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Abstract. This paper is an attempt to articulate in a systematic fashion how different patterns or
forms of organizing are achieved and how one can talk about the variety in and the transformation of
these forms. The paper argues that one way to address this fundamental question is to look at how
resources and rules can be used in transactions to develop a generative grammar of organizational
forms. The theoretical perspective developed in the paper incorporates the nature of interdepend-
encies among social actors in defining their relationships and the nature of resources being transacted
in these relations. As a social system, any organizational form that involves regularized relations of
interdependence between social actors, requires resources in some form or another. Whether they
are characterized as goods transacted in an exchange situation, human or social capital of actors
in a productive act, or collective control of productive skills, they are the necessary components of
organizing because they give the social actors the capability to develop their strategic conduct. In
addition to resources, any organizational form must also possess a set of rules that define the nature
of the transaction among the social agents.

The first part of the paper introduces the logic and the elements of the generative grammar for
organizational forms. The second part applies these ideas to organizational governance structures
especially the relationship between the owners and the managers in order to show how different
forms of governance structures can be generated based on the allocation of rights among various
parties involved. The paper concludes with the suggestion that markets versus hierarchic governance
are very gross categorization that cannot satisfactorily show the diversity of variations in forms of
governance in organizations.

One of the most intriguing questions of the last decade in organization theory can
be stated as follows: If all patterned interactions in a society or economy are orga-
nized what is the nature of their organization and what are the differences among
these alternative forms of organizing?” Whether one is concerned with population
ecology, network model of organizations, transaction costs economics, or institu-
tional theory, most of our contemporary perspectives are interested in explaining
variance in organizational forms and thus directly or indirectly address this ques-

? For the memory of Gerald R. Salancik. The ideas presented in this paper are the product of our
collective effort.
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tion. Even though its original objective was to address the topic of variation, the
question itself also opens up the discussion on the meaning of organizing itself.

This question captures both the essence and the objective of this paper. It high-
lights the need for alternative conceptualizations for the study of organizations.
We need to conceptualize organizations not as a teleological object of study, or
simply a social context in which individual behavior can be observed but as a verb
describing the relationships among a set of agents. It also specifies the objective of
the paper. The paper is an attempt to articulate in a systematic fashion how different
patterns or forms of organizing are achieved and how one can talk about the variety
in and the transformation of these forms.

Most lexical definitions of the term “organization” focus on the verb rather than
the noun. For instance, in O.E.D. to organize is defined as “to form into a whole
with mutually connected and dependent parts; to give an orderly structure to; frame
and put into working order.” It is clear from these definitions that organization is
associated with some order. Unlike physics, mathematics, or biology, the subject
matter of organizational studies assumes the existence of order. In physics, for
instance, order is seen in contrast to disorder. For organizational studies, on the
other hand, the focus is more on the comparative differences between alternative
orders because it is implicit that some form of order exists between the elements
constituting a social arrangement. Thus, the subject matter of organizational
studies is not to compare order with disorder but compare alternative forms of
organizing.

This objective in organizational studies so far has been achieved by developing
models that are homologous with the existing observed regularities within a society
but with a definite price. Much of contemporary organization theory appears to
lack the quality which can be called generative potency. Generative potency can
be described as the capacity of a theoretical perspective to challenge prevailing
assumptions regarding the nature of social life and to offer fresh alternatives
to contemporary patterns of social conduct (Gergen, 1978). Lack of generative
potency can be traced back to two fundamental qualities of organizational studies:
the first is the acceptance of organizations as facts or real entities and the second is
a common disregard to the temporal nature of social patterns. As Braverman (1974)
put it aptly some time ago, social sciences including organization studies consider
“all that is real as necessary, all that exists as inevitable, and thus the present mode
of production as eternal” (p. 16).

Organization theory has implicitly or explicitly assumed that organizations are
just like biological or physical entities. They are even considered to have teleolog-
ical qualities with collective goals and boundaries of action. The other reason for
the generative deficiency is our assumption that observed patterns are not purely
temporal but have enduring or permanent qualities. This is partly the reason for our
continuous search to identify permanent structural dimensions of organizations.

These two blind spots of organization theory together with our accepted biolog-
ical metaphors limit our ability to offer fresh alternatives to contemporary patterns
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of conduct. New alternatives of organizing ranging from matrix organizations to
joint ventures and network organizations become part of our language only after
they are part of established practices.

