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Abstract

This paper answers the question of how the proouictif diversified
guality goods characterised by incremental innovatresulting from
CME-type institutional set-ups, is possible when thecessary pre-
conditions for it are absent (Streeck 1991). Italffers the ideal
institutional setup to investigate how high qualggods are produced
when a national system for the provision of pateagital and of specific
skills - and their certification - are not in plac&his paper explains how
functional substitutes are produced by particulggrifirm linkages which
are found to arise from the overlapping of subaratl institutional
systems, typical of Italy’s political economy. Wisaliss the literature on
inter-firm networks and organisations which expéotiee variety of ways
in which the vertical disintegration of firms hakeén place. Within this
background, we confrorfoC on the specific question of how typical
CME-type inter-firm relations are structured with teeidence collected
through the detailed analysis of Italy’s textileogucing firms. We find
that Italy’'s most successful textile sector firnthiave global leadership
status by constructing inter-firm networks simuéaunsly characterised by
long term and stable relations abpy organisationally flexible and market
driven ones. The former typically identified T™ME-type economies,
whilst the latter inLME-type ones. We therefore show that diversified
quality production is compatible with relations cheterised by both
strategic and market coordination, at odds with\tageties of Capitalism
literature (Hall and Soskice 2001).

Keywords

Sub-national institutional frameworks, high qualgsoduction, inter-firm
networks, supplier chains, strategic and marketdination.
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Introduction

The production of high quality goods is ruled out theory when
individual firms do not simultaneously possess adég skill and capital
input factors, yet practise and theory often ditiad we find evidence for
very high quality production in light manufacturingdustries in Italy,
despite the simultaneous absence of both inpubract Through case
study evidence of the organisational structure tmtbpoy the most
successful firms in Italy’s textile sector, we uwmeo the mechanisms
which deliver functional substitutes to theoc informed theoretical
models. The surprising results which the behavaduhese firms suggest
Is that high quality production is actually basedtbe interaction of sub-
systems governed by substantially heterogeneoussl@nd incentives:
one where competitive market rationality prevailnd one where
relational and reputational based behaviour dogke fragmentation of
Italy’s labour market, vocational and banking sgste and the cleavage
which discriminates large and small sized enteggriets the basis for this
dualism. In light of these findings we fall backto Berger and Piore’ s
discussion on how societies are divided segmenaaid/not continuously,
meaning that segments within societies are orgdngeund different
rules, processes, and institutions that producéderdiit systems of
incentives and disincentives to which individuaéspond (Berger and
Piore 1980 : 2). They argue that discontinuitiesutt from a pressure
towards economic efficiency and attempts of produite separate out a
relatively stable component of demand from thetflating component of
it (ibidem: 7). The recognition that this segmentation is atuiee of
mechanisms of production that lead to high quatyduction invites a
discussion on the validity ofoc informed theories which treat societies
as coherent wholes, where the logic of behavicadlifey to the support of
CME-type institutions are considered equally sharedlbmarket actors.

The paper sets the basis for this discussion blysing the mechanisms
through which Italy’s most successful textile sedtons have constructed
their competitive advantage over time, based onptiegluction of high
guality goods characterised by incremental innovati

The evidence of Italy’s manufacturing sector's awmus decline,
experienced since the wide-ranging macro-instinaioeforms of the late
nineties, is taken amidst by the sustained and ahiamrevealed
comparative advantage enjoyed by a number of ttgdi@duced export-
oriented goods. The findings that a number ofdtainanufactured goods
maintain a competitive edge in international makand that firms
competing in such markets have achieved globaklsatp status calls for
serious investigation of the mechanisms and caditivhich deliver such
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performance, in the face of a (now) historical (amufrsened) aggregate
economic declife  Further empirical examination shows that these
internationally competitive goods are characteribgchigh and positive
relative unit values, a rough indicator which cagsuthe quality and type
of vertical heterogeneity of a product within idavant class. This data
therefore suggests that the Italian-manufacturedigoetaining a revealed
comparative advantage are the outcome of manufagtarethods which
result in high quality production and incrementatdvatiof. The body
of literature which discusses the conditions whedable such production
highlights the necessity of two input factors proeld by national
institutional frameworks: specific skills and patiecapital (Sorge and
Streeck 1988; Hall and Soskice 2001). Italy’s itnsbnal framework
does not comply with the criteria which classifyoeomies as producers
of high quality goods, i.ecoordinated market economjesor benefits
from the institutional synergies and comparativevaatiages which
produce the abovementioned input factors by soltivegcollective action
problems which lie at their foundation. Italy isstead characterised by
the spatial overlapping of multiple sub-nationadtitutional frameworks,
defined by size-based cleavages. Large firms lamdvbrkers within them
will abide to a number of financial and labour nwrkregulations,

! The data used for the empirical analysis of tréoes covers the 1988-2006 period.
The current credit crisis, 2008 and beyond is nutluded in this research. Its
repercussions on the real economy are hitting ¢lélé sector very hard. The direct
impacts are twofold and act on the very smafl3®' tiers of suppliers, and the very large
leader firms. The former are the first hit as thmar the consequences of reduced
consumer demand, and the subsequent decline inugiod commissioned by
customers: the unemployment rate in the Florenowipce has recently skyrocketed.
The former instead face high risks of defaultingtbeir debts, previously granted and
undertaken on the basis of more buoyant times +etbent bust oftierre (the head of a
very big pyramidal structure which controlled ba#ad firms and first tier suppliers)
speaks to this very real problem. Tsunamidaat, bring away with them both good and
bad swimmers.

