of competition in British
food retailing (Wrigley 1994), having been out-
maneuvered by its chief rivals. At least one of
the incumbent managers (the marketing direc-
tor) did not survive the declining revenue flow
announcement (The Times {London), 2
November 1995, 25).

internal management costs through geo-
graphic centralization? The immediate
implications of this question are twofold:
first, consolidation to the newer plant could
take advantage of the most recent genera-
tion of industry-specific technology, and
thus, second, break away from the domi-
nance of the original plant and its particu-
lar location at the spatial-economic core of
the economy. There is considerable evi-
dence in the United States, at least, that
such a “greenfield” strategy was imple-
mented by many manufacturing firms
through the 1980s, partly in response to
labor cost differentials and partly in
response to the accumulated work prac-
tices of older, union-represented plants
(Clark 1989). Another implication, howev-
er, is embedded in this question: there
must be a reason for persisting with a
decentralized multiplant strategy, a reason
that goes beyond the virtues of a combined
MPT-based risk minimization strategy and
revenue-enhancement strategy. At this
point, we need to extend our analysis to
include consideration of the firm’s asset
base and strategic options.

Functional Value of Capital

In the previous section, we suggested
that our firm could achieve its revenue
goals and desired risk profile through
either a centralized or decentralized plant
location strategy. A centralized strategy
would be consistent with the firm’s second
constraint on revenue planning, the need
to minimize internal transactions costs
(see, for example, Bartmess’s (1994) case
study of the hypothetical U.S.-based
blCV(.]e manufacturer EDC). At the same
time, decentralization would be desirable if
such a locational strategy diversified the
firm's overall revenue-risk profile. Given
the tensions inherent in these competing
pressures, it seems that some other
determinant may be required to help
resolve the firm’s plant location configura-
tion. Urban agglomeration economies (and
diseconomies) could be invoked to explain
the current configuration of the firm (and
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industry). Presumably there are positive
and negative attributes to the geographic
configuration of the economy (regional,
national, and international), and these
attributes (for instance, backward and
forward linkages) add to or subtract from
firms’ market competitiveness (see
Krugman 1994).

Resolution of the centralization-decen-
tralization tension can also be found inter-
nal to the firm."” This can be done if we
introduce a second factor: the possibility of
a capital asset becoming a sunk cost. Most
studies of firm strategy and plant location
decision making tend to ignore or avoid
sunk costs and are based on a set of
unquestioned assumptions about the fungi-
bility or plasticity of capital (compare with
Harvey 1982). Some analysts suppose that
capital is fungible over some relevant time
horizon, in the sense that it is exchangeable
either between and within markets or
between uses and locations of the firm. As
a consequence, it is assumed that capital
can be deployed and redeployed without
cost to the firm. For other analysts, the
firm’s capital stock is assumed to be of lit-
tle significance compared to the firm’s flow
of revenue, the argument being that the
latter is the origin of the former and hence
there is an analytical and practical priority
assigned to the revenue flow that allows us
to leave capital stock for future analysis
(which hardly ever transpires). We would
also suggest that, in economics at least,

" This issue—explaining the centralization or
decentralization of the firm—is currently the
focus of considerable work in economics.
Christie, Joyce, and Watts (1993) deal with the
topic through an analysis of the internal struc-
ture of firm decision making, what they term
“the right to make decisions or a decision right.”
For them, the question is the rate of informa-
tion transfer in the context of corporate control.
A rather different perspective, one based on the
organization of production, is offered by Mehta
(1992), who contends that the decision to
decentralize is a (positive) function of firm size.

Modigliani and Miller’s (1958) hypothesis
of the irrelevance of the financial structure
of the firm has been influential in encour-
aging analysts to gloss over issues related to
the financial risk of firm-specific capital
assets (but see Scherer et al. 1975).

