National Systems of Political Economy

ANY PROFESSIONAL economists and scholars of Internationg|
Mpolirica[ economy (IPE), including myself, have given insuff-
cient attention to the Importance of domestic economies to the ways
n which the world economy functions. Econamists regard nationg]
economies as dimensionless points, while scholars of IPE have fo.
cused almose exclusively on the internarional political and eConomic
system. While it was never justifiable to neglect the role of domestic
factors in the study of internationa! poitical economy, it has become
ncreasingly obvious thar the role of domestic economics and the dif-
ferences among those economies have become significant determi-
nants of international economic affairs. Thus, study of the different
types of national economies or "national systems of political econ-
omy” and their significance for the global cconomy has become an
Important aspect of the study of international political economy.,'

Several developments in the 1980s increased awareness of the im-
portance of the differences among nationa! political cconomies. The
miserable cconomic performance of the socialist economies and of
most less developed countries led many observers to appreciate the
superiority of the market system. The extraordinary economic success
of Japan and of the industrializing economies of Pacific Asia prior to
the 1997 financial erisis led revisionist scholars o declare and ochers
to worry that the capitalist developmental state model pravided the

_besr__ro_u_tgmtp economic success, Intermationa economic conflices -
tensified and led to ¢ arges that one country or apother was not
“playing fair,” and the increasing integration of various national
economies with others possessing differing economic structures and
business practices increased awareness of the significance of these dif-

"The Writings on comparative political economy re quire exrensive. Examples in-
clude Perer A, Hall, Governing the Economy: The Politics of State Intervention in
Britain and France (New York: Qxford University Press, 1986); and Guneer Heiduk
ed.. Technologicat Competition and Interdependence: The Search for Policy in the
United States, West Germany, and Japan (Seartle: University of Washington Press,
1990}. A polemical buc Interesting work is Michel Alberr, Capitalisen ys, Capitalism:
How America’s Obsession with Indipidual Achievement and Short-term Profis Has
Led It to the Brink of Collapse (New York: Four Walls Eighe Windows, 1993),
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IMFFERENCES AMONG NATIONAL ECONOMIES
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" Peter Katzenstein, Corporatism and Change: Austria, Switzerland, and the Politics
of Industry (Ithaca: Cornell University Press, 1984). ,
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vl cconomy result from the variations m the basic components of
cconomies,

The purpose of economic activity in a particular country largely
determines the role of the stat¢ T8 TRt eoomonty T hose [iheral socje.
ties where the welfare of the consumer and the autonomy of the mar.
ket are emphasized, the role of the state tends to be minimaj Al
though Tiberal yocieties obviously differ in_the exrer nt v _which they
do pursue social welfare soals, che predominant responsibili the
SEALC in these SOCIEties IS 0 correct nutrker fatlures and Rrovide public
roods. On the other hand, in those societies where more communa|
‘or collective purposes prevail, the rale of the stae s much more intry.
sive and interventionise in the cconamy, Thus, the role of such states
can range from providing what the Japanese call “administrative
guidance™ o NLUNTAINING a command cconomy like thar of the for.
mer Sovier Union,

The system of corparare fovermanee and private husiness practices
Constitutes anotier IMportant component of 4 natonal political econ-
omy. American, German, and Japanese corporations have differing
svstems ol corporate governance, and they organize their economic
activities {production, marketing, ete.) in varylug ways. For example,
whereas shareholders (stockholders) have an important role in the
governince of American business, banks have played a more impor-
tant role in both Japan and Germany. In addirion, regarding business
practices, whereas the largest American firms frequently invest and
produce abroad, Japanese firms prefer to invest and preduce at home,
The paolicies of each sovernment have also shaped the nature of busi-
hiess enterprise and business behavior through regulatory, industrial,
and other policies; furthermore, some aattonal differences in corpo-
rite structure and business practices, as Alfred Chandler has demon-
strated, have evolved largely in response to ceconomic and rechnologi-
cal forces.”

THE AMERICAN SYSTEM OF MARKI—.T-OR[ENTED CAPITALISM

The American syster of olitical economy is founded on the premise
that the primary purpose of economic activity is to benefit consumers
while maximizing wealth creation; the distribution of thar wealth is
of sccoqgjylimpp_wg;; Despite numerous exceptions, the American
cconomy does approach the neoclassical model of 4 competitive mar-

"Alfred D. Chandler, Strateyy amd Steucture: Chapters in the History of the Indus-
trial Enterprise (Ca mbridge: MIT Press, 1970},
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ket cconomy in which individuals are assumed to maximize th.efr 3\\;11
ivate interests (utility), and business corparations are expected to
Pr-l -.irnizc profits. The American model, like the neoclassical model,
:']::[: on the assumpﬁamumpetitivc and rl:iat,l \\:}herﬁ
they are not Competitive, competition should bc. p_r(‘n?n(.)te. “:;iv
‘ntitrust and other policies. Almost any economic activiey 1s(iu.m -
;'[-'J unless explicitly forbidden, and .the economy is as;1lln_1e o be
apen to the outside world unless spcaﬁcn]ly closed. Emphasis c:n on
sumerist and wealth creation results in a powcr.ful pmconsu‘ p ’
hias and insensitivity, at least when cur.np-.lred with the J;}[}an}:ﬁn_ an
German models, to the social welfare Impact of ccnn(':fnu I.;ctlAvmt.:::
Although Americans pride themselves on their pr;l[.',{nn‘t:sml the -'I;n{-c
wan economy is based upon the abstract theory of economic scienc

‘" : k)
to u greater degree than is any other economy -

At the same rime, however, the American cconomy 18 a;\proprzgtcll}'
characterized as a system of manngeri;tl. C;lpll';i'llsm.' As Adolf c.r e
and Gardner Mcans pointed out in their classic _srudy of Ar;::‘rrlu..nf
corporations, the economy was profoundly !:ra.nstormcd by l:‘(, at‘c'
nineteenth-century emergence of huge corporations aqd the ;1gc,ulr_np.1‘
nying shift from a proprietary capitalism to one dommagcd y :?:;,
oligopalistic corporations.” Management was separared tmr?F n;u:ch-
ship, and the corporate clite virtually became a law unE) 11‘m . }:ifgcd
quently, with the New Deal of the 1930s, the power ha .mcebs e
noticeably away from big business when a strong rcgulat(:jrly. u?f:.ct
cracy was established and organized labgr wits empowered; in e {.h \
the neoclassical laissez-faire ideal was diluted by the nonon.that the
tederal government had a responsibility to promote eCOnomic equity
and social welfare. The cconomic ideal of a self-regulating cconom);
was further undermined by passage of the Full Empioxment Acr}?
1946 and the subsequent acceptance of the K.cynlcsmn idea [thar t i
federal government has a responsibility to maintain full Lmlp f)ymj\r}_
through use of macroeconomic (fiscal and monetary) policies.

" Excellent swdies of the American political economy include John L. L.t‘mph;il‘.,j:
Rogers Hollingsworth, and Leon N, Lindberg, eds., Covermfnce of the f;;merw:c b or-
iy (New York: Cambridge University Press, 1991); Frederic L. Pryur.‘ c;mon i ond
lution and Structure: The Impact of Complexity on ‘_b" U.S. Economic | ysu‘IrlnP !:r Y
York: Cambridge University [ress, 1996); and_]a.rncs E. Alcand K. Alec Crysuall, Po
<al Economics (Derkeley: University of California Press, 1983}, s Lasonick

"This charactetization of rhe American economy is based on W;ll:ar‘nc -'l?.;:l’{ d‘g
Business Organization and the Myth of the Market Economy (New York: Cambridg

i I 991), )
Ur}lrl:ll-:lrfy!\ltr;:'sr'leian(i JG.‘lrc:im:r C. Means, The Modern Corporation and Private Prop-
ety {New York: Macmillzn, 1932).
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b e OpelIng of the twenty-firse century the tederal Bovern.
ment recaing responsibility for fu) employment and sacial welfare, 4
significant retreat from chis commitment began with the 1980 election
of Ronald Reagan as President of the United States and the triumph
of a more couservative economic ideology emphasizing free and un-
regulated markets.

- Commitment to the welfire of individug vonsumers and the regy;.
ties of corporate power have resulted in an unresolved tension pe.
tween ideal and reality in American ccononuc life. Whereag such
consumer advocates ay Ralph Nader want 4 strong role for the oy,
ernment iy che CCanomy to proteer the consumer, American econg.
triists and many others react negatively to an activise Bovernment he.
cause of their belief thar competition is the besr protection for
consumers except when there gre market fulures In addition, there

‘has been a6 persistont sense of business respansibility to SOCICty or po
individual citizens, Japanese corporations have long been COMMtted
to the interests of their stakeholders, including labor and subcontrac-
tors, and German firms acknowledpe their responsibility socicty

and are more Heeepting of the welfare stare than are American firms,

This explains why Tapanese and serman firms are much more relug-

tant vo shift industrial production to other countries than are thejy

American rivals, However, over time, the balance berween the ideal

and the reality of the American ccenomy has shifred back and forth,

In the 19805, the election of Ronald Reagan as President and then his

Admunistration’s emphasis on the untettered market diluted the wel-

fare ideal of the carlier post=World War I era.

T e
Leotonmiic Roleof the State

'he--role-of-rhe"?unenc:m Bovernment in rhe economy is determined
not only by the influence of the neoclassical model on American ¢co-
nomic thinking hue also by fundamenta) features of the Amurican
political system. Authority over the cconomy is divided among the
executive, legislative, and judicial branches of the federal government
and between the federq) bovernment and the fifty states. Whereas the
Japanese Ministry of Finance has virtya] monopoly power over the
Japanese financia] system, in the United States this responsibility is
shared by the Treasury, the Federal Reserve, and several other power-
tul and independent federal agencies; furthermore, al] of those agen-
cies are strongly affected by actions of the legislative and judicial
branches of government. In addition, the fifty stares frequently con-
test the authority of the federal government over economic policy and
implement important policies of their own,

152

i

“

snother restraining influence on the role qu the r\menc;\vn St-al.tc in
s ~ 18 the tension between the private and public su.torii
;]}c cf;ﬂszg&s.thc adversarial relationship bctwecndf_;%verlrtm;)el;lttt;gr
N . i ; ake¢ ration very diftficult,
B e el m‘?kt\wopii'm politics. Whereas political
mutual suspicions are rcﬂcn:tgd in ¢ mc:l‘ a e e e ol
conservatives reject, ar lc;ls_r in prmuipfe.. ‘;‘u[y:-h-tr ot b
m the economy, political hbe‘mls are .c.!; . ”.rder YA e In-
e m‘“"cépti'.l:iif(}::;[;:r?\t ?Ezﬁflli political S[’;lfcﬁ‘l;ll’lt‘. Ar the
Wit “_T"St.\,. ]J:l::cvvrl the I“I';lj.“m‘t‘lll.'l.‘i! strucrure of rht." r\nujl‘unnlp,n.v-
i “'.".‘-- Iuil's‘ 1.11-1.11‘\' .points of access make it casier for private inter-
.;rnmf“fl ‘-ulllt-n .(‘ vlov;:rnn‘u:nr actions than ir is in some other systcn::
L‘}fs _[t)it];‘tlﬂotpf:;.a]‘,‘ structural, and public versus private ;lspcﬁgrs 0{_ :ht
-I\l::::ic;m political cconomy have restricred gre-.ul)éi tl:.;:;:;::::|1;1§-:1;mm]
.I-\mt'-rican government to develop a coherent and ¢
CU—FI“m.wi:ti;ur:?';i)j’;}r exception to the generally Iin?ired role of t:1:
.-\mc]r(;r;:n government in the economy in the fll‘C;‘l u‘tn?:l::i::f;‘c::r;lrlli
[m]icv—n];lkhlg. However, cven in r.hu; area, the :;:spcl ‘& _Thc_ Con
mccr:ummic p-olicy. in actual practice, has hclcn ;\ I? ;is.c.l[ e
and the executive branch are borh respr_:rmblf: ]:TI .r.‘[.[(i“.n.,;.‘ but
control aver monetary policy is vested in th‘c : ¢ L.,.'t X tht o e
the “Fed” functions hrgdy'indcganf}::rfl-;};ci: :,:i:fu, o e e
MOVCTITIment. HU\VC\"CI’. Sl'ilftlﬂg with b B XCCRICH O ' : N
i(:ir:ﬁnistmrmu in the carly 1980s and ;u:cr.;rnuf)atIO[?Iloé(:Lr[;glﬁiz:w
tederal debe, the Congress and the exccultll\fc r;::l dec P
fiscal policy, and the Federal Reserve, wl;t 1Aco::ric_m ver mons
B e tllcfpéiljczpill m;‘:;ﬁ;:t(‘:ft tthec ];‘:el o.f microcconomic
The role of the federal gove nt at the les nicr omie
pnii?y is highly controversial. American society .15::11;2;3 {:2:;3: f,and
ernment should establish a ncur‘r;ﬂ crfmmnmfc:! - Tho peimars o
should not invelve itself dirccrl_y in I?u5111ess :{.’f m}:t.regul;iion ot
sponsibility of the government is believed t? .e:t;.ml Bilacion of the
economy, provision of public good.s, and. ¢ u.nu .AI_ o of
ures, Notable examples are found in antitrust p(f iu. ‘l{s Lo
pollution, and the s:lfcgunrding‘of publxchl}ii.l.‘tult.h-oritmw hen &
Breyer and Richard B. Stewart point nu.t‘ln t} c‘ tu:iun':lc for sovern
administrative law and regulntor){ policy, ru r:‘rkct'f‘;ilurc govert
ment intervention in the economy is to mrr;(u,t 'n-hu-c-ucd. o
tfied by economists. The unregulated market is ;c o as the norr,
onvoeates of gove'mm; “i imlcl:‘;frndti‘:nt(;n':ililzi import.;mt public
ion i ot fiable .
vention is sometimes justifl o



WDCCTves, vhrkel mdures g nay JUSELEY AILACTIVE government role
in the economy include monopoly power, negative externalities, and
inadequate consumer information.

[ndustrial policy represents the greatest difference herween the
United States and other economies, except for Great Britain, another
Anglo-Saxon ‘economy.” Industrial policy refers to deliberate efforts
by a government to determine the structure of rthe economy through
such devices as financial subsidies, trade protection, or government
procurement. Industrial policy may take the form either of sectoral
policies of benefir to particular industrial or economic sectors or poli-
cies that henefit particular firms; in this way such policies differ from
macroccononue and general policies designed ta improve the overall
performance of the economy, policies such as federal support for edu-
cation and R & D. Although Japan has actively promoted sector-
specific policies throughour the economy. the United States has em-
ployed these policies in just a few arcas, notably in agriculture and
navenal defense.  Although  firm-specific  policies  are generally
frowned upon in the United States as examples of “pork barrel poli-
tics,” government policies in support of Chrysler and Flarley David-
son in years when they were threatened were considered successful
firm-specific policies. However, as | shall nete below, the United
States in the 1980s took a major step roward establishing a national
industrial policy.