One mechanism to address these deficiencies is to alter the way we think about
organizations and change the metaphors we use to describe organizations. One such
metaphor that can infuse generative potency to organization theory is language. A
unique quality of language is that even though it is a product of two finite sets, –
a set of lexica and a set of grammatical rules, it is capable of generating nearly
infinite combinations in the form of sentences. Furthermore, it isnot necessary to
know (or observe) all the sentences to understand how the language works. For
the participants of a language community, language is a product of their collective
effort but at the same time exists independent of this community as an objective
fact. Of course, language is not the only metaphor we can use to think generatively.
Mathematics, organic chemistry, or even the chess game can be thought of having
generative qualities.

In order to highlight the generative characteristics of organizing and to develop a
perspective based on this premise, we need to identify its fundamental components
and relate them to existing organizational theories. In other words, the objective
of a generative approach is not to offer another esoteric theory but to facilitate the
integration of diverse perspectives developed in organization theory, economics,
sociology, and law. Even though it provides an alternative conceptualization of
forms, it has to be built upon the wealth of insights offered by these perspectives.
In this sense, a generative approach is not a substantive theory per se but a vehicle
to express organizational phenomena in a more systematic fashion.

1. Elements of a Generative Approach to Organizational Forms

I call the approach presented here a generative grammar of organizational forms.
The term “generative” signifies the idea that any observed organizational form is
a product of a set of rules and social resources. As in the case of a natural or
formal language that can generate a large or infinite set of sentences through the
application of a finite set of grammatical rules on a set of similarly finite lexica, a
set of organizational forms can be generated by the application of organizing rules
and the employment of finite but critical resources necessary for organizing. The
term “grammar” signifies the idea that there exists a finite set of rules available to
the organizing parties to generate a particular form. As in the case of a chess game,
there exists a finite set of rules of organizing that both constitute and regulate the
behavior of the participants (Giddens, 1979, p. 64).

The generative grammar of organizational forms is based on the conviction that
an understanding of an exiting organizational form requires an understanding of the
rules through which this particular form is generated. Such an argument requires
the following premises:
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1. An empirically observable organizational form is a member of a class of forms.
2. This particular class of arrangements can be generated by the application of

the same set of finite rules.
3. The forms generated by the application of these rules should include not only

what can be observed within a particular time-space but also what can be
feasibly imagined within the existing social understanding of what is being
organized.

In other words, a generative grammar of organizational forms can ask more system-
atically how a particular form is selected among equally feasible arrangements
rather than finding rationalizations for the existence of particular forms which we
observed.

For any organizational form to be generated, we need to identify three crit-
ical elements of the grammar within a given social sector or interorganizational
field. The first element is the identification of a primary unit of analysis that
can incorporatefundamental interdependenciesamong a set of social actors. Any
organizing scheme is a product of an interdependency that must be managed.
Such interdependencies are more easily identifiable in the case of transactions
or exchange relationships and can incorporate not only transactions in organiza-
tions but also in markets or even in an interorganizational settings. Any set of
patterned transactions must be organized to address the fundamental interdepend-
encies among social actors and the same basic principles must be relevant to
describe the nature of this organization. Thus,transactionis the primary unit of
analysis. Such a view is consistent with recent description of organizations as nexus
of contracts (Fama and Jensen, 1983; Williamson, 1993).

The second element is theresources. As a social system, any organizational
form that involves regularized relations of interdependence between social actors,
requires resources (Giddens, 1979). Whether they are characterized as goods trans-
acted in an exchange situation, human or social capital of actors in a productive
act, or collective control of productive skills, they are the necessary components
of organizing because they give the social actors the capability to develop their
strategic conduct.

The final element of organizing is thegenerative rulesof organizing. We
identify four subsets of critical rules. They are: the rules of causal order; the
rules of membership; the rules of allocation; and, the rules of social discourse.
The rules of causal order specify the technical (or natural) limitations on possible
sequences or grouping of activities that are included in organizing. The rules of
membership specify who can be party to a given transaction and thus control the
capabilities each party can bring to an exchange. The rules of allocation deal with
the allocation of rights and responsibilities among the parties whose actions are
organized. Finally, the rules of social discourse specify the meaning of the organiz-
ing activity in its idealized form. The concepts of “family”, “elementary school”,
or “restaurant” furnish collectively understood or institutionalized practices for the
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organization of these social or economic relationships. These meanings, however,
are not permanent but are continuously changing.

The evolution and transformation of organizational forms is the product of the
choices with respect to these classes of rules as well as the exogenous forces
impinging upon these choices. In the rest of the paper each of these elements will
be described and the relationship between the rules and resources will be presented
in more detail below.