By convention, the capital stock of a
manufacturing company like our firm is
normally thought to be its production
equipment—that is, the machines which,
separately and together, are used to create
the final product. Of course, in reality cap-
ital is more than this 51mple conception
would seem to allow.'" Capital is also a

complex ensemble of machines, financial
flows, and operating contexts, including
infrastructure (physical and human) (see
Gertler 1993). For the moment, and for
the sake of simplicity, let us suppose that
capital is a machine and that its functional
value as an asset can be decomposed into a
number of components m _the linear
manner set out in Figure 1.” There we
have identified, in market-value dollar
terms, the functional value of a capital asset
to our firm over the time horizon ¢ tot + n,
essentially the life cycle of an asset. In this
context, our treatment of capital is primar-
ily heuristic and is based upon accounting
convention in the context of corporate
strategy; it would be inappropriate to
match our terms and logic and Marxian
notions of value and fixed capital (compare
with Webber 1987). Notice that the linear
temporal logic implied by Figure 1 is for
simplicity; it is reasonable to suppose that,
in practice, the shape of the line may vary

"* Note that we also assume that the firm owns
its entire capital stock. Of course, the existence
of secured creditors (another group of stake-
holders) would greatly affect the capacity of
firm managers to use the existing capital stock in
the ways we describe. This we leave for another
time.
> After developing Figure 1, we became
aware of Capozza and Li's (1994) paper in the
American Economic Review which does much
the same. There they sketch (Fig. 1) the “value
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ting value)
/

Figure 1. Functional value of capital.

considerably from industry to industry and
from place to place.

With respect to Figure 1, at time t the
value of the machine is its current purchase
price, embodying its subsequent exchange
value through to its abandonment value.
Put slightly differently, we can imagine that
an asset is worth its purchase price less
depreciation and discounted by start-up
sunk costs over the pcriod t tot. Over
time, the market value of the asset declines
as its initial component values are exhaust-
ed. For instance, the asset retains its dis-
counted market value (its saleability to
other firms) through to time ¢ + 1 and
retains its production value through to time
¢t + 2. It mav be used in a variety of ways
(flex-value) and may even have value as an
idle machine (strategic value). The point
we wish to emphasize is that the functional
value of capital is more than its purchase
price; it has a number of significant com-
ponents. In the end, once all these values
have been cxhausted and sunk costs accu-
mulated, the abandonment value of the
asset is negativc. It costs the company
monev to disassemble. dismantle, and
rehabilitate the space occupied by the
machine. Indeed, given the expanding

of property.” decomposing it into a number of
components, one of which is an “irreversibility
premium” as well as an “intensitv premium.”

Capozza and Li focus upon the intensity of

capital use.

legal significance of companies’ environ-
mental liability for site clean-up, the aban-
donment value of the asset may now loom
large in firms’ strategic decision making
{Geltman 1992).

The valuation of capital is clearly then a
strategic issue involving considerations
related to the competitive strategy of the
firm and the likely actions of its competi-
tors. For instance, over the early stages of
an asset’s life cycle, maintenance “of its mar-
ket value may prowde the firm with a range
of strategic options (like resale, closure of
the plant. and exit from the industry) not so
easily available to the firm as the asset ages
and loses its discounted market exchange
value. This kind of option is global, in the
sense that maintenance of the asset’s
exchange value allows the firm to switch
investment between activities that promise
higher returns and even switch out of the
industry into unrelated activities. Indeed,
the reference point for evaluating compar-
ative returns may not be the industry norm:
the reference point may be a financial
product like a market index that is not a
tangible commodity in any physical sense
(Dixit and Pindyck 1994). The life of a pro-
ductive asset as represented in Figure 1
can be understood as a process of increas-
ing specificity, beginning as a nonspecific
asset through to an entirely specific, non-
tradable liability. This is another way of
describing the process whereby an asset
starts out as a commodit} and over time
becomes a sunk cost (Clark and Wrigley
1995).