The rationale or justification for industrial policy and associated
interventionist activities is that some industrial sectors are more im-
portant than others for the overall cconomy. The industries selected
are believed to create jobs of higher quality, like those in manufactur-
ing, to produce technological or other spillovers (exrernalities) for the
overall economy, and fo have a high “value-added.” These industries
are frequently associated with national defense or are believed to pro-
duce a highly beneficial effect on the rest of the cconomy; the com-
puter industry and other high-tech sectors provide examples of such
industries. In general, however, the only justification for an industrial
policy considered legitimate in the United States is to overcome a

" Stephen G. fireyer and Richard B. Stewart, Admeinistrative Law amd Repuelatory
Puolicy (Boston: Little, Brown, 1979).

* The literature on industrial policy is quite extensive. A good place to survey the
subject is M. Danald Hancock, John Logue, and Bernt Schiller, eds., Mamaging Modern
Capitalism: Industrial Renewal and Workplace Democracy in the Umited States and
Western Lurope (New York: Greenwood Press, 1991). An excellent and wide-ranging
discussion of the subjecr 35 Keith Cowling and Roger Sugden, eds., Current Issues in
Industrial Economic Strategy (New York: Manchescer University Press, 1992),
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market kulure. In practice, most AMErICan CCOnuIIss, plubhc_qih_v_
cials, and business leaders are strongly opposed to industrial pn}:gy.___
'm]—a‘_jection is that governments are mcagahlc qf pIc mg
winners; many argue that politicians will support particular m.dustrtc.'rt
far political (“pork barrel”) reasons rather than for sound CL(.)IIOIII‘:lL
reasons.. American economists argue that the structure ;n}d distri }l:
ion of industries i the United States should be left entircly to the
sarket. This belief is supported by the assumption that all industries
Trééreated equal and that there are no stFatcgchgyigﬂg.
despite the arguments against hu.ving an industrial policy in An;cru.a.
sich palicies have devetoped in the areas of agricuiture, national secu-
rity, and rescarctt g development.

_______ e ra e eeaans o e R _“_':\‘
Private Business Practices’

torporate Governance and

Tie American system of corporate governance and indust;ial struc-
rure parallels its political system. Thtz governance apd organization m“
American business are characterized by fragmentation :l_nd an overatt
Tack of _policy_cogrdination. Indeed, th_e_ﬁ{r_)g;i_;i@g;lwntitrust
“and competition policies are intended to prevent concentration of cor-

porate_power and direction, American business is much more con-
strained in its ability to share business information, to p.(ml techno-
logical and other resources, and to develop joint strategies than are

its rivals. Many observers have charged that such restrictions disad-

vantage_American-firms in-global-competition. _ _

“Control of American business is also much more dispersed than in
Japan and Germany. Although American firms are much more re-
sponsive to shareholder concerns then are German and Japanese

st_sharcholders in many of America’s large corpora-,

R

6 70 percent or more of the stock frequently resides in a cpuperanwi
business grouping called a keiretsu. Also, ir}_clﬁstry ;md hnanc.e :lral
maore completely separated from one another in rthe United States, anc
ih Some instances this has meant higher capital costs than those en-

ioyed by foreign rivals. This also contributes to fg_gq_u_ggp_(_:olr_1_f__1ii_t':lt_§hl_)_t:_i_
tween industry and finance, and chese conflicts have becr_l dcmmentf
to nitional policy-making, At the national fevel, the National As_@g_
tion of Manufacturers, Chamber of Commerce, and ot.her busmes.s
organizations have no role commensurate with that of either che-kei-

* A valuable and representative critique of industrial policy 15 Gene M. (}r(?‘sjsn':;u't.l
“Promaoting New Industrial Activities: A Survey of Recent Arguments and Evidence
{Princeton: Woodrow Wilson School, 1989).
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eIy JUpanione Ol DUSICSS) of the
Federation of German Industrics. Both the Japanese and German of.
ganizations can speak with a single strong voice and frequently dg
act on behalf of major business interests.

A fundamentally different conceprion of the corporation and its
role in society underlies many of these contrasts berween shareholder
{stockholder) American capitalism and Japanese/German stakeholdey
capitalism. In the American system of shareholder capialism, a firn’'s

fundamental purpose is to make profits for its investors or sharehald.
ers; in principle, the firm has mininal obligitions to employees and/
or to the communities in which its prn(illctinnmfﬁﬁs"“n_ré‘fﬁ?u'ﬁﬁ
Morcover, in the United States, a business corporation s regarded ag

A commodity thar is bought and sold Tike any othier commodity with-

out regard for the sogial consequences of such rransactions; waves of
Iﬁﬁéﬁﬁﬂmakmwrs in the 1980s and 19905
were extreme examples of this mentality. In both Japan and Ger-
many, on the other hand, the corporation is assumed to have 2 major
responsibility toward its scakeholders (workers, subcontractors, ete.),
and the interests of sharcholders are given much less attention chan
in the American system; instead, firms are expected to promote larger
social objectives, Japanese firms are expected to increase the power
and independence of the Japanese nation and to promore sacial
harmony; Germanv alse places a high premium on soctal welfare,
American law is designed to ensure neutralicy and fair play in the
Lompetitive marker for corporate conrrol. In” Japan and Germany,
profitability has been assigned less impaortance than cconomic stabil-
ity. Morcover, German and Japanese policies are intended 1o limie
hostile and foreign takeovers, and to control what Carl Kester has
called “the global contest for corporate contro),” "

THE JAPANESE SysTem OF DeviErorMmeNTAL CAPITALISM

G. C. Allen, the distinguished British authority on Japanese economic
history, rells a story that provides an tmportant insight into Japanese
economic psychology. At the end of World War I, American occupa-
tion officials advised the Japanese that they should follow the theory
of comparative advantage and hence concentrage on labor-intensive
products in rebuilding their economy. Japan's economic and political
elite, however, had quite different ideas and would have nothing to

"W Carl Kester, Japanese Takeovers: The Global Contest for Corporate Comtrol
{Boston: Harvard Business School Press, 19913,
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i with wihat they considered an Amerncan cr.'mr't o relegate _]‘;117?;1(;1
Gdr\l:: low end of the economic and technological srcctruzt;.lll'?;}te.lnd
o se Mini srpational Trade and Industry (2 an
rhcJnanfwh:i:'\:’ii12;’Srtr;cojf-j;;t:;:g:.‘ne:olnamic high command set their
”'rhc[- dﬁegnking vanquished Japan into the economic and technul(')g-
‘Iu{li" 311 a‘nd pechaps even the superior, of the Westl. At the 0(};{{[1%11%
j:tfl th:;l tlw‘cnty-ﬁrst ceneury, this objective has remained the dniving
: 11
m?x t(llijjl?;ile::t%:lir;u of things, the economy i§ s.ubofdinatc o
:]1L-I:nci.11 -.‘md palitical objectives of socicr}f. As the dnnn;,m:}l:;dl\’lllt:
inese cconomist Ryvutaro K{)miyall !'ms wrirten, uubr ?mt:n.._kim, an
.I{L-smrati(m {1868), Japan's nvcrr1dxpg goals lj.aul 1(,(.2{ ak lﬁ, o
wonomy self-sufficient™ and “catching up w1th.1h_t. West. n the
“(-‘IISVOD;]d War Il years this ambition meant building a strong army
.I:;Ld becoming an industrial power. Since its d}s;?s‘t.r(ms tl.cflc-iltll.llii
Warld War I, however, J;‘pi}nil'mj ;111.7nldr_l:::idwr;:]l:(t].}:‘:;:;l].1[:1“0.“.
'ocused on becoming a powerful industrial a ; sical fution,
i::l:iliz-calso promuting internal social l}-.}rmony ﬁr.nn'ng. Ill}:-;);é)‘iu:)
people. There has been a co.ncelrtcd eftort b\r the J.J'p&m.acr [;, p.ur-
guide the evolunion and fllmcn_onmﬁ of their economy 1n
ue : sociopolitical objectives.” N
\ugﬂt]lzi:'{-;:li:llpll gaals ]1;1]\-'<r resulted in a r.1;_1‘l'inn-_.ll_cc'orilo.r‘?lz‘h[’t:[:\_
for Japan best characterized as T'tf:()lTlCf.C-ltltll.lh‘{El:l lrdm-m'.l\?;(.'c;(,rg .l\”
sistance, regularion, and protection of -ipealh\g in 1‘.1\sr.r1.i : crors 1
order 1o increase their international competitiveness :l[‘l.l lr 1 L
“commanding heights™ of the global economy. [his c[‘tm.mrT-nT Or]hcr
tive of achicﬁng industrial and technological equality v:und .'11.;0
countries arvse from Japan's experience as a late defcllqll?tr 3{1[10;11.”
from its strong sense of economic and political _\iu]n.cr.i 'n:}iy..fq other
very important source of this powerful economic drive is the Jap:

. r h‘_.

e e e e vl Vi

! . Y, furakami, An Anticlassical Political- Ana v

‘;“‘:: [;:;]:jc ;tzt‘uftifzr:, ed. and trans. Kozo Y.lm.mlmlra {S(.‘fnfﬂrd: 5:?:;:?:::::, :‘; :

sity Press, 1996, is a brilliant interpretation of thc‘dunn_cuvt :;It—l[:'r;m“ 15&2}‘ o

economy; Takatoshi [to, The Japanese Fconomy [Cambnd[l;c(.‘.. Fm,m,;,,'c s

very useful survey and analysis of the Japanese cconomy: Ba; ) ;.u:. 1 o :C“mbrjdéc;

sand Japanese Industrial Policy: Dwdopmmraa’:snf ‘(m’.” 1 &)wajumo“ T
Cambridge University Press, 1997}, 15 an outstanding history an

es¢ industrial policy. _ _ e A ic Press,
m 's:c I; ylul:“u KI:;miy;l. Industrial Policy i fapan [Orlando, Fla.: Academic Pre

i " - I \ .
1 IisS‘]?]..ich'.u'dj Samuels, " Rick Nation, Strong Army”; Nattonal Security and the Tecl

iniversi T 94,
siological Transformation of Japan {[thaca; Cornell University Press, 1994)
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. . B IS Jupuuw‘ujry Df
therr culrure, and in their manitest destiny o become a grear Power,
Many terms have been used to characterize the distinctive Darure
of the Japanese system of political economy: Shinto capitalism, deyel.
opmental state capitalism, tribal capitalism, collective capitalism, wel.
fare corporacism, competitive Communism, netwaork capitalism, cop,.
panyism, producer capitalism,  stakeholder capitalism, strategic
capitalism, and, perhaps mose famously or intamously, “Japan, [ne.
Each of these labels connotes particularly important elemencs of the
Japanese cconomic systenmy, such as gt overwheliming emphagiy on
economic development, the key role of 14 ££e corporations in the orga-
nization of rhe €conomy and society, subordination of the individua)
to the group, primacy of the praducer aver the consumer, and the
close cooperation mong government, business, and labor, 1 belieye
that the term “developmenzal sryre capitalism™ best captures the es-
sence of the systen, because this characterization conveys rhe jdey
that the state must play a central role in national economic develop-
ment and in the competition with the West,

Despite the imperative of competirion, the Japanese frequently sub-
ordinate pursuir of economic efticiency ro sociy equity and domestic
harmony, " Many aspeces of the Japanese economy that puzzle for-
egners are consequence of a powerful commitment to domestic hag-
mony, and “over-regulacion ™ of the Japanese economy is motivared
e part by a desire to protect the weak and defenseless. For example,
the large redundant st ffs in Japanese rerai] stores developed from an
efforr to employ many individuals who would otherwise be unem-
pioved and discontented, Thig situation is also o NLor reason for the
low level of productivity in nonmanufacturing sectors, and it ac-
counts in part for Japan’s resiscance o foreign direct investment by
more efficiens foreign firms, The Japanese system of lifetime employ-
ment has also been utilized 4 A MeEANs 1o promore social peace; Japa-
nese firms, unlike their American rivals, are very reluctant to “down-
size” and lay off thousands of employees. Ar the opening of the
hwenty-first century, however, Japan’s econumic problems are causing
this situation te change. Nevertheless, the commitments to political
independence and social harmony are major factors in the Japanese
state’s deternination to maintain firm contro| over the economy.

Econoniic Role of the State

Ever since the 1868 Meiji Restoration, the Japanese staee has assumed
the central role in the economy. Following Japan's defeat in World

" Frank Upham, Law and Socigl Chnge in Postiar Japan (Cambridge: Harvard
University Press, 1987),
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war 1L the ruling tripartite ailiance of Rovernment burﬁaucra;e'i.nd;;
‘,O",L.rning Liberal Democratic P:lrr)_( (LPD), :_md hig blfsm%ss thik:cnd
AursUe vigorously the goal of l.::;'lt.Chlr.lg up with the Wcsf. om i ene .
:Phe elite pursued rapid industrialization through a {;fFauE;r)i;tfjf Jwi
de protection, export-led growth, :l_nd other Ipol}ucs. e J: p N
rr:1 le have supported this extensive intervenrionist rale of the state
T;:F’pclicve that the stare has a legitimate nnfi 1mporltantle§::::10r:t1;":
ﬂmcrion in promoting economic growth and mrerln.“.trlona' Lo Fvith
aveness. The government bureaucracy and the ;?rw.lrle seC k’ed i
the former frequently taking the lead, have consistently wor
gecher for the collective good of japfmf:se society. o
i To actain the goal of rapid industrl:_thz;ltmn, thc.j;l_pangse_lstili?c 5 1pn
ported, or even created, certain social characreristics, inc uh n}g .‘1_
imdustrious and highly educared workfo;cc. lI{n many‘ wayis.lt] l,' ;E‘s
nese state created today's japancsc_soaf:ty.' j;?pan s p‘()h}t;l s.1ql gf
insticution fostered an extraordinarily high savings ;::tc. eia:;.Wice
serict ¢apital controls for much of t.he postwar cra, the pfo?ita 5 e
was able, while paying depositors just a minimal rate o mt;rf;i : °
make these savings available for loans to ]ap;mcx.e firms; suc ‘bn.ud
cial assistance significantly reduced rhc. cost of capital -.m'd cm:intrll urteer_
mportantly to the rapid industrialization of the coun‘tr} ar; to 1:.(61"
national comperitiveness. The jap;lr_wsc state has .a.le.() un gr]n.lr‘hi el
played an importane role in supporting .socml,_pnlmcal,fan'l Lg(.]l_r.c::r
pt‘c‘ts of Japanese society that made it inhospitable to orufgnf ir ‘
investment and to the importation and consumption o ‘orI:u,n
goods." Fortunately, since the mid-1990s, this situation has been
changing,
Lh";'rllmtl uiusu:ll independence and power of thf: gow_’:rn.mes}:t burc.au-
cracy accompanied by bureaucrat_ic fragmentation w:r'hln r' e.‘tg:)ev:;:r
ment provide yet another distinctive aspect of the hpmtesr .tm,c,;}-
sets it apart, The economic anc! other burr.e;iucrac:c.s of t ‘.f' o
ment are virtually independent fiefdoms. With few major exu].mgn. \
each bureaucracy represents a particular segment of J;lpaqesc :..ncler);E
and believes thac it has a responsibility to promote t'hc mn::usrs]_(?
that group, There are frequent dispures among ngenflf:s ()\Ft.tr f}?nzl).(
and jurisdictional responsibility; these have increased .u.hnew ;‘t,‘om]
ogies and economic developments have spread across rhe tra 11 r};c
functions of government agencies. Chalmers Johnson has made