2 The unit value (UV) of an exported commodity is theotient of its value divided into
a quantity measure and can be used to distinguisiariet where price competition is
more important than non-price competition. Werolahat a good is characterised by
high quality when the following relation holds: JVexp > UVimp 2> Qexp > Qimp
then the products which exhibit such relation afentified as belonging to ‘quality-
dominated markets’; if instead UVexp < UVimp Qexp > Qimp holds, they are said to
belong to ‘price-elastic markets’ -- where ‘expamstls for exports, ‘imp’ for imports, and
‘Q’ for quantities [Aiginger, K. (1997). "The us# unit values to discriminate between
price and quality competition." Cambridge JournEeonomics 21: 571 - 592.]. The
idea behind this solution is that if an economylide to sell its products at higher unit
values and, nevertheless, enjoys an export surfilusust follow that such good is
supplied at a higher quality compared to its mapestrs — and vice-versa.
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employment protection legislations, unemploymenndbié eligibility
criteria, and state support which differ substdiytifirom those abided by
small firms and their labour force. Yet we havarfd evidence that high
guality production takes place in Italy, therefoegsing the question of
how. This research is therefore geared towardsermstehding what
functional substitutes are in place in Italy whiehable some firms to
successfully compete in high quality niche markat¢sinst all odds.

By looking at the textile sector at large (and Turséirms in particular),
which includes the production of textile fibres atieads, of cotton-,
woollen-, and worsted-type; the tanning, dressind eutting of leather;
the design, manufacture, marketing and distributbbrwearing apparel
and footwear, and the manufacture of luggage amdilbeays, the paper
argues that key to the production of high qualdpds belonging to labour
intensive, light manufacturing industries is indebé availability of a
skilled labour force and capital, as suggested H®y YOC literature,
though it is not necessary for one firm to posgesgk at the same time. In
the presence of a vacuum of national level instiig, providing both
assets to all firms indiscriminately, inter-firmtwerks become the locus
where missing input factors are produced. Smétdingestic, price-taking)
firms tie themselves to leader firms, original guuoent manufacturers
(Herrigel and Wittke 2005), orase madriin order to access sources of
financial capital alternative (and in parallel) tikose provided by the
national banking system. In return, leader firrogM, or case madri
delegate to them the actual manufacture of finaldgo These small and
medium sized enterprises are organised in clusiersupplier chains,
where constituent firms simultaneously maintairrdniehical, cooperative
and competitive relational ties with each other.upf8ier-customer
relations observed can be classified in two caiegor hierarchical
contractand _collaborative manufactureraVhilst the latter benefit from
sustained collaborations and linkages with onenfore) case madrithe
former suffer from relational and contractual unaty, time constraints,
and continuous down-ward cost pressures. We threrefhow that the
production of HQ goods relies indeed on a combination of skills and
capital which a limited number of successful firfisd produced by
different players in inter-firm networks. Moreoyéne micro-foundations
characterising the socio-economic behaviour of eagplier group differ:
very flexible wages and prices on the one handj mMgges and prices on
the other. As a consequence of this we metaphiyrmaggest that leader
firms built their competitive success on their @pito take advantage of
the skills and synergies of the smaller firms, adl\&s their ability to
force upon them increasing downward price and tpnessure, as if
hyenas feeding on the carcasses of others.
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The paper proceeds as such: section one looksditéhature on inter-
firm network, and confrontgocC with de factoevidence on heterogeneous
vertical disintegration trends and questions whigiology best apply to
CME-type economies; section two criticises such thlsorthrough the
evidence collected on the predominant model ofrifiten relations
uncovered in the Tuscan textile industry as well dke
cooperative/consortium model; section three disesitise implications for
the theory of skill and capital provision derivifgom the evidence
collected; the concluding section sums up the pape

I. High quality production in the face of the vertical disintegration of
firms and inter-firm networks of heterogeneous typs.

The literature on industrial orders, national cotitpeness and models of
capitalisms spells out a number of supporting meisinas which endow
firms with the assets necessary for the produatiohigh quality goods:
specific skills and long term patient capitalQpP is conditional on the
presence of amdustrial orderor asocial structurewhich allows for the
institutional conditions forHQP to materialise. These conditions are
labelled redundant capacitiesand have significant collective goods
properties; they are operationalised as: (a) brad high skills, (b) a
polyvalent organisational structure, (c) decergealicompetences, and (d)
social peace (Streeck 1991: 31). Soskice (1999)iged for a more fine
grained definition of these input factors and ahtieatHQP required (i)
that companies maintained long standing cooperaélations with their
workforce, (ii) that technology travelled fluidlydm the company to
employees and suppliers, (iii) that workers poss#dsoth industry and
company- specific skills, (iv) that a consensuseblagpproach to decision
making prevailed, (v) that the industrial relatiosgstem in place
guaranteed cooperative behaviour of workers andeositmanagers, (vi)
that relational contracts would develop across comgs in the pursuit of
the joint development and customisation of producitomponents, and
finally (vii) that long term finance was availab{&oskice 1999: 115).
Decentralised competences, long standing inter-emypcooperative
relations and technology transfers describe thelidgpe inter-firm
network which contributes to the institutional cdempentarities which
allow fort the production of high quality goods.

