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CHAPTER S LV EN

National Systems of Political Economy

ANY PROFESSIONAL cconomists and scholars of international

political cconomy (IPE), including myself, have given insuff
cient attention to the importance of domestic economies to the ways
in which the world economy functions. Fconomists regard national
cconomics as dimensionle points, while scholars of 1PE have fo-
cusced almost ¢ clusively on the international political and economic
systent. While it was never justifiable to neglect the role of domestic
factors in the study of international political economy, it has become
increasingly obvious that the role of domestic economices and the dif-

ferences among those cconomies have become significant determi-
nants of international economic affairs. Thus, study of the different
types of national economics or “pational systems of political econ-
omy” and their ¢

ignificance for the global economy has become an
important aspect of the study of international political cconomy.'

Several developments in the 1980s increased awareness of the im-
portance of the differences among national political cconomies. The
miserable economic performance of the socialist cconomies and of
most less developed countries led many observers 1o appreciate the
superiorry of the market system. The extraordinary cconomic success
of Japan and of the industrializing economies of Pacific Asia prior to
the 1997 financial crisis led revisionist scholars to declare and others
o worry that the capitalist developmental state model provided the
best route O CCONOMIC SUCCESS. International economic conflicts in-
tensified and led to charges

that one country or another was not
“playing tair,” and the increasing integration of various national
cconomies with others possessing differing economic structures and
business practices imncreased awareness of the significance of these dif-

I'he writings on comparative political ecconomy are quite extensive. Examples in-
dude Peter AL Hally Governing the Feononn

The Politics of State Intervention in
Britain and France (New York: Oxford University Press, 1986); and Gunter Hetduk,
ed., Technological Competition and nterdependence: The Search for Policy in the
United States, West Germany and Japan (Scattle: University of /A\,,;_:_Ea: Press,
1990). A polemical but interesting work is Michel Albert, Capitalisim vs. Capitalism:
How America’s Qbsession with Individual Achievement and Short-term Profit Has
Led 1t to the Brink of Collapse (New York: Four Walls Eight Windows, 1993).
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forences have more frequently become the subject of mternational ne
potiations and a factor i the prowing movement toward cconomic
vepionabism.

In the 1980s and 1990s, there was some convergence amonsg na-
tonal cconomics, and the differences among them diminished n a
namber of important respects. Nevertheless, in the early years of the
Lwenty-lirst century, fundamental differences among national econo-
mies Temain important. This point is especially applicable to the
American, German, and Japanese cconomies. These domimant econo-
imies not only influence the world economy, but they are also arche-
types for many other economies. Whereas the American, British, and
other “Anglo-Saxon” cconomies have much in common, the German
cconomy shares many features with the corporatist-type cconomies
ol continental Europe, and the Japanese cconomy has, in certain re-
spects, provided a model for the “developmental capitalist”™ econo-
mics of Pacific Asia.’

DIFFERENCES AMONG NATIONAL FECONOMIES

While national systems of political cconomy differ from one another
in many important respeets, differences in the following arcas arc
worthy of particular attention: (1) the primary purposcs of the cco-
qomic activity of the nation, (2) the role of the state in the economy,
and (3) the structure of the corporate sector and private business
practices. Although every modern cconomy must promote the welfare
of its citizens, different socictics vary in the emphasis given to particu-
lar objectives; those objectives, which range from promoting con-

sumer welfare to pursuit of national power, strongly influence and
are influenced by such other features of a national cconomy as the
role of the state in the cconomy and the structure of that ecconomy.
As for the role of the state i the economy, market cconomies -
clude the generally lais s-faire, noninterventionist stance of the
United States as well as the Japanese state’s central role in the over-
all management of the economy. And the mechanisms of corporate
governance and private busmess practices also differ; the relanve-
ly fragmented American business structure and the Japanese system
of tightly integrated industrial groupings (the keiretsu) contrast dra-
matically with onc another. Very different national systems of politi-

* peter Katzenstein, Corporalism and Change: Austrid, Switzerland, and the Politics
of Industry {Ithaca: Cornell University Press, 1984},
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I'he purpose of cconomic activity mn a ?.Z.F,:_;_. country farpely

determines the role of the state in that cconomy. I those fiberal socie
ties where the welfare of the consumer and the autonomy of the mar
ket are emphasized, the role of the state tends to be mimimal. Al
though liberal societies obviously differ in the extent to which they
do pursuc social welfare goals, the predominant respounsibility of the
state in these societies is to correct market faitures and provide public
goods. On the other hand, in those societics where more communal
or collective purposes prevail, the role of the state is much more intru-
sive and interventionist in the cconomy. Thus, the role of such states
can range from providing what the Japanese call “administrative
m:&m:nc: to maintaining a command cconomy like that of the for-
mer Soviet Union.

The system of corporate governance and private ness practices
constitutes another important component of a national political econ-
omy. American, German, and Japanese corporations have differing,
systems of corporate governance, and they organiz

‘ : their economic
activitics (production, marketing, ¢te.) in varying ways. For example,
whereas sharcholders (stockholders) have an important role in the

governance of American business, banks have played a more impor-
rant role n both Japan and Germany. In addition, regarding business
practices, whereas the largest American firms frequently invest and
ﬁw:L:c

abroad, Japanese firms prefer to invest and produce at home.
The pohicies of cach government have also shaped the nature of busi-
ness cnterprise and business behavior through regulatory, industrial,
and other policies; furthermore, some national differences in corpo-
rate structure and business practices, as Alfred Chandler has demon-
strated, have evolved largely in responsc to cconomic and technologi-
cal forces.

Tie AMERICAN SYSTEM OF MARKET-ORIENTED CAPITALISM

The American system of political cconomy is founded on the premise
that the primary purpose of economic activity 1s to benefit consumers
while maximizing wealth creation; the discribution of that wealth 1s
of sccondary importance. Despite numerous exceptions, the American
economy does approach the neoclassical model of a competitive mar-

s Alfred D. Chandler, Strategy und Structure: Chapters in the History of the Indus-
trial Enterprise (Cambridge: MIT Press, 1970).
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ot cconomy 1 which mdividuals are asstnned to maxamize BT T
prvate mterests (utility), and business corporations are expected to
maxinuze profits. The Amerean model, like the neoclassical model,
rests on the assumption that markets are competitive and that, where
they are not competitive, competition should be promoted through
antitrust and other policies. Almost any economic activity is permit-
e unless explicitly forbidden, and the cconomy is assumed to be
open to the outside world unless specifically closed. Emphasis on con-
sumerism and wealth creation results m a powerful proconsumption
bins and insensitivity, at jeast when compared with the Japanese and
German models, to the social welfare impact of cconomic activities.
Although Americans pride themselves on their pragmagism, the Amer-
(can cconomy is based upon the abstract theory of CCONOMIC science
(o a greater degree than is any other economy.’

At the same time, however, the American economy 15 zvv:%:iiv\
characterized as a system of managerial capitalism.” As Adolf Berle

and Gardner Means pointed out 1n their classic study of American

corporations, the economy was profoundly transformed by the late-
nineteenth-century emergence of huge corporations and the accompa-
nying shift from a proprictary capitalism to onc¢ dominated by large,
oligopolistic corporations.” Management was separated from owner-
ship, and the corporate clite virtually became a law anto itself. Subse-
quently, with the New Deal of the 1930s, the power balance shifted
noticeably away from big busimess when a strong, regulatory burcau-
cracy was established and organized labor was c::JcEmR% i effect,
the neoclassical laissez-faire 1deal was diluted by the notion that the
federal government had a responsibility to promote cCconOMIC cquity
and social welfare. The cconomic ideal of a self-regulating economy
was further undermined by passage of the Full Employment Act of
1946 and the subsequent acceptance of the Keynesian idea that the

federal government has a responsibility to maintain full employment
through use of Macroeconomic (fiscal and monetary) policies. Al-

T pxcellent studies of the American political economy include John L. Campbell, J.
Rogers Hollingsworth, and Leon N. Lindberg, eds., Governance of the American Fcon-
., 1991); trederic L. Pryor, Fconontic Fvo-

omy (New York: Cambridge University Pres
[ution und Structure: The Impact of Complexity on the 1S, Feonomic Systent (New
York: Cambridge University Press, 1996); and James B Alr and K. Alec Crystall, Politi-
cal Kconomics (Berkeley: University of California Press, 1983).

*This characterization of the American economy 15 based on William Lazonick,
Business Organization and the Myth of the Market Econonry (New York: Cambridge
University Press, 1991).

“ Adolf A. Berle and Gardner C. Means, The Modern Corporation and Private Prop-
erty (New York: Macmillan, 1932).
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:::.ﬁ? at ::, opening ot the hwenty first centuy the federal povern
ment ‘_,c?::x responsibiliy for full conployment and social ,,E_,_._._:. \
ignificant retreat from this commitment began with the 1980 c_?._,_H:__
of Ronald Reagan as President of the U

\ . nited States and the trivmph
of a more conservative economie ideology emphasizing free and un
regulated markets.

. Commitment to the welfare of individual consumers and the reali
ties of wc_.vc_.;?, power have resulted in an unresolved tension be-
cween ideal and reality in American economic life. Whereas

such
consumer advocates as Ralph N

A ader want a strong role for the gov-
crnment 1n the economy to protect the consumer, American cﬁ,::i
mists ::L many others react negatively to an activist government be-
cause of their belief that competition 15 the best protection for
consumers except when there are market failures. In addition, there
_S.f/._ﬁ.c: no persistent sense of business responsibility to 1392“\ Or 1o
individual citizens. japanesc corporations have long b “ommitted
to the mnterests of their stakeholders, includin .

e ‘ ¢ labor and subcontrac-
tors, and German firms acknowledge their responsibility to society
E_:,— are more accepting of the welfare state than are American firms
['his explains why Japan

s ¢ and German firms are much more reluc-
cant to shift industrial production to other countries than are their
American rivals. Flowever, over time, the balance berween the 1deal
and the reality of the American economy has shifted back and 32?
In ::.\. 1980s, the clection of Ronald R SW:: as President and then _:ﬁ
Administration’s emphasis on the unfettered market diluted the <<c_.;

farce ideal of the carhier post—World War Il cra.
Feonomic Role of the State

. determined
not only by the influence of the neoclassical model on American eco-
nomic thinking but also by fundamenta!l features of the >§c:m‘.5
political system. Authority over the cconomy is divided among mrc
executive, legislative, and judicial branches of the federal ﬁ:<ﬁ:,3c_:
and between the federal government and the fifty states. Whereas the
Japanese 7,\:.:?:% of Finance has virtual monopoly power over the
Japanese financial system, in the United States this responsibility is
x._ﬁ:.cg 7.% the Treasury, the Federal Reserve, and seve -al other n:écmx
rv__ and _:gnvn:n_n_;.‘?gc_.:_ agencies; furthermore, all of those agen-
cies are strongly affected by acuons of the legislative and ?%Q.:
branches of government. In addition, the fifty states frequently mcmﬂ-
cest the authority of the federal government over cconomic policy and
implement important policies of their own. a

I'he role of the American governent in the cconomy s

Another restramnimg, anflaence on the role ol TRe AT

the cconomy ts the tension Byetween the prvate and public sectors.
Not only does the Ldversarial relationship between gOVCTRICT and
-y difficult, but therr

husiness i the United States make cooperation ve
mutual suspietons are reflected in American politics. Whereas political
Conservatives reject, at least in principle, any strong role for the state
m the cconomy, political libe -als are fearful that private business n-
Lerests will capture government programs in order to “feather their
and this frequently produces political stalemate. At the

.

own nests,”
sane time, however, the r.mm_:c_:cg structure of the American gov-

crnment and its many poines of access make it casier for private int
sts to challenge government actions than 1t is in some other systems.
These ideological, structural, and public versus private aspects of the
American political economy have restricted greatly the capacity of the
American government to develop a coherent and effective national
cconomic strategy.

There is a major exception to the generally limired role of the
American government in the economy in the area of macrocconomic
policy-making. However, even in this area, the responsibility for mac-
roeconotnic policy, m actual practice, has been divided. The Congress
and the exccutive branch are both responsible for fiscal pohicy, but
control over monetary policy 15 vested in the Federal Reserve, and
the “Fed” functions largely independently of the rest of the federal
government. However, starting with the fiscal exce
Administration n the carly 1980s and accumulation of an jmmense
federal debt, the Congress and the exceutive branch deemphasized
fiscal policy, and the Federal Reserve, with control over monetaty

ses of the Reagan

policy, became the principal manager of the American cconomy.

The role of the federal government at the level of MICrocconoMic
policy is highly controversial. Amencan society assumes that the gov-
tablish a neutral environment for busmess and

crnment should
chould not involve itsetf directly in business Affairs. The primary re-
sponsibility of the government is belicved to be the regulanion of the
CCONOMY, Provision of public goods, and elimination of market fail-
ares. Notable examples are found in antitrust policies, regulation of
pollution, and the safeguarding of public health. As Stephen G.
Breyer and Richard B. Stewart pomt out in their authoritative texton
administrative law and regulatory policy, the rationale for govern-
ment ingervention in the economy is to correct market failure as iden-
tified by economists. The unregulated market is treated as the norm,
and advocates of government intervention must prove that such mter-
yention is sometimes justifiable order to achieve important public
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objectives. Market fulures that may sty i actve povernment role
i the cconomy include monopoly power, nepaative externabies, and
inadequate consumer information.