" The centra! role of the Japanese state in the formation o.f the _}apa;:se e:on:g:
and economic psychalogy has been demonstrated .by Shcldun. (:ar_on,PMo :;g 9}’7;»:
Minds: The State in Everyday Life {Princeton: Pnnceu?n Universiry Bressi(. ) 1,;5;1w-

* Edward J. Lincaln, Japan's Unegual Trade (Washington, D.C.: Brooking

tion, 1940),



.[:;;f:;;qt};;lt the t;m;:: majc?r eCOnomic agencies responsible for fore;
aftairs trequently have differing forei : i ici o
. . n econamic policie
o foreig policies tha
, ct “.rzth those of the other agencies. Although bureaucratic st o
L;lﬁt;Il every country, Japan does not have a powerful exec t_fuggles
there = I Xelulive ;
efore has no easy way to resolve such conflicts. In addi T
strong belief of the Japanese in ¢ sion-making o€
siron ipancse in consensus dectsmwn'mking permyj
;,f ! even encourages stalemate and indecision. Indeed, during m "
of w: pIostwar period the weak executive branch was of lirtle o o
(i en}c.c secause of the agreement within the Japanese political nI‘E
ln the path thar all should follow. By the lace 19905 hn\m:v o
o0 e path guar all should follo 3 990s, ver,
‘ : .-I;;: L]Cill' th.lu tlnjwc.uknu.s ot the Japanese exceutive had bccn,mu
A sertous ebstacle to Japan's ability ro deal with its difg : :
. an's ; v ta deal with its diffic : i
vnd el ot th its difficult economic
Another disrined _ :
e ther q;j.ltixlnpt]ve feature of Japanese society is thar many “pub-
hic ]espo.nﬁ tities have been assumed by the private sector. For ex
am v . . . . . ) ’ : X
WCII;.L‘ pr;v.lte corporations carry a njor responsibility for the social
v l‘.\ire of a substantial portion of the Japancse population Wherc;s
m; meru,anb%pvernment delegates regulatory authority to quasi 1.u
omous public agencies, Japan deleg; sibility
w s, Japs ares much of the sibili
for s PUPIC s Ji cy 1e responsibility
£ business activities to private business ati
or policing b ' i privi usiness associations, This
: lbLBI‘l a highly pragmatic practice based on the close ties and mu-
Llla lrn‘:st between private business and government. There js a pattic
Slar v - l . . ¥4 It -
fu:_ tyi' 1ntelrcs.t}11ng example of this practice in the delegation of public
ctions in the privadzing of “law ; rder.” :
aw and order.” One re;
junti privacizin, . . ¢ reason for the
N)hﬁl:.}vcl ?f strlc:,t crime in Japan is that the yakwza (the Japanese
ahia) police the streets in exchange f i on of the
f ange for : i
maha) po . £ police toleration of their
. hlhls practice uf.scl.f-regulatirm and self-policing by business and
ther pfn.vate associations 15 mrended to provide social stability and
ensure fairness. However, it do “ fal treatmen .
\ es result in special recaerm i
- H _ u ; atment of partic-
iuol:l.r g}:pups, s(..(.mmgly arbitrary decisions, and discriminatory ]?ch-w—
Ar. this practice of self-regulation is also directly counter to the
mu;;(]:an concept of universal rules that apply equally to cveryone
Lepar ' i ‘ .
h;ﬁpe b::s of status. Cultural dlffcren{:es in the definition of “fairness”
fave 1 a major source of ‘Amcncan:lap;mesc economic tension
‘ fas, on occasion, crupted into open conflict. The Japanese prac-
l . + . - ! i
h:: f; .pr(ljvaFc a%sm.mnons assuming essentially public responsibilities
aised significant problems in the i i .
¢ mtegration of Ja ' h
world economy. For cul panese find it
_ . ultural and other reaso ind i
/ : ' asons, the fapanese find
; . _ . , panese ind it
a;;tom'lll}t tmpossible to incorporate outsiders into the self-regulating
Othe:mrmns rh?r set the rules governing competitive behavior and
aspects of the conduct of business in Japan, while foreign com-
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s seeking entry mto the Japanese market naturally repard the
f self-regulation as discriminatory. The self-policing system,
fairness” and on tailor-made rules enforced n

Aich its emphasts on “
L [f-regulatory associtions, may conflict with the rules embodied in
e World Trade Organization (WTQ) and is thus an immense hurdle

-y e cleared to open the Japanese market and internationalize Japan

sore completely.
Industrial policy has been the most controversial aspect of the Japa-

aese political economy.”” As [ have already noted, industrial policy
reters to deliberate efforts of a government to guide and shape the
werall structure of the economy. lu the carly postwar decades, the
fapanese provided government support for favored industries, cspe-
cally for high-rech industrics, through trade protecrion, generous
.hsidies. and ocher means, The government also supported creation
of cartels to help declining industries and to eliminate “excessive com-
petition.”” Through subsidies, provision of low-cost financing, and
especially “administrative guidunce” by bureaucrats, the Japanese
«ate playvs a major role in the cconomy. '

The effectiveness of Japanese industrial policy bas been very con-
roversial and a matter of intense debate. On one side are revisionist
wholars and proponents of the developmental state who attribute Ja-
pan's success to its unique economic System and rhe government’s
powerful role in the economy. The opposing position is held by
American and some Japanese economists, who emphasize Japan’s
marker-conforming economic strategy.

Chalmers Johnson's MITI and the Japanese Miracle: The Growth
of Industrial Policy, 1925-1975 (1982), in which he credits Japan's
Ministry of Trade and Investment (MITD with having orchestrated
postwar economic and rechuological success, is the most outstanding
statement of the revisionist or developmental state position.” Accord-

" A useful and sympatheric treatment of Japanese industrial policy is Miyahei Shino-
hara, Drdustrial Grewth, Trade, and Dynamic Tatterns in the fapanese Econany
UTokva: University of Tokyo Press, 1982} A wide-tanging discussion bf Japanese -
dustrial policy from several ifferent perspectives s Hugh Pacrick, ed.. with the assis-
cance of Larry Meissner, fapan's H. igh-Technology Industrics: Lessons and Limitations
of tndustrial Policy (Seartle: University of Washington Press, 1986).

" Jetfrev R. Bernstein, “Japanese Capitalism,” in Thomas K. McCraw, ed., Creusting
Madern Capitalism: How Entreprencuss, Companies, and Countries Trivemphed in
Three [ndustrial Revolutions {Cambridge: Harvard University Press, 1997,

_ " For a discussion of administrative guidance. consult Bernstein, ™ Japaness Capital-
s 479

* Chaliers Johnson, MITT and the Jupanese Miracle: The Growth of Tndustrial Pol-

icv, 1925- 1975 (Stanford: Stanford University Press, 19821
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Ing to Johnson, Japan is a capiralist developmental stare rather than
ane Americarn-style capitalist regulatory state. He credits MITI and
other Japanese bureaucracies for Japan’s oucsranding postwar eco-
nomic success. MITT and other agencies employed such techniques a5
IMport protection, government subsidies, and low-cost financing 1o
promote rapid industrialization and development of the high-rech sec-
tors. In the opinion of Johnson and other revisionists, the most im-
portant inscrument of Japan’s successful induserial policy was the de-
vice of administrative guidance, which was utilized to encourage and
SOMetimes pressure private firms to invesr in those industrial and
high-tech sectors characrerized by high value-added and favored by
the government. Tu addition, Japan's export success has been due to
its neomercantilist strategy of export-led economic growth.

On the other side of the debare, many American and some Japanese
econonusts atgue that Japanese economic success has been due to the
fact that Japan pursued market-conforming economic policies and
thus got the economic fundamentals correct.”’ They call attention to
Japan’s high savings and investment rate, superior management and
entreprencurship, and excellent system of education as bearing the
primary responsibilities for Japan®s success. In addition, the Ministry
of Finance (MOF} has pursued stable and prudent macroeconomic
policies. Explaining Japan’s export success, many note that Japan, as
A resource-poor and capical-skilled, labor-rich economy, has had ,
comparative advanrage in manufacturing and induserial innovation,
According to this position, Japan’s industrial policy had very little o
do with its economic success and has even wasted resources.”” Nota-
ble examples of failure are found in MITT's efforts to promore fifth-
generation computers and a petrochemical industry. A more infamous
example is provided by MITT's effort to prevent Honda from hecom-
ng an automabile producer, becanse MIT] believed that Japan could
not support another automobile company!

There is considerable evidence on both sides of this debare, but
the outcome remains inconclusive hecause there is no counterfacrual

* Hugh Parrick, Asia's New Giant: How Japan's Economy Works {Washington,
D.C.: Brookings Institurion, 1976} and Edward F. Denison and William K. Chung,
Heww Japan’s Economy Grew So Fast: The Sources of Postivar Fxpansion (Washing-
wn, 13.C.: Brookings Institurion, 1976),

" Gene M, Grossman, “Explaining Japan’s Innovation and Trade: A Model of Qual-
ity Competition and Dynamic Comparative Advantage,* Hunk of fapan, Monetury and
Fconamic Sudies 8, no. 2 {Seprember 1990): 75100,

' A valuable assessment is provided by Danicl 1. Okimoto, Betiween MITI and the
Market: Japanese Industrial Policy for High Technology (Stanford: Stanford Universi ty
Press, 1989).
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experientce to indicate whether Japan would tliave beqn more or ‘lc.-ss
successful without government intervention.’ Certainly, as crirics
charge, MITI made many mistakes and wasted resources. Ye*_: several
comments ¢an be made in support of Japan's industrial pelicy. The
government's support and protection of private firms in f:?vored in-
dustrial sectors s been central to Japan's industrial policy. MITI
and other Japanese economic bureaucracies” supportive policies were
very important in enabling Japanese firms to clpse the‘ technological
gap with American and other Western high-tech industries. For exam-
ple, Japanese competition (antitrust} policy encouraged the formation
of the kefretsu, and by almost all accounts the keiretsie have been very
important to Japan's industrial efficiency and international competi-
tiveness,

In the early postwar years, the Japanese government selected a
small number of powerful firms to be protected from both domgstlc
and, especially, foreign competition; these pratected firms were given
tax credits and subsidies that enabled them to develop rapidly.” The
government also supported rechnological developments through pro-
motion of cooperative research programs and other means. Once the
technology was fully developed, the government strongly encourag_ed
domestic {but not foreign) competition to increase the firms® effi-
ciency. This government support encouraged corporate strategies that
emphasized profic-making at home and increased marker sh:.tre
abroad, It is a mistake to assume, as some neoclassical economists
do, that one can make a clear distinction between government policy
and private initiatives in Japan.

The extensive use of “infant industry” protection has providegf an-
other key factor in the success produced by Japan’s industria.tl policy.
Although it is undoubtedly correct, as American economists argue,
that Japan and other governments have been largely unsulcccssful in
picking winners—that is, in selecting viable new industries— Japan
has been very successful in protecting and supporting those SCCLors
whose cconomic significance has been proved already in the Unired

' This point is maide by Ryuraro Komiya, “Planning in Japan,” in Morris Bornstein,
ed., Economic Planning: East and West {Cambridge, Mass.: Ballinger, 1975). Mgre—
over, as Komiya, one of Japan's most distinguished pustwar insernational economists,
points our elsewhere, Japan's industrial pelicy and its goals have changed considerably
over the course of the postwar era: Komiya, “Industrial Policy in Japan,” Japanese
Econamics Studies {surnmer 1986} $3-80. o

" Ryuzo Sato, Rama Ramachandran, and Shunichi Tsutsui, "Protecupmlsm and
Growth of Japanese Competitiveness,” in Dominick Salvatore, ed., Protectionism and
Warld Welfare (New Yorck: Cambridge University Press, 1993), Chapeer 13.

™ Ito, The Japanese Econoney.

1



SGles and elsewhere: automobiles, consumer clectronics, and seien.
tific instruments.” Among the policies Japan has used to promore
these infant industries have been the following:

{1} Taxation, inancial, and other policies that encouraged extraordi-
narily high savings and investment rates.

(2} Fiscal and other policies that kept consumer prices high, corpo-
rare earnings up, and discouraged consumption, especially of for-
¢eign goods.

(3} Strategic trade policies and import restrictions that protecred in.
fant Japanese industries against both imported poods and estab-
lishimene of subsidiaries of foreign firms.

(4} Government support for basic industries, such as steel, and for
generic technology, like materials research.

(5} Competition {antitrust) and other policies favorable to the kefre-
tst and to interfirm cooperation.

Japanese industrial policy was most successful in the early postwar
years when Japan was rebuilding its war-torn economy. However, as
Japan closed the technology gap with the West and its firms became
more powerful in their own right, Japan's industrial policy became
considerably less significant in the development of che cconomy. Yet
the popularion and the government continued to believe that the state
should play a central or at least an important supportive rale in the
continuing industrial evolution of the economy.

Corporate Governance and Private Business Practices

The Japanese corporate system of industrial organization differs in
several important respects from that of other industrialized econo-
mies.” Although its distinctive features have been undergoing impor-
rant changes due to the maruring of the Japanese economy and to the
economic stagnation in the late 1990s, fundamental differences re-
main between the Japanese and Western economic systems.” Three

" An excellent example of Japanese industrial policy has been the government's pro-
motion of the Japanese automobile industrics, During my several stays in Japan, I was
umpressed by the Hawless condition of Japanese cars, A major reasun, [ was informed
by Frank Upham, a New York University expert an Japanese law, was a set of govern-
ment policies with respect 1o auto insurance and inspections that created strong incen-
tives for Japanese cansumers to purchase new cars. Then the consumers® replaced cars
were shipped abroad to Southeast Asia and, in the 1990s, to Russia.

" Ryutaro Komiya, The [apancse Economy: Trade, Industry, and Government
(Tokyo: University of Tokyo Press, 1990), Part [1.

¥ Paul R. Krugman, Trade with Japan: Has the Door Opened Wider? {Chicago:
University of Chicapo Press, 1991).
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ol the MOsT IIporiant diticrenees e i fl‘lc' Vsl _u[ Lfldlls[rl;ll rew-
fions, of corporate finance, and of industrial organization. Although
these elements are closely tied to one another and reinforce one an-
other, it is usefu! to consider them independently. .