Yet the constraints imposed by internationally cetitiye goods market
have transformed the structural organisation obexgriented firms. The
threat of hold-up problems, which in the past teigggl the concentration
of economic activities within firms in the form ofrtically integrated
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manufacturers (Chandler 1977), has gradually bec@nsecondary
concern and as internationally competitive firmsefancreasingly instable
and volatile markets they respond to these pressuacthe disintegration
of once vertically integrated manufacturing orgatimms (Gilson 2008).
This pressure has resulted in a variety of hetereges supplier-customer
relations and multiple inter-firm behavioural tiggtentially altering the
ideal type inter-firm network which is required fdnigh quality
production. In what follows, | discuss the litena which observes and
classifies these decentralising trends and willteelt to avocC discussion
on the afore-mentioned inter-firm types.

Chandler described vertically integrated firms ase where the
manufacturer of final good was likely to own upatreproducers of key
inputs, or downstream distributors, or botfChandler 1977). The
ownership of all assets of production was undedsttm be the only
solution to the problem of hold-up inherent in tpeactise of co-
specialised and specific investments (Gilson 2008)s the predominance
throughout the second half of the twentieth centafyconcentrated
traditional firms organised along principles of ti@al control and direct
ownership of all the steps of the production precegherethe visible
handof management ruled out the risk of hold-up. Whilensified global
competition, rapidly changing technology, shortesdquct life-cycles, and
volatile customer taste the boundaries of the ntark#hin which firms
were placed started to become overstretched fratm gmatial, financial
and organisational perspectives (Herrigel and Wi2k05 : 313). Thus
we witness an uncontroversial trend towards vdrtigntegration and an
associated mushrooming of formal and informal Hfiten collaborations
(Lamoreaux 2004; Langlois 2004; Herrigel and WittR805; Gilson
2008). Vertical disintegration is associated witihe reduction of
economic activity coordinated within a firm, andetltorresponding
increase in the proportion of activity conductedotlgh the contract
market (Gilson et al. 2008: 1). An extensive &tere has looked at this
historical stretching of the boundaries of the fiahtimes concerned with
the understanding developing supplier-customerr-int@ relations, at
times with the problem of innovation resulting frocollaborative
information-sharing (Kogut 1993; Borrus and ZysmBE908; Sturgeon
2002; Lamoreaux 2003; Langlois 2003; Lamoreaux 20@#glois 2004;
Herrigel and Wittke 2005; Gilson 2008).

Herrigel and Wittke suggest a typology of five iégpical supplier-
customer relations developing in the manufacturgagtor: (i) arm’s
length / spot market relations, (ii) autocraticcaiptive supplier relation,
(i) contract manufacturing, (iv) collaborative ma#acturing, (v)
sustained contingent collaboration (Herrigel andtk®i 2005 : 316-317).
In the event of the first type of supplier relasprarm’s length price
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mechanisms regulate relations between the two pHaysuppliers
construct standardised or complex parts contrdoyezlistomers and there
is no cooperation of suppliers in the developméngroducts. _Autocratic
supplier relationsapply according to the authors to particular cally
embedded settings, such as the JapaRkesetsuor Koreanchaebo)
where suppliers are tied to one customer only dwohis lead in
production and innovation. Learning and problenvieg takes place
amongst dependent producers and lead firms, somebagtraining the
group’s knowledge to its direct borders as the ddesisation and
modularisation of production allows this clear-agparation of phases.
Contract manufacturingestablishes a clear division between product
design and manufacture; original equipment manufacs$ invest in the
design, marketing and distribution phases, whiteplsgsticated” suppliers
engage in the production and assembly of parts. tlation is rather
stable but limited (319), as unpredictability amdtability results from
OEM willingness to reduce any risk of capture —dagp — on behalf of
trusted suppliers thereby inducing them to prefeeging suppliers at a
distance; and thus resulting in suppliers’ contumisearch for alternative
customers. Langlois too argues that the possiltididecompose products
into distinct and technically standardised modualsws for the isolated
production of each; yet he did presembdular collaborationsas the one
resulting shape inter-firm relations would takddwaling the disintegration
of firms (Langlois 2003). Collaborative manufaatg instead is
characterised by near power parity between firngret is mutual
dependence between customers and suppliers derirong respective
know-how. Customers rely on their suppliers ndydar the production
phases of a good but also for the design and ptodegelopment
activities it pursues. This is because of the eshaand complementary
competences which both players possess; final gamgl$he outcome of
joint collaborations (320). The downside to thesktions is the risk
borne by suppliers when committing to exclusive apecialised relations
with one customer only, at the mercy of the custtsnerders and
production demands. Finally, sustained contingefiaborationaccounts
for collaborative manufacturing relations sustaineger time, where
suppliers become both the locus where producti@uisourced but also —
and more importantly — external providers of knoswh Gilson et al.
suggest a different name which captures the relatif@atures of the latter
two typologies, iterative collaboration (Gilson 2008); where the
unavoidable mutual vulnerabilities among collaborsitmotivate practical
innovations in contractual governance in order twppert newly
developing transactional structures (7). Coopenaiamong firms takes
place through platform settings, modern supply chand collaborative
research and development; and responds to the ofiteeated co-design
(20).
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Given the multiplicity of inter-firm relational gumds and the variety of
roles played by suppliers, it becomes importantspell out which
typology of behaviour best fits the characteristioks “decentralised
competences, long standing inter-company cooperatelations and
employees and supplier fluid technology transfedhd thus are
compatible with the production of high quality gsod Collaborative
manufacturing, sustained contingent (or iteratizellaborations best fit
the account of supplier-customer relations recaghisy Sorge, Streeck
and Soskice — and later incorporated in W framework - as best
promoting and sustaining high quality productior¥et the evidence
collected in the field suggests that the prevalesfoene type of relations
vis-a-vis others does not develop; we actually @ss) within the same
industrial order, the development of multiple tymédypologies; we also
find evidence of firm’s behaviour towards a custorbest described by
one typology, but the same firm’s behaviour towaat®ther customer
best described by another. Why then does one isufn@icome an iterated
collaborator, and another one does not? Why carsaime firm be at the
same time supplier, customer and joint-problemesGlv The overlapping
and joint being of these typologies, both thosepsuing HQP and those
that don’t, suggests that we may be in the facea dfieterogeneous
mechanism which delivers high quality productiod anccessful business
and export performance. In the following sectiodekcribe how inter-
firm networks have developed in the Tuscan texélgon. Furthermore |
will show that this particular structure becomes atternative mechanism
through which the production of high quality goddkes place.

