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Introduction

The last decade has witnessed the rediscovery, and rapid diffusion, of institu-
tionalist and evolutionary approaches in economics and other social sciences
(see for instance, amongst many others, Nelson and Winter, 1982, Dosi et al.
(eds), 1988, Hodgson, 1988 and 1993, North, 1994, Maki, Gustafsson and
Knuddsen (eds), 1993, Arthur, 1996, Shionoya, 1997). These two approaches,
despite their remarkable potential for cross-fertilization have, until now, ‘trav-
elled alone’. Their common achievement has been the fact that their ap-
proaches and findings are increasingly posing serious intellectual challenges to
the dominant neoclassical approach.

It is perhaps useful to observe that economic theory was, inits origins and for
a long time thereafter, both evolutionary and institutionalist. Note, for instance,
the discussion about the division of labour that opens Adam Smith’s Wealth of
Nations, or his statements on the theory of value and distribution. The analysis is
deeply concerned with change and deals quite explicitly with historical time. To
summarize, it is highly ‘institution-dependent’ and evolutionary. Excluding
David Ricardo, whose approach lacked historical perspective and was aimed at
drawing bold conclusions from simple hypotheses, inaugurating what
Schumpeter would later call the ‘Ricardian vice’, the same can be said for all the
other ‘classical political economists’ including Robert Malthus' and both James
Mill and John Stuart Mill. The same approach is also present in Karl Marx’s
theory of industrialization and in Marshall’s analysis of ‘industry and trade’.

Obviously this is not to say that these were the exclusive, or even the main,
features of the canonical works in classical and ‘modern’ political economy.
What appears to have gone unnoticed in most studies of the development of
economic analysis is the ambivalence and tension between the aforementioned
concern with evolution and institutions — therefore, with history, path-depen-
dence and the interplay between economic and other forces — and the focus on
‘Newtonian’ types of mechanisms and laws. That tension is still at the core of
economic debate today, and it is probably not much of an exaggeration to say
that the future course of economics depends on how the discipline will deal
with Institutions and Evolution without ruining its reputation as ‘the most rig-
orous’ and ‘the most prediction-oriented’ social science.
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Let us also acknowledge the fact that, although the word ‘institutionalist’
almost became a dirty word in Anglo-American academia after the fall of
American Institutional Economics led by Thorstein Veblen, John Commons,
and Wesley Mitchell in the early 20" century, by the early 1980s it was not
difficult to find articles in ‘respectable’ journals that talked of a ‘new’ institu-
tionalist approach (cf. Yonay, 1988).

The new institutionalist approach, inspired by the works of Ronald Coase,
Douglas North, and Oliver Williamson, shares some basic attributes of the
dominant neoclassical approach — for example, the emphasis on self-seeking
and rational behaviour, and the neglect of the role of power in shaping the
evolution of institutions. In fact, it sought to explain: (a) how economic institu-
tions may arise due to transaction-cost-minimizing behaviour; and (b) how
these institutions can affect subsequent economic behaviour — albeit, with more
emphasis on the former.

In the 1980s and 1990s, the approach was applied to a wide range of issues,
including property rights (e.g., Barzel, [1989] 1997), the firm (e.g.,
Williamson, 1985), rural land property and financial institutions (e.g.,
Bardhan, 1989) and international trading networks. The awarding of the Nobel
Prize to Coase (1995) and North (1994) in the early 1990s symbolized the
weight that this approach was gaining, even among mainstream economists. It
must, however, be stressed that, important as it may have been, the New Insti-
tutional Economics was by no means the only institutionalist approach devel-
oped during the last two decades.

Another 1s the ‘behaviouralist’ school led by Herbert Simon, which empha-
sized the importance of the ‘bounded’ nature of our rationality and the conse-
quent limitations of the maximizing approach — that the new institutionalists
share with neoclassical economists. The behaviouralists argue that the world
we live in is too complex and uncertain for human beings to operate without
some kind of (often deliberately created) constraints on their choice. According
to Simon (Simon, 1947 and the seminal work of 1983) organizations and insti-
tutions would accomplish these roles (for more recent examples, see Heiner,
1983 and Simon, 1991).

Quite independently from the behavouralists, the ‘Austrian School’, led by
Friedrich Hayek, is also very much an institutionalist approach, emphasizing
the role of what they call ‘tradition’ in determining human behaviour. Indeed,
they share with the behaviouralists a view of the world as a complex and uncer-
tain place and scepticism about both the perfect human rationality and the
maximizing approach. The Austrians, however, parted company with the
behaviouralist school when they claimed that the complex and uncertain nature
of our world dooms attempts to control it by deliberately constructing new in-
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stitutions — which they call ‘rational constructivism’. This is exactly why we
need institutions, according to the behaviouralists (classic statements of the
Austrian view of institutions can be found in Hayek, 1949, 1978, 1994,
Kirzner, 1992; and O’Driscoll and Rizzo, [1985] 1996 are some recent ex-
amples).

Finally, on the other side of the analytical spectrum, the works of Karl Marx
and Karl Polanyi have emphasized the role of relationships of power in shaping
the evolution of institutions. Polanyi’s classic work shows how the birth and
subsequent evolution of the actual foundational institutions of capitalism —
property rights (especially of land and labour) and the market — have been
shaped by relationships of power (Polanyi, [1944] 1980). This approach is
shared today by authors such as Fred Block, Mark Granovetter, Peter Evans
and many others (cf. Block and Sommers, 1985, Granovetter and Swedberg
(eds), 1992, Smelster and Swedberg (eds), 1994, and Hollingsworth and Boyer
(eds), 1997).

Marx’s legacy gave birth to another new trend in economics (albeit in a
fairly roundabout way) through his great admirer, and reluctant disciple, Jo-
seph Schumpeter: the evolutionary approach. While Marx himself was influ-
enced by the works of Charles Darwin, it was Schumpeter who first incorpo-
rated evolutionary biology into economics in an explicit and systematic way
(Schumpeter, 1911, 1939, and 1942). Schumpeter argued that changes in tech-
nology and institutions should be understood as an evolutionary process, in
which changes are made incrementally and with path dependency. Of course,
Schumpeter did not argue that the mechanisms of biological evolution could be
found in theeconomic sphere. He went to great pains to show that ‘mutation’ in
the economic world (or what he calls innovation) is both conscious and pur-
poseful — whereas in the biological world it is random.?

One of the fathers of the ‘old’ institutionalist school, namely Thorstein
Veblen, was also very much committed to an evolutionary perspective, as the
recent work of Geoff Hodgson and others have clearly shown (cf. Hodgson,
1988, 1993, 2000; Lougd, 2000; O’Hara, 2000).

In summary, although both the institutionalist and evolutionary approaches
are increasingly posing serious intellectual challenges to the dominant neoclas-
sical approach, as can be seen, for instance, in the flood of books and articles that
fill the catalogues of Elgar, Routledge, Kluwer and several ‘University Press’
publishing houses, there is an element strikingly common to most of these
works. Namely, despite their affinity, there has been relatively little interaction
between these two potentially very complementary approaches.

It is our claim that both the institutionalist and the evolutionary perspectives
in economics share the same core assumptions, way of theorizing, and key re-
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sults. It is puzzling, therefore, that they have travelled along the same roads and
fought the same enemies without ever borrowing from each other or, worse,
without forging a ‘strategic theoretical alliance’.

The present volume, resulting from a very successful conference held in Rio
de Janeiro in November 1997,% is an attempt to begin to fill this theoretically
challenging and policy relevant gap. It puts together eleven essays written by
leading scholars in the field and has two chief objects: to contribute to the
cross-fertilization of the aforementioned approaches and to apply them to one
of the most controversial issues of our day, namely, the role of the state.

The choice of the role of the state as the common topic for this intellectual
dialogue between the traditions was not a random choice. It was intended to fill
a common and serious lacuna that can be easily noticed in these traditions.
After all, despite the obvious relevance of their approaches for statecraft and
policy issues, scholars writing in these traditions have been unusually silent on
these topics (some obvious exceptions are the contributors to this volume such
as Block and Chang).

The contributors to this volume have in common the understanding that the
‘invisible hand’ of the market is sustained by a complex and constantly evolv-
ing set of institutions, in whose design and enforcement both the state and other
institutions play a critical role. Using the newly-developed theoretical frame-
works of institutional and evolutionary economics, the essays in the volume
emphasize (a) that the market and the state complement each other, (b) that the
former would not be even able to exist (let alone ‘work well’) without the ‘vis-
ible hands’ of state bureaucracies and public policies and (¢) that such interac-
tions occur within a complex matrix of institutions.

More specifically, the book includes essays that provide an explicit theo-
retical discussion of the role of the state (Burlamaqui, Chang, Block), as well as
essays which provide the theoretical foundations for this discussion (Storper on
the social science of conventions and Hodgson on emergent properties). It also
contains essays that focus on specific empirical cases (Wade and Dore on East-
Asian developmental states, Bresser Pereira, Castro and Sola on Brazil and
Drechsler on Estonia) and discuss policy issues.

Therefore, the volume offers a good methodological guide for researchers
working in the two fast-evolving institutional and evolutionary traditions, for
professionals unsatisfied with reductionist theoretical approaches and for
people concermned with concrete policy discussions and proposals based on
keen theoretical analyses as well as some careful studies of historical and con-
temporary cases.

The book is divided into two parts. The first part includes the more theoreti-
cally-oriented chapters on the role of the state, institutions and conventions.

Introduction xiii

The second part includes more empirically (and policy) oriented chapters, ap-
plying the institutionalist and evolutionary theoretical insights to the analysis
of some important real-life cases.

NOTES

1. Whose Essay on Population, lct us not forget, influenced Darwin’s thought, which, in its turn,
significantly influenced both Marx’s vision of capital accumulation and cvolutionary cco-
nomics (Veblen and Schumpeter being clear examples).

2. Schumpeter’s evolutionary approach was later expanded by Nelson & Winter (1982), who
applied ideas from genetics, whichhad not really been developed in Schumpeter’s own time,
to the understanding of technological change.

3. ‘Institutions and Economic Development: A State Rcform Perspective’, organized by Leo-
nardo Burlamaqui, Ana Célia Castro and John Wilkinson — CPDA/UFRRIJ (Graduatc Course
in Development, Agriculture and Society, Federal Rural University of Rio de Janeiro) and
NUSEG/UERJ (Superior Nucleus of Governmental Studies, State University of Rio de
Janeiro).
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PART ONE

Theoretical Perspectives on the Role of the State,
Institutions and Conventions



1. An institutionalist perspective on the
role of the state: towards an
institutionalist political economy

Ha-Joon Chang

1. INTRODUCTION

What is the appropriate role of the state? This has been one question that has
constantly occupied economists for the last two or three centuries since the
birth of the subject (for some excellent historical reviews, see Deane, 1989, and
Shonfield, 1965). During this period, there have been a number of swings in the
dominant opinion on the subject, but the two major swings that have occurred
during the last half century after the Second World War are particularly remark-
able in their scope and suddenness (Chang & Rowthorn, 1995a, Spanish trans-
lation appears in Chang, 1996).

The early postwar years witnessed the world-wide rejection of the laissez
faire doctrine that failed so spectacularly during the interwar period, and the
resulting emergence of a widespread consensus on state activism. By the
1960s, the end of laissez faire capitalism was announced in many quarters and
there was a widespread consensus that we are now living in the ‘mixed
economy’ (alternatively, ‘modern capitalism’ or ‘organized capitalism’). How-
ever, this new consensus has been dramatically overturned since the mid-
1970s, following the neo-liberal counter-offensive, which sought to end the
mixed economy and reintroduce market principles to an extent that would have
been unimaginable during the early postwar years.

The upsurge of neo-liberalism during the last two decades or so has funda-
mentally changed the terms of debate on the role of the state (Chang, 1994a,
chapters 1-2). The state is no more assumed to be an impartial, omnipotent
social guardian and is now analysed either as a ‘predator’ or as a vehicle for
politically powerful groups (including the politicians and the bureaucrats them-
selves) to advance their sectional interests. No other motives than maximiza-
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tion of material self-interests are accorded to any agent even in the ‘public’
domains of life, denouncing the role of politics as a legitimate way to correct
the market outcomes according to the ‘collective will’. The resulting
‘minimalist’ bias in the terms of debate means that those who want to make a
case for state intervention have to fight their adversaries at each and every step
of their arguments, whatever the merits of their arguments may be, whereas
those who want to discredit state activism can often do so with a very simplistic
logic supported by often unrepresentative anecdotes.

Although the neo-liberal agenda itself has a lot of intellectual limitations
and biases, as we will discuss in the rest of the paper, the legacy of the neo-
liberal counter-offensive has not been entirely negative. For one thing, it ex-
posed fundamental problems with the ‘technocratic’ view of the role of the
state that prevailed in the heyday of welfare economics (1950s and 1960s) and
brought politics back into economics (although it ultimately aimed to abolish
politics; see section 3.4). And more importantly, its explicit engagement in ‘po-
litical economy’ discussions opened the door for the subsequent rise of ‘institu-
tionalist’ criticisms (e.g., Evans, Rueschemeyer and Skocpol, 1985; Hall, 1989;
Toye, 1991; Evans, 1995; Chang & Rowthom, 1995b).! And following the in-
stitutionalist criticisms, even some proponents of neo-liberal doctrine have re-
cently come to admit (but without necessarily recognizing the contributions of
their critics) the importance of institutional factors in understanding the role of
the state (North, 1994: World Bank, 1997).

However, having achieved that important, if unfairly unacknowledged vic-
tory over the neo-liberals, I think it is fair to say that the institutionalists still
lack a full-blown political economy that can replace the neo-liberal political
economy. In this paper, I will make some suggestions as to what I think should
be the building blocks of what may be called an institutionalist political
economy. For this purpose, I will dissect the neo-liberal research agenda on the
role of the state from an explicitly institutionalist perspective and identify what
I think are the fundamental flaws in it, and in that process suggest what should
be the elements in the institutionalist theory of state intervention that can over-
come these flaws.

2. DISENTANGLING THE NEO-LIBERAL AGENDA

The Messianic convictions with which many proponents of neo-liberalism
have delivered their messages have created the impression that it is a very co-
herent doctrine with clear conclusions. However, contrary to this popular be-
lief, the neo-liberal doctrine is in fact a very heterogeneous and internally in-
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consistent intellectual edifice. So before going into the detailed criticisms of
this doctrine, it will be useful to delineate the basic fault lines in the neo-liberal
intellectual agenda and reveal some of its obvious weaknesses.

2.1 The Unholy Alliance: Neoclassicism and the
Austrian-Libertarian Tradition

The biggest contradiction in the neo-liberal research programme comes from
the fact that it was born out of a marriage of convenience between neoclassical
economics as the source of intellectual legitimacy (given its dominance in
academia) and what may be broadly called the Austrian-Libertarian tradition as
the source of political rhetoric. The gap between these two intellectual tradi-
tions is not a minor one, as those who are familiar with, for example, Hayek’s
scathing criticism of neoclassical economics would know (e.g. Hayek, 1949).
However, the marriage of convenience goes on, because the Austrian-Libertar-
ian tradition supplies the popular appeal that neoclassical economics can never
dream of supplying itself (who are going to risk their lives for ‘Pareto
optimality’? — but many have been willing to for ‘liberty’ and ‘entrepreneur-
ship’), while the Austrian-Libertarian tradition, given its lack of intellectual
legitimacy in ‘respectable’ circles, needs the aura of ‘science’ that neoclassical
economics carries around.’

But in return for the increased power of persuasion thatthey acquired by ally-
ing with the Austrian-Libertarian tradition, neoclassical economics had to pay a
heavy price. In order to maintain the alliance, it has had to suppress its interven-
tionist streak, given the strong anti-statism of the latter. So how is this done?

One such method of suppression is to accept the logic of ‘market failure’
behind welfare economics but then not to extend it beyond the set of *politi-
cally acceptable’ areas. So, for example, the externality argument is often ap-
plied to politically less controversial arcas such as the environment or educa-
tion, but is rarely applied to such politically more controversial areas as *selec-
tive” industrial policy a la East Asia, which can be justified by the same logic
equally well. Given that there is no theoretical way in neoclassical economics
to determine what is the ‘correct’ boundary for state intervention, it becomes
necessary to argue that market failures exist as logical possibilitics, but rarely
occur in reality — naturally without providing much evidence (Fricdman, 1962.
is a good example).*

The second method of suppressing the interventionist instinct of neoclassi-
cal economics 1s to separate, partly deliberately and partly subconsciously, the
‘serious’ academic discourse from the ‘popular’ policy discourse and compart-
mentalize them. So neoclassical economists in universities may be doing re-
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search justifying stringent anti-trust policy, but the ‘lax’ anti-trust policy of the
government may be justified in terms of some other logic which has no place in
neoclassical economics — say, by citing the need ‘not to discourage entrepre-
neurship’, etc. The recent ‘reform’ experiences in the former Communist coun-
tries mentioned above is a most poignant example of such practice.

The last method of suppression is to accept fully the logic of market failure
and build models that may have strong interventionist conclusions, but later
dismiss them on the ground that ‘real life’ states cannot possibly be entrusted
with such policies that are technically difficult (due to informational asymme-
try) and politically dangerous (due to the possibility of bureaucratic abuse and/
or interest group capture). Various writings by the American trade economist
Krugman provide the best example, where frequently a few paragraphs of ‘pop
political economy’ analysis dismissing the integrity of the state, at the end of an
article, would be used to discredit his own elaborate ‘strategic trade theory’
model endorsing state intervention that went on in the rest of the article.* To put
it bluntly, the name of the game is that a neoclassical economist may build a
model that recommends state intervention as far as it is ‘technically compe-
tent’, but he/she has to prove his/her political credentials by rubbishing his/her
own model on political grounds.

2.2 The Indeterminacy of the Neoclassical Position on
State Intervention

Even when we ignore the above-mentioned tension between the neoclassical
element and the Austrian-Libertarian element in the neo-liberal intellectual edi-
fice, there are still disagreements amongst the neoclassical economists them-
selves on exactly what the role of the state should be, as we implicitly sug-
gested above.

As | indicated above, neoclassical economics has a strong interventionist
streak that is best manifested in welfare economics. Especially, as Baumol
(1965) and others have pointed out, once we begin to follow the logic of exter-
nality faithfully, it seems doubtful whether we should have any market transac-
tion at all. Most goods create some negative externalities in their production
processes in the form of pollution, except in those few cases where proper com-
pensation is actually made. When considering ‘linkage effects’ (Hirschman,
1958, chapter 6) or ‘pecuniary externalities’ (Scitovsky, 1954), many goods
may additionally be classified as having positive externalities. Some econo-
mists even argue that some goods which have conventionally been treated as
lacking externalities, say basic foodstuffs, can be seen as creating externalities
when they are not consumed in the proper amount and therefore induce crime
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(Schotter, 1985, pp. 68-80). Moreover, there exist interdependences between
individual preferences. For example, people have what Elster (1983, chapter 2)
calls counteradaptive preferences — ‘the grass is always greener on the other
side of the fence’. The psychology of luxury goods consumption — part of one’s
pleasure derives from the very fact that one consumes what others do not — is
another example of interdependent consumer preference.

The list can go on, but the point here is that, even using a purely neoclassical
logic, one can justify an enormous range of state intervention. Indeed, in the
1920s and 1930s people like Oskar Lange were trying to justify socialist plan-
ning on the basis of essentially neoclassical models (Lavoie, 1985; Pagano,
1985). Thus seen, whether a neoclassical economist is an interventionist or not
depends more on his/her political preference rather than the ‘hard’ economics
that he/she practises. Therefore, it is important to reject the myth propagated by
neoclassical economists that the boundary between ‘good’ and ‘bad’ interven-
tions can be drawn according to some ‘scientific’ rules.

2.3 Concluding Remarks

Neo-liberalism is based on an unholy alliance between neoclassical economics,
which provides the intellectual legitimacy, and the Austrian-Libertarian tradi-
tion, which provides the political rhetoric. This, in turn, means that the inter-
ventionist streak of neoclassical economics has to be suppressed. Such sup-
pression involves, we pointed out, intellectually and morally indefensible prac-
tices like drawing an ‘arbitrary’ boundary around the state without acknowl-
edging its arbitrariness, using different discourses for ‘serious’ academic re-
search and for ‘popular’ policy discussion (again without acknowledging such
compartmentalization), and denouncing the interventionist conclusions of for-
mal models with unsubstantiated ‘pop’ political economy. We then argued that
even neoclassical economics itself does not provide us with any unambiguous
‘scientific’ criterion to draw the boundary between ‘good’ and ‘bad’ interven-
tions. Thus seen, despite its pretence of intellectual coherence and clear-cut
messages, neo-liberalism is an internally heterogeneous and inconsistent intel-
lectual doctrine with confused and confusing messages.
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3. SOME INSTITUTIONALIST CRITICISMS OF
THE FOUNDATIONS OF THE NEO-LIBERAL
ANALYSIS OF MARKET, STATE, AND POLITICS

Having pointed out the fundamental fractures in the very set-up of the neo-
liberal doctrine, let us now make some detailed criticisms of it from an institu-
tionalist perspective, questioning the very way they envisage the market, the
state, and other institutions, as well as the relations between them.

3.1 Whatis a Free Market? Defining and Measuring
State Intervention

3.1.1 Defining state intervention

The neo-liberal discourse on the state is basically about whether ‘free’ markets
produce socially optimal results, which it thinks is the case most of the time,
and whether therefore state intervention may be able to improve the free market
outcomes, which it thinks is rarely the case. Whether or not we agree with the
conclusion, the discourse seems straightforward enough, but is it?

This question may look stupid. Surely we know that a ‘free’ market is a
market without state intervention? Of course, the argument may go, we may
have disagreements on which is a ‘good’ state intervention and which is a ‘bad’
one, but surely we all know what state intervention means? I am not actually
sure that we do. The trouble is that the same state action can be, and has been,
considered an ‘intervention’ in one society but not in another (which could be
the same society at a different point of time). Why is this? Let me answer this
question with a few examples.

First, let us take the case of child labour. Few people in the OECD countries
at present would consider the ban on child labour as a state intervention ‘artifi-
cially’ restricting entry into the labour market, whereas many Third World capi-
talists (and indeed the capitalists in the now-OECD economies in the late 19th
and the early 20th centuries) regard it as just that. In developed countries, the
rights of the children not to toil but to be educated are totally accepted, and
have been incorporated into the structure of (property and other) rights and
obligations underlying the labour market (as the right to self-ownership has
been, since the abolition of slavery); they are not a matter of policy debate (i.c.
there is no debate on whether the ban on child labour is ‘efficient’ in some
sense). In contrast, in the developing countries (of today and yesterday), such
rights of children are not so totally accepted, and therefore state action regard-
ing child labour is considered an ‘intervention’, whose impact on “efficiency’is
still a legitimate subject of policy debate.
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To give another example, many environmental standards (e.g. automobile
emission standards), which were widely criticized as unwarranted intrusions
on business and personal freedom when they were first introduced in the
OECD countries not so long ago, are these days rarely regarded as ‘interven-
tions’. Therefore there would be few people in the OECD countries who would
say that their country’s automobile market is not a ‘free’ market because of
these regulations. In contrast, some developing country exporters who do not
accept such stringent environmental standards as ‘legitimate’ may consider
them as ‘invisible trade barriers’ that ‘distort’ the market.

In yet another example, many neoclassical economists who criticize mini-
mum wages and ‘excessively’ high labour standards in the advanced countries
as unwarranted state interventions that ‘artificially’ set up entry barriers into
the labour market, do not even regard the heavy restrictions on immigration
that exist in these countries as a state intervention (not to speak of supporting
it), although immigration controls set up an ‘artificial’ entry barrier into the
labour market as much as the above-mentioned ‘interventions’ do. This contra-
dictory attitude is possible only because these economists believe in the right of
the existing citizens of a country to dictate the terms of the non-citizens’ partici-
pation in ‘their’ labour market, without explicitly stating their ‘political’ posi-
tion on this matter.

The examples can go on, but the point is that, depending on which rights
and obligations are regarded as ‘legitimate’ by the members of the society, the
same action could be considered an ‘intervention’ in one society and not in
another. And once something is not even considered to be an ‘intervention’ in
a particular society at a given time (e.g. the ban on child labour or slavery in
the OECD countries), debating their ‘efficiency’ becomes politically unac-
ceptable — although there is no God-given reason why this should be the case.
The corollary is that, depending on the rights-obligations structure, the same
market with the same state ‘intervention’ in the same area — for example. re-
garding child labour — can be seen as ‘free’ (from state intervention) in one
society and not in another.

So, therefore, 1f we want to decide whether a particular market is ‘free’ or
not, we need to understand the underlying institutions which define the rights-
obligations structure for the participants in the relevant market (and indeed
certain non-participants, when it involves ‘externalities’). The institutions that
need to be understood in this context will include, among other things: (i) the
formal and informal rules that govern the way in which interests are organized
and exercised (e.g. rules on political associations, rules on incorporation, rules
on lobbying); (ii) the formal and informal ‘ideologies’ relating to notions such
as ‘fairness’ and ‘natural rights’ that prevail in the society (e.g. rights for every-
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one to self-ownership, rights for children to education); (iii) the formal and
informal institutions that determine how the rights-obligations structure could
be changed (e.g. procedures for legal changes, social customs about when and
how some de facto rights/obligations can become ‘legitimate’, if not necessar-
ily legalized).

Thus, the apparently simple exercise of defining whatis a ‘free’ market (and
what constitutes ‘state intervention’) is not so obvious any more — and this is, to
repeat, even before we can discuss whether some markets are ‘failing’ and
therefore state intervention may make them ‘more efficient’. From the institu-
tionalist perspective, we may even say that defining a free market is at the
deepest level a pointless exercise, because no market is in the end ‘free’, as all
markets have some state regulations on who can participate in which markets
and on what terms. It is only because some regulations (and the rights and the
obligations that they are creating) can be so totally accepted (by those who are
making the observation as well as by the participants in the market) that some
markets appear to have no ‘intervention’ and therefore be ‘free’.

3.1.2 How do we measure state intervention and
why does it matter?

For the purpose of international and historical comparison, people have used
some quantitative measures of state intervention. At one level, this seems a
straightforward exercise. However, how good a measure of state intervention is
depends on the theory (of state intervention) that underpins it. Therefore, we
need to look beyond the ‘numbers’ that are supposed to measure the extent of
state intervention and analyse the theories that lie behind those numbers. Let us
explain what we mean by this.

Traditionally, the most popular measures of the degree of state intervention
have been the total government budget as a ratio of GDP and the share of the
public enterprise (PE) sector in GDP (or total investment). It may be true that
these measures give us as good an idea of how ‘big’ the state sector is but it is
not true that they are good indicators of the degree of state intervention. This is
because a ‘big’ government is not necessarily a more ‘interventionist’ govern-
ment. The point is very well illustrated by the East Asian countries of Japan,
Korea, and Taiwan.

On the basis of these traditional measures, until recently many people be-
lieved that we could ‘objectively’ establish that the East Asian countries are
‘non-interventionist’ (e.g. World Bank, 1991, p. 40, Table 2.2). And except for
the (conveniently ignored) fact that Taiwan has one of the largest PE sectors in
the non-socialist, non-oil-producing world, this observation does not seem to
be too far fromthe truth — that is, as far as we accept that the ‘vision’ of the role
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of the state that lies behind these measures correctly reflects the actual role of
state intervention in these countries.’ However, the mode of state intervention
in East Asia has been quite different from what is envisaged in the ‘vision’ that
lies behind these traditional measures, and thus they ‘wrongly’ measure the
extent of state intervention in East Asia.

In the ‘traditional’ vision, the state exercises its control basically through the
ownership of the means of production, which is (wrongly) equated with the
control over its use, and the reallocation of resources via taxes and subsidies,
for example, in the manner prescribed in welfare economics. However, state
intervention in East Asia has been conducted less through state ownership and
budgetary outlays, but more through measures which need little state owner-
ship or budgetary outlays. They include: (1) regulatory measures (on entry, ca-
pacity, price, technology, etc.); (ii) the state’s influence on bank lending deci-
sions (especially in Korea and Taiwan, the majority of the banks have been
state-owned); and (ii1) various ‘informal’ channels of influence on the business
sector (a manifestation of what Evansdescribes as the ‘embeddedness’ of these
states; see Evans, 1995).

The example does not, in fact, stop in East Asia. For example, some com-
mentators point out that the US federal state, despite its laissez faire rhetoric,
has strongly influenced the country’s industrial evolution through defence pro-
curement programmes and defence-related R&D contracts — especially in in-
dustries like computers, telecommunication, and aviation (Johnson, 1982).¢ So,
again, the prevailing vision of therole of the state, where ‘defence’ is accepted
as one of the ‘minimum’ functions of the state (almost shading into ‘non-inter-
vention’), makes people underestimate the importance of the US federal gov-
ernment in the country’s industrial development.

The point that we are trying to illustrate with the above examples is that how
we measure state intervention matters, because the particular measures that we
use embody a particular vision of the role of the state which may not be univer-
sally applicable, because the institutional assumptions behind that vision may
not hold in contexts other thanthe one from which that vision emerged. Unless
we recognize that different measures of state intervention are based on different
theories of therole of the state, which embody different assumptions about the
institutions and political economy of state intervention, our empirical investi-
gation of the role of the state will be constrained by the limitations of the theo-
retical perspective that lies behind the ‘measures’ of intervention that we usec.
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3.2 What does Market Failure Mean and How much
does it Matter? ‘Rival Views of Market Society’

3.2.1 When does the market fail?

The term ‘market failure’ refers to a situation when the market doesnot work in
the way expected of the ‘ideal” market. But what is the ideal market supposed to
do? Given the current domination of neoclassical economics, the ideal market is
usually equated with the ‘perfectly competitive market’ in neoclassical econom-
ics. However, the neoclassical theory of the market is only one of the many
legitimate theories of how the market works (and therefore what we can expect
from the ideal market and therefore when we can say a market has ‘failed’) — and
not a particularly good one at that. In other words, there are, to borrow
Hirschman’s phrase, many different ‘rival views of market society’ (Hirschman,
1982a). Therefore, the same market could be seen as ‘failing’ by some people
while others regard it as ‘normal’ or even ‘succeeding’, depending on their re-
spective theories of the market. Let us illustrate this point with some examples:

1. Many peoplethink thatone of the biggest ‘failures’ of the market is to gen-
erate ‘unacceptable’ levels of inequality (whatever the criteria for ‘accept-
ability’ may be). However, in neoclassical economics, this is not a market
‘failure’, because the ‘ideal’ neoclassical market is not assumed to generate
equitable income distribution in the first place. This is not to deny that many
well-intentioned neoclassical economists may dislike the income distribu-
tion prevailing in, say, Brazil, and may support some ‘non-distortionary’
lump-sum income transfers, but to point out that even they would argue that
an equitable income distribution is simply not something that the market
should be expected to generate and therefore the issue is beyond economic
‘science’.

2. A ‘non-competitive’ market is one of the most obvious examples of a ‘fail-
ing’ market for neoclassical economics, while the Schumpeterian theory
(and before it the Marxist theory) argues that the existence of ‘non-competi-
tive’ (in the neoclassical sense) markets is an inevitable, if secondary,’ fea-
ture of a dynamic economy driven by technological innovation. Thus, a
classic example of market failure in the neoclassical framework, namely, the
non-competitive market, is regarded as an inevitable feature of a ‘success-
ful’ dynamic economy, according to the Schumpeterian perspective.® Or to
put it differently, a market which is ‘perfect’ in the neoclassical sense (e.g.
no participant in the market has any market power) may look like an abso-
lute ‘failure’ to a Schumpeterian because it lacks technological dynamism.
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The point that we have just tried to illustrate with our examples is that, when
we talk about ‘market failures’, we need to make it clear what we think the
‘1deal’ market is capable of doing. Otherwise, the concept of market failure can
become so elastic that it means a hundred different things to a hundred different
people. Thus, where one person sees ‘perfection’, another person can see a
miserable ‘failure’ of the market, and vice versa (the above example about
monopoly illustrates this point very well). Only when we make our ‘theory of
the market’ clear, can we make what we mean by ‘market failure’ clear.