Industrial policy represents the greatest difference hetween the
United States and other economies, except for Great Britain, another
Anglo-Saxon cconomy.’ Industrial policy refers to deliberate elforty
by a government to determine the structure of the economy through
such devices as financial subsidies, trade protection, or governnient
procurement. Industrial policy may take the form either of sectoral
policies of benefit to particular industrial or economic sectors or poli-
cies that benefit particular firms; in this way such policies ditter from
MACTOECONOMIC and general policies designed to improve the overall
performance of the cconomy, policies such as federal support for edu-
cation and R & D. Although Japan has actively promoted scctor-
specific policies throughout the cconomy, the United States has em-
U_cv\cg these policies in just 2 few areas, notably in agriculture and
national  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 Harley David-
son in years when they were threatened were considered successful
:::\mﬁnﬁmc policies. However, as I shall note below, the United
Srates in the 1980s took a major step toward establishing a national
industrial policy.

The rationale or justification for industrial policy and associated
interventionist activities 1s 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 (externalities) for the
overall economy, and to 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 economy; the com-
puter industry and other high-tech sectors provide examples of such
industries. [n general, however, the only justification for an industrial
policy considered legitimate in the United States is to overcome a

“Stephen G Breyer and Richard B. Stewart, Administrative Laww and Regulatory
Policy (Boston: Little, Brown, 1979).
The literature on industrial policy is quite extensive. A good place to survey the
subject i1s M. Donald Hancock, John Logue, and Bernt Schiller, eds., Managing Modern
Capitalism: Industrial Renewal and Workplace Democracy in the United States and
Western Europe (New York: Greenwood Press, 1991). An excellent and wide-ranging
Jiscussion of the subject is Keith Cowling and Roger Sugden, eds., Current lIssues in
Industrial Feonomic Strategy (New York: Manchester University Press, 1992).
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ket Ludure, T pracaice, most Amctican coononusts, public Ot
Gt and busiess Jeaders e srongly opposed to industrial policy.
Uhetr principal objection s that govermments are incapable of picking
winhers: many argue that polincians will support particular industries
tor political (“pork barrel”) reasons rather than for sound economic
Leasons, American cconomists arguce that the structure and distribu-
non of industries in the United States should be left entirely to the
market. This belict is supported by the assumption that all industries
e created equal and that there are no strategic sectors. Nevertheless,
Jespite the arguments against having an industrial policy in America,
s have developed in the arcas of agriculture, national secu-
vity, and research and development.

such polic

Corporate Governance and Private Business Practices

The American system of corporate governance and industrial struc-
ture parallels its political system. The governance and organization of
American business are characterized by fragmentation nd an over:
lack of policy coordination. Indeed, the strong American antitrust
and competition policies are intended to prevent concentration of cor-
porate power and direction. American business is much more con-
«trained in its ability to share business information, to pool techno-
fogical 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 1s also much more dispersed than in
Japan and Germany. Although American firms are much more re-
sponsive to sharcholder concerns then are German and Japanesc
firms, the largest sharcholders in many of America’s large corpora-
tions may own just | or 2 percent of the stock. In Japan, ownership
of 70 percent or more of the stock frequently resides in a cooperative
business grouping called a keiretsu. Also, industry and finance are
more completely separated from onc another in the United States, and
in some instances this has meant higher capital costs than those en-
joyed by foreign rivals. This also contributes to frequent conflicts be-
tween industry and finance, and these conflicts have been detrimental
to national policy-making. At the national level, the National Associ-
ation of Manufacturers, Chamber of Commerce, and other business
organizations have no role commensurate with that of either the ker-
> A valuable and representative critique of industrial policy 1s Gene M. Grossman,
“Promoting New Industrial Activities: A Survey of Recent Arguments and Evidence™
(Princeton: Woodrow Wilson School, 1989).
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darmren (the organization representing, Japancse by business) or the

Pederation of German Industeries. Both the Japanese and German or

ganizations can speak with a single strong voice and Trequently da
~ct on behalf of major business iterests. ‘

A fundamentally different conception of the corporation and ity
role in socicty underlies many of these contrasts between shareholder
(stockholder) American capitalism and Japanese/German stakebolder
capitalism. In the American system of shareholder capitalism, a firm’s
fundamental purpose ts to make profits for its investors or sharchold-
ers; in principle, the firm has minimal obligations to ecmployees and/
or to the communities in which its production factlities are located.
Morcover, in the United States, a business corporation is regarded as
2 commodity that is bought and sold like any other commodity with-
out regard for the social consequences of such transactions; waves of
leveraged buyouts and corporate takeovers in the 1980s and 1990s
were extreme examples of this mentality In both Ja Ger
many, on the other hand, the corporation 1s assumed to have a major
responsibility toward its stakeholders (workers, subcontractors, etc.),
and the interests of shareholders are given much less atrention than

angd

in the American system; instead, firms are expected to promote larger
social objectives. Japanese firms are ¢ pected to increase the _5<,<S‘
and independence of the Japanese nation and to promote social
harmony: Germany also places a high premium on social welfare.
American law is designed to ensure neutrality and fair play n the
competitive market for corporate control. In Japan and Germany,
profitability has been assigned less importance than cconomic stabil-
ity. Morcover, German and Japanese policies are intended to limit
hostile and foreign takcovers, and to control whar Carl Kester has
called “the global contest for corporate control.™"

Tre JAPANESE SYSTEM OF DEVELOPMENTAL CAPITALISM

G, C. Allen, the distinguished British authority on Japancse economic
history, tells a story that provides an important msight into Japanese
cconomic 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 henee concentrate on labor-intensive
products in rebuilding their economy. Japan’s economic and political
elite, however, had quite different ide:

=~

and would have nothing to

0. Carl Kester, Japanese lakeovers: The Global Contest for Corporate Control
(Boston: Harvard Busines: School Press, 1991).
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do with what they considered an Ameriean cliort to relegate Japan
o the Tow cnd of the cconomic and technological spectrum. Tnstead,
the Japanese Miunstry of International Trade and industry (MIT1) and
other agenaies of the Japanese cconomic high command set therr
aphts on making vanquished Japan mnto the economic and technolog-
wal cqual, and perhaps even the superior, of the West. At the opening
of the twenty-first century, this objective has remained the driving
force of Japanese society. '

[n the Japanese scheme of things, the economy 1s subordinate to
the social and political objectives of society. As the distinguished Jap-
Ahese cconomist Ryutaro Konuya has written, ever since the Mei
Restoration (1868), Japan's overriding goals have been “making the
cconomy self-sufficient™ and “catching up with the West.”" In the
pre-World War I years this ambition meant building a strong army
1nd becoming an industrial power. Since its disastrous defeat in
World War 11, however, Japan has abandoned militarism and has

(ocused on becoming a powerful industrial and technological nation,

while also promoting internal social harmony among the Japancse
people. There has been a concerted effort by the japanese state to
cuide the evolution and functioning of their cconomy in order to pur-
sue these sociopolitical objective t

These political goals have resulted in a national economic policy

for Japan best characterized as neomercantilism; it involves state as-
Lance, regulation, and protection of specific industrial sectors in

order to increase their international competitiveness and attain the
“commanding heights™ of the global economy. This economic objec-
tive of achieving industrial and technological cquality with other
countrics arose from Japan’s experience as a tate developer and also
from its strong, sense of ccononic and political vulnerability. Another
very important source of this powerful economic drive is the Japanese

" Amony the many important studies of the Japanese econommy, several should be
mentioned: Yasusuke Murakami, An Anticlassical Political-Econonie Analysis: A Vi-
sion for the Next Century, ed. and trans. Kozo Yamamura (Stanford: Stanford Univer
sity Press, 1996), 18 a prilliant nterpretation of the distincrive nature of the Japanese
CCOnomy; Takatoshi [to, The Japanese Fconomy (Cambridge: MIT Press, 1992), 1s a
very usetul survey and analysis of the Japanese cconomys Bai Gao, Ecosomic Tdeology
and Japanese Irelustrial Policy: Developmentalisni from 1931 to 1965 (Cambridge:
Cambridge University Press, 1997), 15 an outstanding history and cevaluation of Japa-
nese industrial policy.

Y Ryutaro Komiya, Industrial Policy wr Japan (Orlando, 1
1988).

Richard J. Samuels, “Rich Nution, Strong Army ™ National Security and the Tech-
Transformation of Japan (Ithaca: Cornell University Press, 1994).

a.: Academic Press,

nological
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people’s overwhehnmg helief nther umguencas o the supenonty ol
therr culture, and in ther mandest desany 1o become o preat power
‘7\_..:5‘ terms have been used o chavactenize the ;_.,.:_“ﬁ:f. n ::_.”.
of the Japanese system of political ecconomy: Shinto capitatism ch._
opmental state capitalism, tribal capitalism, collective r.;_v:...:.f._,: wel
fare h.,:u.?:.::z:f competitive communism, network C__J:;_?:_.,»,:_:,
panyism, producer capitalism, stakeholder capitalism,  strategic
n:??:_,.f:, and, perhaps most famously or infamously, :_h,:v:: ._:W n
Fach of these labels connotes particularly important clements ..:. :.:.
Japanese economic system, such as its overwhelming emphasis on
cconomic development, the key role of large Q:.vc_.:nrwzm n :F., A.:.M_ a-
nization of the economy and society, subordination of the .E_y<:_,m_,;_
to the group, primacy of the producer over the consumer, and :wc
cﬂ_cmc _r,cc_#%::c: among government, business, and _:Tc_..,_ believe
that the term “developmental state capitalism” best ¢ -es the ¢s
sence of the system, because this nrw__?_mﬂﬁ.ws;w”wi captures the =
that the state must play a central role in national ec
ment and in the competition with the West.
:.nm?ﬁm the imperative of competition, the Japanese frequently sub-
I B et ceomomy hat pussie o
: ) apanese my that puzzle for-
elgners

are a consequence of a powerful commitment to domestic har-
mony; and “over-regulation™ of the Japanese cconomy is motivated
in part by a desire to protect the weak and defenscless. For GS:“ ple
:,.w large redundant staffs in Japanesc retail stoves developed 3.,3_:_ .“
effort to employ many individuals who would otherwise be ::2,:_-
ployed and discontented. This situation is also a major reason for the
low level of productivity in nonmanufacturing sectors and it .?,rt
counts in part for Japan’s resistance to foreign direct 5,<nm::m:~.7

more efficient foreign firms. The Japanese &i@: of lifetime emplo N
ment .r:z also been utilized as a means to promote social peace; T JN‘
nese firms, unlike their American rivals, are very reluctant to Mré_,\:
size™ and lay off thousands of employees. At the opening of the
».éc_:.v?m_.ﬁ century, however, Japan’s economic problems are causing
this situation to change. Nevertheless, the commitments to nc:mﬁm
independence and social harmony are major factors in the Ja 3:nw,
state’s determination to maintain firm control over the cnc:v,:wv.\ N

Economic Role of the State

Ever since the 1868 Meiji Restoration, the Japanese state has assumed
the central role in the economy. Following japan’s defeat in World

.
trank Upham, Law and Social Change 11 Pos . . :

. . al Change in Postwar Japan (Cambridge: Harvs
University Press, 1987). Japan (Cambridge: Harvard
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W I the raling, tnpantite Alanee of povernment DUreautias s, 2
POVETIINY, Liberal Democrate Party (LPD), and big business began to
pPUrsue vigorously the goal of catching up with the West. To this end,
the chite pursued rapid industrialization through a strategy employing
trade protection, export-led growth, and other policies. The Japanese
people have supported this extensive interventionist role of the state
nd believe that the state has a legitimate and important economic
function in promoting economic growth and international competi-
tiveness. The government bureaucracy and the private sector, with
the former frequently taking the lead, have consistently worked to-
pether for the collective good of Japanese soclety.

T'o attain the goal of rapid industrialization, the Japane
ported, or even cr .ated, certain social characteristics, including an
mdustrious and highly educated workforce. In many ways, the Japa-
nese state created today’s Japanese society."” Japan’s postal saving
institution fostered an extraordinarily high savings rate. Because of

ostwar era, the postal service

a, e L

state sup-

strict capital controls for much of the p
was able, while paying depositors just a minimal rate of interest, to
make these savings available for loans to Japanese firms; such finan-
cial assistance significantly reduced the cost of capital and contributed
importantly to the rapid ‘ndustrialization of the country and to nter-
national competitiveness. The Japanese state has also unfortunately
played an important role in supporting social, political, and legal as-
pects of Japanese society that made it inhospitable to foreign direct
investment and to the importation and consumption of foreign
m:cgm.:. Fortunately, since the mid-1990s, this situation has been
changing.

The unusual independence and power of the government bureau-
cracy accompanied by bureaucratic fragmentation within the govern-
ment provide yet another distinctive aspect of the Japanese state that
sets it apart. The economic and other burcaucracies of the govern-
ment are virtually independent fiefdoms. With few major exceptions,
each bureaucracy represents a particular segment of Japanese soctety
and believes that it has a responsibility to promote the interests of
that group. There are frequent disputes among agencies over policy
and jurisdictional responsibility; these have increased as new technol-
ogies and econonic developments have spread across the traditional

functions of government agencies. Chalmers Johnson has made the

S The central role of the Japanese state in the formation of the Japanese cconomy
and economic psychology has been demonstrated by Sheldon Garon, Molding Japanese
Minds: The State in Everyday Life (Princeton: Princeton University Press, 1997).