[I. Hierarchical control and competitive cooperation: successful textile
firms in Tuscany

The Italian textile industry has historically beigientified as one of the
main pillars of the Italian economy. With regartb export shares,
measured against the OECD23 basket of countria/ ttonsistently
outperformed its competitors by a significant degf@ECD_Stan 2005).
The data shows that Italy exhibits a comparatiwveaathge vis-a-vis most
competitors at each point of observation, 1980,0188d 2008 And
whilst its competitors’ advantage recedes, thatitaly’s textile sector
improves.

* Export specialisation is a proxy for the revealethparative advantage of a country
vis-a-vis a selected basket of competitors (whicthe data provided is represented by
the OECD23).
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Graph 1 and 2, about here

Yet this data may very well remain meaningless degper break-up of
the sector is not performed. Such an exerciseatevtbat whilst “Textiles

et al.” is one of Italy’'s manufacturing industr@ssets, the composition of
the sector has exhibited heterogeneous perfornduragg the time period

observed. A more detailed four-digit level anadysi trade flows and

revealed comparative advantages, based on the GHTDS dataset, for
the period 1988-2006, shows that the goods liseldvb (Table 1) not

only have experienced a revealed comparative adganbver time but

also high and sustained relative unit values. @&hesults reveal that the
performance of firms producing textile fibres aridetds, of cotton-,

woollen-, and worsted-type; the tanning, dressind eutting of leather;

the design, manufacture, marketing and distributbbrwearing apparel

and footwear, and the manufacture of luggage amdibegs has been
superior to that of Italy’s main competitors (Tadleg The remaining

production categories have suffered.

In fact this performance is even more surprisingegithe application of
the Multifibre Agreement in 1994 and the final etmaent of GATT took

place: starting on January the 1st, 2005, theléerid clothing sectors
have become subject to the general rules of thee@egreement on
Tariffs and Trade, agreed in 1995

Table 1, about here

How have these successful firms which respondedhéo heightened
competition that policy and the reduction of trdderiers have delivered?
An analysis of the relative unit values pertaintogeach produced good
shows that the quality component of these goods ihaseased or
remained high and stable over time, thus suggesiaigthe comparative
trade advantage is induced by the successful ptioduof high quality
goods: firms are basing their product market sgraten high quality
competition. Yet, markets change quickly, and adam@ltered consumer
preferences and demands, and so do textile firthalso appears that as
demand has increased for branded, mid-range quadibds, the same
firms that compete in the production of very highality items are also

* The delay in the removal of barriers to free trhde both a technical and political face. From a
technical perspective, because the agreement wasided in four stages, countries were able to
postpone addressing (and removing) the most pallificsalient barriers. Symptomatic of
developed economies’ reluctance to remove barigethe five-time extension of the Multifibre
Agreement, during the 1974-1994 period (precedhgy Wruguay Round). The Agreement on
Textile and Clothing regulates the process of GAUIES application.
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engaging in the production of a mid-range accessibokury niche
selection of goods.

Two questions follow from this evidence: how ddes production of high
quality products take place given Italy’s macrotilnsional infrastructure?
How is the production of mid-range accessible lyxwnid-quality) goods
possible and compatible with the former productkegastrategy? In what
follows we provide an answer for both questions cihbuilds on the
identification of local industrial orders combineshd augmented with
trans-national supply chains.

1.1 Production chains in Tuscany's textile sectevearing apparel,
footwear and leather manufacturing

A significant number of Italian successful weargygparel, footwear and
leather manufacturing firms are concentrated in Thecan area; most
leading fashion brands like Gucci, Ferragamo, Prawl@ Pucci, many
small and medium sized successful suppliers likddb@asa and Andrea
Alfaioli, as well as textile fibre producers such lawool and Tessilfibre.
A study was therefore commenced on how top leadiimys per sub-

sector organise their manufacturing processesguesnd development,
production, marketing and distribution. This exseclead to the finding
that the high quality production of wearing appafebtwear, textile fibres
and leather goods relied on the interaction of Hathe (leader firms,

original equipment manufacturersase madii and small firms (first and
lower tier suppliers - fornitori fidealizzati and conto terzis), and the

distribution of activities across the customer-digogproduction chain.

The figure below captures the links characterigheggrelations between a
leader firm and its suppliers; it must be pointed that this provides a
description of one segment of the local industoi@er, which would be
more accurately represented by the parallel reptasen of the same
pattern of interactions.