3.2.2 How much does market failure matter?
Now, how much does ‘market failure’ matter, however we may define it? The
short answer is that it would matter greatly for the neoclassical economists,
while it may not matter so much for other people, especially the institutionalist
economists. Neoclassical economics is an economics about the market or more
precisely not even that — it is really about the barter exchange economy, where
there are, to borrow Coase’s analogy, ‘lone individuals exchanging nuts and
berries on the edge of the forest’ (Coase, 1992, p. 718). In neoclassical theory,
even the firm exists only as a ‘production function’, and not as an ‘institution of
production’. Other forms of institutions that make up the modern capitalist
economy (e.g. formal producer associations, informal ‘networks’, trade
unions) figure, if they do, only as ‘rigidities’ that prevent the proper functioning
of markets (for a criticism of the view of non-market institutions as ‘rigidities’,
see Chang, 1995, whose Spanish translation appears in Chang, 1996).

Therefore, for the neoclassical economists, for whom ‘the market’ is essen-
tially ‘the economy’, if the market fails, the economy fails. And if the economy
fails, the state has to step in, as no intermediate institutions or organization
have a legitimate place in their scheme. In contrast, for the institutionalist
economists, who regard the market as only one of the many institutional
mechanisms that make up the capitalist economic system, market failures may
not matter as much, because they know that there are many institutional mecha-
nisms other than markets through which we can organize, and have organized,
our economic activities. In other words, when most economic interactions in
the modemn industrial economy are actually conducted within organizations,
and not between them through the market (Simon, 1991), the fact that some (or
even many) markets are ‘failing’ according to one (that is, neoclassical) of
many possible criteria, may not really make a big difference for the perfor-
mance of the capitalist system as a whole.

For example, in many modern industries where there are high incidences of
monopoly and oligopoly, the market is ‘failing’ all the time according to the
neoclassical criterion, but at the same time these industries were often very
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‘successful’ in the Schumpeterian sense in that they generated high productiv-
ity growth and consequently high standards of living. Such an outcome was
due to the ‘success’ of modern business organizations which enabled the coor-
dination of a most complex division of labour — so, where neoclassical econo-
mists see a ‘market failure’, other economists may see an ‘organizational suc-
cess’ (Lazonick, 1991). And if this is indeed the case, state intervention in these
markets, especially of the neoclassical anti-trust variety, may not be very nec-
essary, and indeed under some circumstances may actually harm the economy.

The point is not that market failures do not exist or that they do not matter at
all — on the contrary, the real world is full of market failures even by neoclassi-
cal standards (see section 2.2.) and they do matter. The real point is that the
market is only one of the many institutions that make up what people call ‘the
market economy’, or what we think is better called ‘capitalism’. The capitalist
systemismade up of a range of institutions, including markets as institutions of
exchange, firms as institutions of production, and the state as the creator and
regulator of the institutions governing their relationships. Thus, focusing on the
market (and market failure), as neoclassical economics does, really gives us a
wrong perspective in the sense that we lose sight of a large chunk of the eco-
nomic system and concentrate on one part only.’

3.3 ‘In the Beginning, There Were Markets’:
The Market Primacy Assumption

One thing that distinguishes even the most enlightened and open-minded neo-
classical economists from the truly institutionally-conscious economists is
their belief in what I call the market primacy assumption. In their view, ‘in the
beginning, there were the markets’ (Williamson, 1975, p. 20),"" and state inter-
vention, organizations, and other institutions are seen as man-made substitutes
which emerged only after the defects in the market (‘market failure’) became
unbearable (Arrow, 1974, is the most sophisticated example of this view).

The most obvious example of this market primacy assumption 1s the
Contractarian ‘explanation’ of the origin of the state. In this view, the state has
emerged as a solution to the ‘collective action problem’ of providing the ‘pub-
lic good’ of law and order (especially the security of property), which 1s seen as
necessary (and often sufficient) for markets to function at all (Nozick, 1974;
Buchanan, 1986). Thus, in this view, even the very existence of the state is
explained according to the logic of ‘market failure’ in the sense that it is scen as
having emerged only after the market has failed to provide law and order due to
the ‘public goods’ problem — an explanation which is obviously contrary to
historical truth and therefore can only be seen as an ‘ideological’ defence of an
‘unjust’ system (for a criticism, see Chang, 1994a, chapter 1).
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At this point, we must emphasize that the fact that someone attributes insti-
tutional primacy to the market does not necessarily mean that he/she endorses a
minimal state view, as the problem here is not really about where the right
‘boundary’ between the state and the market should lie. There are many who
start (at least implicitly) from the market supremacy assumption but are keenly
aware of the failings of the market and willingly endorse a relatively wide
range of interventions. Indeed, as we pointed out earlier (section 2.2), if these
open-minded neoclassical economists began to take their own logic to the
limit, they could end up endorsing all kinds of state intervention.'" However,
they would still see state intervention, or for that matter any other solution
based on non-market institutions (e.g. hierarchical organizations like firms), as
‘man-made’ substitutes for the ‘natural’ institution called the market.

The point is that, in the beginning, there were not markets. Economic histo-
rians have repeatedly shown us that, except at the very local level (in supplying
basic necessities) or at a very international level (in luxury trade), the market
mechanism was not an important part of human economic life until recently. In
fact, although even Joseph Stiglitz, one of the most enlightened neoclassical
economists of our generation, says that ‘markets develop naturally’ (Stiglitz,
1992, p. 75), the emergence of markets was almost always deliberately engi-
neered by the state, especially in the early stage of capitalist development.

Karl Polanyi’s classic work shows how even in the UK, where the market
economy 1s supposed to have emerged ‘spontaneously’, state intervention
played a critical role in the process. He argues that:

[t]he road to the frec market was opened and kept open by an enormous increase
in continuous, centrally organised and controlled interventionism [italics
added]. Tomake Adam Smith’s ‘simple and natural liberty’ compatible with the
needs of human socicty was a most complicated affair. Witness the complexity
of the provisions in the innumerable enclosurce laws; the amount of burcaucratic
control involved in the administration of the New Poor Laws which for the first
time since Queen Elizabeth's reign were effectively supervised by central au-
thority; or the increase in governmental administration cntailed in the meritori-
ous task of municipal reform . ... (Polanyi, 1957, p. 140).**

Also in the case of the US, the early intervention by the state in establishing
property rights, providing critical physical infrastructure (especially railways
and telegraphy), the funding of agricultural research, and so on, were critical
for its success in early industrialization (Kozul-Wright, 1995; even the World
Bank now recognizes this — see the World Bank, 1997, p. 21, Table 1.2). Most
importantly, the US was the home of the idea of infant industry protection
(Freeman, 1989), and was indeed the most heavily protected economy among
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the industrial countries for around a century until the Second World War (see
World Bank, 1991, p. 97, Table 5.2; Kozul-Wright, 1995, p. 97, Table 4.8)."*

Moving beyond the UK and the US, we realize that there is virtually no coun-
try, except Hong Kong, which achieved the status of an industrialized country
without at least some periods of heavy state involvement in the development
effort. The exact forms of intervention varied — the ‘pre-emptive’ welfare state in
Bismarckian Germany, postwar French industrial policy, early Swedish state
support of research and development, the transformation of the Austrian manu-
facturing sector since the Second World War through the public enterprise sector,
the well-known state-led developments of the East Asian countries — but the fact
remains that all successful development efforts involved substantial state inter-
vention. So if virtually all now-advanced countries, with the possible exceptions
of Britain at certain phases and Hong Kong, developed in some ‘unnatural’ way
which involved heavy state intervention, it seems questionable whether there is
any point in calling the market a ‘natural’ phenomenon.

What we have just discussed is not simply of historical interest. Whether or
not we accord primacy to the market institution makes a critical difference to
the way we design development policies. For example, many former Commu-
nist countries which opted for a ‘big bang’ reform have experienced severe
economic crises during the last several years; this is one striking example
which shows how the establishment of a well-functioning market economy is
impossible without a well-functioning state (see Chang & Nolan, 1995, whose
Spanish translation appears as Chang & Nolan, 1996). In fact, if markets
evolve so ‘naturally’ as the neoclassical economists believe, these countries
would not be in such trouble now. Likewise, the developmental crises that
many developing countries have gone through during the last two decades or so
also show how dangerous it is to assume the primacy of market institutions and
believe that a market will naturally develop as long as the state does not ‘inter-
fere’ with its evolution. The assumption of market primacy has a lot more seri-
ous implications than are first apparent.

3.4 Can We Rid the Market of Politics?
The Disguised Revival of the Old Liberal Politics

One major assumption behind neo-liberal doctrine is the belief that politics
allows ‘sectional’ interests to ‘distort’ the ‘rationality’ of the market system and
therefore this is something that has to be purged from the market. Criticizing
the naivety of welfare economics which assumed the state to be the all-know-
ing, all-powerful social guardian, the ‘new political economy’ of neo-liberal-
1ism tried to demonstrate how politics is an inevitably corrupting force on the
economy. The neo-liberal political economists have argued that we need there-
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fore to ‘depoliticize’ the economy by restricting the scope of the state and by
reducing the room for policy discretion in those few areas where it is allowed to
operate, for example, by strengthening the rules on bureaucratic conduct and
by setting up ‘politically independent’ agencies bound by rigid rules (e.g. inde-
pendent central banks, independent regulatory agencies).

There have been many powerful criticisms of neo-liberal political
economy, and we do not feel that this is a place to go into the details (e.g. see, in
chronological order, Toye, 1987; King, 1987; Gamble, 1988; Toye, 1991;
Chang, 1994a and 1994b; Evans, 1995; Chang & Rowthorn, 1995a and 1995b,
both of whose translations appear in Chang, 1996). However, we want to point
out some basic issues in order to highlight some fundamental problems in the
neo-liberal (and indeed old liberal) view of politics.

3.4.1 All prices are ‘political’

First of all, the establishment and distribution of property rights and other en-
titlements that define the ‘endowments’ that neoclassical economics take as
given is a highly political exercise. The most extreme example will be the vari-
ous stories of ‘original accumulation’ such as the Great Plunder or the Enclo-
sure in the early days of British capitalism or the ‘shady’ deals that dominate
the privatization process in many ex-Communist countries these days; how-
ever, the continuous political campaigns that established environmental and
consumer rights as legitimate rights at least in the OECD countries are less
dramatic but perhaps equally important examples.

Moreover, there are practically no prices in reality which do not have some
‘political’ element in them. To begin with, two critical ‘prices’ which affect al-
most every sector, namely, wages and interest rates, are politically determined to
a very large degree. Wages are affected not only by minimum wage legislation,
but also by various regulations regarding labour standards, welfare entitlements,
an‘d most importantly immigration control. Interest rates are also highly political
prices, despite the guise of ‘de-politicization’ that those who support central bank
independence want to give to the process of interest rates determination. The
recent debate in Europe on the relationship between political sovereignty and
autonomy in monetary policy, which was prompted by the approaching Euro-
pean Monetary Union, shows this very clearly. When we add to them those nu-
merous regulations in the product markets regarding safety, pollution, import
content, and so on, there is virtually no price which is ‘free from politics’.™

Of course, all these are not to deny that a certain degree ofde-politicization of
the resource allocation process may be necessary. For one thing, unless the re-
source allocation outcome is at least to a degree accepted as ‘objective’, the po-
litical legitimacy of the market-based system itself may be threatened. Moreover,
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an enormous amount of ‘transaction costs’ would be incurred on search and bar-
gaining activities if every allocational decision was regarded as negotiable, as it
was in the case of the ex-Communist countries. However, this is not to say that no
price under any circumstances should be subject to political negotiations, be-
cause in the final analysis, there is no price which is really free from politics.

3.4.2 De-politicization: the disguised revival

of old liberal politics
If what appear to be ‘objective’ outcomes of ‘impersonal’ markets are in the
end the results of certain (explicit and implicit) ‘political’ decisions about prop-
erty rights, entitlements and prices, the neo-liberal proposal for ‘de-
politicization’ of the economic policy-making process as a means to restore
‘economic rationality’ also cannot be taken at its face value.

One basic problem with the neo-liberal proposal for de-politicization is that
the ‘rationality’ that such an exercise wants to ‘rescue’ from the corrupting
influences of politics can only be meaningfully defined with reference to the
existing institutional structure, which is itself a product of politics (Vira, 1997,
for a further exposition of this point). So when the basic institutional param-
eters of the economy have been, and can only be, set through an ‘irrational’
political process, a call for de-politicization of the economic process on ‘ratio-
nality’ ground rings hollow.

Another problem with the neo-liberal proposal for de-politicization is that its
politics is not what it pretends to be. The call for de-politicization is often justi-
fied in populist rhetoric as an attempt to defend the ‘silent majority’ from greedy
politicians and powerful interest groups. However, the diminution of the legiti-
mate domain of politics that de-politicization will bring only serves to further
diminish what little political influence these underprivileged people have in
modifying the market outcomes, which, we repeat, are heavily influenced by
politically-determined institutional parameters. Thus seen, the neo-liberal call
for the de-politicization of the economy aims to revive the old liberal politics in
a disguised form (Bobbio, 1990, provides an excellent anatomy of the old liberal
politics). Like the neo-liberals, the old liberals believed that allowing political
power to those who ‘do not have a stake’ in the existing institutional arrange-
ments would inevitably result in the modification either of such arrangements or
of their outcomes mediated through the market. However, unlike the old liberals,
who could openly oppose democracy, the neo-liberals cannot do that, so they try
to do 1t by arguing against ‘politics’ in general and making proposals which os-
tensibly seek to reduce the influence of those ‘untrustworthy politicians’ but ulti-
mately aim to diminish democratic control itself (e.g. proposals for ‘indepen-
dent’ central banks or regulatory agencies).
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The last, but not least, problem with the call for de-politicization is that it
may not be a politically feasible recommendation. For good or bad reasons, all
countries have accumulated politically organized groups and have developed
certain (at least implicitly accepted) ways to modify ‘politically’ certain market
outcomes.” Some of these, of course, could be easily eliminated, but others
may be so entrenched that they may be eliminated only at very high political
and economic costs. Hence the apparent paradox that radical economic liberal-
ization frequently requires harsh authoritarian politics, in order to achieve the
high degree of de-politicization that is required for such policy, as graphically
exemplified by the liberalization attempt by the Pinochet regime in Chile (also
see Gamble, 1988). But the truth is that, however harsh the political regime
which may have been pursued, de-politicization has never been, nor can be,
complete in practice, and may even backfire.

4. CONCLUSION: TOWARDS AN
INSTITUTIONALIST POLITICAL ECONOMY

After pointing out some internal fault lines and indeterminacy in the neo-liberal
intellectual agenda, we critically examined some of its basic concepts and as-
sumptions from the institutionalist point of view. As we have repeatedly em-
phasized, the real point of our criticism is not that neoclassical theory is too
little (or for that matter too much) interventionist. As we have pointed out re-
peatedly, a full-blooded neoclassical economist can legitimately endorse any-
thing from a minimal state to socialist planning, depending on his/her assump-
tion about technological conditions (and implicitly property rights). What we
are really trying to argue is that the way in which the relations between the state
and the market (and other institutions on those rare occasions when they fea-
ture) are envisaged in neoclassical economics prevents an adequate under-
standing of some fundamental issues surrounding the role of the state. We pro-
pose that an approach which may be called ‘institutionalist political economy"
should be the way forward, and suggest some elements of this theory.'®

Our starting point should be to reject the assumption of market primacy that
underlies neoclassical economics. As we pointed out earlier, neoclassical eco-
nomics sees the market as a ‘natural” institution (if it is ever acknowledged that
it 1s an institution) which spontaneously emerges, but sees other institutional
arrangements, be they state institutions or firms (or ‘hierarchies’), as emerging
only when the market ‘fails’. However, saying that the market emerged as a
result of the failure of ‘planning’ (not necessarily by the state, but also by other
organizations) or ‘hierarchy’ is probably closer to the historical truth, which of
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course is much more complex. We should see the market as an institution
which, both logically and historically, has no primacy over other institutions; it
1s therefore as ‘natural’ (or, for that matter, as ‘artificial’) as other institutions.
Only when we do that, will we be able to see the relations between market,
state, and other institutions in a balanced and historically more accurate way.

Secondly, we should remember that there is more than one view of what the
‘ideal” market can do, and that the neoclassical view is only one of many plausible
views — and not a particularly good one at that. Accordingly, it becomes possible
that the same market may be seen as failing by some with one ‘theory of the
market’ and as succeeding by others with another theory. Only when an econo-
mist makes his/her own theory of the market explicit, will we be able to judge the
meritof his/her view thatthe market is ‘failing’ (or not) and thus to accept or reject
the ‘solution’ to the problem, whether it is some kind of state intervention or the
establishment of some non-market institutions and/or organizations.

Thirdly, we need to realize that the neoclassical theory is essentially a theory
of the market (and a very schematic and misleading one at that). However,
capitalism, as a socio-economic system, is more than a collection of markets,
and is made up of many institutions; these include, among others, firms as insti-
tutions of production, markets as institutions of exchange, the state as an insti-
tution for addressing collective interests politically, and various producer and
consumer groupings (e.g. conglomerations of firms, producer associations,
trade unions, purchasing cooperatives, and subcontracting networks). Thus
seen, market failure becomes, somewhat paradoxically, less of a problem in the
institutionalist framework than in the neoclassical framework, because in the
former framework even widespread and severe market failures would not nec-
essarily suggest that the whole ‘economy’ is failing, whereas the latter frame-
work would see it as just that.

Fourthly, we need to understand that the market is a fundamentally political
construction. A market cannot be defined except with reference to the specific
rights/obligations structure that underpins it. And since these rights and obliga-
tions are determined through a political process, and not by any ‘scientific’ or
‘natural’ law as neoclassical (and other neo-liberal) commentators want us to be-
lieve, all markets have a fundamentally ‘political’ origin. Therefore, it is impos-
sible to decide whether a market is ‘free’ or not, without specifying the position of
the person(s) making that statement regarding the legitimacy of the current rights/
obligations structure. Added to this is the more explicit control of prices found in
many markets through price caps, price ceilings, state setting of certain prices,
and quantity controls. While some prices may be more politically administered
than others in a given context, ultimately no price is free from politics.

This brings us to our fifth element in the institutionalist theory on the role of
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the state, namely, the need to build a theory ofpolitics which takes a much more
broad, balanced, and sophisticated view of politics than what is offered by neo-
liberalism. Neo-liberal thinkers see politics as a market-like process, where
material benefits are exchanged for political support, but as a process that ulti-
mately corrupts the ‘rationality’ of the market, because of the discretionary
powers that it confers upon those who can make and/or influence political deci-
sions. However, this is a fundamentally jaundiced view of politics. The main
problem with this view is that the ‘rationality’ that it wants to preserve through
‘de-politicization of the economy’, which is in fact a euphemism for emascu-
lating democracy, makes sense only in relation to the underlying rights/obliga-
tions structure, which is a fundamentally political construction. Thus, we need
a theory of politics which is not merely an extension of market logic.

Lastly, we need to pay attention to the institutional diversity of capitalism
(Albert, 1991; Berger & Dore, 1996; Chang, 1997)."” Unfortunately, neoclassi-
cal economics has little to say about the issue of institutional diversity, because
it is a theory of an abstract market economy, or rather of an ‘exchange
economy’ based on barter, as we have pointed out earlier. Partly for this reason,
the neo-liberal economists have found it difficult to admit that there are many
ways for the state to intervene other than through taxes/subsidies and public
ownership, thus misrepresenting, although for somewhat different reasons, cer-
tain countries as being much less interventionist than they actually are (e.g.
Japan, Korea, the US; see section 3.1.2.). In discussing this issue of institu-
tional diversity, understanding the role of the state is critical, not simply be-
cause the international differences in the mode of state intervention are a major
source of this diversity, but also because the exact institutional forms of, say,
corporate governance or labour representation, will have to be legitimized in
the eyes of the (current and prospective) market participants, either through
formal legislation by the state or through informal support from the state.

Constructing an institutionalist political economy which satisfies all the
above criteria (and I am sure that there are more important criteria that [ have
not thought of) is surely a tall order. However, without a radical restructuring of
the ways in which we conceptualize the market, the state, and politics, and the
ways in which we analyse the relationships between them, we will not be able
to overcome the neo-liberal world view, which has dominated the political and
intellectual agenda of our time, in my view with many negative consequences.
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NOTES

[

6.

A Spanish translation of Chang & Rowthorn (1995b) appecars in Chang (1996).

Thispointis bestillustrated by the experiences during the carly days of ‘reform’ in the former
Communist countrics. What capturcd pcoplc’s imagination in thosc days was thc Austrian-
Libertarian languages of freedom and entreprencurship, and not the arid ncoclassical lan-
guages of Parcto optimality and gencral cquilibrium. However, when the post-Communist
governments in these countrices chose their foreign economic advisers, it was largely accord-
ing to how high a standing they had in the Western academic ‘hicrarchy’, which was dcter-
mined by how good they were 1n handling the concepts and tools of ncoclassical economics.
Fricdman’s list of legitimatc functions of the state is as follows: maintenance of law and
order; definition of property rights; scrvice as a means whereby people modify property rights
and other rules of the cconomic game; adjudication of disputes about the interpretation of the
rules; ecnforcement of contracts; promotion of compctition; provision of a monctary frame-
work; engagement in activities to counter tcchnical monopolies and to overcome
‘neighbourhood effects’ [his term for externality] widely regarded as sufficicntly important to
justify government intervention; supplementation of private charity and the private family in
protecting the irresponsible, whether madman or child (Friedman, 1962, p. 34).

A well-known nco-liberal cconomist, Robert Lucas, reviewing Krugman’s book with
Helpmann, asked why they had written the book in the first place if they were going to say in
the cnd that the intcrventionist policies that follow from their models cannot be recommended
because of the political dangers that they carry. Sec Lucas (1990).

The ratio of government expenditure toGDP for Japan in 1985 was 33%, far lowcr than thosc
in other industrial nations except the US (37%). Corresponding figures include 47% for Ger-
many, 48% for thc UK, 52% for France, and 65% for Sweden (World Bank, 1991, p. 139,
Table 7.4). In the casc of Korea, the ratio of central government expenditure to GNP in 1989
was 16.9%, a figurc substantially lower than thosc for other semi-industrialized countrics.
Corresponding figures were 21.2% for Mcexico, 30.6% for Brazil, 32.5% for Chile, and 33%
for South Africa (World Bank, 1991, pp. 224-5, Table 11). Comparable data for Taiwan is not
rcadily available. As of the mid-1970s (1974-77), the sharc of public enterprisc output in
GDP in Korea was around 6.4% and that in Taiwan around 13.6%. Thc average for develop-
ing countrics was 8.6%. Korca, then, was somewhat less interventionist than the average on
this account (but higher than Pakistan (6.0%), the Philippines (1.7%), Argentina (4.8%),
which arc all regarded to be cascs of failed statc intervention), and Taiwan substantially
abovc-average interventionist. The corresponding figure for Japan is not available, but on the
basis of thc sharc of thc public enterprisc scctor in gross fixed capital formation, Japan
(11.6%) as of thc mid-1970s was of about average interventionism amongst industrialized
countrics — the average being 11.1% (sce Short, 1984, Table 1). A morc recent estimate by the
World Bank puts the sharc of public enterprise scctor in GDP for the 1978-91 period at 6.9%
for Taiwan and at 10.6% for Korca, when the unweighted average of the corresponding fig-
urcs for 40 developing countrics in the sample was 10.9% (World Bank, 1995, Table A.1).
However, in the light of other qualitative cvidence, the World Bank figurc seems to underes-
timatc grossly the importance of public enterpriscs in Taiwan. In my view, this may be duc to
the fact that there are many ‘public’ enterprises that arc owned by the ruling Kuomintang
Party, which may be officially classificd as ‘private’ enterprises. Unfortunately, I have not
been able to acquire any systematic data on this.

The most recent and striking cxample of this comes from the aviation industry. The repeated
rcjections by the US federal government of applications from McDonncll Douglas for a num-
ber of critical defence projects have damaged the latter's profits so badly that it had to merge
with its major rival, Bocing, changing the fate of the country’s, and indced the world’s, civil
aviation industry.

Reccall Schumpeter’s famous metaphor that the relationship between the cfficiency gains from
competition through innovation and that from (ncoclassical) pricc competition was ‘as a bom-
bardment is in comparison with forcing a door’ (Schumpeter, 1987, p. 84).
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This, needless to say, docs not cxclude the possibility (which is often rcalized) that an
economy may be full of monopolics but undynamic.

More recently, the ncoclassical cconomists have started to discuss the workings of non-mar-
ket institutions, cspecially the firm (transaction cost cconomics, c.g. Williamson, 1975) and
the statc (the ‘government failurce’ literature, c.g. Krueger, 1990). However, these analyscs
have important shortcomings as these institutions arc analysed as ‘quasi-markets’ ultimately
based on voluntary contracting (sec Vira, 1997).

Williamson defends this starting assumption on the ground of ‘expositional convenicnce’,
arguing that the logic of his analysis would be the same even if the starting assumption was
that ‘in the beginning, there was central planning (pp. 20-1). However, as we shall sce below,
this apparently innocuous assumption has a lot of important theoretical ramifications and
policy implications.

Langce’s defence of socialist planning may be an cxtreme cxample, but Schotter’s argument
for state provision of basic goods (on the ground that an inadequate amount of consumption
of such goods can crcate ‘externality’ in the form of crime), which we cited carlier, is a less
extrecme example of how the logic can be carried much beyond where most neoclassical
economists arc currently willing to take it.

And he continues: ‘Administrators had to be constantly on the watch to ensure the free work-
ing of the system. Thus cven those who wished most ardently to frec the state from all unncc-
cssary duties, and whosc whole philosophy demanded the restriction of state activities, could
not but cntrust the self-same state with the new powers, organs, and instruments rcquired for
the establishment of /aissez-faire [italics original]’ (p. 140).

During this period, few countries had tariff autonomy either becausc of outright colonial rule
or because of ‘unequal trcaties’ — for example, Japan got tariff autonomy only in 1899 when
all its unequal trcaties expired. Of the countries with tariff autonomy, the US had by far the
highest tariff rates. Its average tariff rates since the 1820s were never below 25%, and usually
around 40%, when thosc in other countries for which the data are available, such as Austria,
Belgium, France, Italy, and Sweden, were rarely over 20%. For detailed figurcs, scec World
Bank (1991, p. 97, Table 5.2).

Wec were reminded of this clearly inthe British coalcrisis in the carly 1990s, whenthe British
coalminers were told to accept the logic of the ‘world market’ and face mine closures with
grace. However, the world market prices, which the then British government argued to be
beyond political negotiation, turned out to be determined by the ‘political” decisions of the
German government to give subsidics to their coal, of the French government to allow the
cxport of their subsidized nuclear clectricity, and of the many devcloping country govern-
ments to allow, at Icast de facto, child labour in their coal mincs.

We should also note that political activitics arc often ends in themsclves and people may
derive value from the activitics per se as well as from the products of such activitics (scc
Hirschman, 1982b, pp. 85--6).

[ have attempted to develop this theory in a number of my previous works. See Chang (1994b,
1995), Chang & Rowthorn (1995b), and Chang (1997).

Theissue hasbeendiscussed in various arcas, including: the organization of finance (capital-
market-based vs. bank-led vs. state-dominated); corporate governance (U-form vs. M-form;
H-firm or A-firm vs. J-firm); wage bargaining structurc (centralized vs. decentralized); union
organization (centralized vs. industrial vs. company vs. craft); mode of statc intcrvention
(Anglo-Amecrican, East Asian, Scandinavian, ctc.); industrial policy (general vs. sclectivce).
For morc details, scc Chang (1997).
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2. Evolutionary economics and the
economic role of the state

Leonardo Burlamaqui

1. INTRODUCTION

We shall suggest that (Schumpeter’s) central theme in Capitalism, Socialism and
Democracy is ... the role of institutions in the economy. As we know, Schumpeter felt
that economic theory should deal with ‘economic mechanisms’ and economic soci-
ology with economic institutions. (Swedberg, 1991b)

A context of deliberately created stability achieved by risk-spreading mechanisms °©
can facilitate industrial deepening, export expansion, and political compromises to
share adjustment costs. ... Unassisted entrepreneurs may not have either the foresight
or the access to capital to follow long-term prospects. Their decisions may lock in the
country into a specialization in industries with inferior prospects. (Wade, 1990)

What we need today is the same kind of pragmatic approach to public policy prob-
lems that Keynes offered in his own days. (Rodrick, 1997)

What kind of economic theory is more suitable to give meaning to the empiri-
cal fact that the state is a crucial player in the economic system? Given that,
which roles should it play, and why? Those are our subjects in this chapter.
Despite the resurgence of the neo-utilitarian (or ‘public-choice’) perspective
on the relationship between state and economy in the eighties (Buchanan,
Tollison and Tullock, 1980; Buchanan, 1986), with its ‘Hayekian’ normative
preaching that states and bureaucracies are intrinsically inefficient and should
shrink, so as to be able to function properly, there are two facts that should be
taken very seriously before one can start an empirically grounded analysis:

1. both states and bureaucracies continue to grow and to play a crucial role in the
economy, as The Economist’s recent survey points out very clearly (cf. data in
The Economist’s special survey on ‘The Visible Hand’, 26 September 1997;
and also Johnson, 1982 and 1995; Hall, 1986; Wade, 1990, Evans; 1995);
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2. no relevant entrepreneurial decision is taken without close attention to that
institution called the state and to its policies and prescriptions.

On the other hand, it is also well known that the most spectacular event in the
transformation of the international division of labour during the last three de-
cades was exactly the ascendance to a position of “first class producers’ by
Japan and its Asian followers: South Korea, Taiwan, Singapore — followers that
are themselves now being followed by a wave of ‘late-late comers’, of which
China, Indonesia, Thailand, and Malaysia are the most prominent players.

From an analytical perspective, and again despite the critiques of the ‘old
public administration’ by ‘new public management’ advocates (Osborne anq
Gaebler, 1992; Dunleavy and Hood, 1994), it is now easily arguable that this
extremely successful development strategy had/has in its core a very aggres-
sive and bold degree of state involvement, which has been translated into a
diversified set of government policies (Johnson, 1982, 1995; Amsden, 1989;
Gereffi and Wyman, 1990; Abegglen, 1994; Chang, 1994; and Cho and Kim,
1994). In fact, the World Bank itself has increasingly come to embrace these
facts.