The Japanese system of industrial relations has t'accn chamctc_rlzed
by a dual labor marker. The core workers in Japan's large :1.:1d luglhly
competitive corporations such as Sony and T(.)}"(:l‘;l, h:‘wc‘cn]oyed life-
rime emplovment, have been paid on the basis of seniority, and ha.vc
heen considered stakeholders to whom Japanese firms h’l\rl.. a socr.}I
cespansibilicy. Although the system has been strongly criticized and is
being, eraded by Japan's cconomic prablems, one '.ld\r’;]ll.!';li',l‘ uf this
wstem lras been that, because lifetime workers are consulcr.c(l long-
rerm asscts, Japanese firms have a stroug incentive to invest in labor-
ers” skills. However, a major disadvantage of liferir{w employment h-.'fs
been that it restricts the flexibility of Japanese firms amjl nuikes it
difficult to reward younger and more valuable workers; it has also
been nearly impossible to fire incompetent or redundant workers. On
the other hand. the majority of workers, especially women and ).vr:rk—
ers in smaller firms, have lictle job security and do net receive an
equivalent share of the benefits of the system. ‘ o

Whereas American firms tend to obtain the largest portion of their
capital from the huge American stock market, J‘.lpa}rﬂ..cse firms rely on
retained carnings and, most importantly, on an aftiliated b-.m‘k. B-.mk
loans have generally been guaranteed by the government, glther ‘dl-
recely or at least implicitly. The Japanese b'?mkin[; systemm, mcludm;_;
the government-run postal savings system, tight capital cuntrc_lls. and
government macroeconomic policies have enabled Japanese firms 1o
enjoy very low capital costs. As Kent Calder has shown, this f.m;mcml
system has been a crucial component in what he calls “Japan's strate-

ic capitalism.”™ o
’ Whgrcas American firms emphasize safeguarding both prohtnhlht;y
and the interests of shareholders, Japanese firms have considered their
primary respoosibility to be roward a firm’s st;lkr:hol&km. ;1.nd stake-
holders include employees and subcontractors. American firms seck
to maximize profits; Japanese firms have attempted to maximize sales
and corporate growth. Differences like these led Alan Blinder, former
member of the Federal Reserve, to question whether or not the Japa-
nese economy was really capitaliset™

" Kent E. Calder, Strategic Capitalism: Private Business and Fublic Purpose in Japa-
nese Finance {Prineeton: Princeton University Press, 1943, _ ,
4 alan S, Blinder. “Maore Like Them?™ American Prospect 8 {winter 1991): 53,
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av W iR, DUSHLESS grouping or conglonierate whose members
are bound rogether by the mutual trust and long-term relationships
among 2 number of major firms, their suppliers, and their distribution
networks, is a particularly imporeant component of the Japanese cor-
porate system.” At the heart of every keiretsu is a major bank (re-
ferred to in Japan as the main bank system) that supplies credit and
plays a key role in the keiretsu’s economic strategy. Informal tes
among member firms are reinforced by overlapping memberships on
poverning boards, mutual stock ownership, and other mechanisms,
The purpose of these structures is to serve the interests of srakehold-
ers rather than shareholders. There are horizontal kefretsu, enterprise
groups such as Mitsui, Mirsubishi, and Sumitomo, that are composed
of a few dozen members and include a large bank, manufacturing
firms, and a distribution network along with other elements.”’ In ad-
dirion, there are vertical keiretsu composed of a parent manufacturing
company and a large network of long-standing subcontractors and
suppliers of services. The approximately two dozen vertical keiretsu
include leading Japanese manufacturing corporations in the automo-
tive and consumer eleccronics industries, such as Toyora and Matsu-
shita, Together, the vertical and horizontal keiretsu control much of
Japanese business,

Dominant firms in a keiretst may exploit and/for promore the
strengths of their junior partners. For example, the parent firms work
with their extensive stable of long-term and trusted subcontractors o
increase the latter’s technological capabilities and to improve the
quality of the components supplied to the parent. The parent even
shares exclusive informarion with its affiliates, and this greatly en-
hances the overall efficiency of the kefretsi. The extensive presence
of the keiretsu in the Japanese economy thus has profound conse-
quences for the nature of Japanese domestic and international eco-
nomic competition and for the dynamics of the Japanese ¢conomy.
Market share racher than profit maximization has been the principal
driving force in Japanese corporate strategy; a large marker share in-
creases economies of scale and benefits the firm's stakeholders. Even

“* Kester, Jupanese Takeovers,

* The six or so horizontal keiretssr ace the direct descendants of the prewar zaibatsu
that the Ocenpation sought o destroy and thoughe they had, The principal characreris-
tics of these groupings is thar the members in each grouping hold one another's shares
and have interlocking directorares. The peesidents of member firms meet frequently o
formulate strategy and decide upon joint policies. The members of the group alsa coop-
veate in financial matters, R % D activities, and marketing, Together, these six indus-
trial groupings have a powerful presence in the Japanese eConamy.
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though the Japanese economy is highly regulated, t:om;.mrtmcnral_iz.ed,
and overpratecred, this market is in fact extra_ordmaniy competitive.
For example, Japan has a number of nummobll‘c companies, whereas
che United States has only three. Comperitignh in Japan does rend to
be oligopolistic and Schumpeterian; that is, it is based on tec.hno!ngi-
cal innovation and is quality-driven rather than based on price com-
petition; consumer prices are kept high by government policies to 1n-
crease the profits of the corporate sector. ‘ ‘
In his book on the governance of Japanese corporations, Carl Kcs—
ter makes a convincing argument that the kefretse 1s a hlghly cfﬁcw‘nr
and rational mechanism for organizing economic activiries, and irs
distinctive characteristics make it a formidable competitor in world
markets.” Mutual trust, for example, substantially reduces transac-
rion costs. Information exchange within the keiretsu decreases uncer-
tainties and is conducive to innovartive activities. Intragroup cross-
sharcholding protects members against hostile Fakeovcrs and _s1gmﬁ-
cantly reduces the cost of capital.” The system is 2 mutual assistance
society. and when a member firm gets into trouble, other members
Come to 1S rescue. . .
Corporate leadership’s independence from outside shareholders
permits the firm, unlike American management, to pursue a corporate
strategy based on maximizing market share rather than s.hort-re.rm-
profit maximizacion. As Ronald Dore has :.lrgued. ic keiretsu con-
tributes greatly to Japan’s remarkable capacity to adjust to ccunomw:
technological, and other changes.” Certainly, no o_ther. country was
as successful as Japan in adjusting to the two oil price rises of 1973~
1974 and 1979-1980. Despite the troubles of the ]apanfse economy
in the 1990s, the keiretsi has proved 1o be a successf_ul 1.nnova1:or'of
new products and production techniques because o‘f its immense in-
ternal resources and long-term perspective. The keiretsu mechanism
has effectively joined the financial and other :L‘d_vanmges of the l.argc
firm with the flexibility and innovative capabilities of the small firm.
Although (or perhaps because) the keiretsu 1s a highly effective
means of industrial organization, it has been deeply rcsenl:e.d by aon-
Japanese. One reason for this resentment is that rhe“ ke:rf;'rsu”ls_ a
closed system that excludes all outsiders. The rerm OlltSldﬂ‘. in-
cludes nat only non-Japanese firms, but any Japanese firm that is not

'.J "
Kester, Japanese Takeovers. B —
" Robert Zielinski and Nigel Holloway, Um-qua‘i’ Enquiities; Power and Risk in Ja
pan's Stock Murket (New York: Kodansha Internarional, 1991). . )
" Ronald P. Dore, Flexibie Rigidities: Industrial Policy and Strectural Adjusimen

i the Japanese Economy {Loudon: Athlone, 1986).
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s ivHIDen ol e aihance ot stakeholders who share the Monopolistje
rents generated by this oligopolistic form of business Organization,
The exclusive nature of the kesrotss system has significantly limirey
foreign firms® access to the Japanese market. The kefretsi also makeg
it extremely difficult for foreign firms to “take over™ Japanese firmg
and gives fapanese firms a huge advantage in corporate expansion,
Whereas the keiretsu firms can easily purchase a non-Japanese firy,
in order to acquire its technology or 1o gain market access, it has
frequently been difficulr for non-Japanese firms to purchase Japanese
firms for the same purposes. Furthermore, the keiretsi's control of
distribution channels effectively shures non-Japanese firms out of some
Japanese markets, Although the situacion is changing as this is wrie.
ten, non-japanese still regard the kejrersi as a significane barrier 1o
trade and foreign direct investment, while the Japanese, on the other
hand, regard the keirersue as 4 key element in their economic success,
The prablem of differential or asymmetrical access has been a Major
cause of conflict between Japan and jrs trading partners.

Tue GERMAN SYSTEM OF “Socrar MaRrkeT"” CAPITALISM

The German economy has some characreristics similar to the Ameri-
can and some to the Japanese systems of political economy, but it is
quite different from both in other ways." On the one hand, Germany,
like Japan, emphasizes exparts and national savings and investment
maore than consumption,” However, Germany permits the market to
function with considerable freedom; indeed, most stares in Western
Europe are significantly less interventionist than Japan. Furthermore,
except for the medium-sized business sector (Mittelstand), the non-
governmental sector of the German economy is highly oligopolistic
and is dominated by alliances between major corporations and large
private banks. The German system of palitical economy atempts to
balance social concerns and market efficiency.” The German state

¥ This section draws from Philip Glouchevitch, Juggernast: The German Way of
Business: Why It [s Transforming Europe—and the Warld (New York: Simon and
Schuseer, 1992),

" Guater Heiduk and Kozo Yamamura, eds., Technological Competition and [nter-
dependence: The Search for Policy in the United Stites, West Gernany, and [apan
{Seattle: University of Washington Press, and Tokyo: University of Tokya Press, 1990},

" The German system s representative of ciassical liberalism thar emphasizes a free
marker and a strong welfare-oricated state. Sec Razeen Sally, Classical Liberalism and
Imternational Economic Order: Studies in Theory and Intellectsal History {New Yaork:
Routledge, 1998).
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yid the private sector provide a highly developed system of social
“-‘;I'llm-‘c('“crm;m natonal system of political economy 1 representative
' f}".- "‘T:urpur;ltist" or “welfare state capitalism™ of continental Eu-
oy which capital, organized labor, and government cooperate in
rllPt‘_‘ lﬁmcnt of the economy, This corporatist version of c;lpltalllspx
jll'lll:‘;l\kr‘;ctcrizcd by greater representatign of l:lbhor ;mdl rh:l;frg:'t;l:i.r‘}:é:
v i the governance of corporate ;lff;u.rs than in Ang 0-! ‘1§c‘n‘ share
Lr-\I lfn apitdism.” Although the continental economics ditfer from
L}.::lt :uru:tflf:-.r ‘in many respects, i all of l‘ht‘ll‘l tlu.-lst;\};c ]11;‘7)-"5‘;1 :itllllrr;;u
role in the economy. It s significant, c:ipct‘lf'l“.\’ in ‘(Ji[mmn.} .w};“.c ;n
jor banks are vital to the provision of C-.\px.t.\l to 1‘11‘ usr}'yr.m nmgi,il_
many European conutries, cmp!oyzf-. C?.ITIISILT;:: }:.(:.:n.: p.l_rpti_a;[arlv
v for running the company, in Germany [ as a particularly
intl.‘lpnrmnt rnlebin COrporate gOvernance. Indged, t]h(." f-,_n:nczit I:f‘clllr:lr;i_
mination™ mandates equal representation of employ (}{;. .lmr m; r}u.'.;c
ment on supervisary boards. Although the power o hl on y
hoards can be casily overstated, rh.c system is a signi u‘.;nll };“
Germany's postwar history of relanvpiy smooth labor ;& \.l-t?:n ;(.)rnm
Ever since Chancellor Orto von Blsn_1-.1rck took t.hc‘ 1r.-.t ;1 }mm.rv
steps toward the modern wclf:ilrc state in )rlheirll-.lrr::r:::rriléit;f;l;u}:“c wc,lz
sermman state has assumed 1 major role e
;}::c(;(ffgvﬂ;i:‘irizcn. This naticnal commitment £o ad‘\mnccit'hrl:li'\ t?,
all welfare of the German people l;-.ls rcstjed ?n rriwI:".‘\itrz?](;rnirll?{m_rrinl
hetency of German industey. In the modern ¢ & air : “-m :
fhiciency with public welfare has been made manifest in the ¢« \ p
::i'httlizn::()‘;al nr:nrkcr.“ Germany emphasizgs the \';llllCS‘ 0{ d;:é};::;
harmony and community. Worker benefits include a S,ri,flt?;h v.u_-.-.l-
workweek, unemployment }insurancc.{ i;c;:ll;}ét::a:,c:?m t:b.‘h};m‘ 3.0
[ ne reckoning, the cost of benefits & equal to abouc 80
ItJIL’:li'lw.?if(:l warker's tfke—humc pay. The nation’s hlgh 1rl$::£ Eii:
ductivity growth has enabled the German nation to provic e H \‘Wl_;"c
crous social welfare benefits, but these csp@mlly [}:em.,m; ;
programs have imposed a large burden on German business.

Economic Role of the State | |
The most important contribution of th(; German s:[;.ltcT t}u1 Lhnc“(\‘:{{:;
nomic success of their economy has been indirect. During t 1; rr;w. s
era, the German federal government and the gnvcrrfl'mcntsb?. the inc
vidual Leasder (stares) have created a stable and favorable

" Karzenstein, Corporatism and Change.
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AR G GRS, Lienr [aws afid regulations have success.
fully encouraged a high savings rare, rapid capital accumulation, apg
cconomic growth, Germany has a highly developed system of codified
law that reduces uncertainty and creates a stable business climate; the
American common law tradition guides U.S, business, aad the Japa.
nese bureaucracy relies on administrative guidance,

At the core of the German system of political cconomy is thejr
central bank, or Bundesbank. The Bundesbank's crucial role in the
postwar German economy has been compared to that of the Germap
General Staff in an earlier German domination of the Contineny,
Movement toward the European Economic and Monetary Union has
further increased the pawerful impact of the Bundeshank. Although
the Bundesbank lacks the formal independence of the American Fed-
eral Reserve, its actual independence and pervasive influence over the
German economy have rested on the belief of the German public that
the Bundesbank is the “defender of the mark™ (euro} and the staunch
opponent of dreaded inflation. Indeed, the Bundesbank did create che
stable macroeconomic environment and low interest rates that have
provided vital support to the postwar competitive success of German
indusery,

The role of the German state in the microeconotnic aspects of the
economy has been modest. The Germans, for example, have not had
An actvist industrial policy although, like other advanced industrial
countries, the government has spent heavily on research and develop-
ment. The German government, however, has not intervened signifi-
cantly in the economy to shiape its structure except in the support it
has given through subsidies and protection to such dying industries
as coal and shipbuilding and the state-owned businesses such as Luf-
thansa and the Bundespost (mail and telecommunications), However,
since the carly 1990s, these sectors have increasingly been privatized.
On the whole, the German econonty is closer to the American mar-
ket-oriented system than to the Japanese system of collective capi-
talisin,

Corporate Governance and Private Business Practices

The German system of corporate governance and induscrial struceure
has noteworthy parallels to the Japanese system. As in Japan, power-
ful national organizations such as the Bundesverband der Deutschen
Industrie and the Deutscher Industrie-und Handelstag represent the
interests of business in national affairs, and labor is also well orga-
nized at the national level. IG. Metall, an organization that represents
the auto and metal workers as well as other industries, can speak for
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German labor in a way that the American Federation of Labor/Con-
gress of Industrial Organizations cannor for American workers. Japa-
nese organized labor, on the other hand, is fragmented into company
unions and has almost no influence on either company or national
affairs. The system of codetermination at the level of the firm has
made German labor a partner, albeit a junior partner, in corporate
sovernance,

© German industrial organization has certain noteworthy features.
One element is the prominent role played in the economy by medium-
sized, privately owned firms, called the Mittelstand. Despite the inter-
national prominence given to Germany's large corporations, such as
Siemens or Daimler-Benz, the Mittelstand constitute an important
reason for German economic success. They are major exporters and
are especially strong as suppliers of such intermediate goods as chemi-
cals and machine tools. The second major component in German suc-
cess Is the publicly owned corporations whose shares are traded freely
on the German stock market. Nevertheless, corparations such as
these are much less important in the German cconomy than in the
American economy. In fact, in the 1990s, there were only abour six
hundred fifty German companies listed on the stock market, and only
about one hundred twenty were actively traded. The frms that are
most important in the overall structure and governance of the Ger-
man economy are the bank-linked corporarions.