One implication of Figure 1 is that the
market value of an asset is not an exhaus-
tive definition of value. In fact, and quite
paradoxically, as an asset ages it may
become more important to our firm for
competitive strategy within the industry
than when the asset was an entirely trad-
able commodm " Clearly, as an asset ages

® Another way of expressing this argument is
to say that as the asset’s market value wastes to
zero, its intrinsic value to the firm increases to a
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it becomes both less sophisticated with
respect to the most recent generation of
machines in the industry and more
company-specific in how it is used within
the company as compared to its initial
design specifications. But it is equally pos-
sible that as it ages it becomes more valu-
able to the firm; its specificity becomes a
strategic competitive variable for the firm,
since its specificity cannot be reproduced
by potential competitors. In this respect,
there is value in specificity because it rep-
resents in physical form nonreplicable
plant-level knowledge about both the pro-
duction process and the market. Thus, the
production value of an asset can be main-
tained by virtue of accumulated and relat-
ed investments in infrastructure and work
practices that, in combination, determine
the quantity and quality of output. In this
context, even an idle machine has value in
deterring new competitors from entering
the market. Spare capacity in the hands of
a determined incumbent firm could be
used to so drive down the market price for
common products that potential competi-
tors judge the cost of entry to be too high.'”

point where the value peaks and then also
begins to waste to zero and beyond (a negative
value). The actual temporal profile of an asset’s
value would vary with the firm. This is the lan-
guage of financial investment and options (see
generallv Dixit and Pindyck 1994).

Dean Hanink (pers. comm.) wonders if the
existence of idle capacity would be a threat to
managers’ independence—in effect, an oppor-
tunity for corporate raiders to gain control of
the firm and sell excess assets. This is possible.
Managers would have to balance the value of
idle capacity against the potential risk of
takeover. But we must also acknowledge that
market agents are not always so efficient in
either collecting relevant information or valuing
it in the same way managers and their competi-
tors value information. Managers can “hide”
their strategies from stockholders and market
analysts while using their knowledge to threaten
potential competitors.

The implications of our argument
regarding the value of specificity are
important. For a start, it can help explain
why firms may be highly competitive even
with second-best capital equipment. Our
argument is helpful as well in understand-
ing why some firms choose not to embrace
the notion of flexibility (in the post-Fordist
sense) while other firms may do so but then
rapidly exit the industry. Moreover, our
argument helps to make sense of the per-
sistence of incumbents, as well as their
inability to refinance capital stock.

Just as the firm’s configuration of pro-
duction capacity can be understood as an
element in its maximum revenue strategy,
the configuration of its capacity can also be
seen to be part of its portfolio of assets.
Indeed, just as the firm can be thought to
diversify its systematic risk through differ-
entiation, having a differentiated set of pro-
ductive assets can be shown to be similarly
important in diversifving the risks inherent
in its strategic relations with other firms.
For instance, given the different ages of
Plants a and b, Plant a can be understood
as a capacity threat to any new competitor
that is made credible by the much-reduced
market value of the asset and the high
abandonment costs of closing the plant. In
essence, assuming competitors are aware
of our firm’s configuration of productive
capacity, their decisions about market
entry must be judged against the incum-
bent firm's strategic options. By contrast,
Plant b could be understood as an
exchangeable market asset and hence a
fungible resource with respect to the cor-
poration’s overall industry strategy. Thus, a
variety of plants differentiated by age and
value could be understood to be a portfolio
of strategic options managed by the firm to
meet expected and unanticipated competi-
tive circumstances. Hence, it may not be
worthwhile to rationalize productive capac-
ity to just one megaplant, nor may it be
worthwhile to organize production around
just one vintage of capital. In this sense,
decentralization may be the result of com-
petitive strategy.
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Management of Sunk Costs