In 1991, at the annual meeting of the World Bank/IMF, Attila Karaos-
maoglu, Vice-President and Manager of the former, made the following state-
ment: ‘The East Asian NICs and their successful emulators are a powerful ar-
gument that a more activist, positive governmental role can be a decisive factor
in rapid industrial growth. ... What is replaceable and transferable must be
brought to light and shared with others’ (Karaosmaoglu, quoted in Evgns, 1995,
p. 21). More recently, Joseph Stiglitz, currently Senior Vice—Pr§§1dept and
Chief Economist of the World Bank, in a lecture about the Asian crisis given to
the Chicago Council on Foreign Relations, came back to the same point:

The crisis in East Asia, an arca that was previously viewed as the most slucccssful
developing region in the world, has had a profound effect on our thinkmg about
development strategies, the international financial system, and the ro]c ofAmtcma—
tional institutions. Many have seen in the crisis a confirmation ofthcxr‘favontc theo-
ries. Some have come away with the lesson that the crisis was the inevitable result of
government interference in the economy, and that by destroying once apd for a_l] the
so-called ‘East Asian model,” the crisis has proved that free market capltahsrp is the
only viable economic system. Others have seen the crisis as deliberately engineered
by the West to restrain devclopment in East Asian economies and pressure them to
open their markets, a step these critics scc as benefiting the West at the expense of
East Asia ... ' '

I think that both of these views are wrong. It is hard, in particular, to reconcile the
first view with the success of East Asia, the understanding of the lessons of that
success, and the benefits that success has brought, not only to the people in the re-
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gion but also to the world more generally. Government played an important role in
the success of East Asia. But so did an outward orientation and trade policies, both
promoted by the government itself. Also, neither of those extremes is consistent with
my own and most other people’s interpretation of the crisis. I will argue that, al-
though we do not and are not likely to have a complete theory of what precipitated
the crisis, there are certain characteristics of the economy and certain government
policies that have increased those countries’ vulnerability to a crisis and amplified its
aftershocks. On the crucial question of the role of government in the crisis, I will
argue that the crisis was caused in part by too little government regulation (or per-
verse or ineffective government regulation) in some areas, and too many or too mis-
guided government administrative controls in other areas. (Stiglitz, 1998, p. 1, our
emphasis)

Before we proceed to identify the main propositions of evolutionary economics
and connect them to the economic role of the state and to institutional arrange-
ments within it, let us note that according to neoclassical economic theory,
those facts — the systematic and cumulative growth of state involvement in both
Western and Eastern economies (cf. The Economist’s survey, pp. 7-8) — should
indicate either the systematic and cumulative growth of market failures (and
therefore, the state would be acting to correct them) or the systematic and cu-
mulative erosion of the economies’ performance as a whole. Empirical evi-
dence does not confirm the second hypothesis, and as for the first, which 1s
more theoretical in nature, should it be true it would have a more Marxist or —
even more so, — a Schumpeterian flavour, indicating progressive socialization
as an outcome of the normal operation of market forces.

Onthe otherhand, if the same process — systematic and cumulative growth of
state involvement in the economy — were to be evaluated and analysed from the
public-choice perspective, it would again have to tumn itself into an(other) expla-
nation of systematic and cumulative erosion of the economies’ performance as a
whole; according to that theoretical approach, strong bureaucracies and big gov-
emnments are intrinsically inefficient (indeed, ‘State interventionism leading to
rent-seeking, stagnation and decline’ is exactly the thesis of Buchanan and
Wagner, as well as the main argument of their critique of Keynes’s political
legacy. (Buchanan and Wagner, 1977, parts 1-2)).

So, bigger governments and growing bureaucracies should inevitably cause
the system’s performance to deteriorate. If this kind of approach is accepted,
both the ‘golden age’ of capitalism after the Second World War and even more
so the East Asian development explosion from the seventies through October
1997 clearly do not fit in with this hypothesis. Our claim here is therefore that,
by way of construction, neither the neoclassical nor the public-choice theoreti-
cal perspectives are capable of giving a consistent explanation for the connec-
tion between the persistence (and expansion) of government and the outstand-
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ing performances of capitalism in the West (1948-74) or in the East (from
1948-50 to September 1997, in the worst case). The main reason for this is that
both perspectives are much more normative than positive accounts of capital-
ism (Stiglitz, 1994; Udehn, 1996, part 1; and Chang, 1997). On the other hand,
evolutionary economics is fully capable of providing this missing explanation.

2. THE EVOLUTIONARY PERSPECTIVE IN ECONOMICS:
BASIC PROPOSITIONS AND THEIR IMPLICATIONS.

The task confronting economics today may be characterized as a need to integrate
Schumpeter’s vision of a resilient intertemporal capitalist process with Keynes’s
hard insights into the fragility introduced into the capitalist accumulation process by
some inescapable properties of capitalist financial structures. (Minsky, 1986)

The Arrow-Debreu model, which ... provides the most well-articulated summary of
the neo-classical paradigm and which provides the basis of the widespread belief in
the efficiency of competitive markets, explicitly assumes that technology is given.
There is no scope for innovation. (Stiglitz, 1994)

By now, 58 years after Schumpeter’s magna carta of evolutionary economics
(or the ‘anti-equilibrium manifesto’ if you like), it is possible to state some
basic principles — or axioms — and to indicate very briefly their — radical -
implications for economic analysis; it should be clear by now that they are the
building blocks of a completely new paradigm:

« Capitalism is a historical process in which change (and not equilibrium) is
the most relevant feature. ‘Change’, therefore, should be the object of inves-
tigation in an evolutionary research programme.

« Economic agents are creative, and firms — the main agents — are agents of
transformation.

« Competition, understood as rivalry among firms and as a selection mecha-
nism, is the engine that propels economic change.

« Innovations, understood as applications of new ideas and/or methods to the
economic sphere, are the main fuel of that engine. .

« Money is an asset and markets are sets of financial interrelations and cash
flows in which production and distribution are embedded.

« The main causal chain in the operation of the economic system runs from
the entrepreneurial decisions — expenditure decisions bound to.ﬁn;.mcial
commitments and directed to an unknown future — to the determination of
the aggregate levels of investment, production, demand, and employment.
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* Money and innovations function both as ‘levers of riches’ and as uncertainty
creators; their interplay is at the root of the system’s twin operating features:
progress and conflict.

+ Profit rates tend to differentiate (not to equalize), and no ‘proportionality
law between investments and profits’ applies.

Giventhose ‘fundamental propositions’, we can very briefly sketch the opera-
tion of an ‘entrepreneurial economy’, a term that both Schumpeter and Keynes
used to characterize capitalism. Let us begin with a statement made by Matsu-
shita Konosuke, the creator of an industrial empire in Japan that is known
throughout the world by its Panasonic trademark: ‘Business has become terri-
bly complex (and) survival is very uncertain in an environment filled with risk,
the unexpected, and competition’ (Matsushita, 1988, quoted in Best, 1990,
p. 1). Froma theoretical perspective, Matsushita’s dictum ‘fits like a glove’ into
evolutionary economics.

Within the evolutionary/Schumpeterian approach, competition is conceived
of as the interaction and rivalry among firms in environments where they try to
create competitive advantages in order to increase their market shares and real-
ize surplus profits (Schumpeter, [1942] 1992, chapter 7; Penrose, 1959; Nelson
and Winter, 1982; Porter, 1985; Lazonick, 1991; Rumelt, Schendel and Teece,
1995). Success — or failure — in these strategies always results in asymmetries
and conflicts among firms. Some of them grow and/or strengthen their techno-
logical and organizational capabilities, while others disappear or begin to per-
form marginal activities in the economic system.

Competition is therefore the struggle for survival and growth in a structur-
ally uncertain environment. It is a process of selection that irons out equilib-
rium tendencies and brings in (cost and price) variety and diversity, which are
themselves the causes of the surplus profits pursued by the firms. In this con-
text, the monopolization of market opportunities is not something opposed to
competition, but rather the temporary result of the competitive process itself.

By means of competitive strategies, firms pursue monopolistic positions
which are capable of converting themselves into sources of cumulative profits
and growth potential. Their aim is to create barriers to protect themselves and
their markets from ‘invasion’ by known and unknown competitors, barriers
whose robustness — excepting those thatare politically maintained — springs as
a fruit of successful chains of innovations. Surplus profits can therefore be seen
as a consequence of the competitive advantages created by entrepreneurial
strategies (Moss, 1981; Rumelt, Schendel, and Teece, 1995).

Surplus profits, however, are temporary, since competition itself means a
threat to them, either through the imitation strategies of other firms or through
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their innovative behaviour, which supplies the substratum for continuous prod-
uct differentiation and productivity increases. In that framework we have a dy-
namic connection between innovations, market structures and business strate-
gies — a framework whose main traces can be condensed into the Schumpe-
terian idea that new products and methods compete with old ones in superior
conditions, which may mean the death of the latter; and that ‘to avoid destruc-
tion all firms are obliged — more or less quickly — to follow the example and
invest’ (Schumpeter, [1942] 1992, chapter 7).

This, in turn, implies the perception that competition occurs not only in
existing markets and among firms operating in the same sectors, but also
among firms located in different sectors or industries, and in ‘future markets’
whose roots are already present only in the firms’ innovation strategies and
technological expectations. In Schumpeter’s words:

It is not necessary to point out that the kind of competition that we have in mind acts
not only when it actually exists, but also when it is merely an omnipresent threat.
Businessmen feel in a competitive situation even when they are alone in their market
or even if not being alone they hold such a position that government experts [in anti-
trust legislation — L.B.] cannot see any effective competition between them and any
other firms in the same or neighboring areas. (Schumpeter, [1942] 1992, p.115, our
italics)

The main idea to be retained here is that innovations and technical progress are
permanently destroying and rebuilding the entry barriers, which become fluid
across historical time. This implies a relation of cross-causality between inno-
vation strategies and the reshaping of market structures.

On the other hand, although innovation strategies and investment expendi-
tures certainly leave financial trails, all firms can use financial markets to pro-
tect themselves against uncertain asset returns, whether or not they undertake
investment expenditures. Financial uncertainty then gets into the picture
(Dymski and Pollin, 1992, p. 30). It can show up in at least two ways: first, for
firms financing asset positions, as default risk, that is, the risk of a return on
investment projects below the expected return. The second is market risk, the
risk of loss from adverse price movements in financial markets. Generally, as
Dymski and Pollin put it: ‘firms which turn to the financial markets to limit
their exposure essentially exchange one form of uncertainty for another — they
reduce default risk by increasing market risk’ (Dymski and Pollin, 1992, p. 31).
On top of that, financial markets carry forward the accumulated contractual
obligations of all past investment decisions. They therefore become the conduit
through which disappointed expectations transmit instability to the economy as
a whole (Minsky, 1982, chapters §-9).
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Summing up, in ‘evolutionary’, ‘creative destruction’ environments, firms
are he?erogeneous administrative structures that select and combine me’iterial
financial, and human resources with unique strategies and learning mechanisms?
FPenrose, 1'959). Innovative strategies are able to differentiate each firm from all
Its competitors and, by doing so, create Ricardian rents that are ‘organization-
based’ bgt ‘innovation dependent’ to become sustainable (Winter, 1995; and
TCE?CC, Pisano, and Shuen, 1992, for the concept of Ricardian rents and its a,ppli-
cation to firm behaviour). Pricing is also a strategy subject to uncertain expecta-
thIlS,- multiple rationalities, and financial commitments. That is, prices are set
up within the competitive process and result from different entr’epreneurial Vi-
sions, which are themselves subjectively conditioned and path-dependent. In
this kind of environment, markets and competition are not adjustment devic;es
but rather dynamic forces pushing for change and therefore creating, as we al-’
ready noted, conflict and instability, not harmony and equilibrium. ’

In.stabil.it.y, which manifests itself through continuous fluctuations in eco-
nomuc activity, unemployment, bankruptcies, and structural transformations, is
an endogepous feature of the normal operation of the economic system. Stabil;ty
there'fort'e, 1s not an inherent property of the system, but the result of a socially,
and institutionally constructed process. Institutions — both subjectively under-
stood as ‘conventions’ and objectively taken as ‘organizations’ — are the constitu-
ent elements of all economic transactions. Within evolutionary economics, the
economic st.ruc.ture itself has to be analysed as an ‘inter-institutional syst:em’
and an ‘institutional approach’ is a methodological requirement for theoreticai
work. North gives a briefaccount of the role of institutions, which can be used as
a ‘link’ connecting institutional analysis to evolutionary eéonomics:

Insututl‘on's exigt to reduce the uncertainties involved in human interaction. These
uncertainties arise as a consequence of both the complexity of the problerﬁs tob

solveq and the problem-solving software . . . possessed by the individual It s
sufficient to say here that the uncertaintics arise from incomplete informa'ti‘o.n'witlli

respect to the behavi S ; . ;
(191;0‘ 005) chavior of other individuals in the process of human interaction.

Qn the other hapd, however, the existence of institutions is not a sufficient condi-
tlon.for uncertainty reduction and complexity management. As Powell noted, fol-
lowing Schumpeter’s main thesis in Capitalism, Socialism and Democracy:

the benefits associated with familiarity may easily outweigh the gains associated
with flexibility. Altering institutional rules always involves high switching costs,
thus a host of political, financial and cognitive considerations mitigate against such
changes. Success 1s frequently the enemy of experimentation. (1991, p. 192)
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At this point we can recast the main proposition of this paper: from an evolu-
tionary point of view, the unstable and ‘conflict-led’ dynamics of finance, com-
petition, firm behaviour and institutions require, in order to attain stability, the
presence of a robust and active state and of both horizontal and selective public
policies. Our contentions here are that(a) all relevant entrepreneurial decisions
are heavily conditioned by public policies, and (b) the state, when properly
structured and operated, is extremely effective, to paraphrase Minsky’s in-
spired title (1986b), to ‘stabilise an unstable economy’. On the other hand,
when not properly structured and operated, the state can become a ‘problem’
instead of a ‘solution’, as Peter Evans perceptively putsit (Evans, 1995). In the
next sections we will try to develop these propositions.

3. EVOLUTIONARY ECONOMICS AND THE ECONOMIC
ROLE OF THE STATE : SCHUMPETER’S APPROACH

Fiscal measures have created and destroyed industries, industrial regions, even
where this was not their intent, and have in this manner contributed directly to the
construction (and distortion) of the edifice of the modem economy. (Schumpeter,
[1918] 1991)

Schumpeter’s admission of the importance of state intervention to encourage
and ‘frame’ industrial activity dates back to at least the year 1918, when he
published an essay entitled The Crisis of the Tax State, where he made the
above statement. At that time, however, his admission did not involve approval
and surely did not spring organically from his economic theory: the ‘business
cycle model’ in which the author operated — until 1942 — was basically self-
regulating, that is, it cancelled, by way of construction, the opportunity for sys-
tematic developmental interventions by the state. In the 1920s, however,
Schumpeter’s ideas started to change (Allen, 1991, vol. 1, chapter 10 ).

Yet, in the 1930s, his book of 1912, Theory of the Economic Development,
suffered a substantive revision in order to be published in English. The trans-
lated version was issued in 1934, and its last pages contain a consideration that
shows that a new view was already in course of development. In referring to the
process of ‘abnormal liquidation’ brought about by the depressions and the
possible measures towards mitigation of their predatory effects, Schumpeter
writes the following:

But [instead of a policy of indiscriminate credit restriction] a credit policy is also
conceivable — on the part of the individual banks as such, but still more on the part of
the Central Banks, with their influence upon the private banking world — which
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would differentiate between the phenomena of the normal process of the depression,
which have an economic function, and the phenomena of the abnormal process,
which destroy without function. It is true, such a policy would lead far into a special
variety of economic planning which would infinitely increase the influence of politi-
cal factors upon the fate of individual and groups ... Theoretically, it is of interest to
establish that such a policy is not impossible and is not to be classed with chimeras or
with measures which are by nature unsuited to attain their ends. (Schumpeter, [1934]
1997, p. 254, our italics)

In fact, what is being raised by the author is the functionality — and theoretical
support — of a selective credit policy, orchestrated by the central bank and in-
tended to differentiate the ‘new’ from the ‘old’ so as to prevent innovations
from undergoing the unselective destruction process produced by depressions:
a selective intervention, although not systematic and basically defensive. It is
obviously an exaggeration to construct the above-mentioned quotation as a se-
lective industrial policy stricto sensu, but it is also evident that Schumpeter’s
thoughts here show a change as to his appraisal of the design and limits of the
public-private relation. In our view, his turning point regarding this matter is
his book of 1939, Business Cycles.

However, this is not noticeable in the theoretical sections of the book, but
rather in his analysis of the ‘state-directed economy of Germany’ in the period
between 1933 and 1937. It should be stressed that this analysis refers to the
German economy under a National-Socialist administration, and not yet under
the war economy that took place starting from the years 1936-7, when Goring
took over as ‘Plenipotentiary Planning Minister’. At the time indicated, the
German economy was operating with almost full capacity and its investments
were filled with innovations (Landes, 1969, chapter 6).

That chapter of Business Cycles permits a very interesting test of our argu-
ment, inasmuch as it places us before Schumpeter’s interpretation of a state-led
capitalism in whose administration was included an industrial policy agenda.
His first statement concerning this process as a whole is the following:

The outstanding feature is the rapid progress, practically without relapse, toward full
employment of resources in general and labor in particular, in fact more than that:
unmistakable symptoms of overemployment in our sense. ... In many industries,
shortage of labor. (Schumpeter, 1939, vol. 2, p. 971)

In his attempt to diagnose the nature and effects of the ‘government leadership
and control’ (Schumpeter, 1939, vol. 2, p. 972), Schumpeter focuses on the
state’s leadership towards a self-sufficient economy and on the measures for
undertaking its operations by analysing them through the lenses of their dy-
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namic impact upon the introduction of innovations. In his words, ‘A large part
of the new investments in industry was for the development of resources that
were to replace imported materials ... But that was not all. New things were
done involving the distinct entrepreneurial act that constitutes creative adapta-
tion’. To which he adds a note specifically referring to the role of the state:

It gave leads. It exerted pressure. It helped in various ways in financing and promot-
ing ... This active leadership was, of course, something very different from mere
control or regulation, and also from mere conditioning. (Schumpeter, 1939, vol. 2, p.
973, our italics)

Schumpeter’s argument concerning this matter is subtle but extremely relevant
for our discussion. The crucial point in his interpretation does not concern gov-
emment control or expenditure policies alone, but their operation under the
framework of the fundamental Schumpeterian parameters, namely industrial
rationalization, productivity increases, and innovation. Therefore, expendi-
tures should be selective and directed to maintaining the innovative process.

In a similar way, anti-trust policies aiming to ‘correct market failures’ ac-
cording to a neoclassical ‘perfectly competitive’ normative standard could re-
sult, from a Schumpeterian perspective, in market structure instability and even
in discouragement of the innovative process. State intervention could thus also
have a side-effect that would jeopardize the system’s performance: it could
produce a conflict between public bureaucracy and private managers, bringing
about a situation of reciprocal distrust which, according to Schumpeter, would
neither be useful nor efficient. This argument is the basis of the author’s rejec-
tion of what he used to call an anti-business bias of the New Deal policies, as
well as of his implicit approval of the selective and ‘business disciplining’ poli-
cies targeting productivity increases and innovations in the National-Socialist
administration, in whose roots was an industrial policy strategy.

In this regard, Schumpeter writes:

It is rcasonable to attribute [such success] to the manner in which it was done in this
case, and to concomitant policy ... Creation of purchasing power was an incident but
it was not pursued as an end. Speculation was not encouraged, infraction of social
discipline was discouraged. No attempt was made to raise costs .... Saving and accu-
mulation were encouraged ... and in many instances, enforced. (1939, vol. 2, p. 975)

To which he adds 1n a footnote:

Compulsion to invest in some lines frequently implied prohibition to invest in other
lines, but these prohibitions were no longer dictated by the recovery purpose and
carry a different meaning. (ibid.)
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Summing up: selective intervention, entrepreneurial leadership, encouragement
of investment cartels, and industrial rationalization by the state were the ele-
ments stressed by Schumpeter in his (positive) account of German economic
policy in the thirties, the same policy that, according to Joan Robinson, caused
the German economy ‘to eliminate unemployment when Keynes was still con-
cerned about explaining its causes’ (Robinson, quoted in Garvy, 1975). It does
not require a lot of cleverness to perceive that there is a great similarity between
this scenario and the institutional frame responsible for the ‘development boom’
experienced by Japan, South Korea, and Taiwan in the post-Second World War
era. All those are clear examples of — successful — state-led transformation strat-
egies based on bold industrial policy agendas and robust institutional networks
(Johnson, 1982; Dore, 1986, 1987; Amsden, 1989; Weiss and Hobson, 1995).

The crucial point is Schumpeter’s positive evaluation on this redesign of the
frontiers between public and private environments. [t should be stressed that his
opinion is not grounded on the political regime in course, but rather on the posi-
tion of the state vis-a-vis long-term economic rationality. In Schumpeter’s
words: ‘The strength of the Fascist State as against group interests [rested in] its
fundamental attitude to economic life [which] facilitated a behavior in accor-
dance with the rules of long economic rationality’ (1939, vol. 2, p. 976). Based
upon this diagnosis, Schumpeter makes a consideration that recalls our attention
to the relationship between structural change and macroeconomic stability:

Theoretically it is possible so to plan the sequence of innovations as to iron out
cycles: but after strenuous periods of advance there will be recessions even in the
corporate State: most of the symptoms of depressions, however, need not occur at
all. (1939, vol. 2, p. 977)

The elaboration on this argument would only be done, however, in his 1942
book. In Capitalism, Socialism and Democracy, Schumpeter is already fully
operating, as we have seen, on the concepts of creative destruction and compe-
tition via innovations, which are connected with his theory of corporate capital-
ism, where the big companies and oligopolistic market structures shape the
typical economic structure. In this context, there is a whole set of industrial
policy measures which acquire their substantive rationality only within this
theoretical frame. Cartel policies, as instruments of stabilization and/or speed-
ing technical progress, are fully understandable only under this theory of com-
petition as a creative destruction process filled with technological and financial
uncertainties, cut-throat price competition, and the possibility of bankruptcies
and involuntary unemployment.



38 Institutions and the role of the state

Restraints of trade of the cartel type, as well as those consisting only of tacit under-
standings about price competition may be effective under conditions of depression.
As far as they are, they may in the end produce not only steadier but also greater
expansion of total output than could be secured by an entirely uncontrolled rush that
cannot fail to be studded by catastrophes. ( [1942] 1992, p. 91, our italics)

Its counterpart would be, however, a cartel-monitoring set of measures de-
signed in order to guarantee their ‘efficiency commitment’ and encourage en-
trepreneurial strategies concerning technological creativity and organizational
rationalization.

It is certainly as conceivable that an all-pervading cartel system might sabotage all
progress as it is that it might realize, with smaller social and private costs, all that
perfect competition is supposed to realize. That is why our argument does not
amount to a case against state regulation proposition against State regulation. It
does show that there is no general case for ‘trust-busting’ or the prosecution of ev-
erything that qualifies as a restraint of trade. Rational as distinguished from vindic-
tive regulation by public authorities turns out to be an extremely delicate problem,
which not every government agency ...can be trusted to solve. ([1942] 1992, p. 91,
our italics)

However, as already mentioned, Schumpeter’s most effective support of a bold
‘competitiveness policy agenda’ is not contained in the second part of his 1942
book concerning the analysis of capitalism, but rather in the third part, where
he discusses and compares the potential efficiency of corporate capitalism to an
eventual ‘socialist project’ of economic administration. His argument is that
just as corporate capitalism represents an acceleration of potential growth and
economic rationality vis-a-vis Adam Smith’s type of capitalism, a ‘socialist
economy’ might as well surpass corporate capitalism by means of these same
criteria. Here two issues must be clarified: (i) what Schumpeter understood as a
socialist economy, and (i1) what his reasoning was to support its potential supe-
riority.

The Schumpeterian definition of socialism is not focused on statization of
the means of production nor on the eradication of private property, but rather on
its socialization, which involves essentially the redesign of the frontiers be-
tween private and public in the economic sphere. In the author’s words, social-
ism is defined as ‘... an institutional pattern ... where the economic issues of
society belong to the public sphere’, but ‘...where almost all liberty of action
should be permitted to the administrators’ (Schumpeter, [1942] 1992, p. 216).
This statement is fundamental inasmuch as it evidences that Schumpeter’s con-
cept of socialism can be reconstructed as an institutional variety or pattern of
capitalism embedded in a higher degree of socialization. Our contention here is
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that this ‘institutional pattern’ has its empirical counterpart in contemporary
European countries such as Sweden, Belgium, and Norway, and in East Asian
countries such as Japan, South Korea, Taiwan, and Singapore (Bosworth and
Rivlin, 1987; Dore, 1987; Vasil, 1992; Chang and Rowthorn, 1995; and
Burlamaqui, 1995). This re-reading of the Schumpeterian discourse about both
state structures and government policies allows us to state a few points:

In the first place, the socialized economy envisaged by Schumpeter would
be economically more rational with regard to information diffusion, on the ba-
sis of which more consistent decisions about production and investment could
be taken. In his own words:

Those determined solutions of the problems of production are rational or optimal
from the standpoint of given data, and anything that shortens, smoothens or safe-
guards the road that leads to them is bound to save human energy and material re-
sources and to reduce the costs for which a given result is attained. Unless the re-
sources so saved are completely wasted, the efficiency ... should necessarily in-
crease. (Schumpeter, [1942] 1992, p. 194).

Secondly, the innovative process could be co-ordinated taking into account
timing and locational considerations. In the process of creative destruction,
creation could be performed in a co-ordinated manner and destruction by
means of exit policies. In his own words:

the planning of progress, in particular the systematic co-ordination and the orderly
distribution in time of new ventures in all lines, would be incomparably more effective
in the prevention of bursts ... and of depressive reactions ... than any automatic or
manipulative variations of the interest rate or the supply of credit can be ... And the
process of discarding the obsolete, that in capitalism — specially in competitive capi-
talism — means paralysis and losses that are in part functionless could be reduced to
what discarding the obsolete actually conveys to the layman’s mind within a com pre-
hensive plan providing in advance for the shifting to other uses of the non-obsolete
complements of the obsolete plants or pieces of equipment. (ibid., p. 195, our italics)

Thirdly, the relation between technological change and employment could be
aI.So rationalized by coordination policies so that it would be possible to ‘re-
dﬁect the men to other employments which, if planning lives up to its possibili-
lle§ at all might in each case be waiting for them’ (ibid, p. 196). Finally, the
reSlstagce to changes could be ‘strongly discouraged’, and consequently the
promotion of innovations would be operated in a quicker and more rational
way. The reader can note that all these propositions are grounded on both a
concept and a scope of economic policy that are radically distinct from those
coming either from neoclassical or public-choice theories.
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Summing up: what Schumpeter considered as possibilities of a ‘socialist
economy’ — measures whose implementation would render it more rational and
efficient than corporate capitalism itself — are, in our view, crucial elements of
the competitiveness policy agenda tied to a different type of capitalism: al-
though rejected on an a priori basis by mainstream economic theory, and there-
fore largely absent from Anglo-American market-capitalism, they are the
‘bread and butter’ of the German-Scandinavian-East Asian pattern of ‘alliance’
capitalism. Its central elements are grounded exactly on the ideological accep-
tance of state involvement in the economic sphere besides a non-individualist
economic culture (even if compatible with a high degree of individual freedom,
as the European and Scandinavian countries unmistakably show), and on an
economic and institutional structure marked by a substantively higher degree
of socialization. It should be stressed that this is our interpretation of
Schumpeter’s ideas, although the author appears to be pointing in the same
direction when he states that:

the whole of our argument might be put in a nutshell by saying that socialization
means a stride beyond big business on the way that has chalked out by it or, what
amounts to the same thing, that socialist management may conceivable prove as
superior to big-business capitalism has proved to be to the kind of competitive capi-
talism of which the English industry a hundred years ago was the prototype.
(Schumpeter, [1942] 1992, p. 196)

The crucial point to be underlined here is the author’s definition of ‘socialism’
as ‘an institutional pattern ... where the economic issues of society belong to the
public sphere’. There should not be any doubt that the issue this definition re-
ally addresses is the centrality of the economic role of the state, to which we
now turn.

4. STATE STRUCTURES, EMBEDDED AUTONOMY
AND PUBLIC POLICIES: AN
EVOLUTIONARY-INSTITUTIONALIST APPROACH

Situations emerge in the process of creative destruction in which many firms may
have to perish that nevertheless would be able to live on vigorously and uscfully if
they could weather a particular storm ... there is certainly no point in trying to con-
serve obsolescent industries indefinitely; but there is a point in trying to avoid their
coming down with a crash and in attempting to turn a rout, which may become a
center of cumulative depressive cffects, into orderly retreat. (Schumpeter, [1942]
1992)
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At the core of the success of market economies are competition, markets, and
decentralisation. It is possible to have these, and for the government to still play a
large role in the economy; indeed, it may be necessary for the government to play a
large role if competition is to be preserved. (J. Stiglitz, 1994)

Given the above, and despite the current (sometimes enraged) neo-liberal state-
ments that view state action and bureaucracies as always ineffective (or at best
irrelevant), the reason seems to remain with Karl Polanyi (for whom ‘The road
to free markets was opened and kept by an enorrnous increase in continuous,
centrally organised and controlled interventionism’ [(1944) 1980, p.127]) and
with Max Weber (whose statement that ‘Capitalism and bureaucracy found
each other and belong intimately together’ is as true today as when it was writ-
ten, in the beginning of the century [1968, p.1395, n. 14]).

As we dive into the last years of the 20" century in which state initiatives,
public bureaucracies, and government agencies have never stopped growing,
the relevantissues to be discussed are not about more or less state intervention,
but about (1) what kind of state structures and (i1) which policy agendas are
more conducive to increase ‘development power’ and competitiveness for
firms and nations, as well as employment security and ‘work quality’ for the
labour force. Some comments on each item are in order.

The first essential distinction to be made when dealing with state structures
and government policies is between ‘strong state’ and ‘big government’. The
confusion between them is responsible for much of the noise that surrounds
discussions on the matter. A ‘strong state’ means the possession of an execu-
tive power capable of coordinating and shaping the strategies of big business
groups, a bureaucracy with an autonomous core, able to negotiate priorities in
the nation’s agenda and having the necessary respectability to be heard, and
— last but not least — a sound financial capacity to support both those features.
It differs sharply from ‘big government’ in the sense that strong states do
not imply state-owned productive enterprises, and welfare systems can be
quite small.

The second critical issue to be discussed is the relationship between state
structures, business groups, and structural transformation. This will bring us to
the concept of embedded autonomy, which we will use following Granovetter
((1985] 1992) and Evans (1995). Concerning the internal organization of the
state, the ‘Weberian approach’ — a highly selective, meritocratically recruited
bureaucracy with long-term career rewards that create professional commit-
ment and a sense of corporate coherence — seems to be a necessary condition
for achieving ‘development power’, i.e. the bureaucratic ‘autonomy’ indis-
pensable to the pursuit of collective action.
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A second condition, however (one that was not discussed by Weber and
whose roots are in Polanyi and Granovetter, and which is clearly stated in
Evans, 1995), seems to be that ‘autonomous’ state structures and bureaucracy
cannot be insulated from society (as Weber himself suggested they should be),
but must, on the contrary, in order for the state to be able to act as a develop-
mental state, be ‘embedded’ in a concrete set of social ties that bind the state to
society and provide institutionalized channels for the continual negotiation and
renegotiation of goals and policies.

A state that is only autonomous would lack both sources of intelligence and
the ability to rely on decentralized private entrepreneurial activities. On the
other hand, dense connecting networks without a robust internal structure
would leave the state incapable of resolving ‘collective action’ problems, of
transcending the individual interests of its private counterparts. Only when
embeddedness and autonomy are joined together can a state be called — accord-
ing to this perspective — developmental (Evans, 1995, pp. 12-13). The combi-
nation of corporate coherence and connectedness, or embedded autonomy, pro-
vides the underlying structural basis for successful state involvement in struc-
tural transformation. A historical illustration should help clarify this issue.

At the end of the Second World War, Britain had a potential competitive
advantage in the computer industry which was surpassed only by the United
States (Flamm, 1987, p.159; Evans, 1995, p. 99). In the early 1990s, British
production was completely erased from the computer industry landscape, when
its last major company (International Computers Limited) was purchased by
Fuyjitsu. In the same period, Acer from Taiwan and Samsung from South Korea
had converted themselves into major players in the same industry, both compet-
ing world-wide and capturing markets from Japanese and American companies.

At first glance, one might think that the British case tells a story of state non-
involvement in industry, while Japan, Korea, and Taiwan reflect the opposite. It
is our contention, following — among others — Wade, Best, and Evans, that the
subject is a little bit more complicated. The difference was not between in-
volvement or its absence, butrather between state structures, therefore between
patterns of involvement. The British state had, at least until the Blair adminis-
tration, a political ‘credo’ of correcting market failures -- a strategy that works
mainly ex-post, and the British Government conceived of the computer indus-
try mainly as a defence industry, and not as a commercial one (Flamm, 1987,
1988). The Japanese, South Korean, and Taiwanese states embraced a political
‘credo’ of governing the market — an ex-ante strategy (Wade, 1990) — and their
governments conceived of the same industry as mainly a commercial one.