Figure 1, about here

A leader firm concentrates its resources on thdgdegevelopment,
distribution and marketing phases of a producte THtter two activities -
not an explicit part of this research agenda - amganised around
internally nurtured expertise often augmented wexternal one as well.
The actual production of a good is delegated tohainc of suppliers,
mostly locally distributed. Grouping suppliersane coherent cohort is a
serious mistake, as what emerges from the evideontected is that

10
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suppliers can be distinguished in two separate :ome#laborative
suppliersand_hierarchical sub-contractptscated in the first and second-
cum-subsequent tiers of suppliers (as shown inrEi@u

Within this organisational structure, leader firgisninate the problem of
solving the collective action problem inherenthie {process of organising
a skill provision system as they “obtain” a skilléadbour force by
outsourcing the actual production phase and byctetesuppliers on the
basis of their skills — implying that they have lie skilledex antethe
commencement of the relationship. Small, finamgiaind structurally
undercapitalised, supplier firms no longer face pheblem of accessing
long term patient capital to be deployed towardsrésearch required for
incremental innovation (textile fibre printing tedfue innovation for
example), as they either receive explicit machingsglating from leader
firms on an ad-hoc basis, or specialise in the yetdn of less
sophisticated components: these constitute thepgobunierarchical sub-
contractors The remaining suppliers instead cooperate igdider firms
in the product development phase via expertiseangd and thus rely on
them for (financial and physical) capital provisiavhen necessary: thus,
collaborative suppliersOn the other hand, having eliminated one problem
does not automatically provide for the solutiorilte other. In this sector
we have found evidence of separate production aigsevided by each
sub-national institutional framewadtkleader firms who are traditionally
part of a larger holding group (nationMariella Burani Fashion Group
and internationall.VMH) or pyramidal structures recapitalise themselves
via the internal capital markets that these ownprskructures provide,
and have better access to funding provided by #mkihg system as the
introduction of sophisticated accounting methodd fmancial disclosure
regulations — which apply to firms bigger that at@@ size — has reduced
the problem ofasymmetric informatian Small firms instead solve the
collective action problem which characterises sgttip skill provision
systems, by resorting to on-the-job training Wearning-by-doing of
apprentices.

I will present a brief historical timeline descigot of how this inter-firm
model developed, by tracking how the leather-cgtimd manufacturing

5 In separate work | have discussed at length hoauamarket institutions and banking
sector regulations apply to Italian firms with aesbased discrimination in mind, thus the
argument that sub-national institutional framewaeksst in Italy identifiable via this size
cleavage. Thus for example, employment protectlegislation and particular
unemployment benefits (i.eassa integrazionguadagni) only apply to firms employing
more than eighteen workers. Ownership structciiesacterised by pyramidal groups and the
increasing frequency of direct control of firms wmirect ownership become an internal source of
finance when financial markets are less pronegtritluting long term patient capital to firms.

11
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industry developed since the mid-eighties untilapd As captured by
Chandler (1977), most industrial organisations usedbe vertically
integrated in the past. In the early eighties st vamber of Italian light
manufacturing firms entered a phase of disintegmatind restructuring;
large firms were broken up and a number of workergpreviously
employed within them — would spin-off and open U@ and small
firms which specialised in the skill that the warkeuld carry away with
him — portable firm-specific skills. There is esitte that this
development gave origin to industrial districts wsll (Lazerson and
Lorenzoni 1999). The interaction between what iesth of thecasa
madreand these small specialised firms was charactelbigerm’s length

/| spot market relationghe casa madrevould decompose the production
of a final good into separate and independent patikch would be
externally outsourced, these separate componeniidvioen make their
way back to mother firms and be recomposed intoal ftem, through a
process which added value to each individual p&d.was the case in the
leather industry (which encompasses both some fatwluggage and
handbag production) where lead firms provided depplwith pre-cut
pieces of leather, maintained the ownership ofréve material, and paid
for the sewing and stitching labour-intensive pBasieproduction. Semi-
final goods would then make their way back to tdasa madrewhere
finishing touches were applied to the goods. Thase madriwould
retain under their direct, internal, control thesthealue added phases of
production: modelling, cutting of leather, produsgvelopment, and the
finishing —finissaggio— of the product. The remaining, labour intensive
and low value added phases would be outsourcedchaia of suppliers,
who de factowas once its own workforce.

Today, suppliers have become more heterogeneoussoase have
endowed themselves with more specialised know-hod khave thus
received further responsibilities — as well as jtglscapital support -
from thecase madri Gradually, the first tier of suppliers has movexn
being single component manufacturers to final absanithus responsible
for the actual product sold), or specialised prodem-developers, or
customers themselves by outsourcing to third pastyppliers the
production of single components: the former woulove the latter with
cut pieces of leather for them to reassemble, &thus, we observe a
fidealizzaziond stabilisation of the first tier of suppliers, &img from an
arm’s length / spot market relational tyfe a _collaborative and iterated
one (Herrigel and Wittke 2005; Gilson 2008). Ttisnsition is further
institutionalised by the recurrent practise of kAlogw exchange between
leaders and suppliers via the exchange of expesbpeel and specialised
workforce; also by the control that leader firmsemxse on their
collaborative suppliers through the so-callspettori — de factoprocess
overseers, which set a floor for the minimum dlellel and quality of the