In the previous two sections, we sought
to establish why our firm may persist with a
decentralized configuration of production
rather than a centralized configuration.
Notwithstanding higher transactions costs
which may be associated with decentraliza-
tion, we suggested that our firm may utilize
a decentralization strategy so as to manage
its risk-adjusted flow of revenue. We also
suggested that a decentralized plant strat-
egy, essentially a portfolio of differentiated
assets (by age “and functional value), would
be one way our incumbent firm could pro-
tect its market from actual and potential
competitors. The first scenario is entirely
intermal to the firm. At issue are the bal-
ance of costs and benefits with respect to
the overall flow of revenue associated with
various plant location strategies. The sec-
ond scenario is actually about the firm in
relation to its competitors and includes, for
instance, the credibility of the firm’s
threats of retaliation should a new com-
petitor attempt to invade its markets. Here,
the differentiated asset base of the firm was

shown to be one determinant of the scope

of the firm’s strategic options. In this
regard, the inherited configuration of pro-
duction can play a vital role in corporate
planning, recognizing the inevitable con-
straints upon strategy imposed by such a
configuration.

While a differentiated (bv age and value)
asset base can provide the firm with scope
for strategic action in response to competi-
tors, the configuration of production is also
a constraint in the scope of strategy. In this
sense, it should be obvious that the firm
could turn out to have the wrong contigu-
ration and hence insufficient and/or ineffi-
cient strategic options as technology and
market circumstances chang(‘ in unantici-
pated wavs. Thus, on the one hand, our
firm has a two-sided (revenue and compe-
tition) portfolio management problem
embedded in its inherited configuration of
production. On the other hand, the scope
of strategic action implied by its asset base
may not provide sufficient options in the

face of unanticipated changing circum-
stances. The firm may be forced into radi-
cally changing the inherited configuration
of production or it may have to manage
that configuration in ways that break with
past practices (and thercby deal with the
residual risk factor identified above).

So, in this world of constrained strategic
behavior and uncertainty (not just risk), the
management of sunk costs is a crucial
determinant of the firm’s viability. To
illustrate this claim, let us now extend the
model in the following ways. Recognizing
that the firm is committed to managing its
net revenue, let us pause for a moment to
consider what this means. By net revenue,
we mean total revenue less the costs of
production. This revenue goal could be
standardized against each factor of produc-
tion, and each unit of production, and
could be measured on a product-by-
product, market-by-market, and plant-by-
plant basis. This slight shift in emphasis has
not changed the logic of the previous argu-
ment; rather, it only seems that the
measurement of performance has been
altered. If we assume, however, that each
plant (a and b) produces the same product
for related markets but varies in terms of
its per unit contribution to net revenue, the
firm has another management problem
added to the two identified above—that is,
a problem of managing the costs of
production with respect to its desired flow
of net revenue. Thus, it is easily understood
how and why the firm may switch the
volume of production between plants
within a portfolio of plants; switching could
accomplish a variety of management goals,
including the planned flow of risk-adjusted
revenue, broadening the scope of available
strategic responses to competition, and
increasing total net recenue.

With respect to the Marshallian firm,
these management goals could be thought
to be amenable to a simple technical solu-
tion. The entrepreneur-owner-manager
would use an algorithm by which each
plant’s (ontnbuhon to overall net revenue is
measured and its allocated volume of pro-
duction varied (or switched) accordingly,

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissiony,



MaNAGEMENT OF Sunk CosTts 297

assuming a simultaneous resolution of the
firm’s other two management problems.
But in the modern corporation, the authori-
ty of corporate managers is by no means
equal to that of Marshall’s (or Adam
Smith’s) idealized owner-manager, a point
recognized many years ago by Berle and
Means (1932). Most obviously, it is apparent
that the interests and goals of managers are
rarelv completely coincident with the mod-
e corporation’s shareholders; this is, of
course, the classic principal-agent problem
that looms large in the economics literature
(see the semmal paper by Grossman and
Hart 1982)." It is also apparent that there
are real problems in designing contracts for
managers that are efficient in the sense of
preserving the interests of shareholders
(Baker 1992). In fact, given the inability of
most shareholders to make informed judg-
ments about the operating environment and
proper competitive strategy of the firm, it
would seem best that managers have wide
discretion, even if this means higher costs of
surveillance and recurrent tests of loyalty
applied to managers by owners. There is
also, of course, the issue of management’s
dnthont\ in relation to workers given the
e\()]\"mg regulatorv framework of countries’
industrial relations."