Until recently, the Japanese economic history told an ideal-type story in that
respect. The strong Japanese state is the result of a long history that goes back
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to the centralized feudalism of the Tokugawa period (Anderson, 1974, Appen-
dix A) and the restoration of the Meiji era, passing through the years of military
government between 1931 and 1945, until the emergence of bureaucracy as the
‘Hercules’ of the immediate post-war period and the ‘head’ of the ‘turn-around’
of the fifties (Lockwood, 1968, chapter 10; Johnson, 1982, passim).

With respect to this last step — the reconstruction of the fifties — the legisla-
tion approved between 1949 and 1950, was a clear example of ‘institutional
building’, and was of great importance. It allowed bureaucracy, especially
within the MITI and the Ministry of Finance (MoF), a substantial discretionary
power in the disbursement of resources, as well as in the use of the credit sys-
tem as an instrument ‘par excellence’ of an industrial policy designed to push
heavy industry and to catch up with the United States and Western Europe
(Miazaky, 1967; Eads and Yamamura, 1987, pp. 434-435).

Those two ministries, plus the Economic Planning Board (EPB), appeared
then as the main coordinators of Japanese industrial advance. However, it
should be stressed that the autonomy initially obtained in a semi-coercive man-
ner and backed by an authoritarian intervention was soon replaced by a con-
tinuous process of consultation and meetings with the leaders of the Keiretsu
(large business groups) and with representatives of the Keidaren (Federation of
Economic Organisations), where coercion rapidly gave way to persuasion and
the search for a consensus (Okimoto, 1988, pp. 312-313). In other words, the
autonomy obtained by law became an embedded autonomy, via reciprocal in-
teractions and mutual respect among those ministries, the Keiretsu, and the
other members of Keidaren.

From the above discussion we can extract the hypothesis that both macro-
economic stability and structural transformation are (a) best achieved when
assisted, (b) best assisted by public policies designed by taking an evolutionary
perspective as a theoretical background, and (c) best achieved when policies
are implemented by state structures that are strong but socially embedded.

5. CONCLUSION

We are now able to conclude by connecting the former discussion about evolu-
tionary economic theory and the role of the state with the latter comments on
state structures and government policies. In the ‘playing field’ conceived by
evolutionary theory, where finance, technology, and competition are always
pushing towards unexpected outcomes and unpredictable possibilities, let us
submit that government policies to assist structural transformation are a perma-
nent necessity dictated by the market’s behaviour rather than by its failures.
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Consequently, their formulation must be based upon the identification of
the characteristics that, under this framework, define a capitalist economy: fi-
nance as its ‘headquarters’, competition as turmoil, the endogeny of technical
progress, entrepreneurial strategies conceived to differentiate each firm from
its competitors, irreversible decisions (‘crucial decisions’, in G. Shackle’s
catch-phrase), and, above all, several types of uncertainties (technological, fi-
nancial, and competitive).

Onthe other hand, the perception of economic progress under capitalist con-
ditions as turmoil, where new and old assets, firms, and sectors coexist and
compete, allows for the introduction of the concepts of sunrise and sunset in-
dustries, as well as potential and effective conflicts between them. On the other
hand, the perception of the economic environment as a Darwinian-Lamarkian
arena where survival does not necessarily belong to those with better technolo-
gies or productivity potential, but rather to those with best adaptation skills,
enables the defence of sector-based and selective policies targeting the future
competitiveness of the system as a whole (a task that each separate sector has
no means to anticipate or even map). All the above makes room for policies
designed to manage the creative destruction process, and whose aims are in-
vestment coordination, innovation diffusion, and conflict management. The
overall desired policy result is to decrease the system’s structural instability.

In the light of the aforesaid — and in contradistinction to neoclassical theoriz-
ing — in an evolutionary environment, market signals (current prices and short-
term expectations) should be taken as relevant data concerning mainly current
production. They cannot, however, be relevant for providing the necessary infor-
mation upon which entrepreneurial decisions that involve long-term strategies,
are based. Examples here concern long-run investment projects (involving a
high degree of asset specificity and sunk costs), choice of technologies, innova-
tion policies, or human resources management for future utilization (for similar
statements, see the brilliant anticipations by Richardson, [1960] 1990; Weiss and
Hobson, 1995; Chang and Rowthorn, in Chang and Rowthorn, 1995).

For the accomplishment of all those purposes, we claim that there is a strong
need for institutions provided with ‘beyond-market rationality’, in order to co-
ordinate, across time, the decisions to be made now towards an unknown fu-
ture. In fact, what is being suggested here is the functionality — and the theoreti-
cal support — of a selective policy set orchestrated by the state, although nego-
tiated with private sector agencies, intended to cope with the fundamental evo-
lutionary variables: uncertainty, novelty, learning, structural transformation,
and instability.

In an evolutionary environment, ‘competitiveness policies’ should therefore
be considered as instruments whose purpose is the attainment of compatibility
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between macroeconomic stability and technological change in a context of
multiple uncertainties and volatile expectations. Based on these premises, we
can conceive of structural transformation policies as a set of measures for pro-
moting co-operation among and within public and private institutions in order
to encourage and enforce economic competitiveness, and having the preserva-
tion of macroeconomic stability and the administration of technological change
as their crucial backbones.

This definition leads to our next consideration, regarding specifically the
role of government in coping with economic change. Following our previous
work, and in line with Schumpeter, Richardson, Nelson, Johnson, Amsden,
Wade, Weiss and Hobson, and Chang and Rowthom, (see Amsden, 1989;
Wade, 1990; Richardson, [1960] 1990; Weiss and Hobson, 1995; Chang and
Rowthorn, 1995; Burlamaqui, 1991 and 1995, chapter 5; Nelson, 1996), let us
suggest that this role should be concentrated in three major areas:

1. Entrepreneurial stimuli and investment coordination, that 1s, uncertainty re-
duction by means of designing and negotiating investment strategies aimed
to match complementary investments, and therefore stabilize and stimulate
long-term expectations.

2. Creative destruction management, that is, buffering the problems associated
with structural change (for instance, providing the financial resources to
fund the restructuring — and monitoring — of declining industries, or design-
ing and managing ‘learning policies’ to enhance work-force skills, and espe-
cially to provide new skills for those whose abilities are becoming obsolete
due to technological and organizational innovation.

3. Institutional building and bridging, that is, shaping both regulatory and de-
velopmental policy frameworks and building co-operative organizational
capabilities where the former tasks (1. and 2.) could take place, which is to
say: helping to construct predictabilities by means of institutionally created
regularities (institutional trajectories may be a good shortcut concept for
that) and institutional coherence.

Having said that, let us now say a word about the instruments and scope of
structural transformation policies. There are no theoretical obstacles to the use
of any economic policy measures as instruments to assist structural transforma-
tion — for instance, competition monitoring, complementary investment coor-
dination policies, exchange rate and capital flow controls, fiscal holidays, im-
port selection, export promotion, bridging public and private institutions to ab-
sorb and generate technology, patent legislation, and so on. In addition to all
that, educational and trade policies should support, at every step, a structural
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transformation strategy. The point to be stressed here is that its toolbox in-
cludes all types of economic policy instruments and its scope comprises the
whole productive structure (see Porter, 1990, chapter 12; Best, 1990 for similar
suggestions).

This, in turn, shows a mistake frequently present in the discussions concern-
ing specifically industrial policies: the dichotomy between horizontal and sec-
tor-oriented measures, as well as a preferential option for the former. From an
evolutionary perspective, such dichotomy is theoretically irrelevant and opera-
tionally inappropriate. In those ‘creative destruction’ contexts, we understand
that structural transformation policies have several dimensions or access chan-
nels. Their broad conceptual basis — co-ordinating strategies via institutions —
necessarily involves both ‘horizontal’ and sector measures that are therefore
complementary, rather than mutually exclusive.

For instance, the volatility of finance and the structural uncertainties inher-
ent in speedy growth processes require institutions functioning horizontally to
encourage — and monitor — optimistic long-term expectations vis-d-vis invest-
ment decisions, in order to minimize eventual bursts of defensive behaviours
and sudden shifts towards liquidity preference. On the other hand, the specific-
ity of the finance and funding needs of different sectors and firms. as well as the
distinct peculiarities of the expansion process of each industry, usually requires
selective measures to support them.

Conversely, the specific technological peculiarities of each industrial sector
recommend a selective treatment concerning their analysis and promotion poli-
cies. However, the previous argument does not deny the importance of a gen-
eral policy intended to develop basic research or labour skills that targets their
improvement across the entire productive sphere (e.g. ‘horizontal’ measures
again, just to stress the point).

Another important remark concerns one of the crucial dimensions of the
structural transformation strategy: employment policies. High rates of unem-
ployment are an element of macroeconomic — as well as of political — instability
and their permanence is a threat to the harmony of the social structure. Techno-
logical change, on the other hand, is frequently among the causes of higher rates
of unemployment. In the light of the above, the management of this potential
trade-off should evidently be one of its main purposes. Having said this, it
should be stressed that it is imperative to maintain the connections between the
purposes of employment maintenance and the promotion of competitiveness in
the economy, that is, it is necessary to exclude strategies concerned exclusively
with rates of employment and which consider its maintenance as an end in itself.

An employment policy disregarding the competitive dimension inherent in
‘creative destruction environments’ will almost certainly become, in the me-
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dium and the long run, a self-defeating one: a form of preserving the old —
obsolete jobs that are no longer needed or, worse still, that are responsible for
productivity decreases — which becomes an institutional obstacle to the new.
Consequently, the exclusive concern of employment policies with employment
rates in the short term may become a source of inefficiency and of future unem-
ployment in the economic system, thus jeopardizing both its stability and its
competitiveness. In other words, the maintenance of ‘present jobs’ as an end in
itself carries the danger of ‘future jobs elimination’.

Structural transformation strategies should thus incorporate instruments to
facilitate the adaptation of the economic system, especially the work-force, to
changes introduced by a continuous flow of innovations. From this viewpoint,
permanent programmes for training the labour force and improving manage-
ment quality are most valuable instruments for industrial transformation poli-
cies. As the potential of the work-force depends upon its permanent training,
the educational system ought to be incorporated in the core strategy of an evo-
lutionary agenda for the economic role of the state. It should be clarified that in
this conceptual frame educational policies are core instruments of structural
transformation policies.

Summing up, from an evolutionary theoretical perspective the economic
role of government concerning the economic system should be based on a vi-
sion incorporating the following elements: (i) that market forces are important
although insufficient to accomplish the task of managing the conflicting objec-
tives of stability and structural transformation (or, according to an old German
axiom, ‘the market is a good servant, but a bad master’); (i1) that the state is a
fundamental partner in the economic arena, but it must act fundamentally as a
network builder and as a ‘big push strategist’; (1) that the possibility of ‘play-
ing’ both roles is directly related to the presence of the aforementioned embed-
ded autonomy rooting state agencies to the private sector; (iv) that those traces
should be connected, in the private sector, with institutions designed to encour-
age the exchange of information among firms in order to introduce co-opera-
tive structures into their competitive strategies.

The last aspect to be mentioned concerns the necessarily manifold (‘pro-
tean’) and institutionally grounded nature of industrial transformation policies.
Their design, instruments, and concrete measures should change across time
and space and reflect the stage of the economic system regarding its develop-
mental process, historical conditionings, political structure, and organizational
resources, as well as its international insertion.

As was repeatedly stressed throughout this paper, such a perspective on the
relationship between the role of the state and a ‘creative destruction’ environ-
ment is not compliant with the mechanistic, deterministic, and devotedly at-
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tached creed of the (always assumed, but never demonstrated) self-regulating
power of markets, on which basis lie the highly abstract axioms of general
equilibrium analysis. It is, on the other hand, the necessary institutional coun-
terpart of an evolutionary theoretical perspective.
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3. Disorderly coordination: the limited
capacities of states and markets

Fred Block

The last years of the twentieth century have not been kind to existing models
for the management of national economies. One after the other, all of the cred-
ible models have been either abandoned or severely discredited. The most dra-
matic case is the collapse of state socialism between 1989 and 1991 in both
Eastern Europe and the former Soviet Union. The few countries that have not
explicitly abandoned state socialism — China, North Korea, Vietnam and Cuba
—are either in severe crisis or have changed their economic course dramatically
by expanding the role of markets. The social democratic model that reached its
highest development in Sweden, Norway and Austria has also been in crisis
since the end of the 1980s. Social democratic governments have found it in-
creasingly difficult to achieve simultaneously price stability, full employment
and continuing economic growth, and they have been forced to restrict the
growth of state spending and tolerate levels of unemployment that were previ-
ously considered unthinkable. The result is that social democracy has lost its
aura as the natural form of economic management and the guarantor of the
future. More recently, the Asian model of state-business co-operation that pro-
duced spectacular economic results in Japan, South Korea and Taiwan has also
become unglued. Throughout the 1990s, Japan has been mired in recession in
the aftermath of the bursting of its asset price bubble in real estate and the stock
market. The largest Japanese manufacturing firms continue their extraordinary
successes in global markets, but there are few voices today urging emulation of
the Japanese model. And since the broader Asian financial crisis that began in
July 1997 has critically weakened economies across the region — including the
greatest recent success story, South Korea — the idea of an alternative Asian
economic model has been discredited.

To be sure, neo-liberalism with its emphasis on privatization, deregulation
and retrenchment of state spending appears to have emerged victorious from
the crises of its would-be challengers. And it is certainly true that the most
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powerful actors in the international economy — the U.S. Treasury, the Interna-
tional Monetary Fund and international currency traders — are continuing to
force the neo-liberal model on the rest of the world. Yet the legitimacy of neo-
liberalism has fallen sharply since the era of Reagan and Thatcher. For one
thing, both the U.S. and England have elected centrist figures who are commit-
ted to ‘neo-liberalism with a human face.” More importantly, the accumulated
costs of neo-liberal policies have generated widespread doubts about their abil-
ity to deliver the goods of economic security and prosperity. Some of the
former socialist countries that have tried ‘shock therapy’ to make a rapid transi-
tion to the market have so far failed to establish viable economies. Moreover,
the negative experiences of Mexico, Thailand, Indonesia and South Korea with
economic liberalization have also cast grave doubts on the neo-liberal model.
Neo-liberals insist that nations that make themselves attractive to international
capital flows will prosper and experience higher rates of economic growth.
However, each of these countries has experienced the downside of reliance on
international capital flows; a sudden loss of confidence by international inves-
tors leads to massive outflows of capital with devastating consequences for the
domestic economy. It is an important indication of weakness of the neo-liberal
model that an increasing number of mainstream economists have begun to
question whether complete freedom for international short-term capital flows
is really desirable (Scharpf, [1987] 1991; Crouch and Streeck, 1997; Gray,
1998, chapter 4; Garrett, 1998).

This crisis of the existing economic models means that policy makers and
intellectuals have been left without persuasive roadmaps for thinking about
how to manage and structure economies in this period. The purpose of this
paper is to suggest that the perspective of ‘market reconstruction’ that derives
particularly from the writings of Karl Polanyi can serve as a starting point for
developing a new and more effective economic model that could be used in
both developed and developing societies (Block, 1994, pp. 691-710; Unger,
1998). ‘Market reconstruction’ insists that there is no single way to organize
particular markets or even systems of interlocking markets. Since markets are
social constructions, they could be reconstructed in ways that produce both
‘efficient’ outcomes and other desirable social goals, such as greater equality,
democracy and human freedom. This view represents a direct challenge to
many widely accepted ideas about the functioning of markets, but it also
forces a reconsideration of some of the ‘statist’ assumptions of much of the
political left.

This paper will proceed in six parts. The first will briefly recapitulate the
critique of the idea of self-regulating markets that lies at the core of neo-liberal-
ism. The second will explain some of the differences between the market re-
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construction perspective and Marxism. The third elaborates the market recon-
struction critique of state building as the best reform strategy. The fourth will
discuss an alternative way of conceptualizing the relationship between states
and markets — disorderly coordination. The fifth will discuss the nature of the
structural obstacles to pursuing these alternative policies. The sixth is a brief
conclusion.

THE LIMITED CAPACITIES OF MARKETS

Karl Polanyi (1886—1964) was a Central European refugee intellectual whose
masterpiece, The Great Transformation was published in 1944.' The book is a
powerful critique of free market ideology, but one of its key arguments has not
been sufficiently appreciated. This is the analysis of the foundational role of
‘fictitious commodities’ in the policies and ideology of economic liberalism.
Polanyi argued that the effort to establish a self-regulating market requires that
land, labour and money be treated as though they are commodities. However,
by definition a commodity is something that is produced for sale on a market.
Since this is not how land, labour or money have come to exist, it is obvious
thatthey are not true commodities. But the project of creating a market system
requires an act of collective imagination in which these three items are treated
‘as if " they are true commodities. Polanyi used this argumentto drive home the
point that there was nothing at all natural about the ‘market system’. On the
contrary, its artificiality is proven by the fact that it rests on a fiction or a collec-
tive delusion to gain the appearance of rationality.

There are important echoes of Marx in Polanyi’s analysis of fictitious com-
modities. Polanyi’s footnotes indicate that he was familiar with the German
edition of Marx’s rediscovered early writings that were not translated into En-
glish until the 1960s, so he knew that Marx’s critique of capitalism began from
the idea that the sale of labour for a wage alienated humans from their ‘species
being’. Polanyi also well understood the centrality of the distinction between
labour and labour power for Marx’s mature analysis in Capital. In fact, Polanyi
was worried enough about the similarity between his concept of fictitious com-
modities and Marx’s famous analysis of the ‘fetishism of commodities’ to take
pains to differentiate them in a footnote (p. 72).

However, Marx’s analysis of capitalism’s crisis tendencies assumed that the
system was working in the way that it was supposed to work — that it had suc-
cessfully commodified land, labour and money. Polanyi, in contrast, believed
that the market system was unworkable from the start. It is worth quoting at
length on this point:
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To allow the market mechanism to be sole director of the fate of human beings and
their natural environment, indeed, even of the amount and use of purchasing power,
would result in the demolition of society. For the alleged commodity ‘labor power’
cannot be shoved about, used indiscriminately, or even left unused, without affecting
also the human individual who happens to be the bearer of this peculiar commodity.
Robbed of the protective covering of cultural institutions, human beings would per-
ish from the effects of social exposure; they would die as the victims of acute social
dislocation through vice, perversion, crime, and starvation. Nature would be reduced
to its elements, neighborhoods and landscapes defiled, rivers polluted, military
safety jeopardized, the power to produce food and raw materials destroyed. Finally,
the market administration of purchasing power would periodically liquidate busi-
ness enterprise, for shortages and surfeits of money would prove as disastrous to
business as floods and droughts in a primitive society. (p. 73)

This isnotsimply an argument that it is morally wrong to treat land, labour and
money as though they are commodities, but it is also an empirical argument
that market self-regulation cannot work properly with fictitious commodities.
Since they are not produced for sale on a market, the price mechanism cannot
adequately equilibrate supply or demand or protect these precious resources
from destructive exploitation.

Polanyi’s insight about fictitious commodities has belatedly entered main-
stream economic analysis in the form of arguments about information asymme-
tries. In analysing labour markets, it is increasingly common for economists to
recognize that employers purchase the labour time of their employees, but the
intensity of employee work effort can vary greatly. While employers can at-
tempt to increase work effort by close supervision, such monitoring efforts are
costly. Hence, employers tend to pay ‘efficiency wages’ that are higher than the
market clearing wage in order to induce higher levels of work intensity. Yet this
divergence between actual wages and the market clearing wage means that the
labour market will not clear and that significant amounts of involuntary unem-
ployment are to be expected (Akerlof and Yellen, 1986).

In a parallel argument, the credit market is also hampered by informational
problems. Lenders face considerable uncertainty in determining whether par-
ticular borrowers would make good use of borrowed funds. The strategy
of simply allowing the price of loans — the interest rate — to rise until the
demand for loans and the supply of capital equilibrated is not a solution be-
cause of adverse selection. The more sober entrepreneurs would be unlikely
to borrow at high interest rates, so that the loans would go exclusively to those
willing to take the largest risks. Instead, lenders have no choice but to ration
credit — deciding at a given interest rate which borrowers are more or less
deserving. But here again, the inevitability of credit rationing means that the
anticipated endpoint of market self-regulation — the automatic mobilization of
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all available economic resources — is never actually reached (Stiglitz, 1994,
chapter 12).

In the case of the final fictitious commodity — land, it has long been known
that the simple reality of location means that a particular square block located
closer to other relevant economic activities and inside relevant political bound-
aries will have a value very different from a square block away from the city
centre. In short, the markets in none of these fictitious commodities can ‘clear’
through simple variations in prices. Hence, the ideal of an interlocking system
of self-regulating markets cannot possibly be achieved. There is no alternative
to the creation of regulatory regimes that establish rules for structuring particu-
lar markets and for shaping the ways that these particular markets will intercon-
nect. While different regulatory regimes will have very different economic and
social consequences, there is no reason — other than simple political prejudice —
to believe that a regulatory regime that most closely approximates the ideal of
market self-regulation will produce the best economic results.

While this critique of market self-regulation directly challenges neo-liberal
claims, it also conflicts with certain important strands of the Marxist analysis of
capitalism. In particular, Marxism attributes a fundamental coherence to the
system of interlocking markets built around the pursuit of profit by private
firms. While Marx recognized the crisis tendencies built into that system, he
had no doubts about its coherence — as exemplified in his many references to
the logic of capitalism. Yet if different societies make different choices as to
how they structure the critical markets for land, labour and money, how could it
be that all those societies are subject to the identical ‘laws of motion’ of capital-
ism? In short, just as market reconstruction challenges the essentialism of mar-
ket self-regulation, it also rejects the essentialism of a singular capitalist mode
of production always driven by the same inner logic.

RECONCEPTUALIZING SYSTEMIC PRESSURES

The challenge for the market reconstruction approach is whether it can help us
to understand the systemic forces at work in contemporary market societies.
The strength of Marxism has been that it provides a powerful explanation of
such familiar processes as the pressures to expand the market system globally,
the forces at work to make the state operate as a ‘capitalist state’, and the
continued reproduction of exploitative class relations at the workplace. If one
jettisons the central idea of a ‘capitalist mode of production’ with a singular
logic, is it still possible to understand the systemic pressures at work in market
societies?
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For Marx, systemic pressures are irreducibly economic. Individual firms are
compelled to seek profit because they are located in a competitive environment
that is unforgiving; firms that fail to earn adequate profits are unlikely to sur-
vive. Individual capitalists have no choice as to the intensity with which they
exploit labour; firms that fall behind their competitors will disappear. This is
the same image of market competition as a nearly perfect disciplinary device
that lies at the heart of neoclassical economics as well (Block, 1996b, pp. 46—
57). Marx relies on this imagery to derive the systemic forces at work in the
capitalist mode of production; the struggle by individual firms for profit is the
foundation for the class-wide efforts of the bourgeoisie to shape the entire soci-
ety to meet their shared interests.

The Polanyian perspective has a different starting point. There are also in-
dividual firms struggling to make a profit, but they exist in markets where
competition is generally imperfect. Differences in technology, in product
specifications, in location and in a firm’s connections to other firms, all work
to give individual firms more room to manoeuvre than is allowed in models of
markets as perfect disciplinary devices.? This is why empirical studies show
vast differences in productivity among firms in the same industry (Womack,
Jones and Roos, 1991). Furthermore, some firms go through periods in which
they are unable to produce any profits, but they are able to survive in business
by drawing down family funds or by borrowing through formal or informal
mechanisms. In economy-wide economic downturns, this kind of unprofitable
survival often becomesthenormeven while the very weakest firms are forced
to dissolve.?

From this starting point, it is not so easy to elaborate systemic dynamics that
are purely economic. At any given pointin time, there are likely to be very large
differences among firms — even in the same industry — in labour practices, in
wage levels, and in profitability. Hence, firms are likely to diverge in their per-
ceptions of their own economic interests. But it will also routinely happen that
some firms or some entrepreneurs will see future profit opportunities that de-
pend on dismantling existing barriers to the expansion of their own markets.
This might involve pursuing sales or investments in foreign markets, drawing
on a previously untapped labour pool, eliminating regulations that limit certain
types of competition, or dismantling barriers to entry to a market segment that
is controlled by a public or private monopoly. In short, there will always be
firms that see significant advantages to themselves in advancing what Polanyi
called, ‘the movement for laissez-faire’ — the effort to expand the scope of self-
regulating markets.

However, the strength of this ‘movement for laissez-faire’ is not constant; it
varies considerably over time depending on the number and size of firms that
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see advantages in market-expanding strategies, perceptions by business of the
political terrain, and the popularity of free market ideas. But when a campaign
for dismantling barriers has the support of large firms in a variety of industries
within a particular country, the movement for laissez-faire can be very strong,
and its power is magnified by two additional factors. Firstly, large firms gener-
ally have ample resources to commit to exercising political influence. Sec-
ondly, those who manage the state are dependent on the maintenance of busi-
ness confidence, so they are often quick torespond to business pressure. This is
the constellation of factors that lay behind the global revival of neo-liberalism
that began in the United States in the Reagan era with the roll-back of corporate
taxes and government regulation and which has continued with systematic ef-
forts to force other countries to restrict state spending, privatize state firms and
eliminate barriers to free mobility of goods and capital. Similarly, the pursuit of
overseas profit opportunities by critical segments of British business was the
source of that country’s efforts to impose free trade and the gold standard on the
rest of the world in the nineteenth century.

But the market reconstruction perspective emphasizes that as strong as these
systemic pressures can be, their triumph is neither necessary nor inevitable. On
the contrary, since the ideal of market self-regulation is based on a series of
fictions, victories by the ‘movement for /aissez-faire’ can often produce eco-
nomic instability that must then be countered by political actions at the national
or global levels. But such pressures can also be defeated before they are victo-
rious because the survival of particular firms rarely depends on market-ex-
panding measures. For example, a large domestic industrial firm might imagine
huge profit opportunities if certain foreign tariff barriers were eliminated, but
even if foreign opportunities were to be closed off completely, the firm might
well be able to expand into other domestic product lines or even survive quite
well on the limited domestic market. Since even the largest firms have the op-
portunity to pursue a range of alternative profit-making strategies, the result is
an economy in which there is no systemic necessity behind any specific in-
stance of market expansion. It is often argued, for example, that Britain in the
nineteenth century had to expand outward aggressively in search of foreign
profit opportunities. However, we also know that in the final third of the cen-
tury, the City of London was so oriented towards foreign lending opportunities
that it neglected the financing needs of domestic industry. Hence, had foreign
investment opportunities been less available, the City of London might have
actually increased its investments in domestic firms with positive conse-
quences for British long-term industrial competitiveness.

The contingent and variable nature of these structural pressures also helps
explain the flexibility with which global market expansion is pursued. If there
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were a purely ‘economic’ logic at work, one would expect that particular na-
tions that violated international free trade rules in specific ways would be sub-
ject to severe sanctions. However, in the period since the Second World War,
the intensity of the pressures on countries to open their markets have clearly
been mediated by geo-political factors. The most successful East Asian indus-
trializing countries — Japan, South Korea and Taiwan — pursued development
strategies that gave the state a far larger role in the economy than was consis-
tent with the post-World War 1l ‘rules of the game’ (Wade, 1990). However,
since each of these countries was close to the central geo-political fault line of
the Cold War, these deviations were largely ignored by both U.S. foreign policy
and the international institutions created to police the system. Similarly, in re-
cent years, the eagerness of Western and Japanese businesses to invest in China
has created the ironic situation in which some businesses are now lobbying
their home governments against subjecting China to the ‘normal’ pressures to
obey the international rules governing trade, capital flows and intellectual
property. In short, there are powerful pressures on nations to conform to certain
rules for governing international economic transactions, but enforcement of the
rules is highly uneven.

It is the ideology of economic liberalism that makes the contingent and vari-
able pressures for market expansion appear to be far more systematic and in-
variant. The ideology provides a cover of seeming coherence and logic to the
episodic and variable efforts of business firms. When business groups wage
campaigns to dismantle one or another set of barriers to market expansion, it is
the idea of a globally integrated system of self-regulating markets that makes
their efforts seem to be more than the pursuit of selfish self-interest. The ideol-
ogy makes the dismantling of a tariff barrier here or a regulatory barrier there
seem not simply logical but necessary for the effective functioning of the
economy. But when such campaigns are defeated — as they often are — those
same businesses usually find other ways to prosper.

In this respect, the period from 1978 to the present has been unusual in the
history of actually existing market societies. Not since the early part of the
nineteenth century has there been such a sustained period in which ‘the move-
ment for /aissez-faire’ has moved so relentlessly from one market expanding
triumph to the next. If one looked at this period alone, it would be easy to
believe that the viability of market societies depends upon steady progress to-
wards a globally integrated market system. However, it is important to remem-
ber two things. Firstly, that the great post-World War I economic expansion
occurred under very different political and economic circumstances. Business
flexibility in dealing with labour had been greatly reduced in the U.S. and Eu-
rope because of strong unions and government welfare provisions, many coun-
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tries had seen substantial nationalizations of previously privately-held firms
and international capital movements were severely restricted. Nevertheless,
business activity expanded at unprecedented rates. In fact, there can be little
doubt that on such key economic indicators as rate of economic growth and
levels of unemployment, many developed countries were in better shape in the
1950s and 1960s than they had been in the era of neo-liberalism. Secondly,
even with the victories of neo-liberalism, the current global regime falls far
short of the ideological claims of market self-regulation. There are still elabo-
rate regulatory mechanisms at the national, regional and global levels that are
very different from market self-regulation and that continue to be necessary to
make the global economy work.

In sum, the market reconstruction perspective recognizes the same systemic
pressures to expand the scope of market society that Marxism has identified.
However, it sees those pressures as being contingent, political and vulnerable to
organized resistance because actually existing market societies can remain eco-
nomically viable with a wide range of different institutional configurations.*

THE LIMITED CAPACITIES OF STATES

The main traditions of the democratic left in the twentieth century have em-
braced strategies of political transformation based on the expansion of the pow-
ers and capacities of the central state. This strategic approach was solidified in
response to the globaleconomic crisis of the 1930s. Theorists of the democratic
left saw capitalism as an economic system that was governed by its own pow-
erful inner logic. If the economy were gripped by powerful deflationary pres-
sures, these were understood as being almost like actual physical forces. If
these pressures were to be resisted or reversed, one needed to be able to push
back with a comparable level of force. The central government was seen as the
only institution capable of mobilizing the appropriate level of force. It is as
though one lived near a large river that overflowed its banks on a regular basis,
producing devastating floods. It would seem obvious that one needed to create
an elaborate flood control system that was capable of containing the raging
waters. The development of a centralized state with extensive regulative and
planning capacities appeared to be the logical counterforce needed to contain
the inevitable natural disasters produced by a capitalist economy.

Some of those who embraced this ‘counterforce strategy’ were persuaded
that capitalism could not be controlled or contained even with powerful central
states, but they saw the building up of the counterforce as part of a long and
gradual transition to socialism. They hoped that while the counterforce strategy
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was controlling capitalism’s worse defects, the public might be persuaded that
the only route to stability was to eliminate private ownership of the means of
production. Others believed that building up the strength of the state might
produce some type of a ‘mixed economy’ that would be both productive and
stable. However, the hopes of both groups have been disappointed; the
counterforce strategy has neither facilitated a transition to socialism nor cre-
ated a stable ‘mixed economy’. To be sure, social democratic regimes compiled
an extraordinarily successful record of economic management through the
1950s, 1960s and 1970s, but over the last two decades, the social democratic
model has slipped into crisis. A number of important gains — including the insti-
tutionalization of full employment— have been reversed and confidence in the
ability of the social democratic state to counter the pressures of the global
economy has been eroded.