The integration of finance and industry has been a neteworthy fea-
ture of corporate governance in Germany. Although more informal
than the Japanese keiretsu, long-term bank-corporate ties are a cru-
cial element in the system. The major universal banks (i.e., those that
perform all financial services) such as the Deutsche Bank and the
Commerzbank are worthy of particular attention, Representatives of
these banks and of the large German multinational corporations sit
on one another's boards of supervisors. In important ways the system
of cross-ownership and interlocking boards resembles the Japanese
keiretsu with their integration of financial, industrial, and distribution
ctivities; the system facilitates the sharing of vital information, pro-
vision of less expensive investment capital, and coordination of
cconomic planning. Also, like the keiretsu, the system emphasizes
long-term relationships based on negotiated prices and supply ar-
fingements among corporations. However, German participants in
these arrangements seck to advance the interests of their particular
firm rather than those of the whole organizational alliance. It is im-
portant to note thar as the German economy has globalized, the link-
Ages berween banks and industry have weakened.

171



Banking-industry ties have reduced contlict between industrial ang
financial interests over ecanomic policy. Because of their pervasive
financial power and their linkage with key industries, che major Ger.
man banks play a central roje in the governance of industry and i,
overall strategic planning for the Germyan cconomy. While the Gey.
man corporate world, like the Japanese, is closed, the German econ-
omy itself is open, and the German legal system and codified adminjs-
trative procedures ensure thar foreign businesses will be treated in 4
legally fair manner,

The powerful influence of German universal banks over the econ-
omy is primarily a function of the considerable freedom the banks
enjoy to enter a grear vartety of business acrivices, Under the system
of universal banking, German banks can participace in almost every
conceivable financjal activity, from commercial o mvestment to mer-
chant banking. Until che 1990s, American commercia) and Investmene
banking, on the other hand, was restricted by the Glass-Steagal Act
of the carly 1930s. In this system, different activities have been con-
ducted by different types of insticutions, while German universal
banks have had a hand in almost every facet of German financia] and
business affairs. For example, industrial hnancing is supplied pringi-
pally through bank loans rather than through issuance of stock or
commercial paper. The banks also own large portions of German
companics, and the supervisory boards of German industry are fre-
quently dominated by bankers, Industrial firms prize their ties with
the banks because, in addition to ensuring lower cost capital, this
arrangement has provided security against hostile takeovers and inter-
fering shareholders,

The strategic role of banks and the close links between banks and
industry in the German cconomy are largely che result of Germany's
experience as a late industrializer. As Alexander Gerschenkron, and
Thorstein Veblen before him, pointed out, the timting of industrializa-
tion is a key factor in determining the mechanism of capital accumu-
lation and the averall structure of 4 nation’s industrial system.* In
contrast to Great Britain and the Unjted States, where capital was
mitially accumulated largely in the hands of individual entrepreneurs,
in Germany and other continental European countries there was rela-
tively little capital in the hands of individuals. In these circumstances,
the banks became che principal means of amassing sufficiencly huge

¥ Alexander Gerschenkran, Ecomomic Backwardness in Historical Perspective: A
Book of Fssays (Cambridge: Belknap Press of Harvard University Press, 1962); and
Thorstein Veblen, Imperial Germany and the Industrigl Revolution (New York: Mac-
millan, 1915},
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amounts of investment capital to e_xpc.ditc _indpstrialization and C'.ltc‘}.z
up with the industrial leaders. This historic linkage between finance
and industry has continued in both Germany apd Japan. o

The most influential of the major German 1.1111:.?(:1‘8';11 banks 1§.Iw1rh-
out question, the Deursche Bank {DB). 'I'I.\.c DR s_pwu.tal position l‘I]
the German economy may be gauged‘ hy its h()]dmg.s in the Il:ltlol} $
major corporations; it has a substantial stake in D;umler-Bcn;, GL.r-
many's largest corporation, and it also h'.l% subst'antml hnldu}gs\ in
Germany's leading insurance company (Allianz), its larpest reinsur-
amce company (Munich Re), and its m;z.jnr‘ dcpartmmr store ch.-‘nn
tKarstade). The list of blue-chip companies in which DU has a e
stake could easily be lengthened. In addition, members of the upper
management of DB are on the supervisory boards of over one hun-
dred fifty German corporations. o

German government policies have supported and reinforced the po-
siion of Germany's major private banks in carporaty ;;ovc‘rn;mcl(ff
Corporate law has empowered banks by giving considerable .nghlsh.m
minority shareholders. For example, corparate 1;!“’.1'1;18 required ¢ 1[
73 percent of the shareholders in a puh_llc COrpOration must approve
any change in the corporation’s capitalization and hcnr‘;c in the g(‘;\’(—
erning structure of a firm. This means .1‘}1.'.1[ a l.);ml.c with nnliy.' .-.1 .I.v
percent share can block change. Since, in certain circumstances, the
banks can also vote the shares of their account holdcr_s, this provides
banks with considerable influence over corporate gff;urs.

The governing structure of Gerl_'n;m indusery is affected by rh;
German government's tolerance of the concentration of ecmmm;‘(.
power, by harizontal cooperation, and by the Imkggcs bcrwccn. 1-
nance and industry. Despite the fact that the American Occup;?t_mn
after World War II attempted to wipe out the Germa_n cartel t.radmon
and to promote an antitrust mentality, this mentality remains rela-
tavely weak in Germany. The decision of thc.Gcrr}'um government 1tu
permit Daimler-Benz to acquire Messc_rschrpitt-Bn]kow-Blohm, Ger-
many’s largest defense and aerospace firm, is an example of German
tolerance of the concencration of economic power, fSIul)se‘quent-
ly, Daimler-Benz climinated its interests in Messerschmitt-Bilkow-
Blohm.

GeTn:au management is less restricted by sh-.lrchol_dcr concerns
about annual returns on their investments than is American manage-
ment. Freedom from outside scrutiny has unfortunately sometimes
Protected the incompetent, but it has enabled German management
to pursue long-term plans. This situation began to change in the laltc
1990s, buc previously, management independence had been greatly
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e e L on L DOdeas. I Germany, chere s bath
A supervisory hoard, comparable to the American board of ditectors,
and a management board, composed of the chief execurive and top
management. While, in theory, the supervisory hoard is the Superige
bedy, in actual practice the management board, which is full-time
and functions on the basis of consensus, is frequently dominant, This
empowernient of management strengthens management’s ability 1o
make long-term straregic decisjons.

The structure and governance of German industry is also signif-
cantly influenced by the negative German actitude roward corporate
takeovers. The methods used to prevent hostile takeovers are legion;
for instance, companies may simply stay private, stock may be distrib.
uted to increase resistance, blocking minorities may be employed,
Cierman corporate law can be utilized ro discourage rakeovers, and
voting rights can be restricted. Whereas in the United States, corpo-
rate takeovers are defended as a blunt bur effective means to guaran-
tee high performance and to demonstrate the ultimare responsibility
of management to the sharcholders, in Gertnany takeavers have heen
reparded as destabilizing and destructive of important long-term busi-
ness rcl:ltiunships. A number of American executives discovered this,
to their chagrin, when they attempred to gain conteol of the Deutsche
Bank. This attitude has made corporate takeovers and struggles over
corporate governance rare in Germany, and German banks have sel-
dom sold their stakes in German corporations, This sitvation, how-
ever, began to change in the late 1990,

SIGNITICANCE OF NATIONAT DirFERENCES

This chapter has analvzed and compared the three national systems
of political economy dominant at the beginning of the rwenty-first
century. The American system mcorporates neoclassical precepts re-
rarding the organization and functioning of an economy intended o
maximize consumer satisfaction and facilitare adjustment to change.
Many other countries consider the social costs of such an economy
to be too high because of their impact on poverty and on those who
lose through economic developments. The Japanese system places a
high priority on social harmony and national power, but its critics
consider that system ro be inflexible, mercantilistic, and unresponsive
to the concerns of other societies. The German emphasis on the social
market has many of the virtues and vices of both the American and
Japanese systems. Although ¢ach of these ecanomies wis experiencing
imporrant changes at the rarn of the century, they remained distinctly

174

ditferent from one another, and th.eir tundamental differences are sig-
nificant for the nature and dynamics of the worlc‘l cconomy.

The significance of the differences among national economies be-
came more and more apparent in the late 1960s :}nd 1970s as a cont
sequence of the increasing interdcpcnd?nce of national economms: .As
ecanomies became more integrated with one a_nothcr, the domestic
and international spheres became more closely linked to one another,
and national policy makers became more’and more copcerncd.about
the domestic economic structures and private economic practices of
other societies that might affect the welfare of their own citizens and
nations. As these national differences have bcc¢)n1c more mgmﬁcnnr,
several questions have arisen: (1) Is one national system superior to
the others, and should it therefore be the model for ocher economies?
12) Do national systems of political economy compete with one an-
other in a "Darwinian struggle™ for survival and dominance? and (3)
Are systems of political economy converging?

I ONE SYSTEM SUPERIOR TO THE OQTHERS?

At one time or another during the postwar era, one or another na-
aonal economy has been declared superior. In the 1970s, the German
system of the Social Market was assigned credit for the postwar ch-
man “econontic miracle”; as one enthusiastic writer stated, West Ger-
many had become a juggernaut and a challenge to al]. other econo-
mues. In the 1980s, actention shifred to Japan, which was then
enjoying a huge trade surplus and a rapid rate of. economic growth;
at thar time, the Japanese system of srare-led capiralism or develop-
mental state capitalism became the envy of the rest of the world and
the model to be emulated. Both Germany’s and Japan's stakeholder
capitalist systems were judged superior to America's shar_eholdcr
{stockholder) capitalism, in parr because the former were believed to
free corporate leaders from short-term sharcholder demant.is f(.)r
higher dividends and thus to enable them to vake a long-tcl.'m view in
their investment and other decisions. When Japan plunged into a seri-
ous financial crisis and recession in the 1990s, the prize for best per-
formance went to the United States, whose cconomy was booming
throughout much of the decade; American pl{blic officials, econo-
Mists, and commentators announced that America’s shareholder and
free-market capitalism had proved superior to all others, The out-
standing success of the American economy, r_rmny'argued, was due to
the fact that in che 1980s and 1990s the United Scates had_ Cl’c:'.l'l'ed a
ovel type of cconomy based on a “New Economic Paradigm.” The
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ST e g, ANCACANS prociameq, should adopr thejr Mode|
of deregulation, open markets, and minimal government inrervention
in the economy,

The claim thar ane economy s superior to others s difficuly to
assess, Nations differ Breacly in their standards of Judgment, Shoylqg
one apply such crireria as the rare of economic growth, the CXtent of
economic equality and soci| well-being, or perhaps whar some have
called a “misery index”? National valjes obvious[y differ on these
matters, The French, for example, rejece whar they consider to be the
ruthlessness of America's emphasis on the market and jes insufﬁcicm
atention o the problems of income mnequality and CCONGMIC inyegy.
rity. Many American observers, on the other hand, believe thar the
overly protective nature of the French srage iy Largely responsible for
France’s economic troubles, espectally its very high rate of uneniplay.
ment. In shorr, ap £cononic system strongly reflects the values of the
society in which ir jg embedded and muys; be judged, at least to some
exXtent, in terms of those values. The Japanese keiretsu, for example,
would certainly be incomparible wich American Opposition to congen-
trations of cconomic power.

The most objective measures of national ceonomic performance are
Ul economy's rates of economic ang productivity groweh, FHowever,
even these measurey have limitacions, Productivity, particularly ip
those service industries that increasingly characterize the American
and Western European cconomies, is difficule g measure. Another
difficulty is thar when an economy is bevond a certain level of eco-
nomic development, s performance 4t any particular momenr jg
more a function of the phase of the business cycle than ot the ccono-
my's inherent fearyres, Although economiszs and governments do ot
yet know how to Manage an economy to avoid the business cycle,
A government’s use of macroeconomic policy obviously significantly
influences national economie perfarmance,

Despite the difficultics of the endeavor, the effort to determine
whether particylar €COnOmic arrangenmenrs yre superior to others has
engaged many scholars. Karl Marx, Joseph Schumpeter, and Alexan-
der Gerschenkron have been among these scholars, One theme of
these early wrirers as wel] S MOre recent commentators is thar the
stage or timing of cconomic developmen determines the nacure and
appropriateness of an cconomic system. Fach stage in the evolution
of technology and other aspects of capital accumulation i said to
require a different form of economic and sociotechnological organiza-
tion, Gerschenkron, for example, argued that the method of capital
accumulation (by business enterprise, banking System, or state) was
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i ! the conomic development. Whereas
Jecermined by the tuning of cconom P

icain and the United Stares, as early industrializers, relied on L'ilp'll‘:ll
o lation by entreprencurs and by shareholders, Germany and
.1ccumll.- late starters emphasized accumulation by powerful banks,
rdp{ﬂl?UéSR ‘:md China as late, late developing countries depended
RIAIS : :
. sm'm-’k‘:d C“-I’lm‘l EFcugl-Lfldt:in‘forrh by business cconomist Alfred

A similar theme has been s e e the denlomn,
Chandler (1977) and other scholars. E..?L SEAR e development
of technology, this position ;:Fgucs. rcgu1r<1:snt]1:t\i\trlilil(:n‘:i);:m: q;,m.m[
trutional areangements, [n fact, natonal i al and - etal
:E-]u[l'lll'ltrtl:1:'i11;; is fi‘cquuutly necessary o ke ;u;lv;mll:;fgc ({f “10[::; t:r:fcl
;1[;1(-,gics_-u_= For example, it could be ;'lI?gLiC(.‘i that che Q[;ul*i : ]m{.m&
wheeling American ecottomy is appropriate for t]‘lt". agc} (.)r tﬂ::“b],; .md‘
Whether it is correct or no, rh_ls Argument suggc‘efts ltl*l:l -\m-,rher 'for_
adaptable economic and other institutions are demr:; ).L.- ! ot for
mulation of the evolving institutional requirements for LTC) ) th.ro“
cess has been set forth by Robert W-.ldc in his urgu}l.m-lftllsiﬂi ;(‘Iu\'tr‘i-;l‘.
the Jupanese and East Asian economic 1110ch of hl'fT:L- ¢ lil- “L-c[;ff
ization and capital accumulation is appropriate for uf}:rzon t_,n.um .,]_‘
the American system of MANINIZING rerucns rhrpugh t‘u."up’r_u o .1,{.
lncation of the existing capital stock and national savings may be

i ic stability in an induserialized
better suited to maintaining cconomic stabiliey in an induseriali
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cconomy, ‘ N .
Anaother approach to understanding superiority Ih.ls been t.ll:!t_”w)_
Jeffrey Hart in his book Ripal Capitalists: International C.rm;;;q‘j ; e
B Al B o ) ) ’ 2y, c
ness an the United States, Japan, and Westorn Eurr_:pé {1 . 1
argues that “variations in state-societal arrangements” determi ¢ o
. ‘ it 85 TolsF : nes.
success and international competitiveness ofvrmr}mnal CL'UHO;,‘_;for
\ : i s made . -ase tor the superior perfor-
And Peter Katzenstein has made a strong case f _ ‘p“ A oo
mance of corporatist small West European countries,* . ,l
atist . ‘ countrie hou

these ideas provide useful msights into the refationship of nation

Ll kL 100 I8 Aemericin
* Alfred . Chandler I, The Visible Hand: The .’\f.i.m..:_,‘: il R- ' ;;;;:r;.) Wi Americ
Business {Cambridge: Belknap Press of H'.lr\";lljd Ulmv_cmt_v I‘r.&.st.- [.]; ’ 1 -
* Carlotta Perez argues thar an economy's institutions must be lIltf.kN the dom
nant technologies of an era. See “Structural Change and Assimilation of CT‘ ol ol
oftes ::I: the Efunomic and Social Systerns,™ Futures—The fournal of Forecasting an
] : -75.
Planning 15, no, § {Ocrober 1583): 357 dive of 1997 Coe s
" Rolfert Wade, “The Asian Debe-and-Developaent g;:.n Ilztﬁl_.s‘;', ke
Consequences,” World Development 26, no. 8 {,-'\up_usl‘"l ! J, et e e
“jefﬁ-ey A. Hart, Rival Capitalists: Internationil F'“”T'"P i 8 .qu ’
States, Japan, and Western Europe (Ithaca: Cornell Ihuvrruq n.m.l Lo ..F. e
" P;ter Katzenstein, Small States in World Markets: Industriaf iy in Furape