" pdward J. Lincoln, Japarn’s Unequal Trade (Washington, D.C.: Brookings Institu-
ton, 1990).
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pornt (hat the thiee muajor crononie apgences. i sponsible for torepn
attaars teequently have Qitering foretnn ccononite pobicies that con
Mict with those of the other agencies., Although burcaucratic strupgles
exist In every country, Japan does not have a powerful executive and
thercfore has no casy way to resolve such contlicts. In addiion, the
strong belief of the Japanese in consensus decision-making pernnts
and cven encourages stalemate and indecision. Indeed, during much
of the postwar period the weak executive branch was of little conse-
quence because of the agreement within the Japanese political clite
on the path that all should follow. By the tate 1990s, however,
pecame clear that the weakness of the Japanese executive had become
2 serious obstacle to Japan’s ability to d sal with its ditficult cconomic
and financial problems.

Another distincove feature of Japanese socicty is that many “pub-
ncmﬁc:m:%_::mm have been assumed by the private sector. For ex-

he”
ample, private corporations carry a major responsibihit ,
welfare of a substantial portion of the Japanese population. Whereas
the American government delegates regulatory authority to quasi-au-
tonomous public agencies, Japan delegates much of the responsibility

for policing business activities to private business associations. This
has been a highly pragmatic practice based on the close tics and mu-
rual trust between private business and government. There is a partie-
alarly interesaung example of this practice m the delegation ot public
functions in the privatizing of “law and order.” One rcason for the
low level of street crime in Japan is that the yakuza (the Japanecsc
Mafia) police the streets in exchange for police toleration of their
businesses.

This practice of self-regulation and self-policing by business and
other private associations is mtended to provide social stabiliry and
cnsure fairness. However, it does result in special treatment of ?:.:T
ular groups, seemingly arbitrary decisions, and discriminatory behav-
jor; this pracnce of self-regulation is also directly counter to the
American concepl of universal rules that apply equally to everyone
regardless of status. Cultural differences in the definition of “fairness”
have been a major source of American-Japanese economic rension
that has, on occasion, crupted into open conflict. The Japanesc prac-
tice of private associations assuming, essentially public responsibilities
has raised significant problems n the mtegration of Japan into the
world cconomy. For cultural and other reasons, the Japanese find it
virtually impossible to incorporate outsiders into the sclf-regulating
associations that set the rules governing competitive behavior and
other aspects of the conduct of business in Japan, while toreign com-
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pantes seckg entey o the Japanese smarket naturally: verara 2
practice of sclf repulation as discrimmatory. The sclf-policing systemy
with ts emphasis on “fateness” and on tailor-made rules enforced in
solbregulatory associations, may contlict with the rules embodied m
the World Trade Organization (WTO) and is thus an immense hurdle
1o be cdeared to open the Japanese market and internationalize Japan
more completely.

Industrial policy has been the most controversial aspect of the Japa-
nese political cconomy.' As | have already noted, industrial policy
refers to deliberate efforts of a government to guide and shape the
overall structure of the cconomy. In the early postwar decades, the
Japanese provided government support for favored industries, ¢spe-
cially for high-tech industries, through trade protection, generous
cubsidics, and other means. The government also supported creation
of cartels to help declining industries and to eliminate “excessive com-

I8 g - . . .

2% Through subsidies, provision of low-cost financing, and

especially “administrative guidance™ by burcaucrats, the Japanese
14

petition.

state plays a major role in the economy.

The effectiveness of Japanese industrial policy has been very con-
troversial and a matter of intense debate. On one side are revisionist
«cholars and proponents of the developmental state who attribute Ja-
pan’s success to its unique economic system and the government’s
powerful role n the cconomy. The opposing position s held by
American and some  Japanese cconomists, who emphasize Japan’s
market-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 (MIT1) with having orchestrated
postwar cconomic and technological success, s the most outstanding
statement of the revisionist oF developmental state ?Z:::.s Accord-

A useful and sympathetic ereatment of Japanese industrial policy 1s Miyohei Shino-
hara, Dndustrial Growth, Trade, and Dynaniic Patterns in the Japanese Econormy
(Tokyo: Umiversity of Tokyo Press, 1982). A wide-ranging discussion of Japanese in
dustrial policy from several different perspectives is Hugh Pammck, ed., with the assis-

sner, fapan's High-Technology Industries: Lessons and Linitations
1986)

tance of Larry M
of Industrial Policy {Seattle: Unive ity of Washington Press,

Jeftrey R. Bernstein, “Japanese Capitalism,™ m Thomas K. McCraw, cd., Creating
Modernt Capitalism: How Fartrepreneurs, Conpanies, and Countries Tramphed in

Three Industrial Revolutions (Cambridge: Farvard University Pross, 1997).

" For a discussion of administrative guidance, consult Bernstein, “Japanese Capital-
ism,” 479
Chalmers Johnson, MITI and the Japanese Miracle: The Growth of lndustrial Pol-

19251975 {Stanford: Stanford University Press, 1982).
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y, to Johnson, Japan s capttalint developmenial seate rather than
O Amerncan style capitabisg regulatory state. e credits METT and
other Japanese burcaucracies for Japan's outstanding, postwar cco
nomic success. MITTand other agencies employed such technigues ax
import protection, government subsidies, and low-cost financing, to
promote rapid industrialization and development of the high-tech sec
tors. In the opinion of Johnson and other revistonists, the most ime
portant instrument of Japan’s succe

sful industrial policy was the de-
vice of administrative guidance, which was utilized to encourage and
sometimes pressure private firms to invest in those industerial and
high-tech sectors characterized by high value-added and favored by
the government. In addition, Japan’s export success has been due o
its neomercantilist strategy of export-led economic growth.

On the other side of the debate, many American and some Japanese
cconomists argue that Japanesc economic success has been due to the
fact that Japan pursued market-conformin :

C es and
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 7\:15:%
of Finance (MOF) has pursued stable and prudent macroeconomic
policies. Explaining Japan’s export success, many note that Japan, as
4 resource-poor and capital-skilled, labor-rich economy, has had a
comparative advantage in manufacturing and industrial innovation.™
According to this position, Japan’s industrial policy had very litte to
do with its economic success and has even wasted resources.”’ Nota-
ble examples of failure are found in MITTs efforts to promote fifth-
generation Computers and a petrochemical industry. A more infamous
example is provided by MITTs effort to prevent Honda from becom-
ing an automobile producer, because MITT believed that Japan could
not support another automobile company!

There is considerable evidence on both sides of this debate, but
the outcome remains inconclusive because there is no counterfactual

I

thus gort the economic fundamentals correct.

M pugh Patrick, Asia’s New Grant: How Japan's Economy Works (Washington,
N.C.: Brookmgs Institution, 1976); and Edward F. Denison and William K. Chung,
How fapan’'s Economy Grew So Fast: The Sources of Postwar Expansion (Washing-
ton, D.C.: Brookings Institution, 1976).

2 Gene M. Grossman, “Explaining Japan's Innovation and Trade: A Model of Qual-
ity Competition and Dynamic Comparative Advantage,” Bunk of Japan, Monetary and
Feonomic Stdies 8, no. 2 (September 1990): 75-100.

A vatuable assessment is provided by Danicl 1. Okimoto, Between MITH and the
Market: Japanese Industrial Policy for High Technology (Stanford: Stanford University
Pre 1989).
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experience to dicate whether fapan would Tave heen more ob fss
|

sucvesstul without government intervention.

Certainly, as critic
Yet several

Charpe, MITT made many mistakes and wasted resource
comments can be made i support of Japan’s industrial policy. The
government’s support and protection of private firms in favored in-
Justrial sectors has been central to Japan’s industrial policy. MITI

and other Japanese economic bureaucracies’ supportive policies were
very important in enabling Japanesc firms to close the technological
gap with American and other Western high-tech industries. For exam-
ple, Japanese competition (antitrust) policy encouraged the formation
of the keiretsu, and by almost all accounts the keiretsit have been very
important to Japan’s industrial efficiency and international competi-
fveness.

In the carly postwar years, the Japanese government selected a
small number of powerful firms to be protected from both domestic
and, especially, foreign competition; these protected firms were given
wpidly.”" The

bkt

tax credits and subsidies that enabled them to deve
government also supported technological developments through pro-
motion of cooperative rescarch programs and other means. Once the
technology was fully developed, the government strongly encouraged
domestic (but not foreign) competition to increase the firms’ effi-
ciency. This government support encou raged corporate strategies that
emphasized  profit-making - at home and increased market share
abroad. It is a mistake to assume, as some neoclassical econonusts
do, that onc can make a clear distinction between government policy
and private initiatives in Japan.

The extensive use of “infant ndustry” protection has provided an-
other key factor in the succes: produced by Japan’s industrial wc_._nv\.,;
Although it is undoubtedly correct, as American economists arguc,
that Japan and other governments have been largely unsuccessful in
Japan

picking winners—that is, in sclecting viable new industries
has been very successful in protecting and supporting those sectors
whose cconomic significance has been proved already in the United

This point is made by Ryutaro Komiya, “Planning in Japan,” in Morris Bornstein,
ed., Feonomic Planning: Fast and West (Cambridge, Mass.: Ballinger, 1975). More-

over, as Komiya, one of Japan’s most distinguished postwar international economists,
points out clsewhere, Japan’s industrial policy and its goals have changed considerably
over the course of the postwar era: Komiya, “Industrial Policy in Japan,™ Japanese
Economics Studies (summer 1986): 53-80.

* Ryuzo Sato, Rama Ramachandran, and Shunichi Tsutsui, “Protectionism and
Growth of Japanese Competitiveness,” in Dominick Salvatore, ed., Protectionisim and
World Welfare {(New York: Cambridge University Press, 1993), Chapter 13.

Ito, The Japanese Econony.
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States and ,._.;.5\_:,_,,:, ,:_::::T__.:: consaines clectiomnes, .::._ suIen
Gfic nstruments. Among, the policies Japan hus used to- promote
these infant industries have been the followmg:

(1) Taxauon, financial, and other policies that encouraged extraordi
narily high savings and investment rates.
(2) Fiscal and other policices that kept consumer pric

high, corpo-
rate carnings up, and discouraged consumption, especially of for-
cign goods.

(3) Strategic trade policies and import restrictions that protected in-
fant Japanese industrics against both imported goods and estab-
Lishment of subsidiaries of foreign firms.

(4) Government support for basic industrics, such as steel, and for
generice technology, like materials research.

(5) Competition (antitrust) and other policies favorable to the keire-

a4 and to inferfirm COOPCration.

Japanese industrial policy was most succes: ful in the

| arly 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 the cconomy. Yet
the population and the government continued to believe that the state
should play a central or at least an important supportive role 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.s Although its distinctive features have been undergoing impor-
rant changes due to the maturing of the Japanese economy and to the
cconomic stagnation in the late 1990s, fundamental differences re-
main beeween the Japanese and Western economic &583?5 Three
U Ap excellent example of Japanese industrial policy has been the government’s pro-
motion ot the Japanese automobile industries. During my several stays i Japan, I was
impressed by the flawless condition of Japancse car

~ A major reason, T was imtormed
by Frank Upham, a New York University expert on Japanese taw, was a set of govern-
ment policies with respect to auto insurance and inspections that created strong incen-
{ives for Japanese consumers to purchase new cars. Then the consumers’ ?._u_;.r.c; cars
were shipped abroad to Southeast Asia and, the 1990s, to Russ

S Ryutaro Komiya, The Japanese FEcononty: Trade, Tndustry, and Governinent
(Tokyo: University of Tokyo Press, 1990), Part H.

" paul R, Krugman, Trade with Japan: Has the Door Opened Wider? (Chicago:
University of Chicago Press, 1991).
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of the most miportant differences are the systets of mdustrabreia
Lons, of corporate finanve, and of industoad organization. Although
theae clements are dosely ted ro one another and reinforce one an-
other. it ss useful to consider them independently.

The Japanese system of industrial relations has been characterized
by o dual fabor market. The core workers in Japan’s large and highly
competitive corporations such as Sony and Toyota, have enjoyed life-
te cmployment, have been paid on the basis of seniority, and have
heen considered stakeholders to whom Japanese firms have a social
responstbility. Although the system has been strongly criticized and 1s
being croded by Japan's economic problems, one advantage of this
system has been that, because lifetime workers are considered long-
termm assets, Japanese firms have a strong incentive to invest in labor-
crs' skills. However, a major disadvantage of lifetime employment has
been that it restricts the flexibiliy of Japanese firms and makes it

Jrr::hbuv\ IMposst e to nre —BPCSZJnﬁﬂ_i or regundant WOk

difficult o reward younger and more valuable workers; it has also
.

the other hand, the majority of workers, cspecially women and work-
crs in smaller firms, have little job sccurity and do not receive an
cquivalent share of the benefits of the system.

Whereas American firms tend to obtain the largest portion of their
capital from the huge American stock market, Japanese firms rely on
retained earnings and, most importantly, on an affiliated bank. Bank
loans have generally been guaranteed by the government, either di-
rectly or at least implicitly. The Japanese banking system, including
the government-run postal savings system, tight capital controls, and
government macrocconomic policies have enabled Japanese firms 1o
enjoy very low capital costs. As Kent Calder has shown, this inancial
Japan’s strate-

s

system has been a crucial component in what he calls

1
4

gic capitalism.
Whereas American firms emphasize safeguarding both profitabihity
and the interests of sharcholders, Japanese firms have considered thetr

primary responsibility to be toward a firm’s stakeholders, and stake-
holders include employees and subcontractors. American firms scek

to maximize profits; Japanese firms have attempted to maximi; sales

and corporate growth. Differences like these led Alan Blinder, former

member of the Federal Reserve, to question whether or not the Japa-
MATIRY

nese economy was really capitalist!’