The problem with the counterforce strategy isthatit depends on a level of state
capacities thatis difficult to sustain over a long period of time. The great popular-
ity of ‘planning’ in the first half of the twentieth century led counterforce theorists
to exaggerate the ability of state planners to make high quality decisions with any
consistency. To be sure, neo-liberal arguments are equally exaggerated in the
opposite direction; their presumption is that decisions by private economic actors
are almost always superior to decisions made by state actors. It is, however, pos-
sible to reject this neo-liberal privileging of market processes and still have a
healthy respect for the limitations of state capacities (Offe, 1996).

There are three important processes that tend to undermine the quality of
state decision making. The first is the shifting, unreliable and contested nature
of the technical knowledge on which decisions must be based. The most obvi-
ous recent case of this was the disastrous commitments that a number of na-
tions made to nuclear power generation based on inaccurate estimates of the
costs and benefits of that technology. Moreover, anyone who has participated
in decisions about what kind of computer system should be purchased for an
office is aware of the multiple difficulties of making ‘good decisions’ in the
midst of rapid technological change.

[t is extraordinarily easy to place one’s bets on a technology that will quickly
be orphaned or to overlook an alternative option that will turn out to be the
foundation for future development. These same difficulties are multiplied
many times when government decisions have the potential to encourage or dis-
courage particular types of technological development.

A second process is rooted in the problem of economic uncertainty. Rates of
private business investment tend to be highest when uncertainty is in some
intermediate range (Block, 1996b, pp. 81-83). When uncertainty is too high,
businesses refuse to invest because the risks of losing money are simply too
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great. However, when uncertainty becomes too low, firms are also likely to
avoid new investments because they seem to be guaranteed an adequate rate of
profit. Firms that are in a monopoly situation, for example, face little uncer-
tainty and often have little incentive to make new investments. Their role in
reducing uncertainty means that government policies are often initially suc-
cessful in creating a climate for new private investment. However, over time,
the new policy can succeed too well, so that it reduces uncertainty too far, cre-
ating a context in which firms are content to extract the rents that the govern-
ment policies made possible. To be sure, this difficulty can be overcome by a
reflexive approach to policy making that subjects all policies to continuous
review and updating. However, this is different from historic notions of plan-
ning that emphasized the value of predictable and stable long-term patterns.

The third process has to do with cultural changes that tend to undermine the
moral foundations of govenment social policies while simultaneously making it
more problematic to generate consensus around alternative policies. For ex-
ample, the ‘universality’ of the social democratic welfare state was based on a
particular pattern of social life — a male wage earner who moved through the life
course on a predictable and linear path. Processes of social and cultural plural-
1zation have transformed this pattern of social life; in some countries, women are
almost as likely to be wage earners as men and the linear life course has given
way to more fluid and irregular patterns of adulthood. As the fit between existing
social policies and the needs of certain social groups diminishes, accusations rise
that people are ‘gaming the system’ — using social programmes in completely
unintended ways. At the same time, others are likely to experience the social
policy regime as unfairly constraining their life choices. In fact, it is typical that
existing social policies will create too much uncertanty for some groups and too
little for others. And yet, it becomes ever more difficult to create political con-
sensus around reforms that would be ‘fair’ because pluralization has increased
the heterogeneity of life strategies (Offe, 1996, chapter 9).

The common thread of these processes is that they all place limits on the effec-
tiveness with which expert knowledge is exercised in government agencies.
Hence, the central task of classical state building — creating state agencies staffed
with officials with expert knowledge who are effectively insulated from civil
society — becomes increasingly problematic. This is, of course, one of the central
points that Peter Evans makes in Embedded Autonomy (1995). He insists that the
state can play an extremely positive and important role in industrial development,
but this requires a significant reconstruction of state-society relations. The classi-
cal processes of state building will no longer produce the desired results.
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DISORDERLY COORDINATION

With a proper appreciation of the limited capacities of both market self-regula-
tion and state planning, the path is open for strategies of reform based on disor-
derly coordination. Embedded autonomy, state-society synergy (Evans, 1997)
and disorderly coordination are all ways of expressing the same idea — that
while both states and markets have limited abilities to produce desirable results
when they operate according to their own logics, it is possible to combine their
sometimes divergent logics to produce positive outcomes. However, as the idea
of disorderly coordination suggests, this process is unlikely to be smooth and
stable; policies need continuous adjustment and reconsideration.

But in arguing for these alternative approaches, it is easy to be misunder-
stood. Most reforms based on this perspective still require action at the level of
central government. A strong and effective central government is indispensable
for social and economic reform. And there is still considerable room in many
countries for completing the historical task of state building — establishing ef-
fective tax collection and minimum standards of honesty and efficiency in the
public service. Moreover, even with the invention of policies that shift power
and authority to lower levels of government, the taxing and borrowing powers
of the central government will remain indispensable.

But there is a fundamental distinction to be made between the counterforce
strategy and what can be termed a leverage strategy. The counterforce strategy
rests on the assumption that capitalism is a coherent and powerful system
whose logic can only be overcome through systematic offsetting force exerted
by the state. The alternative view is that the coherence of the system is an illu-
sion; there are actually multiple interlocking markets — each of which has been
partially shaped by state action. Strategic action by the state to alter the ground
rules for particular markets can have unexpectedly large effects on how those
markets work and on the outcomes that they produce. Hence, a small amount of
leverage can produce very large changes.

In contrast to the counterforce strategy, the leverage strategy is notas depen-
dent on high quality decisions by state actors. Leverage policies always involve
an interaction between state action and the choices made by real people operat-
ing in market situations. If there are positive consequences, it is because of the
interaction between state action and the decisions made by actual people.
Hence, those who manage leverage policies must constantly monitor the im-
pact of their efforts and be prepared to alter policies if they are not having the
intended effects.

The distinction between these two strategies can be seen by looking more
closely at the New Deal in the United States. Two of the most enduring achieve-
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ments of economic reform in the New Deal are far closer to the leverage strategy
than to the counterforce approach. The National Labour Relations Act (Wagner
Act) and the Social Security Act were both passed in 1935. These initiatives did
not require a huge amount of centralized state capacity or a highly trained staff
with very developed analytic skills. On the contrary, these agencies were able to
provide specific services — the monitoring of union elections, the adjudication of
unfair labour practices and the provision of old age insurance with relatively
small staffs and modest budgets. Yet the impact of these agencies was huge
because they restructured the labor market. By providing legal protections for
the right to organize and to strike, the National Labour Relations Board shifted
the balance of power between employers and employees, particularly in heavy
industry. In the case of the Social Security Administration, changes came more
gradually because the programme was phased in and incrementally expanded
over a long period of time. But the Act rescued the elderly from the painful
choice between poverty and continued work and it altered the labour market by
universalizing the concept of retirement after a lifetime of work. By creating
common interests among the elderly as beneficiaries of the same programme,
the Act also facilitated the emergence of older Americans as a powerful political
force, which laid the basis for later reforms.

In short, these measures did not rely for their effectiveness on the skill or
expertise of government bureaucrats; they had much of their effect by empower-
ing citizens. At the same time, reform efforts in the New Deal that were linked to
the counterforce strategy were far less successful. Those on the left of the
Roosevelt Administration consistently fought for full employment with the gov-
ernment as the employer of last resort and for a unified government agency that
would plan and oversee much of the society’s public sector infrastructure spend-
ing. Both of these initiatives required a very significant expansion in state ca-
pacities. However, the Right — even at the lowest point of its political support in
the United States — was able to block these initiatives by rallying popular dis-
trust of the state. This is yet another obvious advantage of the leverage strategy.
By separating reform efforts from the project of building up the capacities of the
central state, the prospects for political success might be considerably enhanced.

Two brief examples should suffice to indicate how disorderly coordination
based on the leverage strategy might approach long-standing problems of so-
cial and economic policy. Instead of fighting for ‘full employment’ through
public sector job creation as the way to combat poverty and improve the eco-
nomic bargaining power of low wage workers, the alternative is to provide a
negative income tax that would be available to all individuals and households
that fall below a certain level of income. In contrast to the positive income tax,
the negative income tax provides a tax rebate to those whose income falls be-
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neath a certain level, and this income supplement can be paid out on a weekly
or monthly basis. If the support level were high enough, this measure could
serve to empower poor individuals and enhance their bargaining power with
employers (Block and Manza, 1997).

Instead of trying to centralize infrastructure planning in one central govern-
ment agency, the alternative would be to use the taxing power of the central
government to finance initiatives at the local and state levels. In the U.S., for
example, the Federal Government might borrow $50 billion a year in new
money at an interestrate of 6 per cent. The money would then be made available
to a series of regional infrastructure banks that would reloan the money to locali-
ties or nonprofit agencies at subsidized interest rates that would vary depending
on the social value of the particular project. Low income housing loans might be
provided at a 3 per cent interest rate, environmental reclamation projects might
borrow at 4 per cent, and particularly poor regions might be able to finance a
range of different projects at only 2 per cent. The costs to the Federal Treasury
would be relatively small on an annual basis, and if the funds were invested
effectively the costs should be more than off setby increased tax revenues. To be
sure, the regional banks would have to screen projects carefully and would have
to be insulated from local political interests that sought to use loans simply for
patronage purposes. But the general idea is that the government’s ability to bor-
row could leverage large amounts of public infrastructure spending that could
have significant social and economic consequences.

These examples are only for purposes of illustration. The task of mapping
out a full strategy of economic and social reform based on the concepts of
market reconstruction and disorderly coordination remains to be done. More-
over, such strategies cannot be cut from a single cloth; they will vary consider-
ably depending upon the specific economic and political structures of each
society. The point here is simply to lay out the argument that there is an alter-
native set of assumptions that can be the basis for a new family of economic
models.

STRUCTURAL OBSTACLES

Even policies based on disorderly coordination face structural obstacles. For
example, even a highly decentralized strategy that restructures the labour mar-
ket in ways that will advantage low wage workers is bound to encounter resis-
tance from those who insist that the resulting increase in wages at the bottom
will be inflationary and highly disruptive to the nation’s position in the world
economy. Moreover, in an era of rapid capital movements and floating ex-
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change rates, such predictions of disaster can be instantly transformed into self-
fulfilling prophecies. Currency speculators begin to sell the nation’s currency
and the resulting financial crisis invariably forces the government to announce
a series of policy initiatives that dramatically weaken the bargaining position of
most working people. The current world system has powerful disciplinary
mechanisms that punish nations that attempt to diverge from economic ortho-
doxy —regardless of whether their policy choices resemble the counterforce or
the leverage strategy.

Yet, it must also be stressed that the current system of almost unlimited
short-term capital movements and daily currency transactions in excess of $1.2
trillion per day is profoundly irrational and unstable. While it does operate as a
powerful disciplinary mechanism to keep countries from diverging too much
from neo-liberal orthodoxy, it has also forced the world to forget the critical
lessons of the 1930s. The result is a global economy that is now extremely
vulnerable to a deflationary crisis in which currency after currency is subjected
to speculative pressures, forcing governments to impose austerity measures
that will, in turn, lead to a collapse of global demand. My own view is that this
dangerous experiment with global market self-regulation will be abandoned
over the next five to ten years, and there will be the restoration of controls over
short-term capital flows and the creation of a more stable system of exchange
rates (Block, 1996a).

In the meantime, the ultimate success of reform efforts within nations re-
quires a simultaneous international effort to reshape the global rules of the
game to provide nations with greater insulation from capital flight and specula-
tive crises. Under the global regime of ‘embedded liberalism’ in the 1950s and
1960s (Ruggie, 1982), some nations had far greater room to manoeuvre in pur-
suing domestic economic reforms than they have now, and it should be a para-
mount goal to recapture that capacity for national level experimentation for
both developed and developing nations.

Butthere may also be ways for nations to recapture some greater freedom to
manoeuvre even before reforms have been won at the global level. While theo-
rists of neo-liberalism continually suggest that there is nothing complicated
about opening a national economy to international market forces, the reality is
that it is extremely complex. Precisely because money is a fictitious commod-
ity, public agencies have to regulate the growth of the domestic money supply.
This means that national financial institutions inevitably play a critical inter-
mediary role between global capital flows and domestic economic activity, and
even neo-liberals recognize that these financial institutions must be brought
under a regulatory regime that assures that financial intermediaries are
reloaning funds prudently and minimizing certain types of fraud and corrup-
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tion. It is possible that relatively small variations in these regulatory regimes
could end up significantly weakening the disciplinary power of global finance.

Some nations have successfully held on to restrictions on their own citizens’
rights to shift capital abroad, and there is reason to believe that these measures
do reduce a nation’s vulnerability to currency crises. Financial regulators can
also attempt to limit the domestic financial system’s vulnerability to hot money
flows from abroad through a variety of mechanisms. For example, rules can
require that some percentage of foreign bank deposits be held in special illiquid
accounts to reduce the threat of mass withdrawals of foreign funds. Similar
restrictions might be placed on larger holdings of equity shares, so that foreign
investors would not have the option of liquidating their entire position over-
night. While such measures might discourage some foreign investment, it is
actually rational for nations to discourage hot money flows that will quickly be
reversed (Velasco and Cabezas, 1998).

Many of these financial regulatory decisions are highly technical and usu-
ally take place at some distance from party politics and the public spotlight.
This has served generally to enhance the influence of IMF advisers and foreign
financial interests, but it also provides an opportunity for reformist political
forces. If reformers are able to gain expertise on these arcane issues, bring them
into the sphere of politics and make effective alliances with certain segments of
business, it might be possible to make considerable gains. While even the best
system of domestic financial regulation will not eliminate the danger of politi-
cally disastrous capital flight, it could significantly raise the threshhold before
such flight occurred.

But the idea of market reconstruction is built around this type of incremen-
talism. The key idea is not to transform the economy immediately but to make
gradual but durable improvements in the bargaining position and living stan-
dards of people on the bottom. These reforms become durable precisely be-
cause they come to be built into the calculations of business. Knowing that
wages at the bottom are going to be rising at a certain predictable rate, firms
increase their investments in labour saving technologies, so that their rising
labour costs are offset by productivity gains. But this rising productivity ex-
pands total wealth and gives the reformist regime more space to carry out other
types of reforms.

CONCLUSION

The perspective of market reconstruction and disorderly coordination repre-
sents a break with utopianism in several ways. Firstly, both Marxism and eco-
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nomic liberalism have insisted that if the institutional arrangements are just
right, the tiresome business of politics will either disappear or will be effec-
tively walled off from the economy. Disorderly coordination, in contrast, be-
gins from the recognition of the continuing inevitability of politics, political
conflictand an ongoing process of political shaping of the economy. This is one
reason why coordination is likely to be disorderly; it will be subject to the
twists and turns of democratic politics. Secondly, disorderly coordination is an
incrementalist approach that believes that a reform process must occur step-by-
step, rather than through some abrupt kind of transformation.

However, this approach to reform does not require an abandonment of the
Enlightenment ideal of creating a more rational social order built around de-
mocracy, equality and liberty. While reforms must begin from the realities that
we currently face, there is no reason to posit any pre-given limits to how far
those reforms could go over the next century. The dream of a society without
vast inequalities of wealth, without the dominance of politics by powerful eco-
nomic interests and without the systematic oppression of any social group, can
still provide the inspiration for the reconstruction of market societies.

NOTES

1. Recterences, however, arc to the later cdition, 1957.

This point is emphasized in the literaturc on corporate stratcgy that emphasizes that firms arc

not simply passive receivers of market signals (Montgomery, 1995).

3. Morcover, some firms have found ways to usc the legal status of bankruptcy as a survival
stratcgy (Dclancy, 1998).

4. This argument converges with analysts who stress the ‘varictics of capitalism’ (Berger and
Dore, 1996, Crouch and Streeck, 1997).
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4. Conventions and institutions:’

rethinking problems of state reform,
governance and policy

Michael Storper

1.

INTRODUCTION

Consider the following examples of institutional change in economy and society:

On January 4, 1914, Henry Ford announced an extraordinary increase in the
regular wage to $5 per day. In so doing, he inadvertently started a chain
reaction of wide temporal and spatial extent, the outcome of which was,
much later, described as a new period in the development of capitalism, that
of mass production-based industrialism (Wagner, 1994).

When, in the early 1980s, Luciano Benetton, aided by his advertising firm,
decided to carry out a politically-relevant form of advertising (‘United Col-
ors of Benetton’) he very probably did not dream that this would, in a cer-
tain sense, lead to a complete recuperation of the spirit of social movements
and ‘street culture’ by the profit-making economy and obliterate the dis-
tinction between mainstream culture and cultural rebellion ‘against’ it. In
so doing, Benetton may have fundamentally altered the relationships of
production, consumption and popular culture in contemporary capitalist
societies.

American Black Power activists in the 1960s, coming from so far outside
the mainstream and suffering from severe legal and illegal repression, none-
theless asserted a way of seeing the individual in relationship to society
which set into motion a redefinition of citizenship (Taylor, 1992) — the rela-
tionship between individual identity and group identity — in the Anglo-
American Western nations, when they demanded affirmative group recogni-
tion and not merely equal procedural treatment.

73
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* Richard Nixon’s abandonment of the Bretton Woods international monetary
system in 1971 set into motion a chain of events which ultimately led not
only to the creation of international money markets and the current interna-
tional financial system, but also radically transformed the international trade
system and the production techniques and organization of many important
industries. New forms of economic uncertainty and risk were generated by
this profound destabilization of the market environment; in response, new
forms of governance of firms, production systems, and regional economies
subsequently made their appearance.

Social science has many kinds of stories it tells about these transformations.
Most of the mainstream accounts of institutional emergence — especially those
coming from, or drawing heavily on, economics — do not have satisfactory ap-
proaches to this question of the individual. They are frequently weighed down
by heavy and unrealistic assumptions about the nature of interests and the ratio-
nality of actors and hence about the necessity and functionality of the transfor-
mations which come about.

In both economics and sociology, however, much effort has been devoted in
recent years to addressing these problems, on a variety of levels, including ap-
proaches to rules, strategic action and group interaction. They have also ad-
vanced the micro level considered here, by developing alternative notions of
rationality, action and coordination. This paper will be concerned with similar
issues, most especially how individual behaviour — perception, calculation, de-
cision making and action — becomes collective action, and hence underpins the
emergence and functioning of institutions. We outline a way into institutions,
and hence the state, which has developed recently in France. Its central analyti-
cal concept is that of the convention in social and economic life (a body of
work referred to henceforth in this paper as the SSC, for ‘social science of
conventions’). The SSC holds that institutions, whether those of the state or of
the society, whether formal or informal, are necessarily underpinned by con-
ventions which coordinate the actions of individuals. There are many processes
which set into motion the emergence of institutions, but all of them involve the
‘social labour’ of generating conventions. This point is illustrated by compar-
ing different conventional relationships between states and societies to be
found in the West today, and in the light of the ways that experiments in new
forms of governance and policy making presuppose new conventional bases
for coordinating individuals.
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2. SOME RECENT ADVANCES IN THINKING ABOUT
ACTION, COLLECTIVE ACTION AND INSTITUTIONS,
AND WHAT WE CAN CONTRIBUTE TO THEM

In much contemporary social science, there is a sort of compromise that hides
an unsolved theoretical problem. Time and again it is repeated that institutions
are both constructed in human interaction and pre-exist the individuals whose
actions they shape. As a general statement, this is surely valid. To stop here,
however, would mean consolidating a basic cleavage between theories about
interaction and the constitution of sociability on the one hand, and theories
about social structures which shape or constrain individuals, on the other
(Giddens, 1984; Joas, 1996).

This is undoubtedly why the ‘old institutionalism,’ in both sociology and
economics, generated a great deal of dissatisfaction.? Even at its best, in strug-
gling with organizations and institutions as complex relations between indi-
viduals and the collective, it reproduced the basic cleavage. Institutionalists
rejected standard versions of utilitarianism via the notion of interest aggrega-
tion in organizations, and documented the existence of unanticipated conse-
quences at the collective level. But they essentially collapsed the individual
into the collective through notions such as values, norms and attitudes, im-
printed on the individual through socialization. This forced them into an im-
poverished vision of change, as stemming almost exclusively from the interac-
tions of conflicts of interest and vested interests.

In economics and political science in recent decades, there have been pow-
erful developments in institutional analysis which are based precisely on a re-
formulation of the role of individual action. Two schools which have received
great attention are, respectively, the New Institutional Economics (with its
roots in transactions costs economics) and contemporary analytical political
economy, which embraces the positive theory of institutions, and spills over
into recent analytical economic history (North, 1981; Williamson, 1985).
These two schools, for all the very important analytical advances they have
made, have certain deep problems. One is of course their underlying model of
rationality, which has been much remarked in the critical literature. The other is
their starting point. Put simply, both hold that the incompleteness of social life
is necessarily problematic. When actors find themselves in concrete situations
where everything 1s not known or clearly demarcated, whether it be ‘informa-
tion” cor ‘property rights’, then we are at risk of coordination failures, due to
cheating or free riding. Such incompleteness, it is held, leads institutions — such
as firms (Loasby, 1991; Langlois and Foss, 1997),® political parties or rules -
because markets can no longer function correctly. But where we are in institu-
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tions, individual interests suffer from the ‘impossibility’ of principal-agent re-
lations and other difficulties of interest aggregation. Thus, institutions are al-
ways a second-best form of social life. Institutions are second-best because
they are fundamentally incompatible with the atomistic nature of human pref-
erences, and are generally hampered because they are not subject directly to the
market’s disciplining force of exit.*

If incompleteness is not inherently so problematic, however, then their con-
clusions do not follow. And indeed, that is precisely what we shall argue: in-
completeness is not always a problem;? in social life, it is frequently part of the
solution (Favereau, 1993), the starting point for the social labour of coordina-
tion through convention. In this vein, there are developments in economics —
such as the institutionalism of Hodgson (1997)— which use starting points com-
patible with that outlined in this paper. Hodgson is inspired by some of the
early institutionalist economists, such as Frank Knight (1921), who identified
uncertainty as a fundamental condition, but not as a crippling problem, in eco-
nomic life. Much of this notion that uncertainty — incompleteness — is a founda-
tion for coordination ‘solutions’, i.e. for the work of creating institutions, has
been lost. Nonetheless, if one reviews the economic literature, it pops up again
from time to time, as in Alchian (1950), Arrow’s (1972) ongoing reflections on
what we do in the presence of changing information and learning and Loasby’s
(1991) notion that incomplete contracts are the basis for firm learning and
hence key to certain forms of successful collective action. Similar starting
points can also be found at the heart of recent work in evolutionary economics
(Dost et al., 1997).

Sociology — especially economic sociology —has made great strides in over-
coming the theoretical cleavages alluded to above in recent years. One thinks
of the ways that Granovetter (1995) and Swedberg (1993) have reinvigorated
Polanyi’s vision of the economy as an institutionalized process.® ‘Neo-institu-
tionalism’ in sociology has addressed the problem of how and why actors act in
relationship to collective processes. In contrast to the old institutionalism, the
process of building institutions does not concern only narrowly-defined, for-
mal organizations, but fields or sectors of social practices. The theory of action
(not just a theory of interest aggregation) is at the centre of research into the
complex outcomes of action, and at its centre are its taken-for-granted, unre-
flective dimensions (and not just unanticipated consequences of rational inter-
est pursuit). These are linked to the outside world through various forms of
cognition (not solely through values, norms and attitudes) and become the ba-
sis for collective order, in the form of the habits of practical forms of action.
Much of the new institutionalism shares with the SSC a concern with the cog-
nitive basis of what actors do, as well as an emphasis on pragmatics.
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Much of this reformulation of the theory of action has come in reaction to
Parsonian action theory (Powell and DiMaggio, 1991, pp. 1-40). For most card-
carrying sociologists, the ultimate goal of the new institutionalism is to find a
replacement for the Parsonian map of the social order, but not to abandon the
notion that we can map it in a comprehensive way (Powell and DiMaggio, 1991).
This project can be found, with very different foundations, in Giddens’s theory of
structuration (Giddens, 1984), in Collins’s use of Durkheim and Goffman
(Collins, 1989; Bourdieu, 1990; Parsons, 1951, 1960; Alexander, 1983), or
Bourdieu’s more formalized notion of habitus as the cornerstone of a hierarchical
social order. This is where the SSC parts company with the new institutionalism.
The SSC sees the micro-level as leading to a much greater potential variety of
forms of coordination than has heretofore been envisaged, and hence views the
detailed composition of the social order itself as potentially much more diverse
and changing than imagined by either Parsons or those seeking to replace him.
We should perhaps no longer be guided by their goal of always finding the roles
that the resulting institutions play in some overarching social order. Many con-
temporary entrepreneurs seemknow this, as they now almostself-consciously try
to build whole new markets, demands and social practices, a part of ‘reflexive
modernization’. Most academics and policy makers, guided by notions of coher-
ence, may be slow to recognize the relative openness and diversity of forms that
coordination can take in modern society and economy.

[t is to this subject, the production of coordination between agents in the
presence of incompleteness or uncertainty, to which we now turn.

3. WHY DO PEOPLE DO WHAT THEY DO?
WHAT DOES IT MEAN TO ‘ACT’?’

The point of departure for the SSC is in essence a pragmatic turn, in the sense
that in order to get beyond classical presuppositions — such as individualism/
atomism versus collectivism/holism; utilitarianism versus normativism; the
economic versus the sociological — the SSC takes concrete behaviours as time-
and space-specific social facts rather than as universal social laws. We do not
accuse, for example, the notion of the optimizing market or that of a socially-
integrated society as being overly formal abstractions and hence unrelated to
the real world. Instead, the very existence of such constructions in social theory
1s evidence of a social reality worthy of being analysed. But these constructions
cannot be taken as positive scientific laws; instead, they are something like
different rules of agreement by which real actors attempt to coordinate their
actions, and they are justifications given by people for what they do. Social
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science errs in transforming them into social laws of a scientific nature. As
Peter Wagner puts it, in drawing on the work of Thévenot and Boltanski
(Wagner, 1994; Thévenot and Boltanski, 1989), ‘the task is to dissolve their
disciplinary codifications and recommence the analysis of social action in con-
ceptually more open terms’.

Intellectual History: Elements of a Problem(atic)

One could argue that any of the social transformations referred to at the begin-
ning of this paper — the advent of Fordism; the transformation of contemporary
culture by the market; the rise of new forms of corporate organization and gov-
ernance; the transformation of identity and citizenship — can be traced back to
acts (Ford’s $5 per day strategy; Nixon’s abandonment of the gold standard,
etc.) which in turn were elements of strategy. To take just one of our examples:
most current theories would try to explain why Ford did what he did or why his
strategy succeeded. Yet the systematic consequences of Ford’s strategy were
that new forms of collective action and institutions were generated. The ques-
tion becomes how such forms of collective action were produced in the wake of
the shock caused by Ford’s strategic rupture. Existing theories might show that
rational workers took the jobs, and that Ford’s enterprise ultimately took the
market. But these are just shells of an explanation, for ultimately a whole new
industrial way of life emerged — from the shop floor to the showroom, to the
household and the landscape, from the skilling/training system to the wage
structure, and including the entire cognitive framework by which industrial
technology was conceived and improved, even including aesthetics and sym-
bolic processes. Somehow, all of these new regularities, which go well beyond
Ford’s action and direct reactions to it, have to be explained.

The research strategy which motivates the social science of conventions is
essentially to start ‘from the bottom up’. Who did what? What were the re-
sources and competences of actors who set change into motion? What were the
controversies which led to transformation of the existing way of doing things?
The SSC emerged out of research on controversies or strategic ruptures which
appeared, at the outset, to be individual reactions to changing circumstances,
attempts to reinterpret reality and find new ways of coping with it. Some such
apparently minor re-evaluations or re-interpretations of ‘what is to be done’
end up having large-scale ramifications or effects on collective patterns of ac-
tion; their effects seem — in conventional sociological parlance — to move ‘up-
ward’ and ‘downward’ in society.*

Methodologically, the SSC is motivated by the desire to re-situate, bring back
down to the actor, the explanation of what happened, and this means using in the
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analysis as few categories as possible which have not been introduced by the
actors themselves. This notion of a ‘scarcity of presuppositions’ is based on a
pronounced scepticism with regard to structuralist and functionalist sociology, as
well as to neoclassical economics and its social scientific offshoots, all of which
are presupposition-rich in their conceptualizations. But this is also where the SSC
1s sceptical of certain aspects of the new institutionalism: the SSC attempts to get
even closer to the categories of action deployed by the actors themselves.

But this does not mean a social science of ‘face value’. Quite the contrary:
even when actors describe their own actions in terms of laws (as in the everyday
use of the language of the market, or reference to collective identity, or reference
to procedural rationality) our theories neither have to accept those descriptions
as lawful, nor dismiss them as irrelevant falsehoods. Instead, we need to ask
where these descriptions come from and how they affect what people do.

Reformulating the Theory of Action

Action is motivated principally by the desire to make effective the action one
undertakes. This motivation imparts two fundamental characteristics to action.
On one hand is its particularity: actions are inherently associated with objects,
circumstances and persons, whose varied and heterogeneous nature make for
complex and particular synergies. This particularity is a central aspect of the
SSC, what it calls the situation of pragmatic activity. For example, in produc-
tion, the situation of the actor is fundamentally defined by the product or ser-
vice s/he is trying to produce. Associated with each output there are relevant
tools, persons, institutions (such as markets, governments) and physical envi-
ronments. The question is how the actors effectively act (produce a given kind
of product) given the constraints and possibilities of the particular kind of situ-
ation attached to that pragmatic field of activity.

On the other hand, action has a fundamentally collective character: most
actions in this world can only be pragmatically effective if what one person
does is met with certain kinds of mutually compatible actions by other persons
upon whom s/he is dependent. In turn, since virtually all action is both collec-
tive and situational, it is associated with a fundamental kind of uncertainty, in
the sense that we can not know precisely what the others upon whom we are
dependent will do. This is true even in the presence of rules, norms, traditions;
none of them eliminates the fundamentally calculating, strategizing nature of
the individual, and hence the possibility that a rule, norm or tradition will not be
followed in a given situation. One of the main tasks of research in the SSC 1s to
discover how the actor identifies the situation and the specific forms of uncer-
tainty with which it is associated.
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The SSC’s central ‘equation’ thus consists of the following terms: in order to
proceed with action, which is inherently collective, the uncertainty which is spe-
cific to a given kind of situation must be overcome. The actor must be equipped
with the means to interpret or understand the situation in which s/he finds him/
herself, in the sense that s/he must be able to identify the aspects of the situation
in a way which agrees with the identification made by other actors upon whom
s/he is dependent, so that each of them take actions which are mutually compat-
ible (Polanyi, 1958). When this identification process happens so as to allow
coordination, it is because mutual expectations have been aligned.

For example, if, as lender of money, decide to put you in foreclosure when
you do not pay me on time, this may be met with a mutually compatible act,
acquiescence in liquidation, in California; but if I do it in the context of Hong
Kong family capital lending, it may be met with outrage followed by censure,
in which case I have failed to identify the situation correctly. By contrast, when
the participants in a situation identify it in a common way, we can say that
interpretations have led to a sort of ‘agreement’ about what is to be done. Such
agreement, specific to the pragmatic situation at hand, is required for example
between buyers and sellers of a commodity, between input supplier and pur-
chaser, between one worker and another on the shop floor, between manager
and worker, between states; without it, collective mutually interdependent ac-
tivity cannot go forward. Contracts and rules cover a remarkably small propor-
tion of the critical situations in economic, social and political life, or skim on
the surface of what really goes on in those they do cover.

This is not an ‘agreeement’ in the sense of a formal contract or explicit rule,
but rather in the sense of a common context; a set of points of reference which
goes beyond the actors as individuals but which they nonetheless build and un-
derstand in the course of their actions. These points of reference for evaluating a
situation and coordinating with other actors are essentially established by con-
ventions between persons. Nor is this an agreement in the Panglossian sense of
something which the parties necessarily consider good or optimal: it is a sort of
concrete convergence of their expectations around what they think can be done.