1.1. THE UNIT OF ANALYSIS: TRANSACTIONS

The term “exchange” plays a critical role both in economics and sociology.
Whether one is concerned with rational choice models in economics, social strati-
fication and division of labor, the study of interorganizational relations, or the
institution of gift giving, the concept of exchange is usually employed as a frame of
reference. While there are major differences between the way the economists and
sociologists view exchange (e.g., efficiency of transactions vs. power relations),
these two research traditions also share a common view of this social relationship.
It is a two-sided, mutually contingent, and mutually rewarding process involving
transactions (Heath, 1976). Other than this commonly shared meaning of exchange,
however, a strong controversy between economists and sociologists exists on the
question of whether or not different disciplines should develop their own exchange
theories. For instance, economists argue that their discipline provides a fairly well
developed theory of exchange and what sociologists or anthropologists basically do
is to borrow concepts but make no fundamental theoretical contributions. Sociolo-
gists, on the other hand, argue that economists provide only a model of individual
choice rather than a model of exchange itself. The analytic virtues achieved through
a simplified market assumption fail to deal with those exchanges between inter-
dependent actors when there is no specific pricing mechanism available. They
also argue that economists tend to explain what people may do given the existing
norms and institutions, but fail to account for the characteristics of these exchange
institutions themselves (Emerson, 1976).

My general premise in this paper is that we need to deal with the question of
exchange not as an individualistic and ahistorical account provided by the neoclas-
sical economics but as a historical and collective activity. But this should not be
done at the expense of eliminating choices available to human or corporate agents.
However restricting the social institutions might be, social agents must always have
choices with respect to exchange within the limits of opportunities and resources
available to each transacting party. Exchange is not an outcome of an instantaneous
transaction of a unidimensional good but only a final outcome of organized interac-
tions between a network of social actors. In other words, we need to concentrate on
transactions and their organization rather than the isolated individual participants
and their choices in an exchange situation.
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The concept of transaction and its organization have been an important theme in
economic (Alchian, 1979; Goldberg, 1980; Williamson, 1975, 1979; North, 1984),
sociological (Stinchcombe, 1986; White, 1985), and organizational (Ouchi, 1980)
studies. This transactional perspective on organizational forms and market struc-
tures is not new but is an outgrowth of earlier traditions in institutional economics
(Commons, 1924), social exchange (Blau, 1964), and models of social organization
(Barth, 1966). Beyond these deep roots in economics, sociology, and organization
theory, new social theories dealing with the central issues of institutional analysis,
power, and social change parallel some developments in their use of transactions
as a unit of analysis (Giddens, 1979; Luhmann, 1982).

In order to integrate these diverse perspectives into a meaningful whole, a
general definition of transactions is necessary. The usual conceptualization of trans-
action as an outcome of two social agents in an exchange situation is only useful
in describing a completed transaction; it is insufficient as a conceptual definition.
Commons (1924, 1934) proposes a more complete definition of the concept. As an
institutional economist, he argues that for a transaction to be completed a minimum
of five parties are necessary. In a market situation, for instance, we need at least
two buyers and two sellers to determine the future value of a transaction and to
understand the process of exchange within the limits of opportunities and powers
of each exchanging party. In a typical transaction, each party is in a position to
evaluate alternatives and the degree of power which can be exerted within the limits
of these alternatives (Commons, 1924, p. 67). Since every actual transaction is an
outcome of a potential transaction, every transaction requires at least these four
parties. They are necessary to determine the future value of the exchange and to
insure an efficient allocation of resources. In terms of Pareto optimality, future
exchange value indicates an equilibrium point where the expectations of the four
parties converge.

While four separate parties are needed to establish the value of a transac-
tion, they are insufficient for constituting a transaction. Because any transaction
involves future values and future behavior, and because the transacting parties are
assumed to be self interested participants with conflicts of interest and uncertain
foresight, any agreement reached by the parties lacks the needed quality of being
self-enforcing. Whenever parties are able to enter into (and out of) transactions
freely, all transactions possess an element of uncertainty. Such uncertainty makes
transactions unstable and thus logically unworkable. There needs to be a fifth party,
a guarantor, who is able to “decide and settle the disputes with the aid of the
combined power of the group to which the five parties belong” (Commons, 1924,
p. 67). Therefore, a transaction is not a product of exchange between two parties
but a product of the collective action of five parties, itself limited by the collective
rules of the group. The existence and evolution of these rules indicates both the
recurrence of similar interactions under the conditions of future uncertainty and
successive adaptation of these rules to guarantee the continuation of similar trans-
actions. Thus, in this paper the concept of transaction will be defined as a process
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by which the future value of exchange is determined, the resources available to the
exchange parties are allocated, and the rights and obligations of the parties with
respect to their future behavior are specified within a framework of collective rules
which constitute and regulate social and economic exchanges. If all organizations
are a nexus of contracts that regulate exchange relationships among various agents
ranging form owners to employees, it becomes feasible to argue that transactions
are a core feature of organizational forms.