" Kent E. Calder, Strategic Capitalism: Private Busmess and Public Purpose i Japa-
nese Finance (Princeton: Princeton University Press, 1993).
W oAlan S, Blinder, “More Like Them?” American Prospect 8 (winger 1992): 53.
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The kerretsi o busmess grouping, of conplomerate whose member
Jre bound together by the mutual trust and long-term velationshn :,,
among, & :_.::TS. of major firms, their suppliers, and cheir ;_x:.::::_:,_
networks, s a _wi,:c:_;lv\ important component of the Japanese cor-
porate system.” At the heart of every keiretsu 1s a major bank (re-
ferred to in Japan as the main bank system) that supplies credit .:_:
plays a key role in the keiretsi’s economic strategy. Informal .:cw
among member firms are reinforced by overlapping memberships c_.,
governing hoards, mutual stock ownership, and other _:».c_,ﬂ::,ﬁ;
The purpose of these structures is to serve the interests of ,ﬁ:__».ﬁ.r,c_m“
crs rather than sharcholders. There arc horizontal keiretsu c:?,._.?.?n
groups such as Mitsui, Mitsubishi, and Sumitomo, that ::., com izr..ﬁ_
of a few dozen members and include a large bank, :S::?mM:_.,:f
firms, and a distribution network along with other elements Y n ggwu
dition, there are vertical keiretsu composed of a parent :E::an:.w: ;
company .,:‘E a large network of long-standing subcontractot ..:T
suppliers of services. The approximately two dozen vertical F.,;M‘?:
include leading Japanese manufacturing corporations in the u:wc_\i,:\-
tive and consumer electronics industries, such as Toyota and Matsu-
shita. Together, the vertical and horizontal keiretsu control _::mr,i
japanese husiness.

A
1

Dominant firms in a keiretsu may exploit and/or promote the
strengths of their junior partners. For example, the parent firms work
with their extensive stable of long-term and trusted ,f.:vcc_:._.zmr:.x to
increase the latrer’s technological capabilities and to ._:U::\c,ﬂrn
quality of the components supplied to the parent. The parent cven
shares exclusive mformation with its affiliates, and chis m_.n..,:_,\;m:;
hances the overall efficiency of the keiretsu. The nxnc:mz,c _:.awc:mn
of the bﬁ:ﬁ&: in the Japanese economy thus has profound c,::ﬁc‘
quences for the nature of Japanese domestic and international cmcl
nomic competition and for the dynamics of the Japancse ccc:c?
Market share rather than profit maximization has been the princi JM_
driving force in Japanese corporate strategy; a large market share v:,T
creases economies of scale and benefits the m::,m,WB_AZ:LQG.? Even

32

Kester, Japanese Takeovers.
The s

« or 0 horizontal keiretsu are the direct descendants of the prewar zatbats

that :‘E Occupation sought to destroy and thought they had. The principal n,_iﬂ ,nﬁ.ﬁ,,,:
tics of these groupings 1s that the members in cach grouping hold one ;*:.c%cw..ﬁ,_”*»‘_%,‘_
and have interlocking directorates. The presidents of _:c_:_wﬁ. firms _:a,ﬁ frec :,»._,:H_,:;
r;_::_:aw strategy and decide upon joint policies. The members of the group .u_f.: ,Av\ o
erate in financial matters, R & 1 activities, and marketing. Together :#,Mc.ﬁ,x _ﬂvﬂcc“
trial groupings have a powerful presence in the Japanese r.n:.tm:é. e
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hough the Japanese cconomy i fup by reputated, compaaEEE A Ee o
Aud overprotected, this market s fadt extraordmartly competiive.
For example, Japan has a number of automobile companices, whereas
the United States has only three. Competition n Japan does tend 1o
he oligopolistic and Schumpeterian; that s, it is based on technologt-
cal innovation and is quahity-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 COTpoOrations, Carl Kes-
rer makes a convincing argument that the keiretsu is a highly efficient
and rational mechanism for organizing eCONOMIC activitics, and 1ts
distinctive characteristics make it a formidable competitor 1 world
markets.” Mutual trust, for example, substantially reduces transac-
tion costs. Information exchange within the Leiretsu decreases uncer-
(ainties and is conducive to ianovative activities. Intragroup cross:
shareholding protects members against hostile takeovers and signifi-
cantly reduces the cost of Q:iE__.: The system is a mutual assistance
society, and when a member firm gets into trouble, other members
come to 1ts rescue.

Corporate jeadership’s independence from outside sharcholders
permits the firm, unlike American management, to pursuc.d corporate
strategy based on maximizing market share rather than short-term-
profit maximizafon. As Ronald Dore has argued, the kerretsu con-
tributes greatly to Japan’s remarkable capacity to adjust to economic,
technological, and other changes. Certainly, no other 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 Japanese economy
in the 1990s, the keiretsu has proved to be a successful innovator of
pew products and production techniques because of its immense 1n-
ternal resources and long-term perspective. The keiretsu mechanism
has effectively jomned the financial and other advantages of the large
firm with the flexibility and innovative capabilities of the small firm.

Although (or perhaps because) the keiretsu 15 a highly effective
means of industrial organization, it has been deeply resented by non-
Japanese. One reason for this resentment 18 that the keiretsu is
closed system that excludes all outsiders. The term “outsider” 1n-
cludes not only non-japanese firms, but any Japanesc firm that 1s not

Y Kester, Japanese Takeouvers.

" Robert Zietinski and Nigel Holloway, Unequal Equities: Power and Risk in Ja-
pan's Stock Market (New York: Kodansha International, 1991).

© Ronald P. Dore, Flexible Rigidities: [ndustrial Policy and Structural Adjustment
i the Japanese Feonomy {London: Athlone, 1986).
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A meniber ot the alhanee of stakeholders who shane the monopolsti
cents penerated by this oligopolistic torm ot busimess ,:.m.:_;.:hz_
.::. cxh_,:ﬁf, nature of the keiretsie system has r_r:_:C:,d,:v\ ::::L
r:»..x: firms’ aceess o the Japanese market. The keretsu also makes
it extremely difficult for foreign firms to “take over” ?_S:.cxc m_._:ﬁ
and gives Japanese firms a huge advantage in Q:.Uc_.,z?.‘ ox_w:_ﬁ::,
Whercas the keiretsu firms can easily purchase a _::.T?c:_:,.f,m,:_._j‘
,\: order to acquire its technology or to gamn market ,mncnf; it has
*,_.r.L:G,:_v\ been dificult for non-Japanese firms to purchase _,.,“_i:cww,
firms for the same purposcs. Furthermore, the kerretsu’s Q.EQ,C_ h;
discribution channels effectively shuts non-Japanese firms out of some
Japanese markets. Although the situation is ¢ , wric.

S

, | hanging as this is writ-
ten, non-Japancese still regard the keiretsu as a signiticant barrier to

rrade and foreign direct investment, while the Japanese, on the other
R v bl

__uw:g, _,c_.ﬁ”:.a ﬂ,r.n \/ a key element in their cconomic succe
I'he problem I or asymmetrical access has been a major

cause of conflict between Japan and its trading partners

Tire GERMAN SYSTE s +Soc 1" C
i STEM OF “SOCIAL MARKET” CAPITALISM

I'he German cconomy has some characteristics simifar to the Ameri-
can ;_ﬁ.zc_:o to the Japanese systems of political economy, but it is
quite different from both in other <<.,J>ff ‘

. On the one hand, Germany,
like Japan, emphasize

¢s exports and national savings and investment
..:::..:5: consumption.”™ However, Germany permits the market to
function with considerable freedom; mndeed, \_:cﬁ‘ states in Western
Furope are significantly less interventionist than Japan. _;_:_:;.:,5:_
except for the medinm-s cd business scctor A>\_,5l,§:§.v Ec ::_f,
governmental sector of the German cconomy is highly :_mmc?v:m:n

::.L is dominated by alliances between major corporations and large
private banks .

CThe German system of political cconomy atrempts to

halance social concerns and market efficiency.” The German state

[his scetion draws from Philip Gloucheviteh, frggernant: The German Way of
Business: Why It Is lransforming Fur e New Yo , .
. . s Tran: v Furope—and the World (New York: :
Lo, ork: Simon and
Gunter Heiduk and K

e : aro Yamamura, eds., Techuological Competition and Tnter
dependence: The Search for Policy i the United Staic

: : s, West Germany, and Ja
(Seattle: University of Washingron Press, and Tokyo: U ‘ o

e Ui : : niversity of ‘Tokyo Press, 1990).

te German system is cepresentative of classical iberalism that emphasizes a free

market and a strong welfa —oriented state. See Razeen Sally, Classical Liberalism and
3 SS . sht

International Economic Order: Studies in Tl
- Studies in Theory and Dtellectual Histor
A f istor W
_AC—:_CLMHF _L@xv. story (New York:
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add the provate sector _,::,_._f Al _::___v, ._:.,._:_:;_ system ol sochdld
wellare.

The German nattonal system of political cconomy is representative
of the “corporatist™ or “welfare state capitalism”™ of continental Eu-
rope, in which capital, organized labor, and government cooperate n
management of the cconony. “This corporatist version of capitalism
15 characterized by greater representation of labor and the larger soci-
ety in the governance of corporate affairs than in Anglo-Saxon share-
holder capitalism. Although the continental cconomies differ from
one another in many respects, in all of them the state plays a strategic
role in the cconomy. It is significant, especially i Germany, that ma-
jor banks arce vital to the provision of capital to industry. While, in
many Furopcan countries, employee councils have some responsibil-
ity for running the company, m Germany labor has a particularly
important role in corporate governanee. Indeed, the “law of codeter-
mination” mandates cqual repres ntation of employcees and manage-
ment 01 SUpervisory hoards. Although the power ,

boards can be castly overstated, the system s a significant factor i
Germany’s postwar history of relatively smooth Tabor relations.
Fver since Chancellor Otto von Bismarck took the first important

steps toward the modern welfare state in the jate ninetcenth century,
the German state has assumed a major role n providing public wel-
fare for every citizen. This national commitment to advance the over-
all welfare of the German people has rested on the extraordinary ef-
ficiency of German industry. In the modern era, patring, industrial
cfficiency with public welfare has been made manifest in the concept
of the “social market.” Germany emphasizes the values of domestic
harmony and community. Worker benefits include a greatly reduced
workweek, unemployment insurance, health care, and lengthy vaca-
tions. By onc reckoning, the cost of benefits is equal to about 80
percent of a worker's take-home pay. The nation’s high rate of pro-
ductivity growth has enabled the German nagion to provide these gen-
crous social welfare benefits, but these especially generous welfare
programs have imposed a large burden on German business.

Economic Role of the State

The most important contribugion of the German state to the cco-
nomic success of thetr economy has been indirect. During the postwar
era, the German federal government and the governments of the indi-
vidual Lander (states) have created a stable and favorable environ-

0 ¢ R - -y
' Katzenstein, Corporatisnt and Change.
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ment {or private enterprise. Thes faws and regulations have success
fully encouraged a high savings rate, rapid capital accumulavion, and
cconomic growth. Germany has a highly developed system ol codified
[aw that reduces uncertainty and creates a stable business chimate; the
American common law tradition guides U.S. business, and the Japa-
nese bureaucracy relies on administrative guidance. ,

At the core of the German system of political cconomy is their
central bank, or Bundesbank. The Bundesbank’s crucial role in the
postwar German economy has been compared to that of the German
General Staff in an carlier German domination of the Continent.
Movement toward the European Economic and Monetary Union has
further increased the powerful impact of the Bundesbank. Although
the Bundesbank facks the formal independence of the American Fed-
cral Reserve, its actual independence and pervasive influence over the
German cconomy have rested on the belief of the German public that
the Bundesbank is the “defender of the mark”™ {euro) a
opponent of dreaded inflation. Indeed, the Bundesbank did create the
stable macrocconomic environment and low interest rates that have
provided vital support to the postwar competitive success of German
industry.

1+
3

The role of the German state in the microeconomic aspects of the
cconomy has been modest. The Germans, for example, have not had
an activist industrial policy although, like other advanced industrial
countries, the government has spent heavily on rescarch and develop-
ment. The German government, however, has not intervened signifi-
cantly in the economy to shape its structure except in the support it
has given through subsidies and protection to such dying industries
as coal and shipbuilding and the statc-owned businesses such as Luf-
thansa and the Bundespost (mail and teleccommunications). However
since the carly 1990s, these sectors have increasingly been ﬁ..?:%EQh
On the whole, the German cconomy is closer to the American mar-
_,,c_ﬁ-c:m:?.h_ system than to the Japanese system of collective capi-
talism.

Corporate Governance and Private Business Practices

The German system of corporate governance and industrial structure
has noteworthy parallels to the Japancse 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. 1G. Metall, an organization that represents
the auto and metal workers as well as other industries, can speak for
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Coerntan babor i aoway that the Amertcan Pederation G A
press of Industrial Organmizations cannot lor American workers. Japa:
nese orpanized labor, on the other hand, is fragmented into company
amions and has almost no influence on cither 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
governance.