12



Costanza Rodriguez d’Acri

goods produced by suppliers. Moreover it shouldnientioned, that
whilst a firm pertaining to this group benefits fioclose ties with one
leader firm, it will — because of this reputatioredset — attract the
attention, and work, of other leader firms inteeelsin taking advantage
and building on its expertise. This is possibldgrespractise of exclusive
customer-supplier relations is not widespread amrdabse lead firms
compete fiercely against each other — in particidathe best work-force,
and do not engage in cooperative know-how exchangant-innovation
ventures. This development comes hand in hand with drastic
intensification of spot market and hierarchicallgformed relations
between first and subsequent tiers of suppliersorkNs outsourced to
sub-suppliers according to two factors: who bidsldwest price and who
produces the same quality product in the shortes. t Thus competition
among firms pertaining to this supplier sub-grogpfierce, not only
competition for work but also competition for s&dl labour — which is
trained in-house at the cost of a substantial tame financial investment;
furthermore all small firms compete against leathé who from time to
time poach their best specialised employee to rartis product
development department, often compromising the igainof the sub-
supplier itself. Often, these firms are extremslyecialised in the
production of a single component and so small tiin@y concentrate their
whole activity on one customer-order only, thusngeextremely un-
diversified in their strategy management, and lyigidposed to the risks
associated with demand fluctuations. Finally thesid towards downward
bidding of production time and prices is increalingccentuated when
demand flexes, thus forcing sub-suppliers to eveunghier market
flexibility. Thus we observe vertical cooperatifiretween lead and first
tier suppliers), competitive interactions betweest fand subsequent tiers
of suppliers, competition within second and thiet suppliers on top of
(at a system level) strong horizontal competitibe\gery level — between
lead firms in particular.

Successful textile-at-large companies — of which teather producer
example above - have pursued a product markeegtraif high quality
and mid-quality goods. They are at the helm of ymamidal and
decentralised structure to which they delegateatiteal production of the
goods designed and developed in-house. This finterstructure is in
itself compartmentalised in two building blocks: tve one hand we find
trusted and long-term independent collaborativepkeys, on the other
very specialisedad-hocand dependent sub-suppliers. Is this the only
functional substitute t@ME-style inter-firm organisations resorted to by
Italian firms, or do the mechanisms that undergignthe success of
consortium-style organisations strongly differ?
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This paper suggests this is not the case by shothiaigconsortia have
adapted and become integrated into the hierarchscglply chains
described above.

Consortia describe the phenomenon by which a mdé#itof small and
micro entrepreneurs reunite under a joint banned aocess pooled
resources; in particular financial ones as thegmrosations were dove-
tailed by cooperative banks. The privatisationtloé banking system
privatisation resulted in the gradual eliminatidntliese credit institutes.
Significantly severing the close link between tlamks and the territory so
important to the consortium’s survival. Noneths]amany remain, yet it
Is surprising to witness the creation of a new odingm in the textile

(leather-manufacturing) industry in Tuscany. Inatfollows | show that

the behavioural-interactions of consortia firmssloet provide a clear cut
from the hierarchical-collaborative inter-firm maodiscussed previously.

The roughly seventy firms that make up ensorzio 100% born in
1997 in the vicinities of Florence, abide by thensadriving objectives: to
pool resources in the search of technological aratgss innovation,
certification and patenting, training, strategic rketing and access to
finance. A number of measures and joint actionss tfollowed: the
creation of theAlta Scuola di Formazione per la Pelletteria Itala— a
vocational training school specialised in the mantifre and processing
of leather, with the joint cooperation of extera&tors: twocase madri
(Gucci and Prada), small-and-micro sized enterprises’ employer
organisations ¢NA and Confartigianatg, and local administrations.
With respect to the strategic marketing objective consortium pooled
resources in order to provide its members witbject managersand
marketing experts, which were largely missing. alin with respect to
the issue of financing, the consortium negotiatdith whe Tuscan Region
(as in Italy Regions do have budgets separate fhmmational one) and
the artisans’ employer organisation a number ofantaes given to banks
which reduced small and micro enterprises’ problaimun-assessable
collateral, when discussing the possibility of lsarThe firms which make
up theConsortio 100%have since 1997 proven to be internationally activ
in export markets, have produced items charactebgerery high quality,
and some are particularly successful too in terimealised revenues and
sales(Sapafand Braccialin’i for example). Thus the experience of the
Consorzio 100%nay suggest that within the same industrial sulbesgec
alternative mechanisms to the one presented abaye m

® Braccialini's success was identified by MBF®l4riella Burani Fashion Group— a
holding company of small-but very successful midgecompanies — which purchased
the brand a couple of years ago.
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Figure 2, about here

A close up of the consortium taken not as independeom the
hierarchical-cooperative inter-firm network, butset within that context
(Figure 2) shows how firms within it interact widlll actors of the model,
both with the lead firm, first and subsequent seppliers. This is easily
explained because, though a consortium is a sepaatity, it is
nonetheless made up of multiple firms which rethgir individuality and
maintain a cooperative yet competitive relationaldviour with each
other. The heterogeneity of firms within the grpugsults in a pool of
vertically and horizontally diversified skills, aridus the specialisation of
some firms in the production of component partypical behaviour of
second tier sub-suppliers firms — and some in tteElyction of very
sophisticated parts, assembly of parts and joineld@ment of goods —
typical of first tier supplier firms. It thereforie the case that the main
activities of the consortium as a whole are thezda-supplier component
production, customer behaviour vis-a-vis second sutgbequent supplier
firms, and finally the production and developmeinsiagle brand goods.