1e1: Cornell University Press, 1983).



sENEens ancd economic suceess, economic performance is ultimarely 5
funcrion of many factors and cannot be complerely explained by any
particular institutional arrangement. Morcover, as the contributorg
to Suzanne Berger and Ronald Dore's edited book, National Diversity
and Global Capitalism: Domestic Institutions and the Pressures for
National Convergence (1996), amply demanstrate, different socicties
use different institutional arrangements to perform the same eco-
nomic functions.” Although an economy may horrow “best practice”
techniques and instirutions from one another, as happened when the
United States and others adopted fapan’s system of lean production,
there is ne one-to-one correspondence across national economics be-
tween structure and function,

It is certain thar some economic systems have failed miserably, no-
tably the command economies of the former Sovier bloc, and this
suggests that there are some minimal requirements for economic suc-
cess. Nathan Rosenberg and L. F. Rirdzell demomstrate, in Howe the
West Got Ricl (19863, that government policies and socioeconomic
imstitutions must facilicare efficient, flexible, and mnovative econemic
behavior.™ Whether through an unferrered marker mechanism or
some form of strte interventionism, a SOCIErY MUSE Create incentives
that encourage entrepreneurship, innovation, accamulartion, and effi-
cient use of the basic factors of production {especially through invest-
ment in capital and skilled labor). Sociery musr also reward innova-
tive activities and support the cconomy’s ability to adjust to
economic, rechnological. and other changes. However, such objec-
tives as these can he fulfilied by differing economic institurions and
practices.

The outstanding performance of the American cconomy in the
1990s and the dismal failure of many other economies convinced
most Americans, as well as many others, thar the American €CONONLY
should be the mode! for the rest of the world., Throughout most of
the deeade, the United States enjoyed a high rate of economic growth,
low unemployment, and low inflation, while Western Europe had a
low rate of economic growth and a very high rate of unemployment.
Afrer the collapse of its bubble economy 1n the carly 19905, Japan
entered a serious financial crisis and, somewhat later, a recession. Al-
though the other Pacific Asian economies posted spectacular rates of

¥ Suzanne Berger and Ranald Dore, eds., Natiosnal Diversity and Global Capitalism:
Domestic Institutions and the Pressures for Nutional Convergence {Ithaca: Cornell
University Press, 199¢).

* Nathan Rosenberg and L. E. Birdzell Je, How the West Got Rich: The Economic
Transformation of the industrial World {New Yark: Basic Books, 1986).
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economic growrh throughout most of thc"l99l)s, they were hit by a
severe financial crisis and recession in the fall of 1997, The economic
pace slackened in China, and the Russian economy was a disaster.
Thus, for a period in the late 1990s, the Unired States was an eco-
nomic oasis 1n a glabal economic desert.

American officials, business leaders, and popular commentators at-
iributed the prolonged success of the American economy to funda-
mental changes that had occurred in the 1980s and the 1990s. Pr9p0~
nents of the "New American Economy” -.1r_gucd that the Ar.ncnt{m
cconomy had been transformed by several tactor§: deregulation, in-
creased openness to the global economy, downsizmg’ and restructur-
ing of American corporations in the 1980s, and rapld techntilog{cal
advances (especially in the computer and information technologies)
that increased national productivity. The globalization or openness
of the American economy to imports kept prices down, decreased
inflationary pressures, and hence permitred the Ff:(fcral Reserve to
pursue expansiomary economic policies. Deregulation of tht.: Ameri-
can economy made it better suired than its Japanese and European
competitors to take advanrage of the digital rc\_rulutinn. Some ;lilechl
that the producrivity and international competitiveness of the Ameri-
can economy have significantly increased and surpassed the rest of
the world, Many even proclaimed that the American economy had
transcended the boom-and-bust business cycles of the past.

There is no dispute abour the overall success of the American econ-
omy in the 1990s. Excellent management of the economy by the Ifed-
eral Reserve as well as an upswing in the business cycle cerrainly
played an important part in this success. However, it has_ not yet bec_n
demonstrated that the United States has created a superior economic
model; indeed, good luck has played a role in Amcrican. SUCCess, For
example, the victery over inflation and consequent low interest rates
can be attributed in large part to the fact that the rest of the wpr]d
economy was in recession in the 1990s, Murcovcr,‘ the Afnerlcan
economy benefired greatly from a huge inflow of foreign caglta‘l that
buoyed the stock market; indeed, by the late 1990::;, .Amcnca s na-
tional foreign debt had reached approximately $1 trillion. Economic
expansion was also funded by the virtual elimination of person_al sav-
ings and a huge buildup of consumer and corporate dcbt._ Rap1d_c_co-
nomic expansion was accompanied by increasing income m.cquahtl.es,
job insecurity, and serious social problems. Despite the impressive
achievements of the American economy in the 1990s, one must re-
member that it is dangerous to argue that the American or any other
cconomic model is and will be, for all time, superior to others.

179



LA NATIONY COMPETE WITH (ONE ANOTHER?

Tllc Cllnm!n. Administration assumed power believing that pursuit of
A “competitiveness strategy” would restore the international competi-
tiveness of the American economy. The United $tates, as the Preside
told the American people, is “like a hig corporation mmpcti.n in
the global marketplace.” Clinton raised the competitiveness issu% 11:1
response to America’s huge trade deficit and to growing conce l
ahnu_t the deindustrialization of the economy. The imme’mc tmcrin
deficit with Japan alarmed the Administracion and cmwincc:d m-.l X
tI‘_mr the United States had hecome noncompetitive with [apan u :1‘)‘
cmll.y in high-tech industries. The newly elected President crtl-;lt.ct{ il:’w
National Economic Council in response to these c:mcci‘ns 'mc;
charged it ro develop a national strategy to dea! with such pr(}blclm
About the same time, many West European leaders also began tn
cxpress concern about the international competitiveness of W::stcrn
Europr{. I?‘l June 1993, Jacques Delors, then president of the Ellt‘upﬁn
Commission, stated that the European economy’s mast basic pmblc:m
was !nss of international competitiveness. The fundamental reason
for high unemployment, he proclimed, was that Europeans Wcr.e\ no
lnn.ger competitive with the Americans and the Japanese, and the so-
fution should be to increase competitiveness in high-tech industri.ﬂ
Othgr West Europeans have also spoken of the intense glohal cco-
nomic struggle. Many political leaders and the general publiﬁ began
to believe that the economic weli-being and even the political survi\;'ll
of Western Europe was at stake in this international struggle A'I-
though both European and American concerns moderated in tht: late
1990s, concern over competitiveness continued to be very much alive.
The idea thar natiens qua nations are engaged in a zero-sum com-
petition for market share and cconomic superiority is ;m:;thenn to
every mqinsr_rcam economist. It was economist Paul Krugman \;ho
in an article in the Foreign Affairs-journal (1994), launched the attack‘
on the Clinton Administration’s competitiveness strategy and even on
the very idea of national competitiveness.” Krugman previnusly had
_bcen a principal author of the theory of stracegic trade and chus had
mad\fcftentiy contributed to the intellectual rationale supporting the
Administration’s policies. In a series of books and articles, Krugman

a :
The question of whether national differences lead i '

" The . to economic and polincal con-
flicts is discussed in my book, The Chailenge of Global Capitalism: The I"kl'/m!a' E:on-
on:‘yl:n t]b;.!:(st Century (Princeron: Princeton University Press, 2000) Chapter &

aul R. Krugman, “Competitiveness: A Dangerous Obsession,” Forei i
73, no. 2 (March/April 1994): 28-44, weion.” Foreign Affas
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subsequently moderated his former enthusiasm for strategic trade and
arpued that international economic competition takes place berween
adividual business firms and not between national cconomies. Krug-
man and other American economists have noted, mareover, that since
imports comprise just a small fraction of the American economy, the
principal competitors for most American firms are other American
frms. And interfirm competition is beneficial, because it rewards effi-
cient producers, benefits the consumer, and leads to maximization of

world wealth,

Whereas some individuals and governments believe that nations are
enpaged 1n a0 win-or-lose ccottonie struggle, cconomists argue that
free trade and international competition benefit cveryones indeed, ac-
cording to the theory of comparative advantage, cvery nation hus a
comparative advantage in something and can therefore be a winner.
The mercantilist or geoeconomics position of the Clinton Administra-
tion that emerged from belief in the win-or-lose struggle, Krugman
correctly warned, would produce ill-conceived and reckless policies,
including wastefu! industrial policies and confrontational rrade poli-
cies. Moreover, he warned that emphasis on competitveness diverted
attention from such fundamental problems as America's low savings
cate and the declining skill level of an alarmingly large portion of the
American workforce. Indeed, in the 1990s the United States found it
necessary to import large numbers of enginecrs and sciengists to staft
its yrowing iformation economy.

As Krugman has pointed our, the most appropriate measure of an
cconomy’s performance is its productivity and not its balance of trade
or of international payments.” The national level of productivity and
the rate of productivity growth not only constitute the true measure
of an econamy's performance but also determine a nation’s long-term
well-being. For this reason, Keugman and other economists have no
objection to the term “international competitiveness,” provided that
such thinking refers to national productivity and gives rise to im-
proved government policies to increase national savings and invest-
ment in capital goods and in skilled labor.

It should be painted out, however, that economic policies designed
to increase a nation's rate of productivity growth do not necessarily
have any effect on a nation’s balance of foreign trade and interna-
tional payments, although many noneconomists believe that there is
a dircet causal relationship. The trade balance and payments balance
of an economy are determined principally by its savings/investment

i o . . Lo . N
Productivity is a measure of the ratio of national output to natonal input.
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more, the productivity growth of one econamy does not necessarily
harm other cconomies and may even raise the economic welfare of
others. For example, increased productivity of one CConemy can jm-
prove the cconomic welfare of its trading parrners by making the
former’s exports less expensive. As a case in point, no one could deny
that the high rate of productivity growth of the Japanese automotiye
and electronics industries has benefired American consumers enor-
mously and has forced American firms to tnerease their own produyc.
tivity and competitiveness in price and qualiry.

Although nations may not compete with one another in a narrow
CCONOMIC sense, nations can be said o compete 1n i broader sense;
that is, in their ability o manage their economic affairs ctfectively,
At particular times, certain mational economies are obviously superior
in cheir ability o fashion and implement policies that promore eco-
nomic and productivity growth. Beneficial cconomic policies encour-
age savings, investment, and education, and also facilicate rapid ad-
justment of the private sector to cconomic and technological change.
Swedish economist Guanar Eliasson stated that competitiveness ean
be defined as a nation's ability to renew irself. In this sense, competi-
fveness is ultimately the ability of a society to transform itself contin-
uously in response o economic, political, and rechnological changes,
The stare and irs policies muse play a central role in transformation
and adjustment; markets alone will nor sucteed. The state must ad-
dress such issues as market failures and the provision of such public
gonds as R & D. Eliasson believes that competitiveness depends on
the cconomy's flexibility both to adjust relative prices and ro modify
industrial structures by scrapping obsolete economic activities and
thus releasing labor and capital to facilicare the development of viable
new businesses. The capacity of an cconomy to transform itself is a
crucial characteristic in the global struggle to determine which na-
tons will develop a comparative advantage in those industries and
CCOROMIC activities MOst Important to economic welfare and national
power.”

The concepe of the “competitive state” emerges from ideas ex-
pressed by Eliasson and mcorporates Krugman's argument that it is
firmes and not states chat compete. The competitive state concept also
incorporates the fact that firms are increasingly mobile as they seek

¥ Gunnar Eliasson, The Knowdedge Buse of an Indusirial Ecanumy (Srockholm: In-
dustrial Institute for Economic and Social Research: diseribured by Almavist and Wik-
sell International, 1988).
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rhe most atrracnve locanons in the gluhul.ccunomy. ' Murco\:cr,lt
recognizes that governments cannot pick winners and that the (I.houe
of technologies must be left up to the private sector. According to
this concept, however, governments should be active and sl_muld not
[eave matters to the marker alone. As Vincent Cable h"n p:)ln}:cd.()11t,
1 "competing natien™ attempts to strcngthen. the position of its firms
in the global economy and artract foreign investment th{ough cre-
arions of a pool of highly educated, flexible workers, an efﬁc_u:nt phy-sl-
cal infrastructure, sound economic policies, and an attracuve.quallty
of life.” Such a competition strategy has been employed effectively by
Singapore and has been adopred by Britain, Irlcl:lnd, and other coun-
tries; Germany is alse moving in this directfon. Ho\\rf’:vcr. ;1[10Fher
significant example of a successful competirive state is the l.Jm.ted
States. In 1980, for example, responding to fears of dclndl{srrlahza-
ron, the Congress passed the Bavh-Dole Acr thar, for the first time,
permitted universities to patent the results ‘nf fe‘cjic‘rally funded re-
search and to license chose results to private firms.™ Subsequenr legis-
lation has strengthened this corporate-university alliance as a ‘kcy ele-
ment in America’s competitive strategy in the area of high-tech
industries. Many observers, however, do fear this could prove harm-
ful ra the universitics over the long term. _

CONVERGENCE, HARMONIZATION,
or MuTuarL RECOGNITION?

There are several possible solutions ro problems engendered by'na-
tional differences that have created obstacles to the smooth funcrion-
ing and full development of the global economy. Differences could be
eradicated or moderated eicher through the functioning of the. giarket,
as neoclassical convergence theory suggests, or throug.h political ne-
gotlations ta achieve harmonization of national practices. The con-
Vergence position requires patience, as it posits tl.mt 11;1.t10n;11 systems
will converge through the operation of markets in which, over time,
economic forces will cause nations to modify their economic struc-
tures and business practices. Harmonization, on the orber hand. is
based on international negotiations and reciprocity leading to elimi-

" The implications of this fact are developed by Robere Reich, The Wark of Nations:
Preparing Ourselves for 21t Century Capitalism {(New York:. Knopf, 1991). .