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 GGerman ¢conomic 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 frecly
on the German stock market. Nevertheless, corporations such as
these are much less important in the German economy than in the
American cconomy. In fact, in the 1990s, there were only about six
hundred fifty German companics listed on the stock market, and only
about one hundred twenty were actively traded. The firms that are
most important in the overall structure and governance of the Ger-

man economy are the bank-linked corporations.

The integration of finance and industry has been a noteworthy fea-
ture of corporate govesnance in Germany. Although more informal
than the Japanese kerretsu, long-term bank-corporate ties are a cru-
cial element in the system. The major universal banks (i.c., 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 mterlocking boards resembles the Japanese
keiretsu with their integration of financial, industrial, and distribution
activitics: 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-
rangements among corporations. However, German participants 1o
these arrangements seck to advance the interests of their particular
firm rather than those of the whole organizational alliance. It is 1m-
portant to note that as the German cconomy has globalized, the link-
ages between banks and industry have weakened.
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sandang mdastey tes have reduced contlicn herween mdustral and
financial imterests over ccononue _:,:C_. secanse of thetr pervasive
financial power and their hnkage with key industries, the major Ger
man banks play a central role n the governance of industry and m
overall strategic planning for the German cconomy. While the Ger
man corporate world, fike the Japanese, is closed, the German ccon-
omy itself is open, and the German legal system and codified adminis-
trative procedures ensure that foreign businesses will be treated na
Jegally fair manncr.

The powerful influence of German universal banks over the ccon-
omy is primarily a function of the considerable freedom the banks
enjoy to cnter a great variety of business activities. Under the system
of universal banking, German banks can participate in almost every
conceivable financial activity, from commercial to mvestment to mer-
chant banking. Until the 1990s, American commercial and investment

, ed by the Glass-Steagal Act
of the carly 1930s. In chis system, different activities have been con-
ducted by ditferent types of institutions, while German universal
hanks have had a hand in almost every facet of German financial and
business affairs. For example, industrial financing 1s supplied princi-
pally through bank loans rather than through issuance of stock or
commercial paper. The banks also own large portions of German

¥
&

o N )
banking, on the other hand, was restrict

companies, 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 takcovers and imter-
fering sharcholders.

The strategic role of banks and the close links between banks and
industry in the German cconomy are largely the result of Germany's
expertence as a late industrializer. As Alexander Gerschenkron, and
Thorstein Veblen before him, pointed out, the timing of mdustrializa-
tion is a key factor in determining the mechanism of capital accumu-
fation and the overall structure of a nation’s industrial system." In
contrast to Great Britamn and the United States, where capital was
initially accumulated fargely in the hands of individual entreprencurs,
i Germany and other continental European countries there was rela-
tively little capital in the hands of individuals. In these circumstances,
the banks became the principal means of amassing sufficiently huge

" Alexander Gerschenkron, Econontic Backwardness in Historical Perspective: A
Book of Fssays (Cambridge: Belknap Press of Harvard University Press, 1962); and
Thorstein Veblen, Duperial Gerntany and the ndustrial Revolution (New York: Mac-
millan, 1915).
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Jimoutls of mvestinent ,.__,:.._ to expedite maus it AT

up with the industrial leaders This histone hinkage between finance
nd mdustry has continued i both Germany and Japan.

The most influential of the major German universal banks s, with-
out question, the Decutsche Bank (DB). The DB’s pivotal position in
the German cconomy may be gauged by its holdings in the nation’s
MAJOr COFPOTALIons; 1t has a substantial stake in Daimler-Benz, Ger-
many’s largest corporagion, and it also has substantial holdings n
Germany's leading insurance company (Allianz), 1ts largest reinsur-
ance company (Munich Re), and its major department store chain
(Karstadt). The list of blue-chip companies in which DB has a large
wtake could casily be lengthened. In addigon, members of the upper
management of DB are on the supervisory boards of over one hun-
dred fifty German corporations.

German government policies have supported and reinforced the po-
sition of Germany’s major private banks n corporate governance.
Corporate law has empowered banks by giving, considerable rights to
minority shareholders. Yor example, corporate law has required that
75 percent of the charcholders in a public corporation must approve
any change in the corporation’s capitalization and hence in the gov-
erning structure of a firm. This means that a bank with only a 26

. the

percent share can block change. Since, in certain circumstances
banks can also vote the shares of their account holders, this provides
banks with considerable influence over corporate affairs.

The governing structurce of German industry 1s affected by the
German government's tolerance of the concentration of economic
power, by horizontal cooperation, and by the Jinkages between h
nance and industry. Despite the fact that the American Occupation
after World War 11 attempted to wipe out the German carte] tradition
and to promote au antitrust mentality, this mentality remains rela-
tively weak in Germany. The decision of the German government to
permit Daimler-Benz to acquire Messerschmitt-Botkow-Blohm, Ger-
many’s largest defense and aerospace firm, s an example of German
tolerance of the concentration of cconomic power. (Subsequent-
ly, Daimler-Benz climinated its interests i Messerschmitt-Botkow-
Blohm.)

German management is less restricted by sharcholder concerns

1bout annual returns on their investments than is American manage
ment. Freedom from outside scrutiny has unfortunately sometimes
protected the competent, but it has enabled German management
to pursue long-term plans. This situation began to change in the late
1990s, but previously, management independence had been greatly
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cnhvanced by the systen ol ual boards, ™ Ty Germany, there i hoth
A SUPCTVISOTY poard, comparable to the American board ol dicectors,
and a management board, composed of the chict executive and top
management. While, in theory, the supervisory board i1s the supertor
body, n actual practice the management board, which is full-time
and functions on the basis of consensus, 1s frequently dominant. This
empowerment of management strengthens management’s ability to
make long-term strategic decistons.

The structure and governance of German industry is also signifi-
cantly influenced by the negative German attitude toward corporate
takeovers. The methods used to prevent hostile takeovers are leglon:
for istance, companies may simply stay private, stock may be distrib-
uted to increase resistance, blocking minorities may be employed,
German corporate law can be utilized to discourage takeovers, and
voting rights can be restricted. Whereas in the United States, corpo-

rate takeovers are defended as a blunt but

¢ ive means to guaran-
tee high performance and to demonstrate the ultimate responsibility
of management to the sharcholders, in Germany takeovers have been
regarded as destabilizing and destructive of important long-term busi-
ness relationships. A number of American executives discovered this,
to their chagrin, when they attempted to gain control 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 situation, how-
ever, began to change n the late 1990s.

STGNIVICANCE OF NATIONAL DIFFERENCES

This chapter has analyzed and compared the three national systems
of political cconomy dominant at the beginning of the rwenty-first
century. The American system incorporates neoclassical precepts re-
garding the organization and functioning of an economy intended to
maximize consumer satisfaction and facilitate adjustment to change.
Many other countrics consider the social costs of such an economy
to be too high because of their impact on poverty and on those who
lose through cconomic developments. The Japanese system places a
high priority on social harmony and national power, but its critics
consider that system to 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 each of these cconomies was experiencing
important changes at the turn of the century, they remained distinctly
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Diterent from one another, nd thert tundamental differences are sty
adicant for the nature and dymamies of the world cconomy.

The significance of the ditferences among, national cconomies be
came more and more apparent in the late 1960s and 1970s as a con-
wequence of the increasing interdependence of national economies. As
cconomics became more integrated with one another, the domestic
ind international spheres became more closely linked to one another,
nd national policy makers became more and more concerned about
the domestic cconomic structures and private economic practices of
other societies that might affect the welfare of their own citizens and
nations. As these national differences have become morc significant,
weveral questions have arisen: (1} Is one national system superior to
the others, and should it therefore be the model for other economies?
(2) Do national systems of political economy compete with one an-
other in a “Darwinian struggle™ for survival and dominance? and (3)

¢ systems of political economy converging?

{s ONE SYSTEM SUPERIOR TO THE OTHERS?

At one time or another during the postwar era, one or another na-
tonal economy has been declared superior. In the 1970s, the German
system of the Social Market was assigned credit for the postwar Ger-
man “cconomic miracle”; as one enthusiastic writer stated, West Ger-
many had become a juggernaut and a challenge to all other econo-
mies. In the 1980s, artention  shifted to Japan, which was then

enjoying a huge trade surplus and a rapid rate of cconomic growth;
at that time, the Japanese systen of state-led capitalism 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 werc judged superior to America’s shareholder
(stockholder) capitalism, in part because the former were believed to
free corporate leaders from short-term sharcholder demands for
higher dividends and thus to enable them to take a long-term view in
their investment and other decisions. When Japan plunged into a seri-
ous financial crisis and recession n the 1990s, the prize for best per-
formance went to the United States, whose cconomy was booming
throughout much of the decade; American public officials, econo-
mists, and commentators announced that America’s sharcholder and
free-market capitalism had proved superior to all others. The out-
standing success of the American economy, many argued, was due to
the fact that in the 1980s and 1990s the United States had created a
novel type of economy based on a “New Economic Paradigm.” The
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pest ob the world, Amencans proclanmed, Jonld adopt thewr maoded
of derepulavon, open markets, and mmmal government tervention
in the cconomy.

The claim that one cconomy is superior 1o others 1s dithcult o
1ssess. Nations differ greatly in their standards of judgment. Should
one apply such criteria as the rate of cconomic growth, the extent of
cconomic equality and social well-being, or perhaps what some have
called a “misery index”? National values obviously differ on these
matters. The French, for example, reject what they consider to be the
ruthlessness of America’s emphasis on the market and its insufficient
attention to the problems of income inequality and ¢conomic msecu-
rity. Many American observers, on the other hand, believe that the
overly protective nature of the Erench state is largely responsible for
Erance’s cconomic troubles, especially ies very high rate of unemploy-
ment. In short, an economic system strongly reflects the values of the
socicty in which it is embedded and must be judged, at least to some
extent, in terms of those values. The Japancse keiretsu, for example,
would certainly be incompatible with American opposition to concen-
frations of cconomic power.

The most objective measures of national cconomic performance are
an cconomy’s rates of economic and productivity growth. However,
even these measures have limitations. Productiviry, particularly in

those service industries that increasingly characterize the Amencan
and Western European ceonomies, is difficult to measure. Another
difficuley is that when an economy 1s beyond a certain level of eco-
nomic development, its performance at any particular moment is
more a function of the phase of the business cycle than of the econo-
my’s inherent features. Although economists and governments do not
yet know how to manage an economy to avoid the business cycle,
a government’s use of macroeconomic policy obviously significantly
influcnces national economic performance.

Despite the difficultics of the endeavor, the effort to determine
whether particular cconomic arrangements are 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 writers as well as more recent commentators is that the
stage or timing of cconomic development determines the nature and
appropriateness of an cconomic system. Fach stage in the evolution
of technology and other aspects of capital accumulation is said to
require a different form of economic and sociotechnological organiza-
tion. Gerschenkron, for example, argued that the method of capital
rccumulation (by business enterprise, banking system, or state) was
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determined by the tonnng, of coonom development. Whereas Great
sitan and the United States, as early mdustrializers, relied on capital
accumulation by entrepreneurs and by sharcholders, Germany and
Japan as late starters emphasized accumulation by powerful banks,
and the USSR and China as late, late developing countrics depended
on state-led capital accumulation.

A similar theme has been set forth by business economist Alfred
Chandler (1977) and other scholars.™ Each stage in the development
of technology, this position argues, requires new and appropriate in-
stitutional arrangements. In fact, national institutional and societal
restructuring, is frequently necessary to take advantage of new tech-
nologices.” For example, it could be argued that the open and free-
wheeling American economy 1s appropriate for the age of the Internet.
Whether it is correct or not, this argument suggests that flexible and
adaptable cconomic and other institutions are desirable. Another tor-
mulation of the evolving institutional requirements for economic suc-
coss has been set forth by Robert Wade in his argument that, whereas
the Japanese and East Asian cconomic model of state-led industrial-
ization and capital accumulation is appropriate for economic takeotf,
the American system of maximizing rerurns through the optimum al-
location of the existing capital stock and national savings may be
better suited to maintaining economic stability m an industriatized
ceonomy. ™

Another approach to understanding superiority has been taken by
Jeffrey Hart in his book Rival Capitalists: Linternational Competitive-
ness in the United States, Japan, and Western Furope (1992). He
argues that “variagions in state-socictal arrangements” determime the

quccess and international Competitivencss of national economics.

And Peter Katzenstein has made a strong case for the superior perfor-
- . . R 1

mance of corporatist small West Furopean countries. Although

these ideas provide useful msights into the relationship of national

2 Alfred D, Chandler Jr., The Visible Hand: The Managerial Revolution ur American
Business (Cambridge: Belknap Press of Harvard University Press, 1977).

" Carlotta Perez argues that an cconomy’s instirutions must be tuned to the domi
nant technologies of an era. See “Seencrural Change and Assimilation of New Technol
ogics in the Economic and Social Systems,” Futures: “The fournal of Forecasting and
Planning 15, no. § (October 1983): 357-75.

" Robert Wade, “The Astan Debt-and-Development Crisis of 1997: Causes and
Conscquences,” World Developuient 26, no. 8 (August 1998): 1535--53.

" Jeftrey AL Hart, Rival Capitalists: International Competitiveness in the United

States. Japan, and Western Furope (Ithaca: Cornell University Press, 1992).
“ peter Katzenstein, Small States m World Markets: Industrial Policy in Furope (lth-
aca: Cornell University Press, 1985).
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systems and cconomic success, cconomie pertoronnce wimately a
(unction of many factors and cannot be completely explained by any
_#:‘:h:_;_. institutional arrangement. Morcover, as the contributors
to Suzanne Berger and Ronald Dore’s edited book, National Diversity
and Global Capitalism: Domestic Institutions and the Pressures for
National Convergence (1996), amply demonstrate, different societies
use different institutional arrangements to perform the same cco-
nomic functions.”” Although an cconomy may borrow “best practice”™
techniques and institutions from one another, as happened when the
United States and others adopted Japan’s system of lean production,
there is no one-to-one correspondence across national economies be-
tween structure and function.