4. PROCEDURAL RATIONALITY IS SITUATED,
NOT UNIVERSAL IN NATURE

Convention

Conventions emerge both as responses to and as definitions of uncertainty.
Conventions resemble ‘hypotheses’ formulated by persons with respect to the
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relationship between their actions and the actions of those on whom they must
depend in order to realize a goal. When interactions are reproduced time and
again in similar situations, and when particular courses of action have proved
successful, they become incorporated in routines and we then tend to forget
their initally hypothetical character. Conventions thus become an intimate part
of the history incorporated in behaviours. Notice that the theory accepts as cen-
tral the tension between action and structure that people live with in the course
of social and economic life, and does not see this incompleteness as something
for theory to explain away.

The formal notion of convention stems from the work of analytical philoso-
pher David Lewis (1969).

A regularity, R, in the behavior of members of a population, P, when they actin
a recurrent situation, S, is a convention, if and only if, for each example of S, for
the members of P:

Each conformstoR;

Each anticipates that all others will conform to R;

Each prefers to conform to R on the condition that others do so. Since S is a
problem of coordination, the general conformity to R results in a coordination
equilibrium.

Lewis’s definition supposes that each member of a defined population identi-
fies, at least for herself or himself, R as a regularity, as well as the nature of the
situations S, their recurrent character, and the relationship between S and R.
His definition, which requires some modifications, is nonetheless a good start-
ing point.’

Procedural Rationality

Nothing that has been said here implies abandonment of the notion that actors
are procedurally rational, but it does suggest that the procedures they use are
quite different from those assumed to exist by much social science. The stan-
dard parable about rationality holds that individual, self-interested action is
ubiquitous and dominant; that the consequences of making rational choices
generally allow the intentions governing those choices to be realized; hence,
that collective action is exceptional, since collective situations generally im-
pede realization of individual goals in one way or another. Collective action is
said to be blocked because of such widely present circumstances as divergent
or partially-divergent interests (leading to principal-agent problems which, it is
assumed, can never be worked out); bounded rationality or important transac-
tions costs; differences between probable pay-offs to actors or groups (distribu-
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tional conflicts are assumed to be not amenable to resolution by agreement);
and uncertainty about or difficulty in predicting the future. All, in other words,
are the specific analytical versions of the incompleteness or uncertainty consid-
ered by much social science to be a grave problem for rational actors.

Undoubtedly, these circumstances are widespread and it is to the credit of
much analytical political economy and sociology to have been able to under-
stand them. But they are not universal; they are particular conventional out-
comes of situations identified by particular groups of actors. Actors have both
more and less freedom than this mainstream view of procedural rationality sug-
gests. They have more freedom in the sense that upstream of action is a moment
of interpretation, what we have called identification of the situation, a moment
in which the actor puts forth (mostly implicitly) something like a rebuttable
hypothesis about the nature of the situation. Much of this, s/he does on the basis
of precedent. But such precedents, and hence the hypotheses involved, do not
have to treat uncertainty, distributional differences, transaction costs and so on,
in the one single way suggested by the mainstream. That is, what we are now
calling the procedure of identifying the situation is a form of ‘labour’ not con-
sidered by the standard models because they assume that mere identification of
the problem calls forth a single, determinate and optimal solution for a given
situation.

Yet, this standard ‘solution’ encompasses only half of the actor’s procedure;
the other half is upstream, and consists of identifying what other actors are
likely to do in view of that circumstance. This, we maintain, is not universal but
context-dependent and it does not reduce merely to the nature or quantity of
information about the situation which is available. It comes from an interpreta-
tive procedure which depends on social life and collective experience (and all
the ways of transmitting that experience, including norms, rules and so on), as
much as it does from deep universal psychology. Norms, to take an important
example, must be identified insofar as they apply to particular pragmatic prob-
lems and then applied in specific situations, and their application must be justi-
fied (whether to ourselves or others). Norms are in important measure specific
to the situation in which they are applied and this interaction between the pro-
cedure and its situation is critical to how norms affect the course of action.

Indeed, not only does the rationality of procedures include reference to the
specific possibility sets for coordination which exist in particular situations (as
we noted above), it may also involve the justifications (Thévenot and
Boltanski, 1991) we furnish for doing something. The relationship of what we
do and how we justify it is conventionally constructed. There is no inherent
reason to get behind the back of the actor and to distinguish categorically the
reasons furnished by people for what they do, from why they really do it. If
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such justifications are widely shared, they actually become means of coordina-
tion through their effect of abating uncertainty. The corollary of this is what
certain philosophers and historians have captured as the fundamental incom-
mensurability of traditions: we can compare our behaviour with those of others
who are within our system of action, according to the conventions we share; but
between different systems of justification, there is no fruitful comparison to be
made, and the rationality used to get to a conclusion can only be judged with
respect to its internal consistency, i.e. as an internal property of the system of
which one is a member (Maclntyre, 1988).

One could address this issue at other levels, as some of the institutionalist
literature has done. For example, conflicts can be engendered by a wide variety
of processes, such as changes in technology or prices. These changes might
upset existing relationships and one could imagine situations where the actors
find themselves trying to resolve conflicts through an existing institution, such
as the courts. Are the procedures entirely set in advance? Obviously not. Pre-
cisely what the actors do, how they attempt to frame the issues in the conflict
relative to the overarching set of procedures and precedents, and how the courts
adjudicate are all highly context-sensitive and involve the system of down-
stream coordination between actors which we have described above. In a sense,
the cases which can be brought before a given court are the results of what
kinds of ‘skilled’ social actors exist to do so, but this in turn is a product of
existing conventional understandings of the situation at hand.

To take another example, certain production systems are coordinated by in-
terpersonal relationships; the industrial districts of the Third Italy are the oft-
cited cases. The standard account would always say that such relationships
work because reciprocity is ‘policed’ by reputation effects, and because both
lower transactions costs. But upon reflection, we can see that this is no explana-
tion at all of how such a mode of coordination comes about. It is just an after-
the-fact and ad hoc description of some of its qualities and some of its effi-
ciency attributes. The interesting issue is how actors establish such interper-
sonal conventions in the first place and then institutionalize them through pre-
cedent and learning. And here, the standard explanations have no way of not
being simply circular: people do it because it is efficient and because they fear
doing otherwise, but they fear doing otherwise because other people do it.

Other examples of this reasoning applied to economics are: Loasby’s theory
of the firm (Loasby, 1991); Alchian’s demonstration that uncertainty poses no
significant problem either to the attainment of positive profits or to selection,
but where decision makers are not omniscient, nor is the system (Alchian,
1950), recent work in evolutionary economics (Dosi and Orsenigo, 1985).
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5. CONVENTIONS, INSTITUTIONS, CULTURE, POWER

The word ‘convention’ is commonly understood to suggest atone and the same
time: a rule which 1s taken for granted and to which everybody submits without
reflection; the result of an agreement, such as a contract; or a founding mo-
ment, such as a Constitutional Convention. Convention thus refers to the simul-
taneous presence of three dimensions: the rules of spontaneous individual ac-
tion; constructing agreements between persons; and institutions in situations of
collective action. Each of these three has a different spatio-temporal extent, and
they overlap in complex ways at any given moment or situation. Identifying
them is one of the major tasks of empirical research within the SSC paradigm.

The SSC shares with the new institutionalisms in both sociology and eco-
nomics the notion that social action requires some form of communication and
understanding between human beings. But it departs quite radically from other
explanations of the social order in that it does not presuppose such an order and
instead turns the production of agreement and coordination into the key issue.
There are three main consequences of such a revision of the objective:

Firstly, it means that the main analytical task — as is noted above — is to
specify under which conditions, for what issues and in what intensity, such a
need for agreement and coordination exists. Walkers in a park need an agree-
ment, but it is qualitatively different from and probably less intense than, say,
that between buyers and sellers of certain kinds of commodities, between citi-
zens in political decision making, or between parents over the raising of a child.
The institutionalist literature has identified the existence of different ‘organiza-
tional fields’ — relatively durable linkages between groups of actors and groups
of organizations. Our reading of this, through the micro-lens of the SSC, is that
the overall institutional ‘map’ of society is of an infinite complexity and vari-
ety. Hence, from the standpoint of the SSC, society is not an encompassing
social order in the traditional sense, but rather an assemblage of multiply-pro-
duced agreements, as well as persistent disputes, of highly varying spatio-tem-
poral extents and contents. Social life is organized, but is also pervaded by
uncertainty and incompleteness.

Secondly, there is not as strong a tendency for reproduction of such institu-
tional fields, as is held by many neo-constructivist approaches (Giddens,
1984), nor even through the processes of coercion, mimesis or transmission of
norms (Powell and DiMaggio, 1983). All these exist. But coordination is not
reached simply by the application of pre-existing or unequivocal rules, re-
sources or powers. Instead, there is ongoing social labour involved in interpret-
ing and identifying situations, mutually adapting interpretations and determin-
ing modes of coordination. In this sense, a key question for social science be-
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comes the competences or capacities (skills) that agents bring to a situation,
whether it be for reproduction or transformation.

Thirdly, and perhaps most importantly, this means that there is a critical qual-
ity (in the sense of ‘crisis’ or radical openness) to each situation, defined by its
uncertainty. The result of a process of coordination cannot be derived from the
nature of the situation, nor from the social positions of the persons involved. We
cannot even derive the nature of the controversy of interpretation and identifica-
tion. What is to be expected is a plurality of criteria and approaches to determine
what the situation is and a process of selecting the appropriate criteria for re-
sponse. This definitional work is part of the attainment of coordination.

The SSC, therefore, has two principal ways of approaching social research.
The first is analytical: the variability of requirements for coordination, i.e. the
analytical dissection of the situation, including its objective dimensions, the
interpretative activity of people involved and the plurality of results. The sec-
ond is historical, genealogical, thick description, mostly investigations of criti-
cal moments or controversies, where old conventions broke down or where
conflict was resolved via the formation of new, temporarily stable worlds of
coordination. In both cases, however, it is deeply sceptical of any functionalist
readings of institutions, whether a priori or ex posteriori.

Equivalence: or, the Genesis of Institutions

Thus far, one could be reminded of studies in symbolic interactionism or even
ethnomethodology with their inability to move beyond the particular or ideo-
graphic. It could be objected that social life looks plural and diverse only as
long as the more extended and solid constraints of human action by stable or
more efficient institutional forms (including power and culture)'® are not
brought into view. Specificities are interesting, one might say, only if we do not
even bother to search for potentially general features; without this, we are ad-
vancing a simplistic, voluntarist view of the world.

But actually the main project of the SSC is to inquire into the emergence of
ensembles of conventions that have wide spatio-temporal extent." We can call
attention to three means by which actors identify situations so as to coordinate
with other actors, going from narrower to wider spatio-temporal extent.

1. In some cases, the identification of a situation and the persons and objects
involved in it is done via a familiar gesture, i.e. through interpersonal famil-
larity.

2. In others, it involves a communicable judgement, presupposing some un-
derstanding of what is common.
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3. Finally, some situations are coordinated via a generalizable judgement, i.e.
through conventions that make a certain judgement about the situation
widely available, without specific instance-to-instance communication
about it. This is especially important, in that it involves drawing analogies
between very different situations, objects and actions, a kind of ongoing
social labour of creating ‘equivalences’ between situations — a kind of ab-
straction — on the part of the actor.

For example, the SSC argues that what economists call ‘occupational-wage
structures’ are highly conventional and historical in origin, and only second-
arily shaped by market clearing processes of wage determination. This is an
argument which has been made in other terms by a number of prominent eco-
nomic sociologists (Granovetter, 1993). But the SSC goes a bit further than
they have. Wage structures are said to express the value that the market puts on
skills, giving rise to the wage hierarchy. The problem is that ‘skill’ is a highly
abstract notion, covering extremely heterogeneous categories of real work. In
order to call, for example, the work of the electrician and that of the car me-
chanic ‘skilled’, one has to find some kind of abstract equivalence between the
two. The market does not give us these abstract equivalences through the law of
supply and demand. Nor can the frequently-cited notion of the schooling re-
quired to carry out a kind of job. Indeed, diplomas are precisely what the SSC
calls a form (in this case an institutional form) which is created, like money, to
represent two concretely very different skills as containing similar quantities of
this common currency (schooling), which is then translated into another cur-
rency, that of money. Once we begin to look at the wage and salary structure
this way, we see that behind it is a conventionally-constructed system of
cquivalences between heterogeneous things, and that the market is then the
result of the trading — supplying and demanding — of these equivalences, not the
other way around. Studying such equivalences makes it possible to move from
studies of specific interactions to social and economic regularities of wide
spatio-temporal extent.

This work of creating equivalences is ongoing, and they may be unstable.
Equivalences may also be challenged and broken by certain kinds of actors,
whether they be charismatic leaders, ‘policy entrepreneurs’, leaders of social
movements, or other skilled social actors (Fligstein, 1990). This scepticism
about the stability of institutions resembles that which can be found in the pes-
simism of the New Institutional Economics and its political science offshoots.
But unlike the latter, existing structures of rationality or interest are not seen as
inherently impeding institution formation: it is impossible to know, a priori,
what kinds of equivalences may be created among them by active human ac-
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tors. Thus, the SSC rejects any notion of the unity or cohesion of a group solely
as the product of a substantive pre-definable similarity between its members
and an objectively shared interest. Instead, our attention centres on the im-
mense social labour which is necessary to unite disparate beings around the
same system of representation, to constitute the reality of such a heterogeneous
ensemble, and to embody it in actions, persons and objects. It is for this reason
that coordination cannot be reduced to the mere functional maintenance of an
order. Once in place, of course, institutions of a certain coherence may allow us
to use notions such as normality or even rationality, but without any of the
baggage which these terms usually carry. Normality is the ability to deal with
uncertainty about the future, and rationality becomes the coherence of an ad-
justment to a situation. It has nothing inherently to do with separation of proce-
dure from substance, nor with separation of motivations from procedures.

In spite of these differences at the extreme micro-level, there are many as-
pects of the SSC’s institutional analysis which cover the same ground as that of
much contemporary institutionalism. Six such points of contact can be cited:
(1) emphasis on institutions as networks, (2) the chief content of networks is
practices,'? transmitted via and interpreted through conventions; (3) it is the
intermediate forms of governance — coordination in ‘small’ action situations —
which are most important; (4) the dynamic of most interest is how actors learn
convention, and how they modify convention through crises, conflicts and the
establishment of new precedents for action; (5) the evaluation of structure turns
on the notion of relationship between groups of conventions around pragmatic
action situations, and how ‘bigger’ institutions bring those pragmatic fields to-
gether under one roof; and (6) networks of actors and their conventions and
practices tend to have path dependencies.'

Culture versus Convention

If we accept the definition of culture as a set of transitive, informal rules or
guidelines for action, which have a coordinative effect and are applied in spe-
cific kinds of situations, the question arises as to how the notion of culture
relates to that of convention. The rules that constitute a culture are those which
no longer have a hypothetical character. They go so far back in time (or are so
generalized over space) that the equivalences they represent can no longer be
excavated, no longer rendered specific to a situation; they are not incomplete or
tendential. Hence, the conventions which constitute culture often work at the
level of metaphor or generalized custom. They do affect interpretation and jus-
tification, but when it comes to the kinds of action situations we are considering
here, culture has to be re-concretized in the form of conventions whose hypo-
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thetical character is nearer to the action to be taken than is culture. Culture’s
relationship to the situation is too metaphorical or too general to resolve the
uncertainty. In this sense, culture does not have a determining effect on the
formation of convention, and so the problem of coordination cannot be suc-
cessfully resolved by the mere reference to culture. Both concepts are neces-
sary, but cover different aspects of reality.

Power and Convention

The emphasis on how ‘agreement’ is produced in the SSC does not imply
equality of the parties or non-existence of power relations. The standard cat-
egories for analysing power, however, have persistent and deep problems. Why
do people sometimes submit to the powerful and at other times revolt? Why
does the control of resources — economic, physical, means of violence — some-
times enable the powerful to get their way and at other times not? Why do
sanctions sometimes work and at other times not work? These are the classical
questions posed in the theoretical debates about power. Because the standard
bases of power work sometimes and then do not work at others, they fail as the
bases of a satisfactory theory of power. Intermediate explanatory factors must
be found. Certain others are invoked as candidates, especially ideology and
hegemony. But it is just as strange to call upon psychological processes to de-
termine the effectiveness of the material, as it is to reduce the mental to the
material. And the question of how they relate, or what it is that they do when
they take the form that we label ‘ power’ is simply begged.

For the SSC, power is essentially the asymmetric ability to affect the con-
struction of equivalences. This approach extends the SSC’s emphasis on uncer-
tainty, incompleteness, interpretation, and spatial and temporal unevenness. It
does not answer all of our questions about the origins of power, but suggests
that the variables cited in the power literature, both mental and material, have
or do not have their effectiveness with respect to this labour of constructing
equivalences. In this way, once again, the standard categories are lightened of
the theoretical burdens they have shown themselves unable to bear. They are no
longer determinants, nor are they mere ‘factors’ in a multi-factoral soup of po-
tential bases of power, but resources which can be used in the construction of
conventions of power as a form of social coordination.
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6. FORMAL INSTITUTIONS: THE STATE AND
GOVERNANCE OF THE ECONOMY

Formal institutions have a special status in all this, in that they try to stabilize
certain equivalences between persons and things in the forms of rules and insti-
tutional fields. Perhaps the key formal institution is the state. The state, like
other institutions, presupposes conventions between persons. Unlike other insti-
tutions, in Western democracies all state conventions are also based on norma-
tive representations of the ‘common good’ for their societies. Whereas non-state
institutions and conventions may be constructed by actors in pursuit of their
particular common interests, as efforts to resolve particular problems of coordi-
nation, the state is formally assigned the role of creating the conditions that
maximize the possibility of attaining a general common good. There are many
possible definitions of the common good in a democracy; hence, the ways that
each democracy concretizes its notions of the common good as enforced by its
state is through the social labour of creating equivalences of the ‘good’.

Conventions of the state are widely mobilized, like other conventions, in
situations of economic action. In western capitalist countries, we can observe
three general conventions of the state with respect to economic coordination. In
some societies, each person expects the state to intervene in the economy from
a position outside and above the situation of action — this is the convention of
the ‘external state’ which is particularly strong in France. In other societies,
each person expects the state to be absent from situations of economic action,
and for individuals to work out coordination between themselves — this con-
vention of the ‘absent state’ is particularly marked in the United States. A third
possibility is that the persons involved in economic action (including represen-
tatives of the state) operate on the premise that the state participates in eco-
nomic coordination but as an equal, neither superior nor absent. We call this the
convention of the ‘situated state,” adapting slightly the concept from contempo-
rary political philosophy, which terms this the ‘subsidiary state’. All these con-
ventions have strong effects on how their societies are able to experiment with
new forms of governance of their economies today and illustrate well the ways
that conventions shape and translate the impacts of external forces for change
on the institutional regularities that result.

Example 1: The Objective Common Good of the External State
In France, post-war economic planning in particular and economic interven-

tionism in general have been rooted in a widespread expectation that the state
will insert itself from outside and above society to supply elements of coordina-
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tion assumed to be essential to meeting common goals of national indepen-
dence and full employment. The state is not defined in opposition to the popu-
lar will, as in Anglo-American liberalism, but as the embodiment of it. This
convention between actors allows the state to intervene in the economy, apply-
ing monetary, fiscal, budgetary, industrial, and employment and training poli-
cies intended to maximize the common good.

Our purpose is not to judge the veracity of this idea of the state as external to
economy and society, but to emphasize the powerful real effects this notion can
have when it operates as a convention between persons. According to this con-
vention, the state is the flux that allows the solder to hold; it covers the gaps and
eliminates failures in the coordination of economic activity. Each person is thus
aware of, and anticipates gaps in coordination (for example, a shortage of neces-
sary resources) or failures (for example, to meet commitments); and each person
thus expects that the state representatives authorized to intervene in the particular
situation at hand will take corrective or complementary action. Most importantly,
each person defines his or her action on the basis of this premise and thus holds
back to some extent from fulfilling commitments to action or mobilizing re-
sources. As aresult, the convention becomes part of a self-fulfilling prophecy: in
the final analysis, the state appears to be truly necessary to economic efficiency.

Both the successes and the limits of French industrial policy can be inter-
preted in the light of these conventions (Storper and Salais, 1993). Post-war
policy used forced concentration to modernize certain sectors. Its success was
not principally because of the scale it imposed on production, as many tradi-
tional analyses claim, but because centralization allowed the state to eliminate
the coordination gaps which existed in a more fragmented system. Other meth-
ods of coordination, such as are to be found in Germany, did not work in
France, precisely because actors in France counted on the state to step in.
Hence, when the state did so in the big industrial sectors, it was able to impose
a certain form of coordination. That coordination worked best when the state
was not only the investor, but also client, and when a certain isolation from
immediate market processes could be achieved, as in large-scale infrastructural
goods, systems engineering, or basic industrial inputs. Rationalized, bureau-
cratic forms of coordination, subject to public scrutiny, work less well in other
kinds of sectors, however.

Many current attempts to reform state intervention in the French economy
centre precisely on the needs of other kinds of sectors in today’s knowledge-
intensive economy, which require a great deal more agility and flexibility. In this
context, the tendency of certain private-sector actors to expect the state to re-
solve their coordination gaps, and to resolve them in a universalizing, rationalist
way, has slowed down progress towards meeting contemporary competitive

Conventions and institutions 91

conditions, and this is the case even when the state has been rather clear about its
intention no longer to supply coordination in the old way. This has often gener-
ated contradictions in the state’s interventions: when coordination failures come
about and threaten the economy as a whole, the state is forced to step back inand
this reinforces the pre-existing conventional expectations of how it will act.'

Thus, while not arguing that more standard institutionalist arguments about
these kinds of situations should be rejected, our point is that they are incom-
plete if they do not consider the conventional bases of coordination and coordi-
nation failures.

Example 2: ‘States versus Markets’

The convention of the absent state takes the form of opposing the ‘state’ to the
‘market’. In the United States, for example, the common good is defined, first
and foremost, as a structure of opportunities which maximizes for each person
the chance to pursue her particular interests; this is assumed to act as a powerful
incentive which leads to the greatest possible economic growth and full em-
ployment, and thereby allows people (according to their different and unequal
efforts and talents, of course) to enjoy upward social and economic mobility.
The general common good, then, is defined as the result of maximizing the
interests of particular persons. External (interventionist) action is criticized by
those within this framework on the grounds of its supposed effects: by hinder-
ing market action, it blocks actors from realizing their individual potential and
hence works against the common good. Actors subscribing to this convention
hold that the state, and all forms of non-market coordination, are inherently
worse than the market because they inhibit human agency; paradoxically, even
when these actors use the state, they tend to be more critical of it than they
would be of the market and its failures.

This argument is blind to its central paradox: a direct effect of the conven-
tion is that for the state to be really absent from each situation of action, the
state itself must enforce this particular conception of the common good, since
in reality there can be no such thing as a completely self-regulating market. The
state thus becomes what it claims not to be, an activist in the name of continu-
ally ‘effacing’ barriers to the market.

In the external-and-absent ‘Anglo-American’ state, then, each person ex-
pects the state to impede collective action, except that which follows market
principles; this pushes actors to expect that other actors will conduct them-
selves according to market principles. Actors then deploy strategies to protect
themselves from the ‘moral hazards’ of the market (cheating, opportunism,
universal self-interest) while profiting from its transitory opportunities. This is



92 Institutions and the role of the state

the universe described by, and normatively defended in, the new institutional
economics and its political science extensions.

Most neo-institutionalist analyses would see the underlying tendency for the
US to favour market-oriented solutions to policy problems as evidence, vari-
ously, of the rationality of certain interest blocs, the institutional fields they
dominate, ideologies, concentrated corporate power, political division and dis-
enfranchisement of those whose interests are damaged by policies, or skilled
actors in favour of liberal policies, and so on. These arguments, in our view, go
only part of the way. The propensity of different groups to question the funda-
mental efficiency of the state, and to incorporate this into their behaviours,
leads to real effects that make certain non-state and non-universalist ap-
proaches to problems more rational in real terms. For example, in response to
problems in public schools and growing income gaps in the society, there has
been withdrawal by upper-income groups. Other groups, such as certain parts
of the African-American population, also challenge public schools. They argue
that such schools fail their children not only through a failure of universalism (a
poor version of the basic education proposed), but more recently, because the
universal model, they say, is not the right one for them. There are real
behaviours that come from these critiques, notably withdrawal and gradual
weakening of the universality of the education system’s goals. Both have led, in
concert with deeply reduced funding favoured by the Right, to widespread
questioning of the value of state-supplied public education. There is now a
growing coalition, consisting of these strange bedfellows, for more market
forces in education policy (vouchers and private-public competition).

Such responses would be almost inconceivable in most European contexts;
theelites use the public systems to educate their children and other populations
aspire to this same achievement and their demands are formulated as those of
perfecting the delivery of the universal, not questioning its value, even when
there are grave problems. In other words, the actors in the two situations have
fundamentally different expectations about how a problem of coordination is to
be resolved and hence about who is to resolve it. The American situation of a
self-fulfilling prophecy of questioning the state’s ability to deliver is unlikely to
come about in Europe in the first place, in spite of similar social processes that
place pressure on the school systems there.

Example 3: Contemporary Experiments with Governance via
‘Situated States’

All the Western democracies are currently facing major questions of state re-
form. There are big policy areas which fit poorly with standard forms of state
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organization and state-society relations, whether it be centralization in Europe
or even top-down bureaucratic rationality as a method for implementing liberal
programmes in the Anglo-American world.

In Western Europe and North America, for example, there are enormous
efforts to find more satisfactory, and less costly, forms of the welfare state. In
the US, for the time being, these efforts have taken the form of dramatic reduc-
tion in benefits, coupled to a discourse which extols the virtues of context-
sensitive (more local) administration, determination of benefit levels, and eligi-
bility rules. In Western Europe, the strains on the post-war systemare apparent,
but the reform efforts go in a rather different direction, which might be termed
‘context-sensitive universalism’. The guarantee of protections is rarely ques-
tioned; but it is widely admitted that they often do not reach their targets. So
there are attempts to find more diverse ways of getting them to their recipients,
based on the notion that rigid substantive rationalism in programme adminis-
tration is no longer well-adapted to the wide variety of situations of need.

The notion of a ‘situated’ state is entirely different from the concepts of
external and absent states. It views the general common good as a situation in
which actors have autonomy of action. Autonomy is defined, not with respect
to the individual’s procedural rights, as in liberal-contractual theory, but (in
addition to those rights) with respect to collective action and the right of groups
to deploy different action frameworks in coordination with each other. The
state’s role is to ensure that these frameworks of action and practices of coordi-
nation are treated with respect. If, as we have shown, economies are built on a
diverse mix of potential efficient frameworks of action and coordination, then a
‘democratic’ state will respect and support the autonomy of actors, individually
and collectively, to draw on such frameworks. The general common good, in
other words, is directly linked to the extent to which the state and its policies
grant actors the freedom and resources needed to draw on diverse possible
frameworks of efficient economic action.

The autonomy of both individual and collective actors must be respected
through the presumption that their resources and, most importantly, their
frameworks of action, all deserve equality of consideration, and are not ex-
cluded up front by abstract criteria for defining appropriate means or the ends
of action in the economy. Concretely it means that all-purpose formulae, such
as economic liberalism or statism are inappropriate; instead, there are different,
highly context-dependent ways to coordinate an economy that must be re-
spected, at least as starting points, in any reform project. In conventions of
situated states, each person acts to the best of his or her ability, and the state fills
in only as a last resort when there are problems of coordination; the state is
neither parent nor policeman, but handmaiden. There remain issues of univer-
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sal needs in a society, such as those described by Rawls (1971), which only a
state can guarantee. But the ways in which most social and economic goals can
be reached are very diverse and must be situated.'

No such states currently exist, but perhaps they are the direction that certain
kinds of governance experiments are currently taking. One of these is the Euro-
pean Union, which is based on a delicate compromise between transnational
rules and group specificities. Economic policy at the regional level is another
area in which new models of the situated state seem to be evolving (Piore and
Sabel, 1984; Scott et al., 1999). With the advent of production systems which
must respond rapidly to changing circumstances — knowledge-based produc-
tion, technological innovation, global competition, shorter product cycles — the
old system of supports for firms in Europe has shown itself to be too slow and
too centralized to react well, while American hands-off attitudes allow market
and system failures to flourish. In both places, a wide variety of experiments in
context-sensitive, regionally-coordinated assistance to private sector actors has
evolved over the last two decades. Rules and resources drawn from a variety of
traditional levels of policy making and geographical scales are blended in a
pragmatic and highly flexible way.

Another area in which situated forms of governance appear to be emerging
can be seen in experiments in multi-cultural group compromise at the munici-
pal level in certain American cities, and in some Anglo-American political phi-
losophy. We should be clear that much so-called ‘multiculturalism’ at the soci-
etal or national level in the United States is essentially taking the form of a
super-liberalism, where group injuries and group claims are grafted on to indi-
vidual procedural rights (Taylor and Gutman, 1992). In contrast, certain ver-

sions of big city municipal politics in the US seem to be experimenting with the
possibility of group recognition within a framework of territorial cooperation
(something like a municipal version of the European Union!) (Kayden, 1997).
For example, in a number of big American cities, there have been successful
‘living wage’ campaigns recently. In Los Angeles, an election confirmed that
city government would now have to pay a minimum hourly wage considerably
higher than the federal minimum, corresponding better to local costs of living
and to the existence of a huge, exploited immigrant population. These experi-
ments are interesting for the ways they seem to be resituating certain types of
state functions in concrete contexts and elaborating more complex approaches
to the governance of the labour market.'®
In all these areas, there is some evidence — however preliminary, of pro-
cesses of coordination emerging which are different from those underlying the
external state and the absent state.
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The Problem of State Reform

This analysis has a strong implication for any attempt to reform state insitutions.
What we have described here is essentially an endless circularity between con-
vention and institutions. Institutions have a strong effect, by generatingregularity
and precedent, in the formation of conventions that people employ to cope with
pervasive uncertainty. But by the same token, formal organized institutions can
only function successfully if the rules, procedures, incentives and sanctions they
establish are integrated into the conventions that guide people’s behaviour.

Reform projects, or institution-building projects in general, have somehow to

cut into this circularity. They cannot parachute from above, as in the ‘external’
conception of the state so favoured by, for example, most international institu-
tions (e.g. IMF) in dealing with nation-states.'” Most of those projects of the
international elites are, in any case, based on a kind of minimalism with respect
to states, consisting of economic liberalism and basic rules about procedural
transparency (based on the so-called Western model of doing private busi-
ness).'® Reform projects need to cut into circularity in a ‘situated’ way, using
devices that can create precedents and build confidence that are appropriate not
only to a given ending point, but more importantly, with reference to the situa-
tion of the actors and their existing conventions and expectations (Storper, 1997,
chapter 10). To put it in a single phrase: state reform is about building new
precedents that would lead to new conventions; to do this, they need to involve
the actors, which requires talk among the actors so that they might ultimately
build confidence in new patterns of mutual interaction, which is the prerequisite
of new sets of mutual expectations which are, in effect, convention.

Thus, there will be many different state reform projects, not one optimum
result or one correct procedure. Surely they will all share certain results which
are common to democracy, such as transparency and faimess, and which are
necessary to capitalism, such as resource mobility, but beyond that, it would be
a grave mistake to believe that external or absent states can bring most societies
forward where they want to go. Situatedness may sound like a vague and com-
plicated recipe, and convention-building a very soft goal, and they are, but they
are probably the only practical choices.

This by no means replaces other kinds of analyses that could be done of the
problem of institutional reform or change. The problems identified in the wider
literature on this subject — interests (as we have redefined them), inertia, leader-
ship, transition costs, coalitions, etc. — are essential dimensions of thinking
about changing institutions to respond to new policy dilemmas. The present
analysis insists, however, that these other dimensions need to be viewed in
relationship to the possibilities for establishing new conventional bases of co-
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ordination. In considering the construction of new forms of governance in Eu-
rope or the US, or the reform of states in Latin America, rich insights could
come from considering this dialectic of the meso-level of fields and practices
which has been so well developed by various forms of new institutionalism,
and the conventions which underpin institutions.