Focusing just on the third management
problem—increasing plant-by-plant net
revenue—we would like to empha91ze an
aspect of the contested relationship
between owners and managers. As a practi-
cal matter, we believe that the imagined
algorithm  for  allocating  production
between the firm’s plants fails to recognize

® For a detailed assessment of the principal-
agent problem with regard to owners and man-
agers see Gordon (1994). He makes the point
that there are a variety of wavs of resolving the
tension between the owners and managers of
the modern corporation. He also notes that this
issue may be less important in the 1990s than it
was in the 1980s.

" See the recent report by Millward (1994) on
the British government’s deliberate policy of
increasing managers’ “right to manage” through
the changing structure of industrial relations law.

that managers’ power to plan and imple-
ment those plans is dependent upon the
resolution (even if momentarily) of three
basic issues that are ever-present in the
Anglo-American corporation. Managers’
capacity to realize the apparent advantages
of their portfolio of assets in relation to the
actions of competitors is similarly depen-
dent upon resolution of these issues.
Furthermore, the management of sunk
costs, managers’ capacity to identify and use
the functional value of the various assets
that make up the firm, depends upon reso-
lution of these issues. These components of
the management problem are summarized
in Table 1. The existence of these issues or
components is a function of the historical
and legal structure of the Anglo-American
corporation (Roe 1994); they profoundly
affect the bilateral relationships between
managers and the firm’s internal stakehold-
ers (like workers). In one column of the
table is the ideal or desired conception of
the issue, and to the right is its obverse.

Each of these issues is, in one form or
another, a variant on the other. For
instance, resolution of the issues of
cooperation and commitment presupposes
resolution of the issue of information. At
the same time, cooperation may be neces-
sary to resolve the issue of information.
How can agreement be reached without
sharing information essential to managers’
and stakeholders’ assessment of their par-
ticular interests (Trebilcock 1993)7 In
another sense, these issues represent a hier-
archical order of significance moving from
the first to the third in order of institutional
complexity and potential benefit to man-
agement. For instance, while stakeholders
may, by accident or not, mislead manage-
ment about their plant’s potential labor pro-
ductivity, recognition of the antagonistic
interests of stakeholders in each particular
plant may lead management to use differ-
ent strategies between mets

* To be efficient in its management of sunk

costs, the firm’s strategists would have to be
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Table 1

Components of the Management Problem

Ideal Conception

The Opposite Dimension

Problem 1

the one hand, and the circumstances of each
plant, on the other hand, including their labor
productivity, quality of output, operating capac-
ity, capacity potential, and flexibility of use.

Problem 2

technicians, etc.) at the plant level in providing
information for the effective planning of the
firmwide configuration of production and in car-

rying out revenue p[;ms conceived l))' corporate

strategists.

Problem 3

Lo

agers) to the firm’s goals and objectives, recog-
nizing that at the plant level local stakeholders
may have very different interests from the firm’s

strategists and external shareholders.

Full information about market conditions, on

The cooperation of others (managers, workers,

The commitment of others (including the man-

Asymmetrically distributed information, repre-
senting the specific locations of the firm’s com-
petitors and stakeholders being a problem that is
costly to overcome and a problem that depends
upon cooperation with others to resolve.

Bilateral terms of cooperation, involving the
implicit or explicit specification of contracted
items of agreement between management and
its internal stakeholders for the flow of informa-
tion through the organization and the imple-
mentation of its tasks.