[t is certain that some economic systems have failed miserably, no-
tably the command economies of the former Soviet bloc, and this
suggests that there are some minimal requirements for economic suc-

cess. Nathai

-

Rosenberg and L. E. Birdzell demonstrate, in How the
West Got Rich (1986), that government policies and socioeconomic
institutions must facilitate efficient, flexible, and innovative economic
behavior.® Whether through an unfettered market mechanism or
some form of state interventionism, a society must create incentives
that encourage entrepreneurship, innovation, accumulation, and effi-
cient use of the basic factors of production (especially through invest-
ment in capital and skilled labor). Society must also reward innova-
tive activities and support the cconomy’s ability to adjust to
cconomic, technological, and other changes. However, such objec-
tives as these can be fulfilled by differing economic institutions and
practices.

The outstanding performance of the American economy 1n the
1990s and the dismal failure of many other economies convinced
host Americans, as well as many others, that the American economy
should be the model for the rest of the world. Throughout most of
the decade, 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.
After the collapse of its bubble economy in the early 1990s, Japan
entered a serious financial crisis and, somewhat later, a recession. Al-
though the other Pacific Asian economies posted spectacular rates of

T Suzanne Berger and Ronald Dore, eds., National Diversity and Global Capitalism:

Domestic Institutions and the Pressures for National Convergence (Ithaca: Cornell
University Press, 1996).

# Nathan Rosenberg and L. E. Bivdzell Jr., How the West Got Rich: The Economic
Transformation of the Industrial World (New York: Basic Books, 1986).
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coomomic prowth throughout most of the 19905 they were __:_;.._
vevere linancial ensis and recession e the fall of 1997 The ccononie
pace shackened in China, and the Russian cconomy was disaster.
Thus, for a period in the late 1990s, the United States was an cco-
nomic oasis in a global economic desert.

American officials, business leaders, and popular commentators at-
rributed the prolonged success of the American economy to funda-
mental changes that had occurred in the 1980s and the 1990s. Propo-
nents of the “New American Economy™ argued that the American
cconomy had been transformed by several factors: deregulation, in-
creased openness to the global cconomy, downsizing and restructur-
ing of American corporations in the 1980s, and rapid technological
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 permitted the Federal Reserve to
PUIStic CXPansionary ¢conomic policies. Deregulation of the Amen-
can economy made it better suited than its Japanese and European
competitors to take advantage of the digital revolution. Some alleged
that the productivity and international competitiveness of the Amer-
can economy have significantly increased and surpassed the rest of
the world. Many even proclaimed that the American cconomy had
cranscended the boom-and-bust business cycles of the past.

There is no dispute about the overall success of the American econ-
omy in the 1990s. Excellent management of the economy by the Fed-

cral Reserve as well as an upswing in the business cycle certainly
played an important part in this success. However, it has not yet been
demonstrated that the United States has created a superior economic
model; indeed, good huck has played a role in American success. For
example, the victory over inflation and consequent low interest rates
can be attributed in large part to the fact that the rest of the world
economy was in recession in the 1990s. Morcover, the American
cconomy benefited greatly from a huge inflow of foreign capital that
buoyed the stock market; indeed, by the late 1990s, America’s na-
tional forcign debt had reached approximately $1 trillion. Economic
expansion was also funded by the virtual elimination of personal sav-
ings and a huge buildup of consumer and corporate debt. Rapid eco-
nomic expansion was accompanied by incer ‘asing income equalities,
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.

7
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1Yo NATTONS COMPETE WIHTHE ONY Aot W

The Clinton Administration assumed power Beheving, that pucsait ol
A “competitiven

s strategy ™ would restore the sternational competi
tiveness of the American cconomy. The United States, as the President
told the American people, 1s “like a big corporation competing !

n
the global marketplace.” Clinton raised the competitiveness issue in
response to America’s huge trade deficit and to growing concern
about the deindustrialization of the cconomy. The immense trade
deficit with Japan Alarmed the Administration and convinced many
that the United States had become noncompetinive with Japan, espe
cially high-tech industrics. The newly clected President created the
National Economic Council in response to these concerns and
charged it to develop a national strategy to deal with such problems.

About the same time, many West European leaders also began to

express concern about the wional competitiveness of Western
Europe. In June 1993, Jacques Delors, then president of the European
Commission, stated that the Furopean cconomy’s most basic problem
was loss of international competitiveness. The fundamental reason

for high unemployment, he proctaimed, was that Europeans were no

longer competitive with the Americans and the Japanese, and the so-
lution should be to increase competitiveness in high-tech industries.
Other West Europeans have also spoken of the mtense global eco-
nomic struggle. Many political leaders and the general public began
to believe that the cconomic well-being and even the political survival
of Western FEurope was at stake in this international struggle. Al-
though both Furopean and Amecrican concerns moderated in the late
1990s, concern over competifivencess continued to be very much alive.

The idea that nations qua nations are engaged in a zero-sum com-
ket share and economic superiority is anathema to
every mainstream cconomist. It was economist Paul Krugman who,
in an article in the Foreign Affairs journal (1994), Jaunched the attack
on the Clinton Administration’s competitiveness strategy and even on

petition for m

the very idea of national competitiveness. __A_.:m_:;:_:.c<5:m_< _Sg
been a principal author of the theory of strategic trade and thus had
inadvertently contributed to the intellectual rationale supporting the

Administration’s policies In a series of books and articles, Krugman

" The question of whether national differences lead to economic and political con-

flicts is discussed wnmy book, The Challenge of Global Capitalism: The World Econ-
L 2000), Chapter 8.

A Dangerous Obsession,” Foreign Affairs

omiv iz the 21st Century (Princeton: Princeton University Pre

O panl R Krugman, “COMPeririveness
73, no. 2 (March/April 1994): 28-44.
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sbsequently moderated s former et kst TOT B ST T 2
arpned that miternational coononne competiion takes place between
srdividual bustess fums and not between national cconomies, Krug:
man and other Amernean cconomists have noted, moreover, that simce
HMpPOTts COMPrIse Just 2 small fraction of the American economy, the
American

principal competitors for most American firms are othe
(irms. 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
engaged noa wit-or-lose economic struggle, cconomists argue that
free trade and mternational competition benefit everyonc; indeed, ac-
cording, to the theory of comparative advantage, every nation has a
comparative advantage in something and can therefore be a winner.
The mercantilist or geoeCONOMICS position of the Clinton Administra-
cion that emerged from belief in the win-or-lose struggle, Krugman
correctly warned, would produce il-conc
including wastetul industrial policies and confrontational trade poli-

ed and reckless policies,

ey

cies. Morcover, he warned that cmphasis on competitiveness diverted
attention trom such fundamental problems as America’s low savings
rate and the declining skill level of an alarmingly large portion of the
American workforce. Indeed, 1 the 1990s the United States found it
necessary to import large numbers of engineers and scientists 1O staft
its growing information cconomy.

As Krugman has pointed out, the most appropriate measure of an
cconomy’s performance 1s 16 productivity and not its balance of trade
or of international ?J::c_:,fr,_ The national level of productivity and
the rate of productivity growth not only constitute the true measure

; long-term

of an economy’s performance but also determine a nation’
well-being. For this reason, Krugman and other cconomists have no
“nternational .«,c_,:#.::<c:c.f: _4:2&@& that

objection to the term

such thinking refers to national productivity and gives rise to im-
proved government policies to mcrease national savings and mvest-
ment in capital goods and n skilled labor.

It should be pointed out, however, that economic policies designed
to increase a nation’s rate of productivity growth do not necessarily
have any cffect on a nation’s balance of foreign trade and interna-
tional payments, although many honeconomists believe that there s
1 direct causal relationship. The trade balance and payments balance
of an economy are determined principally by its savings/mvestment

. . . . .
' productivity is a measure of the ratio of national ougput to national mput.
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catio and by macrocconomie {hn Al and monetaryy pohores Father
more, the productvity prowth ol one cconomy doew not necessartly
harm other cconomics and may even raise the coonomie wellare of
others. For example, increased productivity ot one cconomy can i
prove the cconomic welfare of its trading partne

s 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 automotive
and electronics industries has benefited American consumers ¢nor-
mously and has forced American firms to increase their own produc-
tivity and competitiveness in price and quality.

Although nations may not compete with one another in a narrow
CCONONMIC sense, nations can be said to compete 0 a broader sense;
that is, in their ability to manage their economic affairs effectively.
At _ﬁ:,:n:_:_. times, certain national economies are obviously superior
in their ability to fashion and implement policies that promote eco-
nomic and productivity growth. Beneficial economic policies encour-
age savings, investment, and education, and also facilitate rapid ad-
justment of the private sector to cconomic and technological change.
Swedish economist Gunnar Fliasson stated that competitiveness can
be defined as a nation’s ability to renew itself. In this sense, competi-
tiveness is ultimately the ability of a society to transform itself contin-
wously in response to economic, political, and technological changes.
The state and its policies must play a central role in transformation
and adjustment; markets alone will not succeed. The state must ad-
dress such issues as market failures and the provision of such public
goods as R & D. Elasson believes that competitiveness depends on
the economy’s flexibility both to adjust relative prices and to modify
ndustrial structures by scrapping obsolete economic activities and
thus releasing fabor and capital o facihitate the development of viable
ses. The capacity of an economy to transform itself is a
crucial characteristic in the global struggle to determine which na-
tions will develop a comparative advantage in those industries and
cconomic activities most important to econonic welfare and national

52

power.

o
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The concept of the “competitive state”™ emerges from ideas ex-
pressed by Eliasson and incorporates Krugman's argument that it 1s
firms and not states that compete. The competitive state concept also
incorporates the fact that firms are increasingly mobile as they seek

5

Cunnar Eliasson, The Knowledge Base of an Industrial Economy {Stockholm: In-
dustrial Institute for Economic and Social Research; distributed by Almqvist and Wik~
sell International, 1988).
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the tost attrachive locanon the plobal ceonomy. - Moreover,
pes opnizes that governments cannot prck wimners and that the choee
ol technologics must be lefe up to the private sector. According, to
hould be active and should not

this concept, however, governments s
leave matters to the market alone. As Vincent Cable has pointed out,
4 Ccompeting nation” attempts to strengthen the position of its firms

i the global cconomy and attract forcign investment through cre-
Ation of a pool of highly educated, flexible workers, an efficient physi-
Cal infrastructure, sound economic policies, and an attractive quality
of Tife.™ Such a competition strategy has been employed effectively by
Singapore and has been adopted by Britain, ircland, and other coun-
(rics: Germany is also moving, in this dircction. However, another
aienificant example of a successful competitive state is the United
Seates. In 1980, for example, responding to fears of deindustrializa-
ton, the Congress passed the Bayh-Dole Act that, for the first time,
permitted universities to patent the results of federally funded re-

wearch and to license those results to private firms.”" Subsequent legis-
lation has strengthenced this corporate-university athance as a key ele-
ment in America’s competitive strategy 1 the area of high-tech
industries. Many observers, however, do fear this could prove harm-
ful to the universities over the long term.

CONVERGENCE, HARMONIZATION,
or MUTUAL RECOGNITION?

There are several possible solutions to problems engendered by na-
tional differences that have created obstacles to the smooth function-
ing and full development of the global economy. Differences could be
cradicated or moderated cither through the functioning of the market,
as neoclassical convergence theory suggests, or through political ne-

gotiations to achieve harmonization of national practices. The con-
vergence position requires patience, as 1t posits that national systems
will converge through the operation of markets in which, over time,
cconomic forces will cause nations to modify their economic struc-
rurcs and business practices. Flarmonization, on the other hand, 1s

based on international negotiations and reciprocity leading to elimi-

Y The implications of this fact are developed by Robert Reich, The Work of Nations:
Preparing Ourselves for 21st Century Capitalisin (New York: Knopf, 1991).

“ Vipcent Cable, “The Diminished Nation-State: A Study in the Loss of Leconomic
Power,” in What Future for the State? Dacdalus 124, no. 2 (spring 1995): 43-50.

“This development and its potential dangers is discussed by Eyal Press and Jennifer
Washburn, “The Kept University,” Atlantic Monthly 285, no. 3 (March 2000): 39-54.
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nation ol nanonal ddference ¢ nepgattations between Japan andd
the United States over the Structaral Tmpediments bnstative (SH)
the late 1980s 15 a prime example. soth methods of accommodation
are slow, and the lateer can be very confrontational. Still a third way
(o deal with national differences is by application of the principle of
putual recognition, in which nations agree to honor one another’s
cconomic and business practices. Indeed, mutual recognition has been
central within the movement toward European and, to a lesser extent
North American regionalism. ,

Convergence

>nnc_i:.4m SA:.,,:c_:x,f._E_ convergence theory, economic interdepen-
dence will ultimately lead to a convergence in economic performance
among national cconomies as rates of cconomic growth, productivity
tevels. and national incomes move toward one another. Many WTIECTS
even argue that economic globalization necessarily forees convergence
of the structural features of an economy and of private cconomic
practices and that, therefore, national differences will disappear.
These persons argue that intensification of global economic competi-
tion, expansion of trade and foreign direct investment, and interpene-
ration of national societies necessitate that societies adopt similar
domestic institutions and cconomic practices. As other countries close
the cconomic and technological gap with the more developed econo-
mies, the role of the market will become more central i each ccon-
omy; then the policy prescriptions of neoclassical CCONOIMICS—CCO-
:C._:._c Openness, :A5::E,ﬁ,:::_:m:ﬁ and the like—will increasingly
guide the economic activities of that society. Many American cnc_.:v,
mists and public officials argue that the superior performance of the
American cconomy in the 1990s and the weaknesses of the once-
envied Japanese and other Pacific Asian cconomies have made the
American economy and the frec marker the model for the world.
Some observers even proclaim that the convergence process leads the
world toward individualism and political democracy.