NOTES

1. This paper was initially prepared for presentation to the Seminario Internacional, Institui¢ées
e Desenvolvimento Econémico: Perspectivas sobre a Reforma do Estado, 12-14 November
1997, Rio de Janeiro. Earlier versions of this paper were presented to the Institute of Interna-
tional Studies, University of California, Berkeley, in March 1998, to the Political Economy/
Economic Sociology workshop at the University of Wisconsin, Madison in May, 1998, and to
the Franco-American colloquium on ‘Action, Institutions and Rationality’, Chatcau de la
Bretesche, Brittany, September 1998. I thank those present for their comments. I particularly
thank Patrick LeGal¢s for his detailed and critical comments, which enabled me to revise the
paper substantially.

The paper draws upon work I have carried out together with Robert Salais (Storper and
Salais, 1997). It has also drawn liberally from the work of scholars who work on conventions,
especially Peter Wagner’s article (1994). See also J. Wilkinson (1997). None of these indi-
viduals is, however, responsible for the content of this paper.

2. Giddens’s major project was motivated precisely by the impasse created by the old institu-
tionalism and its underlying social theory.

3. The notable exception in the theory of the firm is that of Brian Loasby and the work it has
inspired.

4. Robert Salais and [ develop this critique of the Ncw Institutional Economics and New Institu-
tional Analysis in detail in chapter 12 of our book, Worlds of Production: the Action Frame-
works of the Economy (Storper and Salais, 1997).

S.  Incompleteness is sometimes a problem. We d o not wishto deny that, in some circumstances,
incompleteness Icads to market failure and to forms of institutionalization which have the
problems described in these literatures. Our point, however, is that what happens in the face of
incomplctencss does not have to take the determinate forms identificd by thosc theorics, and
that when it does take thosc forms (e.g. firms), they do not always operate in the ways dc-
scribed by thosce theorics. This is because the resulting types of coordination arc conventional,
not dcterministic.

6. In another very different vein, which is somewhat related to the concerns of this paper, in the
recently developed field of “critical social science’, the emphasis is on showing how institu-
tions arc reflections of power rclations, and on showing how represcntations of institutions
that are constructed using the languagc of positive or analytical social scicnce arc themsclves
part of the construction and reproduction of power relations becausc they mask power behind

such notions as rationality, intcrest-sceking behaviour, and so on. Onc inspiration for this
came from philosophers and linguists who stress the importance of context, the textuality of
social lifc, and the way that discoursc creates and not just conveys meaning (Flyvberg, 1998).

Another strand from sociology and anthropology is the actor-nctwork theory of Callon, Law
and Latour, who hold that actor networks exert power and hold nctworks in place through
organizations and the translation of embodied texts, machincs, objects and money (Callon,

Law and Rip, 1986; Latour, 1987).
These approaches have themeritof trying tomakethesocial scientist more conscious of the
circle of meanings of which her/his own discoursc is a part, as well as sensitizing us to the

10.
11.
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ways that social and economic phenomena are represented by those who have the control over
the means of representation: think tanks, academia, media, opinion makers ctc. But it still
reduces almost everything to a game of power, and reduces virtually all notions of knowledge
ortruth to mere reflections of the interests of the powerful. By throwing the baby of structurc,
rationality and interaction out with the bathwater of neutrality and determinism, it reproducces
the divide between the critical and the positive.

Many of the observations in this scction arc owed to Peter Wagner (1994), and to Robert
Salais, but they arc not responsible for the interpretation advanced here.

Early work began by looking at the effccts of the emergence of the statistical category, ‘uncm-
ployment’ at the end of the 19th century, showing how an ostensibly simple statistical innova-
tion was part of a thorough and categorical reordering of modem economic life, around the
notions of what it is to be employed or not employcd (Salais, Bavercz and Reynaud, 1986).
Morcover, the notion that this phenomenon was gencrated directly from the ‘objective’ reali-
tics of urbanization and economic cycles is shown to bc wrong. By investigating the contro-
versies over interpretation of the situation, it is shown that both the situation and the solutions
were actively defined by the actors themselves and subsquently routinized and institutional-
ized into the now seemingly-natural catcgorics we call ‘employment’ and ‘unemployment’.
There arc critical differences between our use of convention and the way Lewis and other
analytical philosophers deploy it. Convention docs not cmerge automatically under specific
external conditions, ‘in a given situation’, such that whenever such a situation exists, the
convention will automatically be called forth. A situation may itself be identified (interpreted)
by the actor in many different ways, and thus it may lead to quite different actions from one
moment to another. It follows that coordination among actors depends not on correct applica-
tion of unambiguous dccision rules, but on interpretation in the course of action. Even though
in daily life we proceed as if certain things were agreed upon, there is no structural guarantce
of this.

Our conception differs from that which can be found in contemporary game theory as well.
The assumptions necessary to do game-thcorctic analysis are too restrictive, the definition of
the actor’s ‘intcrest’ typically too narrow and the role of interest too preponderant, and the
cquilibrium solutions arc too far fromreality, as well as having too great a role in dctermining
the questions which can be asked.

These issues arc taken up below.

Just to give a flavour of some of the work that has been donc within the SSC: Boltanski’s
work on the formation of thc managerial classcs (1982); Desrosiéres on the emergence of
statistical categorics (1993); Thévenot has reconstructed the emergence of Taylorism as a sct
of conventions of production, work and management and their diffusion; Boyer has adapted
the SSC to the Regulationist school of cconomics, looking at how Ford’s wage policy trans-
formed modemn industrial production (Boycr, 1997); and Salais and othcrs have looked at the
invention of the modern concept of uncmployment and its impacts on statc-cconomy intcrac-
tions over the last century (Salais, Baverez and Reynaud, 1986). Salais and I have looked
comparativcly - interscctorally and inter-nationally — at economic organization in our work
on worlds of production and extended it to contemporary problems of cconomic specializa-
tion, compctitivencss and the negotiation of cconomic change (Storper and Salais, 1993;
Storper and Salais, 1997).

And notc, in contrast to many thcorics of nctworks, that the content is not information per se.
The informational content of networks is relevant insofar as it attaches to the transmission of
cxpectations about how toactin a given kind of situation, i.c. convention.

But the stress on interpretation and radical uncertainty arc fundamentally different from for-
mal nctwork analysis in sociology (Whitc, 1992).

Onc thinks of the truckers’ strikes of the 1990s in this regard, which forced the state to protect
the drivers whilc cnabling the scctor to continue in its inefficient, uncoordinated way.

An excellent ecxample of this is furnished by Frangois Ascher. He cites the French post-war
expericnce with territorial planning, noting that most of its current deficiencies come from its
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insistence on applying abstract formulac to the problem of devclopment. Using statistical
analyses of departurcs from norms (growth, density, income levels, distribution of public
services, etc.), the programmes pushed by the DATAR cannot respond to what 1s the real
diversity of developmental nceds and possibilities. Ascher advocates much greater context-
sensitivity through making DATAR’s efforts (Ascher, 1997) more situated.

16. Though, as we know, there arc also tendencies for compromise to break down, as in the fights
over school curricula in many American citics, or the simple devolution of community eco-
nomic development policics into de facto quota systems for cach group present (cach cthnic
group gets its sharc of the project).

17. The height of what might be called ‘universalist hubris’ came recently when Wall Street lcad-
ers claimed credit for ‘bringing democracy to Indonesia’. via their sanctioning of the Suharto
regime. Los Angeles Times, Business Scction, 27 May 1998.

18. The problem comes because ‘external state’ meta-principles frequently contradict or cannot
co-exist with other possible conventions of social action. They brook no diversity. Wade (in
this volume), for example, shows that the Western, IMF-led trcatment of thc 1997-98 Asian
debt crisis was based on a fundamental error of this typc. All Asian network- and family-
based lending systems were lumped togcther as if they were all equivalent to Indonesian
crony capitalism. It can easily be demonstrated that thc family- and nctwork-based systems
for channelling high amounts of savings into the economy are not associated with high dc-
grees of corruption and cronyism in places such as Taiwan. The vulnerability of the formal
banking systems in many countries is indeed a problem when much saving does not go
through these institutions, and policics arc necded so that liquidity can be gencrated without
excessive indebtedness of the formal institutions, something which a number of countries did
not understand. Moreover, a number of observers have pointed out thateven in the Indonesian
case, and even with its astounding corruption, that country made more significant progress in
reducing poverty than any Latin American country in recent times. Yet the international mon-
ctary authorities, with their rigid conventions of state intervention, are not prepared to act
with context sensitivity and some cxperts cven suspect them of deliberately trying to weaken
Asian network-based savings and investment systems (Wade, 1998).

Jeffrey Sachs accuscs the IMF of the same rigid externalist approach with respect to Russia
and Eastern Europc. Los Angeles Times, Mctro Scction, 4 Junc 1998.
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5. From micro to macro: the concept of
emergence and the role of institutions

Geoffrey M. Hodgson

1. INTRODUCTION

These days, mainstream economists seem to wonder less and less about the
conceptual and philosophical foundations of their subject — and about the real-
ity with which it is meant to engage — and more and more about their own
individual prowess at mathematical gymnastics. Yet the fundamental problems
of theory and application will not go away. No matter how hard mainstream
economists pursue their a priorist and formalistic programme, some basic
questions of assumptions and methodology are inescapable.

In this respect we can learn a great deal from the attempt to place macroeco-
nomics on ‘sound microfoundations’. Let us briefly put this in historical per-
spective. From the 1870s to the 1930s, mainstream economics in the English-
speaking world was almost entirely microeconomics. Despite earlier, nine-
teenth-century developments in macroeconomic theory — by Friedrich List, Karl
Marx and others — macroeconomics proper did not really get off the ground until
after the publication in 1936 of the General Theory by John Maynard Keynes. In
fact, the word ‘macroeconomics’ itself did not come into use until 1939.' From
the 1940s to the 1960s there was an uneasy synthesis in the mainstream econom-
ics textbooks — exemplified in Paul Samuelson’s best-selling Economics — be-
tween a neoclassical microeconomics and a bowdlerized and sanitized version
of Keynesian macro-theory.

However, the life of a relatively autonomous macroeconomic theory was
short. There was increasing unease with even the limited version of
‘Keynesianism’ that had made its way into the mainstream. Consequently, the
neoclassical fundamentalists mounted a counter-attack. Emanating from Chi-
cago and elsewhere, this assault was well under way by the 1970s.
‘Keynesianism’ was attacked on both methodological and policy grounds. In
policy terms, the limited justification of state intervention in the textbook
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‘Keynesian’ system was rejected. In methodological terms, theories based on
supposed aggregate behaviour were regarded as scientifically unsound and ad
hoc. The reductionist idea of explaining wholes in terms of individual parts had
long been seen by many as the sine qua non of all science. Confidence in the
necessity of reductionism in science reached the point that the Nobel Laureate
James Tobin (1986, p. 350) wrote that:

This [microfoundations] counter-revolution has swept the profession until now
it is scarcely an exaggeration to say that no paper that does not employ the
‘microfoundations’ methodology can get published in a major professional jour-
nal, that no research proposal that is suspect of violating its precepts can survive
peer review, that no newly minted Ph.D. who can’t show that his hypothesized
behavioral relations are properly derived can get a good academic job.

‘Scientific’ credentials were claimed for the microfoundations enterprise. Jon
Elster (1983, pp. 20—4) expressed and endorsed a very widespread view when
he wrote:

The basic building block in the social sciences, the elementary unit of explana-
tion, is the individual action guided by some intention. ...Generally speaking,
the scientific practice is to seek an explanation at a lower level than the
explanandum. ...The search for micro-foundations, to use a fashionable term
from recent controversies in economics, is in reality a pervasive and omnipres-
ent feature of science.

Applying such notions to economics, Nobel Laureate Robert Lucas (1987, p.
108) wrote:

The most interesting recent developments in macrocconomic theory scem to me
describable as the reincorporation of aggregative problems such as inflation and
the business cycle within the gencral framework of ‘microeconomic’ theory. If
these developments succeed, the term ‘macroeconomic’ will simply disappear
from use and the modifier ‘micro’ will become superfluous. We will simply
speak, as did Smith, Ricardo, Marshall and Walras, of economic theory.

Mainstream economics took the veracity of its reductionist research programme
for granted. It attempted to build up a composite picture of the economic system
from atomistic, individual units, just as the particle forms the elemental unit in
Newtonian mechanics. The attempt was to explain the whole through its analyti-
cal reduction to its presumed microfoundations and component parts.

Yet we may note in passing a strange dissimilarity between the reductionist
project in other sciences and that in economics. Reductionists in the physical
sciences try to explain all phenomena in terms of their fundamental units or
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components. Strictly, this procedure should carry on until we reach the most
fundamental sub-atomic particle: the basic constituent of all matter, whatever it
may be. By contrast, reductionists in the social sciences seem content to stop
with human individuals. This approach is widely described as ‘methodological
individualism’. But if reductionism is a worthy and worthwhile project, why
stop with the individual? If we can reduce explanations to individual terms,
why not further reduce them to the biological genes, and then on to the sub-
atomic particles of physics?

In fact, both the microfoundations project in economics and methodological
individualism carry reductionist flags but always involve a partial analytical re-
duction only. They thus fail to succeed in full reductionist terms. As philosophers
of biology David Sloan Wilson and Elliott Sober (1989) argued, for the reduc-
tionist to settle on the individual involves an inconsistency. Adequate reasons
why explanation should be reduced simply to the level of the individual, and stop
there, have not been provided. The same general arguments concerning explana-
tory reduction from the macro to the micro — or from groups to individuals —
apply equally to explanatory reduction from individual to gene, gene to mol-
ecule, and so on. If we can reduce explanations to individual terms, why not
further reduce them to the terms of genes? Or molecules? To avoid this ‘double
standard’ one must either accept multiple levels of analysis, each with their own
partial autonomy, or reduce everything to the lowest possible level as the biologi-
cal reductionists in the social sciences — such as Herbert Spencer in Britain and
William Graham Sumner in America — attempted in the late nineteenth century.

A reductionism that suggests that wholes must be explained in terms of parts
must take the parts as given. To take a contrary view would suggest an infinite
regress, in which each part has to be explained in terms of its relations with other
parts, and so on, without end. The reductionist injunction assumes that which
must eventually reach the basic, imperturbable and irreducible parts or individu-
als where the analysis can come to a stop (Hodgson, 1988, 1993a, 1998a).

The reasons why the most zealous of reductionists in the social sciences are
incomplete in the application of their own reductionist canon are too complex to
concern us here. In part they involve the rift in the early twentieth century be-
tween the social and the biological sciences (Degler, 1991; Hodgson, 1999a).
This legitimized an (untenable) explanatory barrier between the natural and the
social world: allegedly a barrier that no theorist need, or should try, to cross. The
reasons for an incomplete and individual-centred reductionism also relate to the
tenacious influence of an individualistic political ideology in the social sciences.

What does concern us here is the reason why reductionism in general, and
the microfoundations project, in particular, have failed. Furthermore, we are
concerned to examine the rudiments of an alternative approach.
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Section 2 of this essay notes the failure of the microfoundations project in
mainstream economics. In a more general vein, section 3 goes on to examine
the limits of reductionism in science. The critique of reductionism is linked to
the concept of emergence in section 4. Section 5 examines the development of
the concept of emergence in more detail. Section 6 examines the old institu-
tionalist approach to macroeconomics, and sketches a possible line of argu-
ment, using institutions rather than individuals as units of analysis. Section 7
concludes the essay.

2. THE FAILURE OF THE MICROFOUNDATIONS
PROJECT AND THE CRISIS
OF MAINSTREAM THEORY

Mainstream theory has been engaged in a long-lasting attempt to place eco-
nomics on secure and individualistic microfoundations. However, it was even-
tually realized that assumptions of diversity among individuals threatened the
feasibility of this project. Many types of interaction between the individuals
have to be ignored to make the analysis tractable. Indeed, it was not easy to
develop a composite picture from the assumption of a diversity of types of
individual agent.

Even with the standard assumptions of rational behaviour, and its drastic
psychological and epistemological limitations, severe difficulties are faced. As
Nobel Laureate Kenneth Arrow (1986, p. S388) has been led to declare: ‘In the
aggregate, the hypothesis of rational behaviour has in general no implications.’
Consequently, in a desperate attempt to deduce something in the macro-sphere
from the micro-tenet of individual rationality, it is widely assumed that all indi-
viduals have an identical utility function. Apart from ignoring obvious differ-
ences in individual tastes, this denies the possibility of ‘gains from trade arising
from individual differences’ (p. S390).

Typically, the textbook macroeconomics that is spun out of neoclassical
microeconomic theory goes well beyond the confinement and rigour of general
equilibrium theory, to make bold and general claims concerning the relation-
ship between wages and unemployment, and inflation and the money supply.
Only the more honest and careful neoclassical theorists have questioned such
bold macroeconomic derivations from microeconomic assumptions. For in-
stance, Arrow (1986, p. S386) stated that he knows ‘of no serious derivation of
the demand for money from a rational optimization’. In an extensive examina-
tion of orthodox, textbook, macroeconomic theories, John Weeks (1989, p.
236) showed that they ‘suffer from serious flaws of internal logic. Accepting
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these models and proceeding as if they were analytically sound is essentially an
act of politically-motivated faith.” As Donald Katzner (1991) has argued, it is
not possible to aggregate from individual supply and demand functions to such
aggregated functions at the level of the market if considerations of ignorance
and historical time are taken into account.

However, let us leave aside the more incautious textbook statements and con-
centrate on the more considered propositions of the theoretical pioneers. The
fact is that, several years ago, the microf oundations projectreached insurmount-
able difficulties and it essentially collapsed due to the weight of its own internal
problems. This truth is not widely broadcast. Nevertheless, starting from the
assumption of individual utility maximization, Hugo Sonnenschein (1972,
1973a, 1973b), Rolf Mantel (1974) and (Nobel Laureate) Gerard Debreu (1974)
showed that the excess demand functions in an exchange economy can take
almost any form. There is thus no basis for the assumption that they are down-
ward sloping. This problem is essentially one of aggregation when individual
demand functions are combined. As Alan Kirman (1989) has reiterated, the con-
sequences for neoclassical general equilibrium theory are devastating. As S.
Abu Turab Rizvi (19944, p. 363) put it, the work of Sonnenschein, Mantel and
Debreu is quite general and is not restricted to counter-examples:

Its chief implication ... is that the hypothesis of individual rationality, and other
assumptions made at the micro level, gives no guidance to an analysis of macro-
level phenomena: the assumption of rationality or utility maximisation is not
enough to talk about social regularities. This is a significant conclusion and
brings the microfoundations project in [general equilibrium theory] to an end.

In general, research into the problems of the uniqueness and stability of general
equilibria have shown that they may be indeterminate and unstable unless very
strong assumptions are made, such as the supposition that society as a whole
behaves as if it were a single individual. Again, this demolishes the entire
microfoundations project (Lavoie, 1992, pp. 36-41; Screpanti and Zamagni,
1993, pp. 344-53). Facing such profound problems, Kirman (1992, p. 118)
wrote: ‘there is no plausible formal justification for the assumption that the
aggregate of individuals, even maximizers, acts itself like an individual maxi-
mizer’. He concluded: ‘If we are to progress further we may well be forced to
theorize in terms of groups who have collectively coherent behavior. ... The
1dea that we should start at the level of the isolated individual is one which we
may well have to abandon’ (Kirman, 1989, p. 138).

The theoretical implications of these uniqueness and stability results for gen-
eral equilibrium theory are devastating. A fundamental consequence is the break-
down of the types of analysis based on individualistic or atomistic ontologies.
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The indeterminacy and instability results produced by contemporary theory lead
to the conclusion that an economy made up of atomistic agents has not structure
enough to survive, as its equilibria may be evanescent states from which the
system tends to depart (Ingrao and Israel, 1985, 1990; Kirman, 1989).

Fabrizio Coricelliand Giovanni Dosi (1988, p. 126) argued that ‘the project
of building dynamic models with economic content and descriptive power by
relying solely on the basic principles of rationality and perfect competition
through the market process has generally failed’. Attempts to base macroeco-
nomics on neoclassical microfoundations involve faith in the ‘invisible hand’
and in the substantive capabilities of individuals to calculate endlessly and
make supremely rational choices. Yet the results of this theoretical endeavour
show no more than a very crippled hand, incapable of orderly systemic coordi-
nation even in relatively simple models:

Moreover, note that these results are obtained despite an increasing attribution
of rational competence and information processing power to individual agents.
Certainly ... the attempt to ‘explain’ macroeconomics solely on the basis of
some kind of ‘hyper-rationality’ of the agents ... and the (pre-analytical) funda-
mentals of the economy (i.e. given technology and tastes) has failed. (Coricelli
and Dosi, 1988, p. 136)

Hence it is no exaggeration to say that the microfoundations enterprise has
effectively disintegrated, and for reasons well known to and understood by the
leading theorists of the genre.

As Rizvi (1994b) pointed out, it was this partially-hushed-up-crisis in gen-
eral equilibrium theory in the 1970s that led to the adoption of game theory in
the 1980s. Today, game theory has largely replaced the general equilibrium
approach that was found to be non-viable in the 1970s. However, Rizvi (1994b,
pp. 23—4) argued that game theory does not save mainstream economics from
its core problems:

Game theory does not solve the arbitrariness problem which led to the halting of
the general equilibrium research programme and its replacement by game
theory methods. Instead, the fact that such arbitrariness appears so significantly
in both the general equilibrium and the game theory settings is strong evidence
that the approach of making (even strong) rationality assumptions on individual
agents considered individually and then expecting system-wide outcomes to be
orderly or usefully arrayed is badly flawed. Moving from one micro-rational
system to another does not seem to improve matters at all.

In arelated vein, Roy Radner (1996) argued that the game-theoretic analysis of
institutions is thwarted by problems of uncertainty about the logical implica-
tions of given knowledge, and by the existence of multiple equilibria. Cristina
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Bicchieri (1994, p. 127) notes that what is missing in most game theoretic mod-
els 1s ‘a description of the players’ reasoning processes and capacities as well as
a specification of their knowledge of the game situation’. This amounts to the
observation that the processes of cognition and learning are absent from much
of game theory.

Far from leading the mainstream to salvation, theoretical work in game
theory has raised questions about the very meaning of ‘hard core’ notions such
as rationality. Yanis Varoufakis (1990) surveyed some of the recent results con-
cerning the problems of rational decision making in the circumstances where a
limited number of other actors are believed to be capable of ‘irrational’ acts.
Such ‘irrationality’ need not stem from stupidity; it is sufficient to consider the
possibilities that rational actors may have incomplete information, limited
computational capacities, slight misperceptions of reality, or doubts concern-
ing the attributes of their adversaries. Agents do not have to be substantially
irrational for irrationality to matter. Irrational behaviour may emerge simply
where some people are uncertain that everybody else is rational.

The problems in the mainstream approach go further. After the neglect of
decades, mainstream theorists now, albeit in a limited fashion, admit discussion
of problems of imperfect or asymmetric information and even ‘bounded ratio-
nality’. While these are welcome developments, they have created havoc with
orthodox presuppositions. For instance, as Joseph Stiglitz (1987) has elabo-
rated, where prices signal quality to the consumer, standard demand analysis
and the so-called ‘law of demand’ get overturned.

In addition, the intrusion of chaos theory into economics has put paid to the
general idea that economics can proceed simply on the criterion of ‘correct
predictions’. With non-linear models, outcomes are oversensitive to initial con-
ditions and thereby reliable predictions are impossible to make in regard to any
extended time period. In particular, chaos theory has confounded the rational
expectations theorists by showing that even where most agents know the basic
structure of the economic model, in general they cannot derive reliable predic-
tions of outcomes and thereby form any meaningful ‘rational expectations’ of
the future (Grandmont, 1987).

Mainstream economic theory is in fact in a profound crisis. Its attempts to
explain real economic phenomena in terms of given individuals by using re-
ductionist methods have failed. The gravity of this crisis is not widely appreci-
ated, however. The means by which this crisis has been concealed has been to
turn economics into a branch of applied mathematics, where the aim is not to
explain real processes and outcomes in the economic world, but to explore
problems of mathematical technique for their own sake. By this method, the
failure of mainstream economics to provide a coherent theoretical apparatus to
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explain real phenomena is obscured. Seemingly, explanatiop is-no longer the
goal, and reality is no longer the object of reference. Ec0n0m¥cs 1s thus becom-
ing a mathematical game to be played in its own terms, with arbxtrary.ru.les
chosen by the players themselves, unconstrained by questions of descriptive
adequacy or references to reality. ‘

However, those who are concerned to save economics from this plight have
an opportunity. Not only has the microfoundations project in economics fgilgd,
but also philosophers of science are increasingly questioning the redugtlonlst
imperative. These philosophical developments provide an oppongnlty fqr
those that may be dissatisfied with mainstream theory. It is to these philosophi-
cal issues that we now tumn.

3. THE NATURE AND LIMITS OF REDUCTIONISM

Reductionism sometimes involves the notion that wholes must be explained
entirely in terms of their elemental, constituent parts. More generally, reduc-
tionism can be defined as the idea that all aspects of a complex phenomenon
must be completely explained in terms of one level, or type of unit. According
to this view there are no autonomous levels of analysis other than this elemen-
tal foundation, and no such thing as emergent properties (see below) upon
which different levels of analysis can be based.

In social science in the period 1870-1920, reductionism was prominent and
typically took a biological form. Accordingly, attempts were made to explain
the behaviour of individuals and groups in terms of their alleged biological
characteristics. By the 1920s, biological reductionism was largely abandoned
in Anglo-American social science, although it has reappeared in the 1970s in
the controversial form of socio-biology (Wilson, 1975).

Reductionism is still conspicuous in social science today and typically ap-
pears in the special form of methodological individualism. This is defined as
‘the doctrine that all social phenomena (their structure and their change) are in
principle explicable only in terms of individuals — their properties, goals, and
beliefs’ (Elster, 1982, p. 453). It is thus alleged that explanations of socio-eco-
nomic phenomena must be reduced to the properties of constituent individuals
and relations between them. Allied to this is the attempt discussed above to
found macroeconomics on ‘sound microfoundations’. There are other versions
of reductionism, however, including versions of ‘holism’ that suggest that parts
should be explained in terms of wholes.

It should be pointed out at the outset that the general idea of a reduction to
parts is not being overturned here. Some degree of reduction to elemental units
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is inevitable. Even measurement is an act of reduction. Science cannot proceed
without some dissection and some analysis of parts.

However, although some reduction is inevitable and desirable, a complete
analytical reduction is both impossible and a philosophically dogmatic diver-
sion. What is important to stress is that the process of analysis cannot be ex-
tended to the most elementary sub-atomic particles presently known to science,
or even to individuals in economics or genes in biology. A complete reduction
would be hopeless and interminable. As Karl Popper has declared: ‘I do not
think that there are any examples of a successful reduction’ to elemental units
in science (Popper and Eccles, 1977, p. 18). Reduction is necessary to some
extent, but it can never be complete.

In the social sciences, methodological individualism carries similar prob-
lems of intractability. Indeed it has never been fully carried out in practice. Lars
Udéhn (1987) has argued convincingly that not only is methodological indi-
vidualism flawed, but also because of the problems of analytical intractability
involved, it is inoperable as a methodological approach. The reductionist ex-
planation of all complex socio-economic phenomena in terms of individuals is
over-ambitious, and has never succeeded. In practice, aggregation and simplifi-
cation are always necessary.

Notably, the adoption of an organicist ontology implies that the reduction-
ist and methodological individualist project to explain all social and economic
phenomena in terms of given individuals and the relations between them is
confounded. The adoption of an organicist ontology means precisely that the
individual is not given (Winslow, 1989). Organicism obstructs the treatment
of individuals as elemental or immutable building blocks of analysis. Expo-
nents of organicism argue further that both the explanatory reduction of
wholes to parts and parts to wholes should be rejected. Just as society cannot
exist without individuals, the individual does not exist prior to the social real-
ity. Individuals both constitute, and are constituted by, society. Unidirectional
modes of explanation, such as from parts to wholes — and vice-versa — or from
one level to another, are thus thwarted. There is both ‘upward’ and ‘down-
ward’ causation.?

Reductionism is countered by the notion that complex systems display
emergent properties at different levels that cannot be completely reduced to or
explained wholly in terms of another level. Anti-reductionists often emphasize
emergent properties at higher levels of analysis that cannot be reduced to con-
stituent elements. It is to the concept of emergence that we now turn.
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4. THE CONCEPT OF EMERGENCE

The idea of emergence has an established history in biology and other disci-
plines and has made rare appearances in economics. Emergence refers to the
1dea that novel properties may ‘emerge’ in a complex system that are not reduc-
ible to constituent micro-elements at a ‘lower level’. The concept of emergent
properties is typically prominent in critiques of reductionism. In particular,
concepts like consciousness and purposeful behaviour may be regarded as an
emergent property of the complex human nervous system (Sperry, 1991).

The philosopher of science Paul Feyerabend (1965, p. 223) has provided a
useful example. Consider the relationship between the movements of mol-
ecules, at one level, and the concept of temperature, on another. Feyerabend
asserts that although the concept of temperature can be associated with statisti-
cal mechanics and the movements of molecules, the kinetic theory cannot ‘give
us such a concept’ as temperature, which relates to an interactive level above
and beyond the combined movements of molecules.

Earlier examples are found in the Rules of Sociological Method ([1901]
1982, pp. 39—40) written in the late nineteenth century by Emile Durkheim
(although he himself did not use the word emergence):

The hardness of bronze lies neither in the copper, nor the tin, nor in the lead
which have been used to form it, which are all soft or malleable bodies. The
hardness arises from the mixing of them. The liquidity of water, its sustaining
and other properties, are not in the two gases of which it is composed, but in the
complex substance which they form by coming together. Let us apply this prin-
ciple to sociology. If, as is granted to us, this synthesis sui generis, which consti-
tutes every society, gives rise to new phenomena, different from those which
occur in consciousness in isolation, one is forced to admit that these specific
facts reside in the society itself that produces themand not in its parts — namely
its members.

There are other examples. The meteorologist Lewis Fry Richardson (1922)
wrote a famous paper showing that the wind has no specific velocity or direc-
tion. The wind is a turbulent flow of tiny eddies: the atoms move in all different
directions and at different speeds. Wind speed and direction are thus emergent
properties of a much more complex system.

Jack Cohen and lan Stewart (1994, p. 232) ask: Are carbon atoms black, or
sulphur atoms yellow? No.

The colors are not present, not even in a cryptic or rudimentary form, in the
atoms from which the chemical is made. ... The collective structure of bulk mat-
ter reflects light at certain preferred wavelengths; those determine the color.
Color is an emergent phenomenon; it only makes sense for bulk matter.
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The concept of self-organization in complex systems is also related to the con-
cept of emergence. Ilya Prigogine and Isabelle Stengers (1984) developed the
idea of order emerging from chaos some time ago. They showed thatorder and
structure can develop through the interaction of elements such as cells or mol-
ecules. This idea has been developed by Stuart Kauffman (1993, 1995) and his
co-workers at the Santa Fe Institute in the United States.