1.2. RESOURCES AND THE NATURE OF GOODS

If transactions generate value to the exchange parties who provide unique
resources, how are these resources exchanged and how is the value of this exchange
determined? Two interdependent concepts, value (price) and goods, are necessary
in order to understand how the value of an exchange is established. It is curious
that neither sociology nor conventional economics have critically investigated the
nature of goods. It is usually assumed that if there is some form of exchange,
the goods themselves are exchangeable. Even though satisfaction, for instance,
has a utility but as a good it cannot be exchanged. Even in sociology where the
institutions, norms, and values are included in describing exchange, practices such
as gift giving, doing favors, or establishing domination are assumed to be similar
in character and are exchangeable.

One major source of critical ideas about the nature of goods is the political
economy literature (Hargreavesheap and Hollis, 1984). At least two streams of
ideas on the nature of goods can be identified in this literature. The most tradi-
tional one is the distinction between public and private goods based on property
rights. The other is the distinction between goods which have use value and goods
which have exchange value. This second distinction plays a critical role especially
in debates over the labor theory of value between the classical and Marxist political
economists.

In its simplest form, the public and private good distinction is based on two
characteristics of goods: nonrival consumption and nonexclusion. Briefly, when
there is non-rival consumption, i.e., given a level of production, consumption by
one agent does not diminish the quantity consumed by anyone else, the good is
said to have public good qualities. The second characteristic, nonexclusion, means
that it is impossible or prohibitively expensive to confine the benefits of the good to
some specified agents. In other words, a person can benefit from the production of
a public good regardless whether or not he/she pays for it. Both conditions imply
that such transactions are problematic because they prohibit establishing the future
value of these transactions.

Following the earlier work by Samuelson (1954, 1958), the distinction between
these two types of goods has been developed through a process of successive
debates and refinement. It has become common practice in welfare economics,
public finance, and the economics of law to identify goods with public charac-
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teristics of non-rivalness and non-excludability as likely candidates for collective
provisions. Much of the path breaking work on the topic was concerned with
the existence of externalities, free-rider problems, and efficient legal allocation
of rights. The basic debate still centers on how the private versus collective
methods of producing and distributing public goods change the efficient allocation
of resources. Even though the debate is by no means resolved, it has contributed
to our understanding of the intricate relationship between legal, economic, and
political institutions. It demonstrates how property right considerations can be used
to enrich traditional price theory and political economy.

In addition to the public-private distinction, goods are also classified in terms
of their use and exchange values in the classical as well as in Marxian political
economics. The theory of value has always been a key feature of the disciplinary
matrix of economists whatever views they have taken on the scope, objectives,
or the analytical methods of their discipline. Even though the theory of value
is critical for a multitude of economic questions varying from distribution of
income to measurement of value in operational terms, the relationship between
value considered as some intrinsic attribute (utility) of a good and its market price
(whether expressed in money terms or in terms of some other good), has been
central to the distinction between goods.

Both in Classical and Marxian political economy the distinction between use
and exchange value occupies a critical role. For instance, Adam Smith states the
problem as follows:

The word value, it is to be observed has two meaning, and sometimes expressed
the utility of some particular object, and sometimes the power of purchasing
other goods which the possession of that object conveys. The one may be called
‘value in use’, the other ‘value in exchange’. The things which have the greatest
value in use have frequently little or no value in exchange; and on the contrary,
those which have the greatest value in exchange have frequently no value in
use. (Smith, 1981)

Similarly, Marx wrote in his Critique of Political Economy that every commodity
has a twofold aspect, that of ‘use value’ and ‘exchange value’. . . . In possessing
use value, a commodity is in no way peculiar. Objects of human consumption in
every age and in every form of society likewise possess use value. Use value is an
expression of a certain relation between the consumer and the object consumed.
Political economy, on the other hand, is a social science of the relations between
people. It follows that “use value as such lies outside the sphere of investigation of
political economy” (Marx, 1911, p. 21).

The critical distinction between the Classical and Marxian perspectives,
however, is their emphasis on one or the other characteristic of goods. For instance,
Marx excludes use value (utility) from the field of political economy on the grounds
that it does not directly embody a social relation. He argues that the categories
used in economics must be social categories representing relationships between
individuals. This perspective is in sharp contrast with the one developed in modern
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Table I. A typology of goods

Value of goods

Use value Exchange value

Private Goods with private/use value Goods with private exchange value

µ χ

Examples: Satisfaction utility Examples: Any private good in

economic analysis

Public Goods with collective/use value Goods with collective/exchange value

α β

Examples: Pure public goods in Examples: Trade secrets Insider

economics information

neo-classical economic theory, in which use value or utility takes a central position.
As Robbins (1984) pointed out, the economic system is regarded as a series of
interdependent but conceptually discrete relationships between men and economic
goods.