" Vincent Cable, “The Diminished Nation-State: A Study in the Loss of Economic
Power,” in Whar Future for the State? Doedalus 124, no. 2 [spring 1995): 48-§ C-._

" This development and its potential dangers is discussed by Eyal Press and Jennifer
Washbura, “The Kept University,” Atlantic Monthly 285, no, 3 (March 2000): 39-54,
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nanon ot national differences; the Negotiations between Japan and
the United States over the Structural Impediments [nitative (SIN) in
the lace 1980s is a prime example. Both methods of accommodatien
are slow, and the larter can be very confrontational, Still a third way
to deal with national differences is by applicacion of the principle of
mutual recognition, in which nations agree to honor one another's
economic and busincss practices. Indeed, niutual recognition has beep
central within the movement toward European and, o a lesser extene,
North American regionalism,

Convergenee

According to neoclassical convergence theory, economic interdepen-
dence will ultimately lead to a convergence in economic performance
among national cconomies as rates of economic growth, productivity
levels, and national incomes move toward one another. Many writers
even argue that economic globalization necessarily forces convergence
of the structural features of an economy and of private economic
practices and chat, therefore, national differences will disappear.
These persons argue that intensification of globa! economic compet;-
tion, expansion of trade and foreign direct nvestment, and interpene-
tration of national societies necessitate that socicties adopt similar
domestic institutions and cconomic practices. As other countries close
the economic and technological gp with the more developed econo-
mies, the role of the marker will become more cenceral in cach econ-
omy; then the policy prescriptions of neoclassical economics—eco-
nomic openness, neninterventionism, and the like—will increasingly
guide the economic activities of that society. Many American econo-
mists and public officials argue thac the superior performance of the
American economy in the 1990s and the weaknesses of the once-
envied Japanese and other Pacific Asian economies have made the
American economy and the free market the model for the world.
Some observers even proclaim that the convergence process leads the
world toward individualism and political democracy.

The neoclassical position assumes that national variations in eco-
nomic performance are a function either of a catching-up process or
of a country’s failure to manage its economy according to the policy
prescriptions of neoclassical economics. In this view, the ourstanding
economic success of Japan and the East Asian Newly Industrializing
Countries (NICs) was caused by their having had the advantage of
hackwardness and their abilicy vo apply the experience and technol-
ogy of the more advanced economies when they mobilized national
resources to expedite economic growth. Then, as countrics develop,
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thev will inevitably converge toward the neoclassical mo.dfil cTI 1 rlmrl;
ket economy. As these countries draw close to the more n u:\.trm l.th.l '
countries, their growth rates will slncl.\'cn, ;jmd they wnlI. ‘e\ientu.l .}1
settle down as more “normal” countries with more typical norma
crowth rates.
Lr:;‘;\tcl:: :}11: end of World War 11, there has indeed been convergence
in economic performance among the more ;1dvar1ccdle‘c911§1?1cs. C;).n-.
vergenve in productivity levels ;u‘ld other economic in éu.i.tofsli?1‘-1(?
raken place berween the Unired States and t.hc utlhcr.m L;;Nt[‘l.fu.(..
ceonomices largely as o consequence nf trade III!cr;lIw.anfm. i;n‘\-c‘u.r;
the gap between rich and poor countries has -.1cFuaily mdcm :.iu.cp-
in the case of the East Asian and a few thcr lndust‘nahung ulino
mies, Some explain thar most poor countries have f;ulcd. o cate up
because convergence can work only when pplltlcnl. social, and cw-‘
nomic nstitutions are conducive to economic -;luvr:iopmcnt‘ ,-.u‘id -.11rlt
supportive of inward flows of capital :1}1d tcchn(‘)lng)’;. thlrf.\.l. mn}(.1
tions did exist in East Asia. The East Asian experience lI‘Idl(..‘.d‘tC'S‘ that
convergence between developed and lcss developed m.un\rrw,s.ls not
automatic, but, as Robert Barro has pmf:tt:d oul, requires an Appro-
priate social and political infrastructure. . "
Another possible reason why so many less dcyclopc uulm.t]r?.\’
have failed to catch up with the developed cconamies is supplg;( Iy
the new growth theory. In that theory, an initial ""d“‘“rj"‘ﬁl;c ,(f Im}c
country over another in human capital can and usu;lll?/ wil ‘r‘u....\u’thz.ri
a permanent difference in income level be.twccn the ‘t.m.mtlnlus.‘ v,rl;.
happens particularly when the (‘iifferenccs in l'mman L.;lp.ltﬂ. <1Irt, t~i]
large. Developed countries rich in human capital can s-us.t:;ln‘ a mu:_
higher leve! of economic outputr than can less dcvclo[?c c,n'lmitn s
with a low level of human capital; thus, the former will be .lbg to
maintain a decisive lead indefinitely by gencrating more new s;!»:uu.',s
and investmenc than the less developed economy can generate. Thus,
even though peor countries may be gaining in wealth, cthe gap be-
tween them and the rich will continue. .
If convergence in economic pcrfnrman;e .lms. ch:n Wcalq and u‘n
even, what about convergence in economic institutions anc bgmmss
practices? With economic globalization, is the \..vorld graw_tatmg..to;
ward the American free market model? [t is certain that" thp mcrc:l(.isln;_,
ntegration of national cconomies has cncouraged socwt.u"s t(f: F i)pf
particular institutions and practices proven especially successful else

* Robert ]. Barre, Economic Growth and Convergence, Occasional Papers No. 46
(San Frapciscor lnternational Center for Feonomic Growth, 1994).
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United States, Grear Britain, and elsewhere exemplifies this phenome-
non. But this does not necessarily lead to the conclusion that eco-
nomic globalizarion has been homogenizing domestic economies. The
only significant examination that [ have found of whether or not insti-
tutional convergence has really occurred is tn Berger and Dore’s ed-
ited volume, National Diversity and Global Capitalism, mentioned
earlier. In a number of case studies, the contributors to this excellent
volume (all of whom are experts on ane or another of the economics
examined) seek to determine whether or not convergence of institu-
tions and domestic practices has been occurring; the volume reaches
the fallowing conclusions:

e N L L R I T U I S PR R TNV I R [V PRV Y 4 X3

(1) Despite some convergence in macroeconomic performance, very
lictle convergence has taken place at the level of national institu-
tions. National institutions tend to be "sticky ™ or, in the language
of economics, “inelastic.” Societal changes are usually very
costly, strongly resisted, and exceedingly slow.

(2} Differing bur equally effective systems of corporate and other in-
stitutions within national societies limit the need for convergence
to achieve particular objectives.

(3} External pressures may require a response or outcome, but the
character of the response is largely determined by domestic fac-
rors and is pot limired to a unique or single response.

{4) Convergence of national institutions has been subject o interna-
rional negotarions; it can seldom be wdennified as an auromatic
conseguence of glohalization,

(5) The domestic effects of globalization are larpely determined by
states rhemselves.

Despite this impressive study, evidence suggests that important
changes in economic behavior and structure have been taking place
in a number of countries and that these changes tend primarnily ro-
ward the American model of shareholder capitalism. The two most
notable examples of this development are Germany and Japan. Yet,
one should not jump to the conclusion, at least not yet, thar the Ger-
man and Japanese economies are shedding their distinctive features.

The German system of stakeholder capitalism came under severe
pressure in the 1990s. The unification of Germany in 15989 imposed
a very high and continuing financial burden on the German economy;
Germany has been required to pump substantial funds into the back-
ward economy of the former East Germany. In addition, German in-
dustry has had to deal with high labor costs (both wages and welfare
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rency. The tension between the costs of the overly generous Germap
welfare state and the need for greater economic efficiency has consti-
ruted 2 serious problem and has encouraged German firms to estab-
lish production facilities in Eastern Europe, the United States, and
clsewhere. Moreover, Germany for many years has had to contend
with a chronic high rate of unemployment {over 10 percgnr). Most
importantly, Germany has become increasingly aware that fundamen-
ral reforms are necessary if it is to meet the combined chul]cnges.of
cconomic globalization, European economic integration, and the in-
creasing importance of the Internet and information economy. The
growing pressure to internationalize production and o significantly
increase the capital available to German industry to further the devel-
opment of high-tech industries has placed a severe strain on the Ger-
man “Social Market” economy.

One of the central tasks of reforming and restructuring the chnlan
cconomy to bring it into the information age entails eliminau.on. or
at least significant weakening, of the close bank-industry 3“13.1'1‘(.‘85;
these powerful alliances are held together by webs of cross-hpldmgs
and interlocking directorates, This system has a number of major neg-
ative consequences; it has tied up large amounts of capital in tradi-
tional industries and discouraged individual entrepreneurship. In or-
der to cransform itself into a high-tech information ¢conomy,
Germany requires large amounts of capital to invest in new industries;
such a need prompred the unprecedented decision of Daimler-Benz to
list DaimlerChrysler on the New York Stock Exchange, a move that
required the company to break with tradition and to open irs hooks
to oursiders. Similar remarkable changes are taking place in Germany
itself in response to the growth of a sharcholder menta'liry that is
creating a more vigorous and innovative German economic system.

Several events in early 2000 signaled that a significant change in
the bank-industry alliance was taking place. The first dcvclo_pment
was the bid of the British firm Vodafone AirTouch to acquire the
German firm Mannesmann A.G. The initial reaction of the Germa_n
government was to denounce the threarened hostile takeover as “anti-
German” and contrary to German culture. Germany has a[ways. had
a strong preference that German firms merge with other r_m_rmnal
firms and has opposed hostile takeovers. The intense opposition to
hostile and cross-boundary mergers has been due to a corporate cul-
ture that favors consensus and the interests of such stakeholders as
labor. In the past, a German bank would have stepped in :mc_i usc.d
its own capital to save the threatened German firm. When, in this
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teature ot German economic culture was changing.

Another and even more important example of the profound change
raking place in the German €conomy early in the year 2000 was the
proposed merger of Deursche and Dresdner banks enginecred by the
powerful insurance conglomerate Allianz A.G. Although the Merger
effort eventually failed, it did signal an important change in Germap
economic culrure, Such an nitiative would have dismantled g key
component of the bank-industrial system and led to the loss of many
thousands of jobs, an event unheard of in Germany., This develop-
menc in turn would have led to 4 major restructuring of a key segment
of the German cconomy. Efforcs to restructure Germuan ndustry have
been greatly facilitared by a new tax law thar allows corporations 1o
sell off their holdings and tnvestments without paying capiral gaing
taxes. The purpose of these sell-offs is ro enable German banks and
corporations to eliminate burdensome holdings and pave the way for
the same type of corporate mergers, acquisitions, and takeovers as in
the United States and elsewhere, As a result, Germany wiil be able
to accelerate development of a more entrepreneurial and high-tech
economy appropriate for the world of the Internet and information
economy.

These developments will undoubtedly transform Germany and
make it more of 3 “competing state.” As German mnvestors are de-
manding greater transparency in the management of German business
and a much higher rate of teturn on their investments, the shife from
stakeholder to shareholder capitalism will accelerate. Equity culture
is spreading fast in Germany and the rest of Europe, and the number
of shareholders js rapidly increasing. Yer, it is highly unlikely that the
German “social marker” economy will be whally abandoned in favor
of the American-style free-market economy. Although welfare pro-
srams will be trimmed in the interest of greater efficiency and flexi-
bilicy, the welfare state is too ingrained in German mentality to be
abandoned, In addition, the practice of codetermination has given
German labor a powerfy) voice in German firms, and German unions
have become so important in the overall economy that a Thaccher-
Reagan type of conservative ideology is unlikely ever to sweep that
country,

In Japan, the issue of institutional change has also become urgent.
Throughout the 1990s, the Japanese system of political economy suf-
fered one serious setback after another. In the carly 1990;, major
problems arose with the collapse of the inflated “bubble” economy
and resulted in a severe banking crisis; Japan’s banks found them-
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clves with o buge burden of Lmdcrlwl.-,t-orming o lm‘d‘ ‘llonns.’ :»luhs:,:
) nelv, in the late 199Qs, the East Asian economic ¢risis grea v ag
qmn-ué& Japan’s ¢conomic slowdown and financial problems. (n
T:)t)vs japa;l lunged into its deepest rcccssim? since the tzlld of Wulrﬁ
W’;ir ’II; MOreover, N Cotrast to past crises, jap;‘ms cxp@:i L.l:
crowth strategy has been unable to reinvigorate the ug.,(.)lncm:ly and ,IL:Q.
;ln-su lines are written in the early spring ot.ZO()O. Fecession Ilf‘:)p.nmth.(;
At a more fundamental Icvel.‘ J_;lp;u?'s rapidly aging 1potp1'1‘:t|;3:11(,| the
overcapacity and low proficabilicy of Imany export inc L%,‘i‘ .rtu],r, .{,m-mi
overall low level of productivity outside the export sector porte
severe cconomic troubles in the decades ahead. N e
These accumulating difficulties have caused many -!'_‘P“_“f“ﬁ_ ' ."‘
cept the tdea that a radical deregulation and rcstr.ucrur'l'ng 01 ‘t J:J'.‘II:;'.;
nese political economy has become necessary., For examp I.(.)g‘.sp.ﬂ)‘
Economic Planning Agency {EPA) publlshed a rcp;;rF in 1 d. 1o
ward the Revival of a Dynamic Econonry, in which .:t w:u:t}:;lmm.ic
Japan must cither reform its economy or face iu“g_.leri:}'f:;mm e
decline. Essential to any significant reform wuuldlbc .1{5 }1 ,conm;ly
export-led to a domestic-led growth strategy, apening O.UEJCK:, ooy
e preatly increased amounts qf m;umf;u;tu?cd 1n;p(;r,rs..‘ 0 forsign
direct investuent, and extensive dcfcgpf:mon of ¢ l(. Lf(.(;.ln‘U. .();;mmv
steps, some argue, would {ead to a significant reviva .0 | the ubcc(m;;
increase overall productivity growth, and enable J.lpdlfl lm“‘ “na;
more of a leader in the world cconomy. However, power 'u .r'(:t]z,-;.m
from the Japanese bureaucracy and from cnrreuchedll?nlvflz 1rO do;ll;;
and the seeming indifference of the Japanese people, 131‘ oubt
about the ability or willingness of Japanese political leaders to m:
rruly significant reforms in the cconomy. _— _—
l\jevcrrhclcss, Japan's natinfnal "')'“tfi'_’}“ O.f p(:lit::.? ‘::I;lrr:;:; gi;‘:n ©
: hange in a number of ways, The increased : on (o
Et.l;?;;);i:(:;:’consumcr, the pervasi\ret role of t-h'C‘J.i-lpdne?[f,l“:i:its;n-;:;
economy, and distinctive private busme‘ss pracrlu..:jar'c L.s- “i.q;{;mn[.
system of lifetime employment -.l.nd .‘iCﬂ_l()l']ty-b:ISCI p.;{v‘ is f‘,,‘-m.ltion’
because of recession and the increasing need mkt L'l[‘l o .ﬁnm
tconomy to reward the most valued younger worfcrs, ;(;0 | Undc.r
have ¢ven been forced to lay off tens of thousands of workers. ( e
severe financial pressure, some keirctsu' havc‘bCSLfll m. ulr:ra\fri:,rm.s.
members have been forced to sell off thexr.hnlldlpgs in n\;m n.:r qtm:
Corporate mergers and rcstructuririg are still ]un;tt;i‘ by :{:S.lzlnl;c;cr
dards, but are increasing; chaul‘t s t:tkc;nvcr of 1?9:11:1. coud never
have occurred in the past. A significant increase in nrubnh e in-
vestment and in the number of foreigners in the economy has ta
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tnroughout the economy, an ncreasing emphasis on return to equity
has caused firms to decrease their former concern with marker share,
The pressure for profitability and reform wil] increase as pension
funds demand Breater returns ro support the growing population of
the aged. High wages, production costs, and an avervalued yen are
forcing Japanese firms to produce more and more £00ds in overseas
plants,