Therefore thgrima facieappearance of cooperative consortia differ from
the dual structure apparent in hierarchical-codparanter-firm networks

- between a cohort where relations are very stabtedurable over time,
and one where they are informed by price mechanismihe real
behaviour which characterises the member firmsoortia are the same.
Consortium firms earn their biggest share of psofiom acting as sub-
suppliers or suppliers within networks lead by lekshed and successful
case madriand only a residual part of it from the saleghadir private
brands, in theory facilitated and enabled by thalipg of resources which
takes place in the consortium.

It once more seems clear that the productiongif Quality goods in Italy
takes place through mechanisms which take advantdgthe clear
dualism and cleavage which exists between diffeaeturs: lead and first
tier supplier firms on the one hand, second andl tiier suppliers on the
other.

[ll. Skill formation and capital provision

Abstracting from practise to theory a number obtietical notions follow
from the above analysis of inter-firm linkages. thms section we discuss
what the implications are derived for theories &ill sformation and
capital provision. We argue that within this leadem-suppliers model of
industrial organisation the classical problem oivapls and downwards
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hold-up, typical of cME-like and Japanese industrial organisations,
disappears. We also argue that skills — underaicerinstitutional
conditions — have become a substitute to collasa@debt financing.

I11.1 Co-specific Skills and Hold-up Risks: Or ot

The problem of an underinvestment in skills is r&geh to be a
consequence of imperfect capital and labour marketere problems of
asymmetric information constrain an individual'séncial ability to invest
in training, and the risk of not recovering suckigstment and finding an
adequately matching form of employment provide rgjralisincentives
against it (Stevens 1999). Specific skills areimonhediately available on
the market and are costly; a worker's investmentthem is de-
incentivised by the knowledge that their transféitgbis limited. For
these reasons, a firm leans on its national insiital exoskeleton to
stimulate their provision (Soskice 1993; Soskice94)9 Institutions
therefore exist such that the collective actiorbpgms deriving from these
economic disincentives is solved Social policgimes and industrial
relations institutions in synergy support the pradn of specific skills.
The combination of which provide “reassurance meigdmas” to both the
employer and the employee. This implies that theestment in skills is
de-factoa co-investmentwhere both employers and employees become
stakeholders of this enterprise. Moreover, prongptihis conjunct
investment is the need for skills on behalf of progts — as one necessary
input factor; workers and producers therefore sharespecific assets.
This endows workers with hold-up power vis-a-vipital (Estevez-Abe,
Iversen et al. 2001).

Yet, these institutional mechanisms are not visihldétaly and amongst
our lead-cum-supplier networks. We find that tlemeyation of specific
skills is not related to the institutional solutsooffered above. Instead, as
we already discussed, the training of workers mratierised byn-the-
job learning-by-doingmechanisms. A timely process leads workers
through a training career, where more and incrgasispecialised skills
are acquired with work experience. We thereforeidantify two groups
of workers: one, comprised of younger and less eapeed individuals,
where sector-specific and diversified skills areedmminant, another
where few workers are endowed with highly specditd specialised
skills. We also suggest that the relations betwaraployers (understood
both as the lead firm — as the employer of theeptakingSME - and the
owner of latter) and workers endowed with diveesifisector-specific
skills are characterised by the absence of holgraplems and short term
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relations. Employers do not face the risk hold agpthese skills are
abundantly available across the industrial ord&multaneously, these
workers do not face the hold up, monopsonistic posieemployers, as
their skills are in demand across the whole ord&rthe opposite end we
witness relations between employers and highlyleskibnd specialised
workers characterised by long term and privilegddtions. We have for
example found evidence of single-pay bargainingvbeh them, often
through the black market (CS 2, 200902). And initlaesis to the
previously described relation, highly specialisedrkers do carry with
them hold-up power vis-a-vis employers.

Moreover we find that the former type of employerptoyee relations is
common among lead and second/subsequent tierppfiens, as well as
between first-tier and second/subsequent sub-grppland sub-suppliers
amongst themselves; the latter instead among leddiist tier suppliers.
This finding further supports the argument thas tl@ad-cum-suppliers
inter-firm structure is in itself compartmentalisedtwo building blocks:
on the one hand we find trusted and long-term ieddpnt collaborative
suppliers, which have hold-up power, on the oth&sméstic and
dependent sub-suppliers, endowed with sector spesifls — abundantly
distributed across the industrial order. Whilstsinabour force employed
is subject to the national sectoral wage bargaimigigeement, employees
in sub-supplier firms instead are subject to thgonal artisan collective
agreement. More so, we have found evidence dfesipay bargaining on
top of the collectively agreed wages for the magsecsically skilled
workers, as a possible solution to any hold-upatréVorkers in the first
tier of suppliers also benefit from employment potion legislation and
from firm-based unemployment benefits (accordingitte); those in the
lower tiers instead are employed under short-ter@egrious employment
contracts ¢ollaborazione a progettoetc.) and do not benefit from any
particular unemployment benefit besides those baited to individual
workers (which are very low in Italy). Moreoveretllifference between
both collective agreements is not in the normasike, but in the wage
one, as the former is negotiated every two yeard,the latter should in
theory as well but has bee® factoagreed once only since the nineties
wage bargaining system reform.