These two distinctions made between goods are not independent but are the
by-products of the same social and legal institutions. It is a precondition that a
good must be socially and legally defined as transferable or exchangeable before
it can be exchanged. For instance, unless slavery is legal, human freedom has no
exchange, but only use value.

When these two basic dimensions are combined, a more comprehensive classi-
fication of goods can be generated. As Table I shows there are at least four types of
goods that can be identified using these dimensions. Private-exchangeable goods
(cell #2) exist in a world where there are complete markets in contingent claims.
Everything of relevance is owned by someone and is tradable. In this neo-classical
paradigm, property rights are essentially private. Rights are assumed to be well
defined, unambiguously assigned, transferable, and enforceable. It is also necessary
that the exchange contracts which specify the allocation of rights with respect to a
good exist in variety of forms because the contracts entered today have to specify
what is to happen in any future state of the world. If and when these conditions are
not met, market failures begin to emerge.

Within the domain of private goods, however, not all goods are transferable
due to legal, normative, or technical limitations (cell #1). Individual utilities, for
instance, are one of those goods, for which its exchange, in and of itself, is
physically impossible. Human will, satisfaction, and other psychological states
in themselves are not directly exchangeable. As a result there can be no market
within which these goods are traded, and thus no exchange value (i.e., price) can
be assigned.
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Collective-use value goods (cell #3), represent the classic public goods. Because
of non-rival consumption and non-exclusivity, there can be no specific exchange
value established within a given collectivity for such a good even though its value
is assumed to be nontrivial. Outside of the collectivity, on the other hand, its value
is assumed to be trivial. As in the classic lighthouse example, however useful the
service might be for ship owners, its direct value for those on shore is considered
to be irrelevant.

Certain collective goods, however, may have exchange value outside the
collectivity itself. In other words, the value of the good for those outside of the
group is non-trivial (cell #4). For instance, inside information about a merger is a
collective good which may have use value only for those who are included in the
collectivity (e.g., the top management of the organization), but is also exchangeable
with outsiders. Because the value of the good is non-trivial for those outside of
the collectivity, it becomes necessary to specify more clearly, either within private
enforceable contracts or public law, who the members of the collectivity are, and
what constitute the rights and obligations of the members with respect to the good
itself.

This typology of goods provides a simple and more explicit specification of the
conditions under which exchange is possible. Whether a good has the property of
use-value or exchange-value is a matter of the technological and social consider-
ations that govern the definition of the good. It is a matter of human capabilities
and enforceable social regulations. A good cannot be divorced from its context and
any theory of exchange – economic or sociological – cannot be formulated without
taking this context into consideration.

Goods take an exchange value when it is possible (technologically within the
realm of individual capabilities) and allowable (socially enforceable) to transfer
the capabilities it endows to its possessor. If such endowment cannot be trans-
ferred, the good has no exchange value. Thus, utility is not exchangeable because it
cannot be transferred. While a person may be able to experience artistic satisfaction
at a concert, for instance, but his/her satisfaction cannot be given to another to
experience it.

The elemental properties that permit goods to be exchangeable are that parties
in any exchange must possess the capability of “putting down” and “picking up”
an entity for which exclusive property rights can be assigned. In the case of both
collective and private exchange value goods, all of the conditions can be met. For
private goods with use value, however, a market exchange is not possible because
the party possessing it cannot put it down. Utility can only be consumed, not
exchanged. For pure collective goods, even though transfer is possible (anybody
who has the capability to pick it up can receive the good) exchange is still not
possible because of non-exclusivity of property rights.

This classification does not imply that goods have certain intrinsic qualities. On
the contrary, the nature of goods is a function of human capabilities and institu-
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tional rules. Both the value and the nature of goods are socially defined. They are
the products of human interactions.

Two examples can illustrate how goods change their character as a result of
changes in human capabilities (both technical and social) and the institutional
framework. Surrogate-motherhood has become an acceptable activity in recent
years where a fertile female agrees to be artificially pregnated and give birth to
a baby who will then be given to another party for a price. Before the availability
of this practice, motherhood or pregnancy was considered to be a private good,
which had only use value and was not exchangeable. Changes in social norms, and
the technical feasibility of artificial insemination, now transformed this good into
a private-exchangeable one (Arrow, 1997).

Both radio and television broadcasting are typically considered to be a collective
good with use value because of non-rivalry and non-exclusivity. Changes in broad-
casting technology such as cable systems, jamming, and metering devices make
exclusivity possible and as such transform a collective – use value good to a private
– exchangeable one.