The :c:.c_u,f,,ﬁr,:_ position assumes that national variations m eco-
:c::m performance are a function cither of a catching-up process or
of a country’s ?::_.c to manage its economy according to the policy
prescriptions of neoclassical cconomics. In this view, the outstanding
cconomic success of Japan and the East Asian Newly _:»_:mnlz:x:aw
Countries (NICs) was caused by their having had the advantage of
backwardness and their ability to apply the experience and technol-
ogy of the more advanced economies when they mobilized national
resources to expedite economic growth. Then, as countries develop,
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hiy il mevitably cotverge conand the neodssical modebofamea
fet cconomy. As these countries Jraw close to the move mdustralized
Countrics, their growth rates will slacken, and they will eventually
settle down as more “pormal” countries with morse rypical normal
.:_:(ﬁr rates.

Ginee the end of World War I, there has indeed been convergence
n cconomic performance among the more advanced economies. Con-
vergence in productivity levels and other economic indicators has
aken place between the United States and the other industrialized
cconomics largely as a consequence of trade liberalization. However,
the gap between rich and poor countries has actually widened except
i the case of the Fast Asian and a few other industrializing econo-
mics. Some explain that most poor countries have failed to catch up
hecause convergence can work only when political, social, and eco-
nomic institugions are conducive to economic development and are

apportive of inward flows of capital and technology; these condi-
tions did exist in East Asia. The East Asian experience indicates that
convergence between developed and less developed countries is not
Lutomatic, but, as Robert Barro has pomted out, requires an appro-
56

priate social and political infrastructure.

Another possible reason why so many less developed countries
have failed to catch up with the developed economies 15 supplied by
the new growth theory. In that theory, an initial advantage of one
country over another n human capital can and usually will result in
a permanent difference in income level between the countries. This
happens particularly when the differences in human capital are very
large. Developed countries rich i human capital can sustai a much
higher level of economic output than can less developed countries
, the former will be able to

with a low level of human capital; thu
maintain a decisive lead indefinitely by generating more new savings
and investment than the less developed economy can gen
even though poor countries may be gaining wealth, the gap be-
rween them and the rich will continue.

If convergence in cconomic performance has been weak and un-
even, what about convergence in cconomic nsttutions and business
practices? With cconomic globalization, is the world gravitating to-
ward the American free market model? 1t is certain that the iner easing
Integration of national economies has encouraged societies to adopt
particular institutions and practices proven especially successful else-

* Robert . Barro, Feonomic Growth and Convergence, Oceasional Papers No. 46

(San Francsco: International Center for Economic Growth, 1994).
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,e,_:,._.,.“ _._:, spread of the Fapanese technggue of Tean production 1o the
United States, Great Britaun, and clsewhere exemplifies das ,_:. -
non.. sut this does not necessarily lead to the conclusion ! _:.:::.:.
nomic globalization has been homogenizing domestic c..ﬁ o _: The
C:_.v\ significant examination that [ have found of or\_gﬁ.p_,r».nw_“”_v.____va _._._..,.
E:CJ:_ convergence has really occurred is in wc_.mc._‘ and _u_ﬁ_”_waz_.:,f,:_,
;oa‘ volume, National Diversity and Global Augtmb.,f.\: met ”r. :M
earlier. In a number of case studies, the contributors :,g :,:ﬁ M:A_Vnﬁr
<c_::.8 (all of whom are experts on one or another of the ﬁ : o C:
ﬁxu:::on: seek to determine whether or not convergence MMEC.:.:Q
tions and domestic practices has been occurring; th  volume :Hvﬁ,_:_,
the following conclusions: s the volume reaches

(1) Cc,f,?g some convergence in macroeconomic performance, ver
__.am convergence has taken place at the level of national 5,#.” ;
tions. National insticutions tend to be “sticky” or, in :#.,_. ) | :..
of economics, “inelastic.” Societal changes mu.n :f:mﬂ_:m:mmn
mo.m:vf, strongly resisted, and exceedingly slow. e

(2) U._m?,.::m but equally effective systems of corporate and other i
stitutions within national societies limit the need ?:A, conve _ :w-
to achieve particular objectives. e

(3) External pressures may require a response or outcome but the
072322‘. of the response is largely determined by ﬂ_cE“«.ma > f ,n
tors and is not limited to a unique or single response e

(4) A.\o:<2mm:mm of national institutions has been 2_7?,,2. to intern:
tional negotiations; it can seldom be identified as \;5 aut J:.ﬁ
consequence of globalization. 1 tomane

(5) The domestic effects of globalization are largely determi
states themselves. rcly determined by
Despite this impressive study, evidence suggests that important
mrm:mmw in economic behavior and structure have been SW.:_H_« :M. e
in a number of countries and that these changes tend vw:j; v._n to.
ward the American model of shareholder Q%:m,:ﬁj ._Jﬂgc ﬁmz . QW-
notable examples of this development are Oo::m_,g \.::* i &5 :@cﬁ
one should not jump to the conclusion, at least :cﬁv\ Mmﬁ ﬂr.wﬂvm:. G o
man u:mm Japanesc economies are shedding their %ﬁm:mﬁ?m ?“M -.w?
The h-w::z: system of stakeholder capitalism came ::ﬁ_mm M,?v.
pressurc in the 1990s. The unification of Germany in 1989 1 , <.,2M
a very high and continuing financial burden on the QE,:S:. ,n:%ovm ;
Germany has been required to pump substantial funds :Hﬁc nﬁrﬂw:%:wm,
ward economy of the former East Germany. In maa_:,c: n,c.n o
dustry has had to deal with high labor costs (both i‘gﬂn% :.Lﬁw_gm“_m
ages < Z
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Benehits) and with che costly ellort to create unthied Faropean cur
Ceney, The tension between (he costs of the overly penerous German
wellare state and the need for greater cconomic cfficiency has const-
(uted aserious problem and has encouraged German firms to estab-
b producnion facilitics n 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 percent). Most
mnportantly, Germany has become increasingly aware that fundamen-
(1) reforms are necessary it it is to meet the combined challenges of
Ccoononuc .»_4_:_5:5335, Furopean cCONOMIC integration, and the -
creasing, importance of the Internet and information economy. The
rowing pressure to internationalize production and to significantly
erease the capital available to German industry to further the devel-
opment of high-tech industrics has placed a severe strain on the Ger-
man “Social Market” economy.
One of the central tasks of reforming and restructuring the German
cconomy to bring 1t into the information age entails eliminatgion,
At least significant weakenming, of the close bank-industry alliances;
these powerful alliances arc held together by webs of cross-holdings
and interlocking directorates. This system has a aumber 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 transform itself into-a high-tech mformation  economy,
Germany requires large amounts of capital to investin new industries;
such a need prompted the unprecedented decision of Daimler-Benz to
hist DaimlerChrysler on the New York Stock Exchange, a move that
required the company to break with tradition and to open its books
to outsiders. Similar remarkable changes are taking place in Germany
itself in response to the growth of a sharcholder mentality that is
creating a More Vigorous and innovative German economic systen.
everal events in early 2000 signaled that a significant change 1n
the bank-industry alliance was taking place. The frst development
was the bid of the British firm Vodafone AirTouch to acquire the
German firm Mannesmann A.G. The initial reaction of the German
government was to denounce the threatened hostile takeover as “anti-
German” and contrary to German culture. Germany has always had
a strong preference that German firms merge with other national
firms and has opposed hostile takeovers. The ntense 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 and used
its own capital to save the threatened German firm. When, in this
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Cane, o rescne took place, this provided evidence that ndamentad
feature of German ceonomic culture was changig.

Another and even more important example of the profound change
taking place i the German cconommy carly in the year 2000 was :wc
_:.:v:x?_ merger of Deutsche and Dresdner bank _.c:mt:cc_,cr_ by the
powerful insurance conglomerate Allianz A.G. Although the merger
offort eventually failed, it did signal an important a_ﬂ:.,ma in German
ceonomic m::,:?.. Such an initiative would have dismantled a 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-
ment i turn would have led toa major restructuring of a key segment
of the German economy. Ffforts to restructure German :#_:m:.v,\ have
been greatly facilitated by a new tax law that allows corporations to
el off their holdings and investments without paying capital gains
raxes. The purpose of these sell-offs is to enable Qm%:,E: 7::_& and
corporations to eliminate burdensome holdings and pave the way for
the same type of corporate mergers, acquisitions, and takeovers as n
the United Srates and efsewhere. As a result, Germany will be able
to accelerate development of a more entreprencurial and high-tech
economy appropriate for the world of the Internet and :1..:_.,‘:::‘_::
cconomy.

These developments will undoubtedly transform  Germany and
make it more of a “competing state.” As German investors are de-
manding greater transparency in the management of German business
and a much higher rate of return 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 sharcholders is rapidly increasing

German “social market”

Yer, it is highly unlikely that the
economy will be wholly abandoned in favor
of the American-style free-market economy. Although welfare pro-
grams will be crimmed in the interest of greater efficiency and flexi-
bility, the welfare state is too ingrained in German _:o:\E:? to be
abandoned. In additon, the practice of codetermmation has given
German labor a powerful voice in German firms, and German :r:vsz
have become so important in the overall economy that a Thatcher-
Reagan type of conscrvative ideology is unhikely ever to sweep that
country.

In Japan, the issue of institutional change has also become urgent.
Throughout the 1990s, the Japanese system of political cmc:c:dM suf-
fered one serious setback after another. In the early 1990s, major
problems arosc with the collapse of the inflated “bubble” mmc:::E
and resulted in a severe banking crisis; Japan's banks found them-
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welves wath a hape burden of underperformmyg ot Dadd ioans, Huist
gquently the tate 19905, the bast ASTAN CCONOMIC CIISIS gready ag
pravated Japan's ccononmie Jowdown and financial problems. In
1998, Japan lunged into its deepest recession since the end of World
War Il: morcover, 1 contrast to past Crises, Japan’s export-led
prowth strategy has been unable to reinvigorate the economy and, as
these lines are written in the carly spring of 2000, recession continues.
At a more fundamental level, Japan’s rapidly aging population, the
overcapacity and low profitability of many export industries, and the
overall low level of productivity outside the export sector portend
severe cconomic troubles in the decades ahead.

These accumulating difficulties have caused many Japanese to ac
cept the idea thata radical deregulation and restructuring of the Japa-
nese political economy has become necessary. For example, Japan’s
Fconomic Planning Agency (EPA) published a report in 1995, To-
ward the Revival of a Dynamic Economy, i1 which it warned that
Japan must either reform its economy or long- economic
decline. Essential to any significant reform would be
export-led to a domestic-led growth strategy, opening of the economy
to greatly increased amounts of manufactured imports and to foreign
direct investment, and extensive deregulation of the economy. Such
steps, some arguc, would lead to a significant revival of the economy,

ace 1ot

a shift from an

increase overall productivity growth, and enable Japan to become
more of a leader in the world economy. However, powerful resistance
from the Japanese burcaucracy and from entrenched private interests,
and the seeming indifference of the Japancse people, lead to doubt
About the ability or willimgness of Japanese political leaders to make
rruly significant reforms in the economy.