It therefore appears that even with respect td skilowments and the
distribution of hold-up power, there is a clear @alkavage between
workers and the level of supplier status they hast@eved. Lead firms
therefore resort to the heterogeneous skill endawsnacquired vian-
thejob training, belonging to heterogeneous groupswofkers, and
exercise their monopsonistic power vis-a-vis lgsscilised and highly
skilled workers; this power is substituted by degert relations when
engaging with highly specialised workers instead.
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I11.2 Skills as a Functional Substitute to FinegcConstraints

-> the discussion this section engages with condbnéinding that under
severe problems of under-capitalisationsefe firms, the higher the skill
level the more likely it is for suppliers to obtaiommissions as well as
direct financing from lead firms. Skills therefdnbecome a substitute and
a mechanism through which finance is obtained; bogha-vis banks
(discussion with CariFirenze bank manager) andawits higher level
firms both lead and suppliers).

Conclusion

This paper suggests that within a trend towardsicagrdisintegration of
firms and the development of highly heterogeneausgeties of inter-firm
networks, set in the context of a dysfunctionalioratl institutional
framework, Italian high quality producers in lighihanufacturing
industries — such as textiles, but also furniteseewear, and vehicle parts
- resort to the heterogeneous assets belongingtewdgeneous groups of
firms to solve the missing input problem that lialinstitutional context
produces. This paper has shown that the majofitygh end, high value
added production is performed within a spatiallgtidlbuted industrial
order, through a selection of better skilled suggli— which the leader
firm, or first tier suppliers selects over time.

Though the production of high quality goods woukd raled out by the
voc theory when individual firms do not simultaneougbssess adequate
skill and capital input factors, we show that lighanufacturing industries
(this is the textile sector case study) in ltalysdaheir comparative
advantage on the production of high quality good$irough case study
evidence of the organisational structure adoptedhleymost successful
firms in ltaly’s textile sector, we uncover the rhanisms which deliver
functional substitutes to theoc informed theoretical models. We also
show that the distribution of skills across indiatorders simultaneously
solves and maintains hold up problems between alagitd labour; and
that skills can become under certain condition ractional substitute to
access credit capitalisation for small and undetaliged firms. The
surprising finding suggested by the behaviour eséhfirms is that high
guality production results from the interactionsob-systems governed by
heterogeneous rules of behaviour, logics and incesit one where
competitive market rationality prevails, and oneewéh relational and
reputational based behaviour does. We therefayeed that the success
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of these firms relies on the interface between laad heterogeneous
groups of supplier firms, where three factors dbnte to a sub-supplier’s
selection by a lead or first tier supplier firm:vdowvardly flexible price,
downwardly flexible delivery times, and reputatibtrack records.

We therefore suggest that the continuous segmentatithin markets,
initially identified by Berger and Piore (1980),doenes instrumental to
the construction of product market strategies geatewards the
production of high quality goods. Leader firmsjgoral equipment
manufacturers, ocase madriapply one logic of behaviour when building
relations with their first tier of suppliers, andadher when engaging with
second/subsequent price-taking suppliers. Thexefall and Soskice’s
claim that national institutional frameworks are darpinned by
behavioural logics characterised by either markedt@ategic coordination
could be juxtaposed with the evidence providedghHjuality production
results — in Tuscan textile exporting firms - frahe interaction of sub-
systems where competitive market rationality prisyar where relational
and reputational based behaviour does.
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Appendix 1: Figures and Graphs
Graph 1. Export Shares, OECD23
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Graph 2.a, 2.b, 2.c: Export Specialisation Rates OED23
Graph 2.a: Export Specialisation Rates OECD23, 1980

Textiles et al. : Export Specialisation relative to OECD23 (1980)
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Graph 2.b: Export Specialisation Rates OECD23, 1990

Textiles et al. : Export Specialisation relative to OECD23 (1990)
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Graph 2.c: Export Specialisation Rates OECD23, 2000

Textiles et al. : Export Specialisation relative to OECD23 (2000)
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Figure 1:

Stylised representation of the structure of produdbn in Tuscany’s
Textile Sector

Leader Firm, OEM, Casa Madre
Self-standing or part of a larger group

First Tier af Supplier Network:

Second and subseguent Tier of Supplier Network: Collaborative Supplier

Higrarchical Subcontractor

Source: own representation based on conversatidgtmssectoral experts
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Figure 2:

Stylised representation of the structure of produdbn in Tuscany’s
Textile Sector - Cooperatives

Leader Fivm, OEM, CasaMadve

Self standing or past of alarger group
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- A . Colizbovative Supplisr
Fanand avd subtagueant Tier nf Suppiar Nanwnrls ~ P

Hiwrarchreal Subroygractor

Source: own representation based on conversatidgtmssectoral experts
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Table 1: NACE Rev. 1 Classification of Activity, derived fran Product
data: Italian Textile Sector

NACE Rev. 1: ltalian Textile Sector

17.14 Preparation and spinning of flax-type fibres

17.15 Throwing and preparation of silk, includiftigm noils, and throwing
and texturing of synthetic or artificial filamentyarns

17.16 Manufacture of sewing threads

17.17 Preparation and spinning of other textieds

17.21 Cotton-type weaving

17.22 Woollen-type weaving

17.23 Worsted-type weaving

17.24 Silk-type weaving

17.25 Other textile weaving

18.10 Manufacture of leather clothes

18.21 Manufacture of work-wear

18.22 Manufacture of other outerwear

18.23 Manufacture of underwear

18.24 Manufacture of other wearing apparel anéssmries n.e.c.

19.10 Tanning and dressing of leather

19.20 Manufacture of luggage, handbags and tkee dikddlery and harness

19.30 Manufacture of footwear

Source: OECD ITCS SITC Rev.3, four-digit level. €baversion from SITC Rev.3 to
NACE Rev.1 was performed through the European Cesimnis RAMON Conversion
System
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