Organizations are usually engaged in transactions involving various types of
goods and thus the variations in their forms reflect the way these transactions
are carried out. The establishment of joint ventures, consortia, social networks all
involves not only the exchange of well-defined private-exchangeable goods but
information, knowledge, and trust (Ebers, 1997). Such organizational forms easily
defy the dichotomized logic of markets and hierarchies and require a more detailed
analysis of the goods being exchanged.

1.3. COLLECTIVE RULES

Rule based analysis is not new to social sciences. For instance, Burns (1986)
argued that all human activity is organized and governed largely by socially deter-
mined rules systems. Similarly, Skvoretz and Fararo (1980) proposed that strings
of human activities have language-like properties and hence a “grammar” of action
exists and can be rigorously formulated.

In one formulation (Salancik and Leblebici, 1988), rules are defined as those
institutionalized practices that specify an agent’s relations to a particular class of
goods and to other agents in an exchange relationship. They are the mechanisms by
which resources and capabilities are authorized and their allocation between agents
is regulated. Rules both constitute and regulate transactions. Property rights are
one clear example of these rules. Four classes of rules are necessary for specifying
transactions: the rules of membership, the rules of allocation, the rules of causal
order, and the rules of social discourse.

Rules of Membershipspecify the parties in a transaction. The historical evolu-
tion of credit instruments is an interesting example of how membership rules
organize transactions and facilitate exchange. The law of credit instruments in
the Western world has passed through at least two critical stages: first, the stage
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of enforcement of contracts; and second, the authorization of the supplementary
buying and selling of the contracts themselves (Commons, 1924). In the first stage,
a promissory contract was assumed to be a relationship between two specific agents
and as such it was considered to be enforceable but not negotiable. It was an
agreement between two specific individuals as specified by the inclusion rules of a
promissory contract. After the laws of creditor and debtor had been perfected in the
sixteen-century, another century was required to convert this personal relationship
between the agents into a negotiable credit instrument. Just as today, at least in
most societies, we cannot think that a promise to marry can be assigned by the
promisee to a third party, it was equally difficult for people of the 16th century to
think that a personal relationship between a debtor and creditor could be transferred
to a third party who was not originally defined as a party to the transaction. In
essence, membership rules specify what capabilities are going to be brought into
an exchange.

Rules of Causal Orderdefine the set of all valid or feasible sequences of acts in a
transaction. As shown in the analysis of transactions in restaurant settings (Salancik
and Leblebici, 1988), rules of causal order act like a syntax and only exclude those
sequences that are infeasible within our existing understanding of natural laws and
available technology.

Rules of Allocationspecify the rights and obligations of the parties in a trans-
action. They authorize what parties must, can, cannot, and may do with respect
to each other and the goods in a specific transaction. Within the tradition of the
property rights literature, allocation rules constitute and regulate the allocation of
property rights between the transacting parties (Coase, 1974, 1984). The nature of
these rights and their relations to resources will be discussed in more detail in the
next section.

Rules of Social Discourseloosely describe a set of collective ideas as to what
can and ought to be with respect to the field of social actions, choices, and the
character of goods. They define and classify goods, they explain and justify social
actions, and they provide causal relations between social actions in the form of
if-then statements (Leblebici et al., 1991). These rules are in some sense the
expression of the prevailing ideology of a given social collectivity within which
transactions take place. Because the concept of ideology is itself controversial
and open to different interpretations (Larrain, 1980), we prefer to use the term
of “rules of social discourse”. They provide justification for why certain organiza-
tional forms are legitimate and are applicable under certain conditions. As Miles
and Creed (1995) show there is a strong relationship between the emergence of new
organizational forms and the transformation of managerial philosophy. New ration-
alizations on the part of managers for network forms of governance, for instance,
require a shift from both the hierarchical control mechanisms as well as contractual
mechanisms and eventually introduce a new understanding of organizations.

Figure 1 depicts the relationship among these rules and the other elements of the
grammar. In order to show how these relations are relevant part of every transaction
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Figure 1. Rules of transactional grammar.

the next section of the paper concentrate on one particular relationship between
rules and resources – the relationship between the rules of allocation and the types
of goods.

2. The Rules of Organizing and Organizational Governance

It is usually taken for granted that today’s organizations are structured in the form
of investor-owned and manager-run entities. Most of the ongoing discussions on
the types of governance structures relevant for these organizations are focused on
the incentive structures that can align the goals of the owners and the managers.
Yet organizational forms based on the separation of ownership and control is
not necessarily the only available form for organizations. Employee-owned firms
play a prominent role in many industries such as law, accounting, medicine, and
many other professional service firms (Hansmann, 1996). Similarly, producer or
consumer owned cooperatives are very common in agriculture. Major firms such
as MasterCard, Associated Press are associations formed by local businesses.
Mutual Insurance companies are owned by their policyholders. This diversity of
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arrangements of ownership and management of firms indicate that there exist
equally diverse governance structures. But how can we describe this diversity?
The previous section of he paper provided an outline for generating the diversity
of forms based on rules and resources. In this section my objective is to look at the
question of organizational governance by utilizing this theoretical perspective.