Nevertheless, Japan's national system of political economy has be-
cun to change in a number of ways. The increased attention given Lo
the Japanese consumer, the pervasive role of the Japanese state the
cconomy, and distinctive private business practices are changing. The
system of lifetime employment and seniority-based pay is weakening,
because of recession and the increasing need in the information
cconomy to reward the most valued younger workers; some frms
have even been forced to lay off tens of thousands of workers. Under
severe financial pressure, some Leiretsu have begun to unravel as
members have been forced to sell off ther holdings in member firm
Corporate Mergers and restructuring are still imited by Western stan-
dards, but are increasing; Renault’s takeover of Nissan could never

have occurred in the past. A significant crease in foreign direct in-
vestment and in the aumber of foreigners in the cconomy has taken
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,_m_._.,,_. Younger Japanese have become mch more entreprencuriad
I'hroughout the cconomy, an mereasing cophasis on :.::,___ o ¢ .
?5 caused _,:.:._f to decrease therr former concern with market f,__._“”_ v
.:#. pressure for profitability and reform will merease as :w:f.,. ,
funds demand greater returns to support the growing, _5?,__.”:3 :___A
Mrn mmcg. High wages, production costs, and an c<c_.<;_:c»_.<n: _:.mc
%_Vﬁﬂﬂ_mm Japanese firms to produce more and more goods in overseas
The core of the Japanese industrial economy is the “main bank
&583..: In the early postwar years, this system was very mmwcc:{.uj
collecting national savings and funneling them to the industrial n » N
bers .Cm ﬁ.rc keivetsu. However, this &rf,.?,_: resulted in c,<c_.,_ _w_p:,gH
banking-industry ties and led to major inefficiencies, corru ZAW\:TCJ
::.#4 abuses. The main bank system that once _:_:,:X,g cmii, .;:.ﬂ
\gwxﬁm& _.omm_.a:nmm of risk has failed; it was this system :SM _*cg. H,C_M__Mc.
colossal misallocation of capital that culnunated in japan’s bubt mn
economy. r:_mmc_v\ as a consequence of the collapse Cm,ﬁrn.r:,zv_n A:”mo_
the ensuing financial crisis, the main bank system has been ::A&
strain .,:&._Em been undergoing major reforms. In addition, finan om
331:.; of the late 1990s have increased competition cﬁ_#,cw;: A *,.Cz
American and other financial mstitutions, and have T,cc,: r:.,c:w\~ __,CB
anese banks ro become more prudent lenders and more Mw MM-
:_‘_.e_.:ni in their practices. Nevertheless, powerful banks w:fc:%
Ministry of Finance can be expected to remain major r:”ncw 1 _M
Japanese financial system. n e
Despite these impressive changes in Japan’s political econor
there has been no significant alteration in such fundamental 7udv~u
of mrn.ccc_:::v\ as the political domination of the country ._4 ~ wnnch:w
xc_.e‘.,.a_m.:d political, business, and bureaucratic elite; _m_ﬁ:#ﬁ Wc,cEnT
cantilist export-led growth strategy has not c_:m:rwma :c,~. has the
closed nature of the keiretsu been altered. Fundamental nr;:w,. :m
succeed only when and if Japan moves decisively in the »:_.cmzw_” csﬂ.
more market-oriented economy. Such a rransformation E::E requi ~
greatly expanded deregulation of the economy, and the Ja w_w:?
cconomy 1s still the most regulated among _:g:,ﬁni:xmn_ QM%MQWJW
| _? A:\.n._.ﬁ@m:_u:c: of the economy by government bureaucracies | ¢
,ﬁ.._amn_ _:.::<::c_f discouraged entrepreneurship, and cz:f,nmﬁr:ﬂ 3 in.
n?c_m:.c_n.m. Deregulation of the economy would w:_::_:,?, nwg:,mvu_asw
neurship and increase productivity; it would also be an im z;r mg.
step 8&5& opening the Japanese market to imports, and thi ,* : __J
further increase overall efficiency. o oo
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Meanmpful detepulaoon of the Japanese cconomy wil be ex
nemely difficalt to achieve. The power of domestic mterests that scek
protection and the cmphasis on social harmony and safeguarding the
weak have contributed to overregulation. Reform and dercgulation
would entail closing thousands of firms and putting hundreds of
(housands of Japanese out of work; therefore, it is almost a cerrainty
that public and vested interests will remain overwhelmingly opposed
(o such action. Morcover, as deregulation would weaken the power
of the Ministry of Finance and other powerful bureaucracies, these
agencies would also oppose any drastic reforms. It is nstructive to
hote that the Japanese have a quite different concept of deregulation
than does the United States. Whereas Americans interpret “deregula-
ton” to mean the elimination of rules and regulators, the Japanese
word for deregulation (kisei kamwa) means srelaxation of regulation”
and not elimination.” Even though the rules may be changed, the

bureaucracy will still attempt to regulate the system. Never-

Japanese
theless, the task of regulation has become increasingly difficult as Jap-
anese firms have become more powerful and as success in catching
up with Western technology has led to a diminished role for central
planning and bureaucratic control. As the Japanese arc well aware,
they must become technological innovators, and this requires some
drastic changes in their society.

Most American economists and public officials believe that the so-
Jution to Japan’s economic problems is to transform Japan into an
American-type of free-market economy. However, the Japanese, like
other Asians and most continental Europeans, are fearful of the possi-
ble consequences of adopting completely the American shareholder
system. Most Japanesc and Europeans reject the “Anglo-Saxoniza-
tion” of the cconomy as a threat to social peace and, in the case of
. to economic/political independence. Japane society,
they fear, would be torn apart by the ruthlessness considered typical
of the American economy and its toleration of high levels of economic
insecurity and a large number of losers. For these reasons, Japan
strongly resists conversion to the American economic model. More
importantly, changing Japan into a Western-style economy would en-
tail a fundamental shift in the relationships between individuals and
society; there would have to be much greater emphasts on individual-
ism, and some of the tight social bonds that are so characteristic of
Japanese society would have to be weakened. These hurdles mean

U

the Japanese

Apancss,

* Rernstein, “Japanesc A,Uzﬂ.:p:._m_:,; 484,
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that Japarn s quite unhikely to become an Ameen
cconomy.

type market

Harmvronization

>:::~.cﬁ possible solution to the problem posed by national differ-
ﬁ-— ArEYN > . - 177+ N N S 1 ) .
nees s _f_:_:c.:_\\ﬁ:E. Whereas the theory of economic convergence
assumes that time and the marker wi ! nat
: : will lead to a blurrng i
st : : of ne
psumes g of navonal

fterences, the harmonization approach maintains that eradication
of ,f”_m:_:hm:a national differences should be an explicit mci, of ,,_:..d
national negotiations. Many arcas of government ?EQQM that _.Cw
themselves to harmonization already fall within the ?,c<,m:cnn cm»q__:.
/x\:_._ﬁ,_ ,_A_.:.»_c Organization and other international institutions %_:,
doctrine of national treatment embodied in the C>,_=_l.>x\~_c T .:
.,::_.u_ﬁ._:.Cr:i? discriminatory taxes and regulations to Tc,g “_u_.rﬂ
to foreign firms. The Tokyo, Uruguay, and other GATT _f:,:_uuf_mw.
trade negotiations have resolved many vexing issues that arise m,

r,:”‘:_.z_, historic, and government _‘om:_:::..v\ :.,,::::_.e.., >,: :ﬂﬁm_fw
,_M”c__“_,mn_h.?_:y, however, are only a small step toward a solution of the

‘ 1 he first major effort tcoward negotiated harmonization of national
r__:c_w.:ncm was made i the Tokyo Round of trade negotiations; m
1:_‘::»_,._ 980s the concept of reciprocity, or more _Jc:i,cn:v\, “s ﬁ.v,:,v\,
_.n,h_,_:ir,_@,: had become the principal mechanism S:m_c, *mw_r H_r
achieve greater harmonization among national xv}?,_:fﬂ of M;:. ,.AM
cconomy. Under the GATT and, to a lesser extent :\:n,_c_. }W /x\,__mmv
system, general reciprocity had been the rule; :p:‘w::m would make
broad m::cn,;c:m to trading partners in exchange for other F.MZ*
CONCEssSIons. Underlying this negotiating tactic <,<:m an assum :A.:»_
that, over time, concessions from one country to another <<c:_%_1_[
ance out, and everyone would benefit from a more open :;Sx:.:_,c_w. {
cconomy. Rightly or wrongly, by the mid-1980s the :::n,n_ﬂ St aﬂ
and Wesrern Furope believed that general reciprocity was ‘Emlw:ﬂ
too slowly; the United States in particular believed that m,? :.#::W
partners (read especially Japan) bhad failed to carry out the a “_.co_A: nts
to s\_:c.r they had committed themselves. Therefore, in _w_wdw@ of n.: r
n_,;_. _.cr,:w_‘::@,, the United States and Western _:_:,V_uc _.cwo_ani szw
policy of specific reciprocity under which these nanons .<<C:E ::w.
make any concessions and might even withdraw prior concessions if
the other party did not fulfill its side of the agreement; this ,q,cm,:_”
was the rationale for the 1990s American tc:,r,v\ of :5.,:3 q,cu_ : *w,_“
toward Japan, in which the Uuired States demanded ;,3mwmn_:i,um h#
the Japanese market in automobiles and other products in ‘mxc,r,&%c
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fo Papanese aeeess o the Amerncan narket, Needless 1o say, Japan
e other countries that have been (he object of such treatment have
deeply resented it and regard spedific reaprocity as an unwarranted
(erterence in their domestic atfairs. Whatever the merits of specific
Feciprocity, iis one tool for dealing with the increasingly important
ash between national systems of political cconomy and the threat
that these national differences pose to maintenance of an open world

A,r,:_:::%.

The most contentious issues hie outside the jurisdiction of interna-
tional organizations, and governments everywhere prefer that no in-
Lernational organization should have the authority to enact, enforce,
prescribe universal rules or regulations for conducting business.

[B]}
s to leave such matters i its own hands. At

Pvery government prefer
he same time, however, every government (and certainly every busi-
ness frm) would like those government regulations, economic struc-

the activities of

tures, and private business practices that constrain
1s own firms in foreign markets to be climinated. This
vransforming the regalations and business practices of foreign povern-
d by the United States and, to a

objective of

ments has been aggressively pursue
lesser extent, by Western Europe.
Competition policy 1s one critically important policy arca that lies
outside the jurisdiction of existing international institutions and that
has become a source of increasing friction. Economists concerned
refer to restrictive business practices that
th, trade expansion, and other ¢co-
s to those domestic economic

with competition policy
pose an obstacle to CCONOMIC Erow
nomic goals. Competition policy appli
policies and regulations that determine legal or leginmate forms of
s: such policies have become significant

¢ developmental
T

business behavior and practic
points of contention between the United States and th d
states of East Asia. The antitrust tradition that attemp
collusive business practices and concentration of corporate power is
he United States, and 1t facili-

3

ua_n_‘r

s to prevent

the essence of competition policy in ¢t
tates entry into the American economy by foreign firms. Japanese and
South Korean competition policies, on the other hand, not only toler-
ate but actually encourage concentration of corporate power in the
form of the keiretsu and the chachol. Although both these institutions
are troubled at the opening of the twenty-first century, it 15 unlikely
that they will be dismantled in the name of increased openness and
competition.

Can harmonization and the policy of specific reciprocity work rap-
idly and effectively enough to overcome the political problems raised
by national differences? Successive American Administrations have
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behieved that the process of cconomic converpence amd relinee on
multilateral negotiations to overcome problems of pohicy, structurl,
and behavioral differences work much too slowly. Many reason that
the United States and its more open and competitive cconomy suiler
from efforts to pursue goals in this fashion. Thus, Amertcans have
supported a policy of enforced harmonization, and where this tactic
has failed, of protectionism. As has already been mentioned, the mose
notable or infamous example of this approach was the prolonged and
acrimonious Structural Impediments Initiative (SII) negotiations be-
tween Japan and the United States. Thesc negotiations, in which the
United States sought to transform important aspects of the Japanese
cconomy, achieved hietle and left a bitter residue in Japan.

Mutual Recognition

Tl
n

oo .
< i

v

mutual recognition. According to this principle, every nation should
accept the legitimacy of the rules by which other nations manage their
cconomies. For example, a multinational firm establishing a subsid-
tary in another cconomy should be free to behave as it does in its
own economy. This approach has been adopted by the European
Union. Except in a few basic arcas such as health and national 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
corporation doimg business in France would be governed principally
by German law; nevertheless, more and more business regulations are
being formulated in Brussels.

The principle is particularly well suited to Western Europe for a num-
ber of reasons. Continental Europe inherited the Roman and Napole-
onic legal and administrative traditions, and, as Peter Katzenstein has
pointed out, the nattons of continental Europe share a concept of the
limited state; thatis, the state is regarded as an impartial and indepen-
dent entity separate from society but responsible for creating a favor-
able and imparnal 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 state 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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prcple of mutaal recogmuon asyan expeditions means to promote
the cconomic anification of the Continent. .

Needless to say, the conditions that exist in Western r:_.:nc do A_J;
exist anywhere clse m the world. Withm :FMZ:Z: >_:m,:c;: Free
Trade Agreement arca, although the United States E.i Canada are
very close in almost every aspect of national life, there is an enormous
x;_,( between these countries and 7>nx.n:.5 many respects; the n:_u_r\_\
ple of mutual recognition is hardly applicable to Z>.TH> or to rela-
tions between North and South America. The economic, r,EZ,_S_, ,m:m
political diversity in the Asia/Pacific area is even more striking. The
principle of mutual recognition cannot serve as a means .5<<ua the
cconomic and political integration of H_H,: region and certainly cannot
provide the basis for a resolution of differences between the ./x\nﬁ and
these rising economic powers. At the heart .cm ﬁro. ?..cv_c:wmr_m :#., mwmw
that economic and political affairs are intimately jomed to one an-
other. It is therefore difficult to isolate the economy from the polity
<o that the former may function according to the w::.c_ﬁ_om i.:nc-
classical economics. Moreover, if one incorporates rehigion as a Smm:v\
se states, as it is in the Middle East,
a solution to the

important clement in many of the .
application of the principle of mutual recognition as a : :
problem of national differences becomes totally out of the question.

CONCLUSION

In the early years following the end of the QC.E War, there was a
prevalent belief that the clash between capitalism and communism
would be replaced by a clash between rival forms cm.n.,.%:z_i_d. Chis
belief, at least thus far, has been —:.cém_ Wrong. Knﬁ __H s 37<__.:_Mam~ww_~
increasing interdependence of national economies fias mace 1egdl,
policy, and structural differences among :uzo_ﬂ_ societies _:,;r J:CR
important and frequently also a source of tension and occasional po-
litical conflict. Differing national systems of political economy consti-
tute a serious obstacle to the movement toward an even more open
multilateral global economy. Differences in such matters as competi-
s practices, and corporate structures have become

tion policy, busines s h
major concerns of international trade and other negotiations.
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