The antagonist interests of others, especially the
firm’s stakeholders, who may value continuity
and certainty of employment (for example) higher
than the firm’s corporate strategists, who may
value flexibility more than any other goal.

To illustrate, let us imagine that Plant a
becomes important to the firm because of
the threat of entry into the market by a new
competitor. Let us also assume that the
plant is used by the firm as a source of
added capacity, in effect turned on and
turned off according to market demand
and the actions of rivals and potential
rivals. To use the plant in these ways would
require an intense and continuing flow of
information, cooperation, and commit-
ment. On the other hand, if Plant b is used
to fill continuing demand based upon com-
modity prices assured by long-term con-

able to judge the flow of information from
stakeholders against their known (or suspected)
interests. Likewise, stakeholders would have to
assess their level of cooperation with manage-
ment in providing information about their plant
in accordance with their own assessment of the
firm’s interests. As a consequence, a complex
game of concealment and revelation may
emerge, dependmg upon one another’s imag-
ined mteresh (see Clark 1993, Chap. 8).

tracts, it may be less important to the firm
to have such an intense flow of infor-
mation, cooperation, and commitment.
Indeed, in Plant b the interests of manage-
ment and the firm’s local stakeholders may
coincide (overlap) rather than have to
match exactly, whereas in Plant a manage-
ment may have to deliberately organize
local and firm interests in ways that match
the level of commitment necessary for the
firm to be competitive in the most hostile
segments of the market. As a consequence,
the firm may have to differentiate its insti-
tutional structure spatially and even differ-
entiate (between plants) its contracts with
stakeholders. In this sense, differentiation
by plant may be essential to its overall
management of fixed assets and hence to
the flow of market revenue.

At one level, the framework sketched
above may be thought to rely upon an
implied notion of cooperative exchange—a
liberal, voluntary vision of institutional
management and design. In effect, the
example above of managing plants with
respect to market strategy seems to imply a
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world of benign difference. Each of the
three issues is actually, however, a version
of a more profound underlying problem:
the power of management in the market
(external) and in the firm (internal) to
achieve its goals relative to the goals of
shareholders and stakeholders At issue is
the capacity of management literally to
control and direct the production process-
es of the firm in the interests of their rev-
enue goals. Embedded in our summary
statement of the three dimensions of this
problem is an argument to the effect that
just as managers are shareholders” agents
so too does management rely upon others
(stakeholders) within the firm for the
implementation of their plans and realiza-
tion of their goals and objectives. Our argu-
ment, then, is that the management of sunk
costs is a social process that goes far
beyond the utilitarian ethos of transactions
cost economics (see Hodgson 1994). Thus,
management and stakeholders need not
always come to a cooperative and jointly
resolved (pareto-optimal) set of objectives.
Nor need bilateral agreements be efficient
in the sense of being the best solution (as
opposed to second or third best solutions).
Conflict could be (and is. in some cases)
endemic to larger multifunctional and mul-
tilocational firms.

Clearly, we have only suggested how and
why the management of capital assets/sunk
costs in the Anglo-American corporation is
so important. There is a great deal more to
be written about the realization of value in
firms characterized by significant sunk
costs. Elsewhere, though, Clark (1988) has
suggested that one way U.S. steel corpora-
tions have attempted to realize the value of
sunk costs in relation to heightened levels
of intraindustry competition has been to
implement new industrial relations con-
tracts, differentiated within the firm on a
plant-by-plant basis in accordance with the
specific history of labor-management rela-
tions in each plant. As conceived, this kind
of strategy sought both to improve the
plant-by-plant performance of the particu-
lar corpordtlon and to experiment with
alternative and competing institutional

arrangements in the hope of identifying
models of management that would be
more reliable with respect to overall corpo-
rate competitiveness; hence, the relevance
of the point made earlier in this paper
about the value of decentralized labor rela-
tions with respect to maintaining the dif-
ferentiation of labor contracts. While origi-
nally conceived as an issue of labor-man-
agement relations (Clark 1981), it is also an
important aspect of the management of
firms’ capital assets.