The core of the Japanese industria! ecanomy is the “muain hapk
system.” In the carly postwar years, this system was very effective i
collecting natianal savings and funneling them to the indusrrial mem-
bers of the keretsn. However, this system tesulted in overly cloge
banking-industry ties and led to major incfficiencies, COrTUption, it
other abuses, The main bank system that ance pumped capital intg
keiretsu regardless of risk has tailed; it was this system that led ro the
colossal misallocation of capiral thar culminated in Japan's bubble
ceonomy. Largely as a consequence of the collapse of the bubble and
the ensuing financial crisis, the main bank systemn has been under
stramn and has been undergoing major reforms, [n addition, financial
reforms of the late 19905 have increased competition, especially from
American and other Anancial institutions, and have been torcing Jap-
anese banks to become more prudent lenders and more profit-
otiented in their practices, Nevertheless, powerful hanks and the
Munistry of Finance can be expected to remain major forces int the
Japanese financial system,

Despite these impressive changes in Japan's political economy,
there has been no significant alteration in such fundamental Aspects
of the economy as che political domination of the country by a con-
servative political, business, and bureaucratic elite; Japan's neomer-
cantilist export-led growth strategy has not changed nor has the
closed nature of the keirefsy been altered. Fundamental change will
succeed only when and if Japan moves dectsively in the direction of a
more market-oriented economy. Such a transformarion would require
greatly expanded dercgulation of the cconomy, and the Japanese
economy is still the most regulated among industrialized countries.

The overregulation of the ¢conomy by government bureaucracies has
stifled innovation, discouraged entrepreneurship, and caused gross in-
cfﬁciencics.-Dcrcgulation of the economy would stimulate entrepre-
neurship and increase productivity; it would aiso be an important
step toward opening the Japanese market 1o imports, and this would
further increase overall efficiency.
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Meanmgtal dereguiation of the Japanese economy will bc.cxl;
-mely difficult to achieve. The power of domestic interests that see
”mrcc;:ion and the emphasis on social harmony and safeguarding ic
E:OIL have contributed to overregulation. Reform :md dereg,ul:ilrmnf

would entail closing thousands of firms ;md_ putting huntdre s 0
thousands of Japanese our of work; thcreforc, it is ;1llm95t Ia cerr::;se?i'
thitt public and vested interests will remain overwhe ang yhoppowcr
ro such action. Mareover, as deregulation would wea t_n‘ the p er
of the Minisery of Finance and other incrful bure.au.cr.lcws,‘t em
agencies would also oppose any dra!ftlc reforms. It is fm{s‘truct}ve.( °
note rhat the Japanese have a quite dlffercn.t concept o cc‘fzg.u-at:]? :
than does the Unired Stares. Whereas Americans interpret ".rL‘gu a
non” to mean the elimination of rules and reguIamrs, r.he ].!?.l‘nes'ts
word for deregulacion (kisei kamwa) means “relaxation of n:;_.{u!.llt:otl:1
and not elimination.” Even though the rules may be cl'lmng%:vt\:
Japanese bureaucracy will stll atcempt to .regulat_c th%‘ s;yfsf;en‘ll e : )
theless, the task of regulation has become increasingly di cu t'as‘i]l.. p
anese firms have become more powerful -.1.nd.als SUCCESS 1;1 c.l-tu.. 1n1n_1,
up with Western technology has led to a diminished role 0111' Ltﬂt?‘l
planning and bureaucratic contrql. As the japaneselarc. we .awamr:t:
they must become technological innovators, and this requires so

astic changes in their society.

dr}l':ltcl;:t(r}:‘gf:ic;ln ccunomists};md public officials believe rhat_the so
lution to fapan's economic problems is to transform japa'ln -l?m]'f(n‘
American-type of free-market economy. However, rhe_ Japanese, li &
other Asians and most conrinenral Europeans, are fcn‘rtuI of the pOZSl-
ble consequences of adopting completely _the Ameixcanlshgtrehul_ Zr
system. Most Japanese and Europeans reject the Ang o- ;1)(.nmz.f
tion” of the economy as a threar to social peace and, in the case o
the Japanese, to economic/political mdepcndence.‘]a[).:}r:?si:ds;)cTzi
they fear, would be torn apart by the n.lthlcssnf:ss LOH&I.( ere : ypica .
of the American economy and its toleration of high levels of economic
insecurity and a large number of Ioscr.s. For thcsc.feasocrllsl. {1{;:1;:
strongly resists conversion to the American econo.mu. model. ore
importantly, changing Japan into a Weste_rn-stylc uoqom_y_:;roui y
tail 2 fundamental shift in the relationships bchCCnllnlell ;a _sd:ml
society; there would have to be much greater emphasis unl indivi .ua{)f
1sm, and some of the tight social bonds that are so char.u(:itle‘rzsnc. !
Japanese society would have to be weakened. These hurdles mea

" Bernstein, “Japanese Capirtalism,” 484,

191



S WL e rcan -ty pe Markep
Ceonomy,

Harmonization

Another possible solution to the problem posed by narional differ.
ences is harmonizarion, Whereas the theory of economic convergence
assumes that time and the market will lead 1o 4 blurring of nationg|
differences, the harmonization approach maintains that cradicatioq
of significant nationa] differences should be an explicic goal of ingey.
national negotiations, Many areas of government policies thar lend
themselves to harmonization already tall within the provinee of the
World Trade Organization and other incernationa] institutions, The
doctrine of national treatment embodied in the GATT/WTOQ, for ¢x.
ample, prohibis discriminamry taxes and regulations to be applied
to foreign firms. The Tokvo, Uruguay, and other GATT Rounds of
trade negotiations have tesolved many vexing issues thar arjse from
cultural, historic, and sovernment regulatory cradirions. All these
achievements, however, are only a small Step toward a solution of che
problem.

The first major efforr toward negotiated harmonizarion of mational
differences was made in the Tokye Round of trade negoriations; by
the mid-1980s the concept of reciprocity, or more pointedly, “specific
reciprocity,” had become the principal mechanism employed to
achieve greater harmonization among national systems of political
cconomy. Under the GATT and, to a lesser extent, under the WO
Jystem, general reciprocity had heen the rule; nations would make
broad concessions to trading partners in exchange for other broad
concessions, Underlying this negotiating tactic was an assumption
that, over time, concessions from one country to another would hal-
ance out, and everyone would benefit from A more open international
cconomy. Rightly or wrongly, by the mid-1980¢ the United States
and Western Europe believed thar general reciprocity was working
too slowly; the United States in particular believed that its trading
partners {read especially Japan) had failed ro carry out the agreements
to which they had committed themse|ves. Therefore, in place of gen-
eral reciprocity, the United States and Western Europe tesorted 1o 2
policy of specific reciprocity under which these nations would not
make any concessions and might even withdraw prior concessions if
the other party did not tulfill its side of the agreement; this position
was the rationale for the 1990 American policy of “managed trade”
toward fapan, in which the United States demanded 3 percentage of
the Japanese market in automobiles and other products in exchange
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' narket. Needless Wy, fapan
tor Japanese access to the American market. Needless to say tjh;;w
e Japle b e C . - ]
and other countries that have been the object r.)t such rre mn't e have
.;c'cplv resented it and regard specific reciprocity as an _unw%l ’ e
werferen stic affai : me spe
'.'lr.:rfcren-:e in their domestic affairs. Whatever the mgrllrs ?1,53[1"“-
3 it | aling with the increasingly import
proc ne tool tor dealing wit 3
o between iical ecconomy and the threat
en national systems of political economy :
clash berween national s . omy : e dhreas
that these national differences pose to maintenance of an open
CONOMY. ‘ . o .
u'ﬂw most contentious issues lie outside the ]umdunfm ?f IIU:L "
- \ 2 e ey REamals] N
tonal organizations, and governments evervwhere prefer tha o
T n TN s, e
ernational organization should have the ;111t_|mr|t_\ to u?ur‘la oree
o preseribe universal rules or repulations for cumluctmgl m.i \L
t \ . s it 1ts own hands.
Every government prefers to leave such matrers in its '{T n h lml A
i ) - . -, ’ (Y54 3 ) L -
the same time, however, every government (de certainly uc.r‘) dus
ness firm) would like those povernment rcgul;lrum.s. clwm)n?ltit:w <
" ' iness pracrices that constrain the activitics
Ures, ate business practices that co ‘ V1T
tures, and private busi e Tk Shiesis of
i ‘ms i ¢l arkets to be clinunared. 5
is own firms in foreipn ma | . (s obijective of
' ' 'SS pracrice OLCIN F0VE
I e regul: s and business practices o 2
transforming the regulation . joreign govern:
ments has been aggressively pursued by the Unired States and,
lesser extent, by Western Eumpc'. _ ‘ ew aren that lice
Competition policy 1s one critically important policy are: chat s
outside the jurisdiction of existing international mstitutions a cm(.:d.
’ ) o . . L ’ N . c
has become a source of increasing friction. Ecqnummts (.:(-“.1.5 nec
with competition policy refer to restrictive husu?ess pr:li.trt;t.e.r cc;)_
X ic g > expansion, and o
e St 0 econonmic growth, trade . :
pose an obstacle ¢ _ : ‘ Andl other cco
nomic goals. Competition policy applies il:() timse ldorn_:..s:z Lfm-mq e
19 ions thi ermine legal or legicimarte :
Aes tions that determine leg: forms
i el i ! icies have become significant
i avior actices; such policies have become s
business behavior and practices; suc 1 cant
i i :en the United States and the development.
sints of contention berween the United St cr
Ctates. Off T"mrwj‘ttil The antitruse tradition that artempts to prevent
stites of Las ShL. : ! H ‘ . | I
collusive business practices and concentration of c.urpnr.ucdg(t) o
the essence of competition policy in the Umt;d States, .tn L faale
rates entry into the American economy by foreign hnglm. ].[[:;HI lm[cr-
South Korean competition policies, on the other hand, no veryin o
ate bur actually encourage concentration of cnrpomltt pos T in the
torm of the keiretsu and the chaebol, Although both t tese ins m“[).,
' Irst e s unlike
are troubled at the opening of the twenry-hrs‘ft unturj, it -l[jnli-gs el
that they will be dismantled in the name of increase openness
competition. . eoecific recirocicr work ran.
Can harmonization and the policy of specific fqgl;;rnt.rtlyI. o rqi“ii
Idly and effectively enough to overcome the pull\t:j:..a prob :.‘nr\“ .h;wu
ati iff i “CESSIVE erican Admunistrations e
by national differences? Successive Americ 5
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believed that the process of economic convergence and reliance on
multilateral negotiations to overcome problems of policy, structural,
and behavioral differences work much too slowly. Many reason thar
the United States and its more open and competitive economy suffer
from efforts to pursue goals in this fashion. Thus, Americans have
supported a policy of enforced harmonization, and where this tactic
has failed, of protectionism, As has already been mentivned, the most
notable or infamous example of this approach was the prolonged and
acrimontous Structyral Impediments [nitarive (SII) negotuitions he-
tween Japan and the United Srares. These negottations, in which the
United States sought to transform impaortant aspects of the Japanese
cconomy, achieved little and left a bitter residue in Japan.

Mutual Recognition

The most simple approach to the problem of national differences is
mutual recognition. According to rhis principle, every nation should
accept the legicimacy of the rules by which other nations manage their
cconomies. For example, a multinational frm establishing a subsid-
tary m another ceonomy should be free ro behave as it does in irs
own economy. This approach has been adopred by the Furopean
Union, Except in a few basic areas such as health and nationa! stan-
dards, the members of the Union have agreed to permit businesses to
operate throughout Western Europe in accordance with the laws and
regulations of their home country. Thus, the subsidiary of a German
corporatien doing business in France would be governed principally
by German law; nevertheless, more and more business regulations are
being formulated in Brussels,

The fundamental question, of course, is whether or not the princi-
ple of murual recognition is applicable to other parts of the world.
The principle is particularly well suited to Western Europe for a num-
ber of reasons. Continenral Europe inherited the Roman and Napale-
onic legal and administracive tradicions, and, as Peter Kaczenstein has
puinted out, the nations of continencal Eurape share a concept of the
limited state; that is, the state is regarded as an impartial and indepen-
dent entity separate from society bur responsible for creating a favor-
able and impartial environment for private business. Economic and
cultural differences among the European nations are minor when
compared to those in any other regions of the globe. Also, during the
postwar era the processes of deregulation, privatization, and liberal-
ization have reduced the role of the stare in the economy and harmo-
nized to a considerable degree the economic structures and business
practices across the Continent. Both the historic traditions and other
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developments in Western Europe have fnc_il%tatcd adoption of the
principle of mutual recognition as an expeditious means to promore
the economic unificacion of the Continent, ‘

Needless to say, the conditions thar exist in Western E.urogae do not
exist anywhere else in the world. Within the North Amt:‘rlc;m Free
Trade Agreement area, although the United Srates and Canada are
very close in almost every aspect of narional life, there is an enormous
gap between rhese countries and Mcxico.in many respects; the princi-
ple of mutual recognition is hardly applicable to N.‘\FTA or to rela-
tions berween North and South America. The economic, Cll]tlllr;!l, and
political diversity in the Asia/Pacific area is even more striking. The
principle of murual recognition cannot serve as a means toward the
economic and political integration of that region and cerraml): cannot
provide the basis for a resolution of differences between the West and
these rising economic powers. At the heart of the problems is the fact
that economic and political affairs are intimately joined to one an-
other. It is therefore difficult to isolate the economy from the Pollty
so that the former may function according to the principles of neo-
classical economics. Moreover, if one incorporates religion asa vitally
important element in many of these states, as iF is in the leidlc East,
application of the principle of mutual recognition as a solution to the
problem of national differences becomes totally out of the question.

CoNCLUSION

In the early years following the end of the Cold War, there was a
prevalent belief that the clash berween capitalism and communism
would be replaced by a clash between rival forms of. Cflplt:lll?m. This
belief, at least thus far, has been proved wrong. Yet it is obvious that
increasing interdependence of national econonies h1s made legal,
policy, and structural differences among national societies 119t11 maore
important and frequently alse a source of tension and oceasional po-
litical conflict. Differing national systems of political economy consti-
tute a sertous obstacle to the movement toward an even more open
multilateral global economy. Differences in such matters as competi-
tion policy, husiness practices, and corporate structures I}.we hecome
major concerns of international trade and other negotiations.
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