
CRITICAL ESSAY 3 

Re-engineering & the Organisation 

• Production Cells. 
• Penrose Effect. 
• Corporate Memory. 

Like JIT, the origins of business process re-engineering (BPR) can be traced to 
the Japanese auto industry. However, its dissemination within western 
management thinking is attributed to the works of Hammer, Champy and 
Davenport in the early 1990s. BPR maintained that if firms were to survive within 
an increasingly competitive global market they would need to undertake dramatic 
and radical restructuring. The crux of the message was to "restructure or die." 
Re-engineering involves the use of technology to re-organise people around 
processes [the production cells of Essay 1] rather than grouping them into 
"functional fiefdoms," such as the marketing department or production. In 
achieving this "radical" break with the past most jobs within the firm would have 
to be redesigned or disappear altogether. 

 

In essence BPR argued that management should focus on improving production 
in order to generate greater cost efficiency. However, in reality its implementation 
took on a much different form. For many companies it was not so much the 
restructuring that was attractive as the opportunity it provided for staff reductions 
or downsizing. The logic stemming from this approach suggested that if output 
can be maintained despite a reduction of ten to twenty per cent of the workforce, 
then by definition the organisation must be more efficient. Shareholders tended 
to be satisfied with such an approach since the obvious cost savings associated 
with a reduction in the labour force will increase profitability and improve the 
performance of the stock in the short-term. 

Such approaches to re-engineering and downsizing have been severely 
criticised. One simple explanation for this failure can be identified from our 
derivation of the production-cost relationship. Earlier in Unit 2 we derived the 
TVC curve from short-run variable production. This demonstrated that the costs 
generated by a firm derive from the form and organisation of its production. It 
follows therefore, that different forms of production will generate different cost 
structures. However, re-engineering as implemented has often ignored the link, 
focusing on downsizing without restructuring the production process. While a 
reduction in the workforce may remove some of the slack and resultant 
inefficiency, it may also lead to a position where the remaining employees are 
unable to service the existing structures. The downside of this may result in a 
reduction in service quality or the inability of the organisation to meet changes in 
the product market. One has to question whether excessive slimming may lead 



to corporate anorexia thereby hampering the ability of the organisation to 
innovate and meet consumers needs in the long run. 

The Penrose Effect 

Equally, management when implementing changes must take cognisance of how 
changes will affect the organisation. Hence it stresses to management the need 
to understand the processes and linkages within the black box of firm behaviour. 
It is important therefore that management are aware of the Penrose effect, 
(identified in Unit 1). Firms in a competitive market need to grow in size and 
develop new products, however, this is constrained by the limits of 
management's bounded rationality and organisational x-inefficiency. Bounded 
rationality is the market uncertainty which the organisation faces when 
introducing new products, as the returns from the market are uncertain, due to 
the continually changing conditions of consumer sovereignty and rival firm 
reaction. Organisational x-inefficiencies occur as a result of mis-management, 
whereby resources are mis-allocated or under utilised. 

 

The success of a firm not only depends on its skills and knowledge, but also on 
its collective business experiences, successes, failures and culture. Re-
engineering implies that a firm needs to forget its past in order to innovate for the 
future. In essence, it argues that the firm's corporate memory hampers growth 
and development. However, recent evidence would propose an alternative 
scenario. Recent management surveys have found that less than half the 
companies which were downsized in the past five years have reported 
improvements in either profitability or productivity. While shares of downsizing 
firms outperform the stock market in the six months after a restructuring is 
announced; they lag the market after three years. 

One way to understand these effects is to consider (as in behavioural theory), the 
firm as a system of information flows. Critics of re-engineering and downsizing 
have argued that it interrupts these flows. The effect of such disruption may not 
be important in mechanistic processes, howe ver it will have a detrimental impact 
on creative processes such as innovation. If one considers for example that 
successful innovation comprises of: 

• Product conception and design. 
• Commercial realisation of the product, which requires the co-ordination of 

different departments such as engineering and R&D. 
• Strategic linking of the product, that is to incorporate the new product as 

part of the firms corporate culture and organisation, so that it can compete 
for resources. 



Then one could proceed to argue that while downsized firms are equally efficient 
at the first two tasks; they are less suited to strategic linking activities. With the 
breakdown in the web of informal relationships' innovators tend to find it difficult 
to win support for new products. In effect, downsized firms tend to lose some of 
their entrepreneurial ability. 

Similar effects can be seen in the service sector industries. For example, 
continual downsizing in US and British banking sectors have seen consumers' 
service satisfaction estimates plummet. Employment data would suggest that 
downsizing has removed a disproportionate number of middle management and 
supervisors from organisations. One must question whether this removes 
important nodes or linkages from the network between shop-floor employees, 
line managers and senior executives. In effect it places further restrictions on the 
bounded rationality of managerial decision making. Furthermore, when removed, 
such employees are more expensive to replace than those engaged in more 
mechanical tasks. Ultimately, given the complexity of the original linkages, it may 
be impossible to reconnect the flow once it is lost. 

Japanese work practices have placed great emphasis on the need to retain 
informal or tacit information and experience within the organisation. This 
approach has been facilitated by the tradition of lifetime employment. However, 
the lifetime guarantee is coming under increasing threat as management see that 
cost reductions are inevitable to the survival of certain industries such as steel. 
Since the early 1990s, almost 20 per cent of the Japanese steel industry has 
been removed. However, the industry has managed to pass on the experience 
skills by the means of the sempai (senior worker) - kohai (younger worker) 
tradition. In this arrangement the sempai takes the responsibility for passing on 
the "tricks of the trade" to the next generation. In addition, Japanese firms 
promote jishu kanri or a voluntary management approach among their 
employees. Although voluntary, these groups tend to be highly structured and 
their findings carefully documented to allow newcomers to understand the 
linkages within the organisation. These linkages are so important in the firm and 
contribute positively to releasing the productivity bonus amongst worker-
stakeholders. 

 