Spatial strategies are important. But
there are other kinds of strategies, some of
which have obvious spatial analogues,
though not all necessarily so. Here, we wish
to briefly identify a set of institutional
options that may be thought capable of
resolving in the short term, or perhaps over
the long term, the conflicting issues identi-
fied above. These institutional strategies
have been tried by many firms in their
attempts to stabilize the conflict between
management and internal stakeholders
with respect to the management of sunk
costs. Our analysis here is purely illustra-
tive, not definitive. Table 2 summarizes the
potential value of four institutional options,
beginning with an intrafirm focus upon
“core” interests, moving to a system of
worker and management stock options,
through to literally selling ownership of the
plant or firm to management (in a lever-
aged buy out) or to workers in some kind of
ESOP ( emplovee stock ownership plan)
deal (see Huddart 1994)°"

As we conceptualize each option, the
potential of each with regard to resolving
the three issues noted above varies from
“low” to “high” potential. “Low” means
either having only a short-term effect or
having a small effect over the long run. Of

2 Note the close, but quite antagonistic, rela-
tionship “between the ESOP option and the
management leveraged buy out (LLBO) option.
ESOP places a premium upon the commitment
of labor, while LBO places a premium on man-
agement’s dominance of labor (Wrigley 1998).
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Table 2

Potential Value of Institutional Options

Options
Core Stock | Management
Problem Focus" Options’ LBO ESOP*
Information Medium Medium Mixed High
Cooperation Low Medium Mixed High
Commitment Low Medium Mixed High

Source: after Hamel and Prahalad (1994).

* Core Focus refers to the restructuring of a corporation around what many analysts believe is the firm’s principal
assets and competencies.
Sm(l\ Options is a strategic option that rewards ku managers for decisions about the structure and form of the
firm, recognizing the possibility of internal l(J}dlt]e&.

“ Management Leveraged Buy Out is an option in which firms increase their level of debt by borrowing against
future cash flow.

“ Employee Stock Ownership Plan is an option built around the belief that workers, when committed through own-

ership, enhance internal decision making.

course, the management of the firm may

only be interested in a short-term effect.

The management of the firm may also have
different priorities with regard to each prob-
lem and with regard to each plant and its
desired local and firmwide flow of informa-
tion, cooperation, and commitment. We
contend that these institutional options are
indicative of recent practice in the Anglo-
American world (see Hamel and Prahalad
1994). We also recognize, however, that the
particular relevance and significance of each
option is contingent upon the inherited cir-
cumstances of particular firms. And in this
regard. we also hypothesize that the imple-
mentation of each option may have a close,
even intimate relationship with the plant-
by-plant configuration of the firm. For
instance, selecting among the firm's plants
for a suitable site for a core-focus strategy
may be a verv important element in the suc-
cess of such a venture. Even so, we think it
is practically impossible to a priori define
the virtues of each option with regard to
these three issues, and with regard to the
inherited spatial configuration of the firm,
without further detailed research.

More generally, each institutional option
for realizing the value of sunk costs
depends upon a set of implicit or explicit
rules (or norms) which together define the
power relations among the various stake-
holders in the firm. These rules define who
has authority over what issues. It is appar-
ent that a firm could treat the spatial con-
figuration of the company as a portfolio of
options, reflecting their past experience
with unions, worker participation, and the
like. In some cases, like the core-focus
arrangement, the arrangement of power
may favor management just because of the
btdblllt\, of production and the contmult» of
market position assigned to Plant b=
other cases, power may have to be shared,
even given up. if management is to take

* For the most part, the core-focus option has
been an important aspect of corporate restruc-
turing since the 1980s. This option has been an
important motivation for divestiture and lever-
aged buy outs. The most comprehensive analy-
sis done on the success of management- led
leveraged buy outs is by Litchenberg (1992).
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advantage of the firm’s capital configura-
tion. We do not intend to take this point
much further; it is sufficient to emphasize
for the moment the possibility of a differ-
entiated order of power between plants in
the firm’s overall configuration of produc-
tion. This order would be in part instru-
mental, matching and overlapping the
functional value of capital, and could be in
part geographic, matching the role and sig-
nificance of each plant in the (economic
and social) evolution of the firm.