Within conventional wisdom of investor-owned firms, the firm’s owners share
two legal rights: the right to control the firm and the right to appropriate the firm’s
residual earnings. The role of the management, on the other hand, is to use their
discretion to make decisions to increase the owners’ welfare. Even within this
institutionalized view of the firm (Scott, 1995), there are variations. For instance,
in Venture Capital firms some owners (general partners) are also the managers
who make decisions about future investments and some owners (limited partners)
are the passive recipients of the firm’s profits. The relationship between these two
classes of owners are managed through the use of covenants that allocate specific
rules for allocating rights and obligations between these parties (Gompers and
Lerner, 1996). Even in traditional firms there are different voting rights given to
different class of owners.

Traditionally, these variations among firms’ governance structures are explained
by identifying various costs of governance. These are usually described in terms
of the cost of controlling managers, the cost of collective decision making, and
the cost of risk bearing (Hansmann, 1996). These costs, however, are the products
of the way the transactional relationships are arranged among the parties. What
produces these arrangements are the unique allocation of rights and obligations,
which I called earlier the rules of allocation.

2.1. AN ANALYTICAL CLASSIFICATION OF RIGHTS

Even though there are a variety of ways one can develop analytical classifications of
rights and obligations (Dias, 1964; Stoljar, 1984), one particular analysis of rights
developed by Hohfeld (1913) stands out as the most appropriate classification for
our purposes.

Hohfeldian jurisprudence identifies four alternative categories of rights which
indicate four different legal relations between transacting parties: right (or claim
rights), liberty (privilege), power, and immunity. Within Hohfeldian categories
each type of right must also have a corresponding obligation; they are identified as
duty, exposure (no-right), liability, and disability. Table II presents the definition of
each category of rights and their correlatives. As shown in Table III, four volitional
verbs can be assigned to each category of rights to indicate the basic differences
between these rights (Commons, 1924).

As Table III indicates, these pairs of rights and obligations can be grouped
into two unique legal relations: discrete contracts and relational contracts.
Discrete contracts are most common in market settings and are associated with
private goods. Relational contracts, on the other hand, are more common in
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Table II. The definitions of four types of rights and their correlatives

Rights Definition Correlatives

(obligations)

Right One’s specific affirmative claim against Duty
another party in the contract

Liberty One’s freedom from the specific claims of Exposure
another party in the contract

Power One’s affirmative control over a given contractual Liability
relationship and to affect a particular legal change

Immunity One’s freedom from the control of another Disability
in some aspect of their contractual relation

Table III. The distribution of rights and obligations in discrete and
relational contracts

Rights Obligations Volitional verb

Discrete contracts (market transactions)

Right (claim) Duty Must
Liberty Exposure May

Relational contracts (hierarchic transactions)

Power Liability Can
Immunity Disability Cannot

organizational settings and are associated with collective goods. These rights and
their corresponding obligations can be defined as follows:

Right-Duty Relations (“You must”): A right, in the sense of a claim, is simply
an indication that another person is obligated to behave in a certain prescribed
way. Beyond specific duties, there is no other relationship between these indi-
viduals. As in the example of widgets for cash, A has the duty to deliver the
goods at the specified time, quantity, and place and B has the duty to pay the
cash price.
Liberty-Exposure relations (“I may”): This relationship denotes the freedom
a person has beyond the specific duties in the contract. So, A in the widget
contract may select his/her own supplier, and may decide the method of
delivery. B in this situation has no claim (or has exposure) to these privileges.
Combined with rights and duties, they represent the limits one has over other’s
liberties and rights.
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These two right-obligation pairs represent the essence of discrete contracts.
Through explicit specificity, discrete contracts allocate rights and obligations
for an orderly termination of the contractual relationship. In organizational
governance, the use of these rights are very limited because they represent the
governance mechanisms used in market transactions.
Power-Liability Relation (“I can”): Power denotes the ability in a person
to alter the existing legal conditions whether of oneself or of another, for
better or for worse (Dias, 1964). What distinguishes a specific claim right
from power is that a claim right always signifies that some other party is
required to conform to a specific pattern of conduct; power, on the other hand,
is the ability to produce certain results. For instance, an elected representative
has the power to pass a tax law which makes the citizens liable for possible
future taxes even though the representative has made no specific promise (or
more likely has made the opposite promise) of an increase in taxes. Similar
to the office holder, trustees, as agents, have the power to decide when or
how to act in the exercise of their positions. They have this power because
all the contingencies relating to their tasks cannot be specified in advance. As
trustees, they have the power to sell or manage another’s estate and can submit
their principals to contractual liability to a third party.
Immunity-Disability Relations (“You cannot”): Immunity denotes the
freedom from the power of another, and disability denotes the absence of such
power. In the case of shareholder-manager relations, for instance, the residual
claimants have no power (or have disability) to demand a higher or specific
rate of return on their investments and thus the management is immune from
such demands. This does not mean, however, that the management has the
liberty to have a financial loss or a negative rate of return. This distinction
between liberty and immunity is important to reiterate with an additional
example. In an employment contract, an employee may have immunity from
random drug testing and the employer cannot administer such tests. This does
not mean, however, that the employee is free to use illegal drugs.