It is also possible that this order may be
truncated by virtue of what management
can achieve b\, way of its revenue goals out-
side of the firm. In this respect, our firm
may become a single-plant firm, thereby
being wholly centralized if it can utilize
other firms’ assets in ways that meet its
strategic interests in its markets. In that
case, the firm could become a spatially
elongated production function sustained by
external networks between firms rather
than within firms.

Conclusions

In this paper, we have sought to make a
number of contributions to the theory of
corporate geography. First, we have argued
for a better understanding of the spatial
structure of the Anglo-American corpora-
tion. Whereas some analysts in economics
and geography seem transfixed by
Marshallian firms and the persistence of
industry-regions, we argue that economic
geographers should extend the focus by
recognizing the concurrent geographic
spread of productive capacity and the con-
tinuing tension within firms between spa-
tial concentration and decentralization.
Second, and in that context, we have
argued that the separation between owners
and managers and the contested relation-
ship between managers and the various
stakeholders in firms are vital aspects of the
contemporary corporation. It seems odd
that for all the work in economic geography
on corporate governance the geographic
implications of the separation between
ownership and control have been relatively

ignored (but see Harrison 1994). Third, we
have also suggested how and why the relat-
ed notions of corporate strategy and sunk
costs can help explain firms’ spatial config-
uration of productlve capaCIty

To make our points about the configura-
tion of the firm, the analysis began with an
idealized model, which was then broad-
ened using a set of tools that have their ori-
gin in corporate finance (Stern and Chew
1986). Here, notions of risk and uncertain-
ty, portfolio management and diversifica-
tion, and the functional value of capital
were deployed in ways that demonstrated
the value of corporate persistence and
decentralization. Along the way, however,
we also emphasized that identified corpo-
rate strategies should not be imagined to
be perfect; we are not aiming to reinvent
corporate geography as a set of efficient
planning algorithms, as most economists
would seem to want to design economic
geography. We do not wish to reinvent
Christaller or Weber. Quite the contrary.
We are mindful of the evidence gleaned by
geographers and others about the imper-
fect nature of corporate strategy (see Clark
1989, 1993; Schoenberger 1997; Wrigley
1994). If we take seriously the world of dis-
equilibrium and contingency, we must also
take seriously the wide scope of possible
solutions which falls outside of the simplest
optimizing models of economists and
geographers.

Our approach to the spatial configura-
tion of the firm has three features. Most
generally, we are concerned with integrat-
ing or linking aspects of the firm with
which we (as economic geographers) are
familiar, such as the internal spatial divi-
sion of labor, to elementary themes in cor-
porate finance. To understand how Anglo-
American corporations are managed in
these last years of the twentieth century
requires a greater appreciation of the
insights to be gleaned from new develop-
ments in corporate finance. A second fea-
ture of our research has been to link geog-
raphers” detailed knowledge of the struc-
ture and performance of firms with more
general threads and principles derived
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from economics. This does not mean that
our case material is simply the raw materi-
al for economic theory building. As we
have tried to show, with reference to the
work of Cyert and March and others, there
are wavs of proceeding that allow for a rap-
prochement between geography and eco-
nomics that do justice to both perspectives
in economic geography. Finally, we have
tried to show that the spatial configuration
of the firm is the result of a complex set of
considerations: risk management, strategic
management, and sunk costs management.
Transactions costs are important. But we
have sought an explanation of the spatial
configuration of the firm that is principally
about the internal structure of control, not
the logic of spatial agglomeration
economies (however important).
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