When these different categories of rights and obligations are used to define the
relationship between transacting parties, it becomes clear that the legal relation-
ships in discrete and relational transactions are qualitatively different. A right in
a discrete transaction constitutes a specific claim, and therefore indicates that the
other party in the transaction has a specific duty to behave in a specific predefined
way. Beyond these specific duties, the transacting party is free of any other obli-
gations and thus has liberty. Rights, liberties, and their correlatives collectively
determine the relationship among the parties for the duration of their agreement;
completion of the promised performance terminates their relationship. This is
exactly what is meant by “contract” in neoclassical economics and in classical legal
analysis. In this sense, a discrete contract is not an agency contract. Even if there
are temporal differences between the commitments of the parties (e.g., one party
makes an initial payment before the expected performance of the other) the market
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serves as the main governance mechanism and provides an incentive structure.
Under these conditions, the identity of the parties is of negligible importance and
the existence of market alternatives is what protects each party against opportunism
(Williamson, 1985, p. 74).

Relational contract and its associated rights uniquely define the relationship
within organizational governance systems. Power in relational contracts denotes
the ability of one party to choose among alternative acts on behalf of another party
in a transaction to produce certain results. Power in this sense has no correlative
duty but liability. For instance, an employer, in an employment contract, has the
power to select a specific behavior or task from a set of permissible alternative
tasks. This ability (or authority), however, does not create a duty but a liability on
the part of an employee.

What distinguishes some of the generic organizational forms ranging from
corporations, cooperatives, joint ventures, professional partnerships, and non-profit
organizations is the governance structures that allocate ownership and management
rights to different parties. For instance, in the U.S. legal firms can only be owned by
lawyers who also have managerial responsibilities. In nonprofit organizations, on
the other hand, managers cannot have any claims to residual earnings. In mutual
companies, such as insurance, the customers must also be owners. All of these
arrangements are generated by the allocation of specific rights and obligations
among parties inside the organization. The evolving body of empirical research on
different types of contracts ranging from franchise relationships (Dnes, 1996) to the
use of covenants in venture partnerships (Gompers and Lerner, 1996) are examples
of growing interest in how exchanges can be organized to govern relationships
among parties.

3. Conclusions

What these analyses of rules and resources highlight is the fact that the roots of
organizing principles are the same whether we are interested in markets, inter-
organizational relations, or hierarchic organizations (Stinchcombe, 1986). Such
a view is, of course, not completely foreign to organization theory. Organization
theory literature has implicitly or explicitly dealt with these issues. For instance,
Stinchcombe (1986) argued that new organizational forms emerge when there is
the discovery of new ways of doing things that are not easily done under existing
social arrangements. Williamson (1975) and Ouchi (1980) indicated that markets
and hierarchies are alternative forms of carrying out transactions and are selected
on the basis of their efficiency. Crozier and Thoenig (1976) argued that inter-
organizational relations are the outcomes of a regulated, complex, and organized
system rather than an outcome of interorganizational networks. Their argument is
based on the premise that interorganizational networks are simply another level of
organizing interdependencies and must be studied within the context of collective
rules.
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These views indicate that given a set of generative rules and resources, a series
of organizational forms can be produced which should include not only what
organizational forms are actually observed in a given spatio-temporal space but
also what are possible, or potentially observable organizational forms. Within such
a generative framework, it is possible to specify whether a given form can be
observed as a valid organizational form in a particular social discourse. Then it
becomes possible to develop theoretical arguments why a valid form is not actually
observed.

Through the identification of generative rules we can understand how things are
to be done, how transactions as social practices are organized through the mobil-
ization of this knowledge, and what capabilities are necessary in the production of
these practices. This is one way to answer the question of organizing and how the
generative rules can facilitate our understanding of new organizational forms.
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