In general, as Tony Lawson (1997, p. 176) explained: ‘an entity or aspect is
said to be emergent if there is a sense in which it has arisen out of some “lower”
level, being conditioned by and dependent upon, but not predictable from, the
properties found at the lower level’. Furthermore, as Margaret Archer (1995, p.
9) elucidated: ‘What justifies the differentiation of strata and thus use of the
terms “micro” and “macro” to characterize their relationship is the existence of
emergent properties pertaining to the latter but not to the former, even if they
were elaborated from it’.}

5. THE EMERGENCE OF EMERGENCE

The idea of emergence is perhaps foreshadowed in the ‘dialectic’ of Georg
Hegel, with the idea of the transformation of quantity into quality. The philoso-
pher Auguste Comte (1853, vol. 2, p. 181) wrote of irreducible properties: ‘So-
ciety is no more decomposable into individuals than a geometrical surface is
into lines, or a line into points’. The notion of emergence was further hinted at
by John Stuart Mill (1843, bk. 3, ch. 6, para. 2) with his idea of ‘heteropathetic’
causation. The word ‘emergent’ in this context was first suggested by the phi-
losopher George Lewes (1875, chapter 3, p. 412). Subsequently, the philoso-
pher of biology C. Lloyd Morgan (1927, 1933) wrote extensively on the topic.
Following Mill and Lewes, Morgan defined emergent properties (1927, pp. 3--
4) as ‘unpredictable’ and ‘non-additive’ results of complex processes. He saw
such properties as crucial to evolution in its most meaningful and creative
sense, where ‘the emphasis is not on the unfolding of something already in
bcAmg but on the outspringing of something that has hitherto not been in being.
It is in this sense only that the noun may carry the adjective “emergent” (Mor-
gan, 1927, p. 112). For Morgan, evolution creates a hierarchy of increasing
rlchpess and complexity in integral systems ‘as new kinds of relatedness’ suc-
cessively emerge (Morgan, 1927, p. 203). Also for Morgan, the ‘non-additive’
character of complex systems must involve a shift from mechanistic to organic
metaphors: ‘pregedence should now be given to organism rather than to mecha-
nism — to orgarpzation rather than aggregation’ (Morgan, 1933, p. 58). When
elements enter into some relational organization in an entity, and this entity has



114 Institutions and the role of the state

properties which could not be deduced from prior knowledge of the elements,
then the properties of the entity are said to be ‘emergent’.

Morgan visited Chicago in 1896 and the institutional economist Thorstein
Veblen was crucially influenced by his ideas (Dorfman, 1934; Hodgson,
1998b; Tilman, 1996). However, although Veblen arguably incorporated the
concept of emergence into his thinking, he did not dwell upon or further refine
the idea. One of the few economists to take note of the concept of emergence in
the interwar period was the institutional economist John A. Hobson. In his
book Veblen, Hobson (1936, p. 216) wrote in one short passage: ‘Emergent
evolution brings unpredictable novelties into the processes of history, and dis-
order, hazard, chance, are brought into the play of energetic action’.

Despite Morgan and Hobson, the idea o f emergence was largely submerged
in the positivistic and reductionist phase of Anglo-American science in the in-
terwar period (Ross, 1991). Sir Karl Popper and others rediscovered the idea of
emergent properties some time after the Second World War. As Popper (1974,
p. 281) remarked: ‘We live in a universe of emergent novelty’; anovelty which
1s as a rule ‘not completely reducible to any of its preceding stages’ (Popper,
1982, p. 162).

The existence of emergent properties at each level means that explanations
at that tier cannot be reduced entirely to phenomena at lower levels. Philoso-
phers Roy Bhaskar, Arthur Koestler, Alfred Whitehead and others have pro-
posed that reality consists of multi-levelled hierarchies. The existence of emer-
gent properties at each level means that explanations at that tier cannot be re-
duced entirely to phenomena at lower levels. As the biologist Emst Mayr
(1983, p. 58) putit:

Systems at each hicrarchical level have two characteristics. They act as wholes
(as if they were a homogencous entity), and their characteristics cannot (not
cven in theory) be deduced from the most complete knowledge of the compo-
nents, taken separately or in other partial combinations. In other words, when
such systems arc assembled from their components, new characteristics of the
new whole emerge that could not have been predicted from a knowledge of the
components. ... Perhaps the two most interesting characteristics of new wholes
arc that they can in turn become parts of still higher-level systems, and that they
can affect properties of components at lower levels (downward causation) ...
Recognition of the importance o f emergence demonstrates, of course, the mval-
idity of extreme reductionism. By the time we have dissected an organism down
to atoms and elementary particles we have lost everything that is characteristic
of a living system.

James Murphy (1994, p. 555) developed a similar argument:
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The theory of emergence ... is a nonreductionist account of complex phenom-
ena. ... The notion that from complexity emerges new phenomena that cannot be
reduced to simpler parts is at the center of modern biology ... Complex systems
very often have a hierarchical structure, and the hierarchical structure of living
systems shares some important features with our hierarchy, one being that
higher levels can affect properties of components at lower levels.

This implies ‘downward causation’ (Sperry, 1969; Campbell, 1974), which
means that outcomes at a higher level can react upon and transform lower-level
components. In economics an obvious example, emphasized by the institu-
tional economist John K. Galbraith (1958), would be the effect of advertising
and fashion in reconstituting individual preferences. The fact that structures or
elements on one level can essentially reconstitute those at another level con-
founds reductionism. Although reductionism is still prominent, both in biology
and in the social sciences, in biology strong and influential voices can be found
against it, reflecting the history of the concept of emergence in that subject.

Emergence has been linked to chaos theory. Working on non-linear math-
ematical systems, chaos theorists have shown that tiny changes in crucial pa-
rameters can lead to dramatic consequences, known as the ‘butterfly effect —
the notion that a butterfly stirring the air today in Peking can transform storm
systems next month in New York’ (Gleick, 1988, p. 8). There are parallels here
with the account of ‘bifurcation points’ in the work of Prigogine and Stengers
(1984). After behaving deterministically, a system may reach a bifurcation
point where it is inherently impossible to determine which direction change
may take; a small and imperceptible disturbance could lead the system into one
direction rather than another.

Chaos theory suggests that apparent novelty may arise from a deterministic
non-linear system. From an apparently deterministic starting point, we are led to
novelty and quasi-randomness. Accordingly, even if we knew the basic equa-
tions governing the system we would not necessarily be able to predict reliably
the outcome. The estimation of ‘initial conditions’ can never be accurate enough.
This does not simply undermine the possibility of prediction; in addition the idea
of a reductionist explanation of the whole in terms of the behaviour of its compo-
nent parts is challenged. As a result, the system can be seen to have emergent
properties that are not reducible to those of its constituent parts. Chaos theory
thus undermines the ideas that science is largely about prediction and reduction-
ism. Furthermore, it can sustain a concept of emergence.

In recent years much work has been done with complex, non-linear com-
puter systems, attempting to simulate the emergence of orderand other ‘higher-
level’ properties. Reviewing the modelling of such ‘artificial worlds’, David
Lane (1993, p. 90) wrote that a main thrust ‘is to discover whether (and under
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what conditions) histories exhibit interesting emergent properties’. His exten-
sive review of the literature in the area suggests that there are many examples
of artificial worlds displaying such attributes. This lends credence to the idea
that emergence is important in the real world.

The notions of emergence and downward causation are used in critiques of
methodological individualism and of the reductionist idea that macroeconom-
ics can only be built on ‘sound microfoundations’. If socio-economic systems
have emergent properties — by definition not entirely explicable of constituent
elements at a basic level — then the ideas of explaining the macro-behaviour of
socio-economic systems in terms of individuals and individual actions (meth-
odological individualism) or, more generally, completely in terms of
microeconomic postulates (the microfoundations project), are confounded.
Furthermore, in explaining complex systems we may be forced to rely on emer-
gent properties at a macro level.

6. INSTITUTIONALISM AND MACROECONOMICS

The suggestion here is that, by reference to the concept of emergence, the rela-
tive autonomy of macroeconomics and the idea of the workability of aggre-
gates can be re-established. This idea was partially developed by the American
institutionalists long ago. In his 1924 Presidential Address to the American
Economic Association, the institutional economist Wesley Mitchell (1937, p.
26) argued that economists need not begin with a theory of individual
behaviour but with the statistical observation of ‘mass phenomena’. Mitchell
(1937, p. 30) went on: ‘The quantitative workers will have a special predilec-
tion for institutional problems, because institutions standardize behavior, and
thereby facilitate statistical procedure’. Subsequently, Rutledge Vining (1949,
p. 85) notedhow ‘much orderliness and regularity apparently only become evi-
dent when large aggregates are observed’ and noted the limitations of a reduc-
tionist method in economics. Modern computer simulations and other studies
of complex systems seem to underline similar points (Cohen and Stewart,
1994; Chiaromonte and Dosi, 1993).

Mitchell and his colleagues in the US National Bureau for Economic Re-
search in the 1920s and 1930s played a vital role in the development of na-
tional income accounting and suggested that aggregate, macroeconomic phe-
nomena have an ontological and empirical legitimacy. Arguably, this impor-
tant incursion against reductionism in economics created space for the
Keynesian revolution. Through the development of national income account-
ing, the work of Mitchell and his colleagues helped to establish modern mac-
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roeconomics and influenced and inspired the macroeconomics of Keynes
(Mirowski, 1989, p. 307).

In defending Mitchell’s approach against the reductionist criticisms of
Tjalling Koopmans (1947, 1949a, 1949b), Vining (1949, p. 79) argued that

we need not take for granted that the behavior and functioning of this entity can
be exhaustively explained in terms of the motivated behavior of individuals who
are particles within the whole. It is conceivable — and it would hardly be doubted
in other fields of study - that the aggregate has an existence apart from its con-
stituent particles and behavior characteristics of its own not deducible from the
behavior characteristics of the particles.

Here the institutionalist Vining hints unknowingly at the concept of emergent
properties, then regrettably a relatively unknown concept in the circles of both
the natural and the social sciences.

The ‘old’ institutional economics did not attempt to build up a picture of the
whole system by moving unidirectionally from given individuals. Instead there
1s the idea of interactive agents, mutually entwined in durable and self-rein-
forcing institutions. This provides a quite different way of approaching the
problem of theorizing the relationship between actor and structure.

The ‘old’ institutionalism saw institutions as connected to individual habits.
Indeed, an institution was defined by institutionalists in the old tradition as ‘a
way ofthoughtoraction of some prevalence and permanence, which is embed-
ded in the habits of a group or the customs of a people. ... Institutions fix the
confines of and impose form upon the activities of human beings’ (Hamilton,
1932, p. 84). Habits both reinforce and are reinforced by institutions. Through
this circle of mutual engagement, institutions are endowed with a stable and
inert quality, and tend to sustain and thus ‘pass on’ their important characteris-
tics through time. Further, institutions play an essential role in providing a cog-
nitive framework for interpreting sense-data and in providing intellectual hab-
its or routines for transforming information into useful knowledge. The strong
influence of institutions upon individual cognition provides some significant
stability in socio-economic systems, partly by buffering and constraining the
diverse and variable actions of many agents.

A rigorous and detailed exposition is lacking, but we may sketch out a pos-
sible argument along the following lines. The institutionalizing function of in-
stitutions means that macroeconomic order and relative stability are reinforced
alongside variety and diversity at the microeconomic level. Ironically, by as-
suming given individuals, the microfoundations project in orthodox economics
had typically to assume, furthermore, that each and every individual was iden-
tical in order to attempt to make the analysis tractable. The concept of an insti-
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tution, properly handled, points not to a spurious supra-individual objectivity,
nor to the uniformity of individual agents, but to the concept of socio-economic
order, arising not despite but because of the variety at the micro-level. Without
such micro-variety there would be no evolutionary development of the pro-
cesses of conformism and emulation that can sustain order.

A slightly different, but complementary, argument is suggested by work car-
ried out by Gary Becker in 1962 and more recently by Dhananjay Gode and
Shyam Sunder (1993). These authors have constructed models where systemic
constraints prevail over micro-variations. For example, Becker demonstrated
that an ‘irrational’ mode of behaviour, in which agents are ruled by habit and
inertia, 1s just as capable of predicting the standard downward-sloping demand
curve and the profit-seeking activity of firms. Becker showed how the nega-
tively inclined market demand curve can result from habitual behaviour. Actors
‘can be said to behave not only “as if” they were rational but also “as if” they
were irrational: the major piece of empirical evidence justifying the first state-
ment can equally well justify the second’ (Becker, 1962, p. 4). Kenneth Arrow
(1986) has also accepted the possibility of an alternative approach based on
habit. Gode and Sunder go on to show that experiments with agents of ‘zero
intelligence’ produce predictions that differ little from those with human trad-
ers. Two conclusions follow. First, the ‘accuracy of the predictions’ or other
familiar criteria for theory selection do not give outright victory to rational
choice models. Second, these models suggest that ordered and sometimes pre-
dictable behaviour can result from institutional constraints, and may be largely
independent of the ‘rationality’, or otherwise, of the agents.

Generally, institutions fill a key conceptual gap in social and economic
theory. Institutions simultaneously constitute and are constituted by human ac-
tion. Institutions are sustained by ‘subjective’ ideas in the heads of agents and
are also ‘objective’ structures faced by them (Searle, 1995). Choosing institu-
tions as units of analysis does not necessarily imply that the role of the indi-
vidual is surrendered to the dominance of institutions. Both individuals and
institutions are mutually constitutive of each other.

The institutionalist John Commons (1934, p. 69) noted that: ‘Sometimes an
Institution seems analogous to a building, a sort of framework of laws and regu-
lations, within which individuals act like inmates. Sometimes it seems to mean
the “behavior” of the inmates themselves.” This dilemma of viewpoint persists
today. For example, Douglass North’s definition of institutions as ‘rules of the
game ... or ... humanly devised constraints’ (1990, p. 3) stresses the restraints of
the metaphorical prison in which the ‘inmates’ act. In contrast, Veblen’s defini-
tion of an institution as ‘settled habits of thought common to the generality of
men’ (1919, p. 239) seems to start not from the objective constraints but from
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‘the inmates themselves’. However, as Commons himself concluded, the thrust
ofthe ‘old’ institutionalist approach is to see behavioural habit and institutional
structure as mutually entwined and mutually reinforcing; both aspects are rel-
evant to the full picture. A dual stress on both agency and structure is required.

What is significant is the relative invariance and self-reinforcing character
of institutions: to see socio-economic development as periods of institutional
continuity punctuated by periods of crisis and more rapid development. The
fact that institutions typically portray a degree of invariance over long periods
of time, and may last longer than individuals, provides one reason for choos-
ing institutions rather than individuals as a bedrock unit. Hence the institution
is ‘a socially constructed invariant’ (Mirowski, 1987, p. 1034n). As a result,
institutions can be taken as the units and entities of analysis. This contrasts
with the idea, in mainstream economics, of the individual as the irreducible
unit of analysis.

However, the proposed alternative is not a crude holism. Complete explana-
tions of parts in terms of wholes are beset with problems of equivalent stature
to those of the inverse procedure. Just as structures cannot be adequately ex-
plained in terms of individuals, individuals cannot adequately be explained in
terms of structures. Fortunately, there are sophisticated alternative approaches
in philosophy and social theory (Archer, 1988, 1995; Bhaskar, 1979; Bourdieu,
1990; Giddens, 1984; Kontopoulos, 1993; Lawson, 1997; White, 1992) that
emphasize the structured interaction of parts with wholes, and eschew single-
level explanations.

7. IN CONCLUSION

The literature on complex systems and emergent properties lends support to
the ‘old’ institutionalist idea that the economy can and must be analysed at
different levels. There is a valid and sustainable distinction between the ‘mi-
cro’ and the ‘macro’, without reducing the former to the latter, or vice-versa.
The concept of an institution provides a key conceptual bridge between the
two levels of analysis. It connects the microeconomic world of individual ac-
tion, of habit and choice, with the macroeconomic sphere of seemingly de-
tached and impersonal structures. While analyses at each level must remain
consistent with each other, the macroeconomic level has distinctive and emer-
gent properties of its own.

Accordingly, there is a role for the kind of macroeconomics that was promi-
nent in the 1940s and 1950s, when notions of ‘Keynesianism’ were at the zenith
of their reputation. Today, such ‘old fashioned’ macroeconomics is confined to
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the unfashionable quarters of Post Keynesianism and institutionalism. It is said to
be founded on ad hoc assumptions, while ignoring the necessary microfounda-
tions. The suggestion here, however, is that the quest for microfoundations can
never be completed, and the assumption of the microeconomic unit of the given
individualis as ad hoc as any other. Keynesian and institutionalist macroeconom-
ics was thus abandoned in haste. Much of it can be rehabilitated.

Such alternative approaches — of which only a most rudimentary and pre-
liminary sketch has been provided here — do not always lend themselves to
formal modelling. Complexity itself imposes limits on mathematical model-
ling and formal theory. The adoption of more modest formal aims and the shift-
ing of the balance of economic theory away from mathematics may be a neces-
sary outcome. Indeed, the problems faced by the microfoundations project in
mainstream economics suggest that there are limits to the deductivist concep-
tion of theory that has dominated economics for the last 50 years. As Frank
Hahn (1991, p. 50) has conjectured: ‘Not only will our successors have to be far
less concerned with ... grand unifying theory ... [but also] less frequently for
them the pleasures of theorems and proof. Instead the uncertain embrace of
history and sociology and biology.” We must face and enjoy this embrace.

NOTES

1. Accordingto Samuelson (1997, p. 157) the word ‘macrocconomics’ was first used by Lindahl
(1939).

2. Foradcvclopment of thcidea of downward causation sce Hodgson (1999b).

3. Sccalso Lane (1993, p. 91) and Kontopoulos (1993, pp. 21-3).
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Policy Perspectives



6. National diversity and global capitalism
Ronald Dore

It is doubtful whether ‘globalization’ as such is a sensible object of study. It
certainly seems to be considered by publishers to be a good way of selling
books. Already by 1996 the Harvard catalogue had 188 titles which included
the word globalization, about a half of them published in the previous two
years; from the globalization of the defence industry and the globalization of
innovation to the globalization of poverty, of theological education and of the
Jakarta stock exchange. Some titles clearly suggest that it is a good thing, some
that it is a bad thing; some express scepticism as to whether it is happening at
all. ‘Globalization is globaloney’ is the title of one polemic! which seeks to
‘send up’ the whole notion and the hype surrounding it.

This paper is concerned, not with globalization in general, nor ‘the spread of
global capitalism’, but the spread of a particular kind of capitalism — stock-
market-centred Anglo-Saxon capitalism. But first a few remarks about global-
ization in general, primarily to make the point that the variety of trends in differ-
ent institutional spheres listed below have one thing in common. They all derive
their appearance of inexorable inevitability from a single source. Theyare all in
some sense a consequence of technological progress and the enormous cheapen-
ing of transport and communications. Herewith a non-exhaustive list.

1. The first is the internationalization of product markets, markets in goods and
services — a product both of the communications revolution and of the
steady efforts to reduce trade barriers. World trade as a ratio of GNP is a
dicey figure since the one is a market value figure and the other a value
added figure, but the differential growth rates of the two must surely mean
that more and more of the world’s production crosses frontiers between pro-
ducer and consumer. The World Bank estimates those growth rates for the
period 1970-92 at 3.0 per cent for world GNP and 4.9 per cent for merchan-
dise trade — a nearly 2 per cent difference.?
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2. The second is the internationalization of financial markets, which has gone

further and faster than that of any other type of market and has come to domi-
nate all others. At what one might call the sober, serious end are the markets in
long-term capital, for example, Eurotunnel getting its finance from loans
from Japanese banks, Sony floating bonds in Zurich, Daimler-Benz getting
itself access to cheaper funds by seeking a quotation on the New York stock
exchange. At the pure casino end are the 24-hour-a-day foreign exchange
markets on which speculators shift money across the exchanges in volumes a
hundred times those required by international trade. But both ends are joined
in a seamless web; long-term investors cannot but be interested in the ex-
change value of the currency in which they take their interest or profits; trad-
ers do need some hedging of their foreign currency risks.

It is glaringly obvious that the volume of such hot money slopping around
the world — several times the total reserves of national central banks — im-
poses severe restraints on the monetary and fiscal policies of national gov-
ernments. In countries with relatively stable floating exchange rates it
makes the control of inflation a universally dominant objective of monetary
policy in order to keep it that way. Where unwise attempts are made to main-
tain a particular rate, the punishments ‘the markets’ deliver can be severe.
Once the initial shock is absorbed the subsequent growth effects can be be-
nign — as in Italy and Britain after 1992 and later in Mexico. It remains to be
seen whether the same salutary effects of surgery are obtained when the
domino effect spreads the disruption widely enough to have an appreciable
effect on the world economy — as in Asia 1997-8.

It doeshave to be said, however, that improved cheap communications do
not inevitably bring about these effects. They inevitably make controls over
capital flows much harder to administer. But the reimposition of capital con-
trols, though advocated by such mainstream economists as Dornbusch,
never appears on the agendas of international meetings. Attempts to do so
are weakened by the world-wide ideological dominance of free trade doc-
trine, and easily defeated by resolute opposition from the US, the nation
with the biggest financial power and, arguably, the nation in which govern-
ment policy is most completely deferential to the interests of the finance
industry.

. The third process is the growth of multinational firms. Again, this is an ac-
celerating process. In the 1960s direct investment of firms in overseas coun-
tries was increasing twice as fast as world GNP; in the 1980s it grew four
times as fast; an acceleration partly due to the removal of national controls
over capital flows. The growth of the global corporation is partly a matter of
cross-border ownership and control, partly of the internationalization of the
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process of production itself. The Ford cars assembled in Valencia and
Saarlouis contain parts supplied from all over Europe, North America and
Japan. The growth of the multinational firm is intimately related to the
growth of world trade, of course. According to some estimates, 40 per cent
of America’s foreign trade is intra-enterprise trade.

Even if one excludes corruption — the non-transparent transactions be-
tween policy makers, especially those in poor countries, and rich multina-
tionals — the contribution of multinationals to the erosion of national sover-
eignty, the constraints they pose on the autonomy of national economic
policy, are fairly obvious. Their ability to choose their investing locations
gives rise to regime competition. Worker protection legislation? Curbs on
dismissal? Privileges for trade unions? Thank you, we will go elsewhere.
Though if you give us a ten year tax holiday...

Itis a paradox that the more intense product market competition becomes
and the more national governments are concerned about national ‘competi-
tiveness’ — in Britain, for example, a key term of British political discourse
only for the last 20 years — the more the growth of multinationals serves to
blunt some of the industrial policy measures which might enhance that com-
petitiveness.

In Europe, of course, there is the special factor of creeping political integra-

tion in the European Community. Industrial policy to foster British or Italian
‘national champion’ firms has had largely to give way to European policies to
promote European firms. Europe-wide research consortia like Eureka pro-
mote co-operative arrangements for long-range, ‘blue sky’, so-called pre-
competitive research designed to help European firms beat the living day-
lights out of their competitors in the US and Japan. But what is a European
firm? With IBM-Europe taking part in Eureka; IBM-US taking part in the
American counterpart organization Sematech, and IBM-Japan taking part in
Japan’s research co-operatives, who is helping whom to defeat whom?
So far, the weight of such genuine multinationals in what are still predomi-
nantly clubs of domestically-based firms is not such as to reduce that effec-
tiveness to zero, but it soon might. And we are not likely to get the United
Nations Industrial Development Organization running a world industrial
policy until we find one of those other planets to fight a star wars with.

- Which brings me to the fourth process, which is the growth of transnational

governance. This has both an economic and a political aspect. It is partly a
matter of the steady accumulation of rules and conventions governing the
operation of international markets and the creation of international bodies to
monitor conformity to those rules — most recently, after some fifty years, the
creation of the last of the originally proposed Bretton Woods organizations,



132 Institutions and the role of the state

the World Trade Organization. It is partly also a matter of the global concen-
tration of military power. The Pax Britannica of the nineteenth century was
sustained outside Europe and North America by gunboat diplomacy. Under
today’s Pax Americana, the United States, with its far more extensive infor-
mation-gathering machine of spy satellites and AWACs, can react far more
quickly and deliver much more overwhelming force at any point on the
globe. But at the same time, it is far more constrained than ever Britain was
by international rules and procedures. America was careful to get the back-
ing of Security Council resolutions at every stage of its action against Iraq
during the Gulf War. It has become more unilateralist since then, but its
failure for five years and more to topple Saddam Hussain, shows, not just,
like its earlier defeat in Vietnam, the limitations on its power to deal with
popular nationalisms, but also the extent to which the international system is
no longer just a system of power balances, but also an embryonic world
community in which it makes sense to talk, not just of power, but also of
legitimate authority.

5. The fifth process is the emergent awareness of problems which are, in the

nature of the case, global problems. Environmental hazards which affect
neighbouring countries are not new: acid rain and radioactive fallout have
long since been no respecters of frontiers. But global warming and the de-
struction of the ozone layer, the reduction of biodiversity through the disap-
pearance of species, the use of the limited resources of the global commons
— the oceans and space — and the overall Malthusian population/food bal-
ance, are obviously of a different order. What the citizens of any one country
do can affect everybody else. The need, in such matters, for concerted action
to establish universal common rules is increasingly accepted, even if the
willingness to accept the constraints of such rules is not so apparent.

. Sixth comes the growth of transnational ties which are neither economic nor
political — cross-border communities, or organizations, of chess-players and
astronomers, of Jehovah’s Witnesses and gay rights activists, athletes and
paedophiles. Some of these do form international organizations which are
properly called international because their members see themselves as tak-
ing part as representatives of their nation; the Olympic Committee, for ex-
ample, which promotes a benign form of international warfare. Some, how-
ever, are better called transnational because their members participate as
indidividuals; nationality is more or less irrelevant, though language is not.
Economists are a good example; they do have organizations, the Interna-
tional Economic Association, for example, but rather more important for
globalization is the sense in which economists, particularly those who read
and write English, form something like a world community which provides
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its members with their primary reference group; in many of the contexts in
which they spend their daily lives, they are economists first and Americans
or Brazilians or Japanese second.

One thing, paradoxically, that enhances the sense of membership in that
community is that it is riven by factional disputes like any other community.
A member of the neoclassical mainstream can feel more fellow-feeling to-
wards another mainstreamer from a different country than towards a fellow-
countryman given to institutionalism or evolutionism or other perverse
forms of deviation. For all the hype surrounding it, the Internet is almost
bound to accelerate the formation of these transnational professional quasi-
communities.

One other community of particular importance for the global spread of
American capitalism is what Huntington calls the exponents of ‘Davos cul-
ture’ — the managerial power elite who gather annually at the World Eco-
nomic Forum in Switzerland to listen to the wisdom of, among others, some
of the more prominent gurus of the economics profession’s mainstream.

- And perhaps that requires enumeration as a separate trend, since ideas move

on paper as well as in people. The factionalism of quasi-communities like
those of economists is an important symptom of the gradual establishment
of world-wide orthodoxies which become the orthodoxies not only of the
professionals themselves, but of wider intellectual communities the world
over — orthodoxies of the world’s chattering classes (to use a British expres-
sion which seems to me worth giving global currency). ‘Democracy’ is such
a powerful part of that orthodoxy that even the most repressive military gov-
emment is likely to claim that it is only preparing the way for eventual elec-
tions. That inflation control should be the dominant objective of economic
policy, more important than growth or employment, is another example of
an orthodoxy of growing strength. Over the last 20 years the annual G7
§ummit meetings have played an important role in crystallizing and diffus-
ing such orthodoxies.

- And finally there is the homogenization of popular cultures, the process

which we used to call cocacolonization in recognition of the fact that al-
though Milan fashions, pizzas and spaghetti bolognese, Scotch whisky and
the Beatles may have a part, it is predominantly American popular culture
which is becoming the world norm - even the pizzas are most often Chi-
cago-style deep-dish pizzas. It is certainly American culture that the Taliban
and other Islamic fundamentalists seek to keep out as the devil’s corruption,
and American films whose television time the French and the Canadians
want to limit. Again satellite TV will add a new dimension to this process
over the next decades.
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GLOBALIZATION = CONVERGENCE?

Two things to note about these processes. First, they are not always mutually
reinforcing. Sometimes they may operate contrarily; it is often obstacles to
trade — tariffs or the threat of tariffs or dumping duties — which provide the
motive for foreign direct investment. That was certainly the case when the
Japanese automobile companies moved into the United States and Europe, for
instance.

Secondly, one should not exaggerate their extent. Much of the talk about
‘our global village’ is fanciful rhetoric. Most so-called global firms still have a
strong national colouring and a strong national base, and a board of directors of
one predominant nationality. It is only a few firms, like the oil companies, and
Swiss firms like Nestlé and ABB with a tiny home market, which have more
than half their employees abroad.

Nevertheless these trends are by and large interacting and mutually reinforc-
ing, and probably, if one could find proxy quantitative measures for them, ac-
celerating. And they all threaten to erode the sovereignty of nation states; to
diminish the control which govemments can exercise over what goes on in
their territories.

But, a more intriguing question, do they necessarily promote institutional
convergence? How far do all these trends lead to a progressive homogenization
of national — political and social as well as economic — institutions?

The subsidiary questions are almost as important. In so far as convergence is
taking place, how far does it operate through the unwilled cumulative effect of
the choices of private actors responding to market signals, and how far through
government action? How much of the government action involved is unilateral
and designed to promote the conditions for economic advancement, and how
much through international agreement designed for mutual advantage?

There is also the personal political question. When there really is an alterna-
tive to global conformity, what political criteria — i.e. value criteria, ethical,
moral criteria — should one adopt for judging how far the homogenization pro-
cess should be allowed to go; how much should one seek to preserve national
distinctiveness? What are the criteria which would be adopted, say, by a per-
sona per bene, neither a rabid nationalist nor a rootless cosmopolitan, neither a
free trade demagogue nor a total believer in consumer sovereignty, nor yet an
introverted protectionist?
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JAPAN’S DISTINCTIVE FORM OF CAPITALISM

Such questions have a particular relevance to Japan, whose economic organiza-
tion clearly differs from that of the US or the UK. In 1990, one might have said
without much fear of contradiction, that it was different and more successful in
world market competition. But much has changed in seven years. In 1997 the
dominant view — shared, indeed, by the majority of articulate Japanese — seems
to be that it is distinctive and less successful.

Whether the loss of overall competitive advantage is temporary or long-
lasting; whether, if long-lasting; the solution is to adopt American patterns; or
whether, even if it is less successful, distinctively Japanese structures and insti-
tutions are worth preserving for their own sake because of their social — or
moral — superiority, are matters of much debate in contemporary Japan.

And cross-cutting these differences about the desirability or otherwise of
change, is a difference about the feasibility of not changing. Can Japan, if it
should wish to, really manage to stay different, in a world dominated by the
Anglo-Saxon form of capitalism?

Before sampling that debate, a brief summary of the major characteristics
which make the Japanese form of capitalism distinctive from that of the UK
and the US —to which one mightadd, to offer justification for the general label
‘Anglo-Saxon’ — Canada, Australia and New Zealand.?

1. The major corporations are managed, not primarily in the interests of share-
holders, nor of the managers who run them, but primarily for the benefit of
those who have been, as it were, admitted to membership of the firm com-
munity — its regular employees.

* Dividends are treated as a fixed charge, and have rarely in recent decades,
exceeded 1 per cent of current share prices.

* Shareholder pressure is minimized by greater use of debt and equity cross-
holdings, which eliminate the fear of takeovers.

* Boards of directors are made up of senior managers who, in the words of one
of the most perceptive of studies of comparative corporate governance, are
the products of ‘the slow slog and patient development of a business career’
in which they become infused with the company’s culture. They see them-
selves not as servants of shareholders, but as elders of the firm community,
with responsiblity for its reputation and its long-term future as well as its
current profits. Their salaries are only modestly higher than those of their
middle-manager juniors.

+ ‘Lifetime employment’ for the regular labour force: i.e., only in dire emer-
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gencies will employees be made redundant, though they may be asked to
accept well-compensated early retirement or transfer to other firms.

For both managers and blue collar workers there is a ‘rate for the person’
wage system, not a ‘rate for the job’. Pay is on seniority-plus-merit incre-
mental scales, only loosely connected to promotion through job functions.
There is a reliance onsocialand long-term career motivation, not objective-
measurement pay-performance links.

There are enterprise unions (including young university graduates, future
top managers). Wage bargaining is centred on ‘what the company can afford
given investment needs’.

To illustrate in concrete terms what some of these characteristics mean,
Japan Steel, one of Japan’s largest companies, has a Board of Directors of 50
men. Only one of the 50 has not spent the whole of his business career in the
company — the former President of the Japan Development Bank who re-
cently became the Chairman of the Audit Committee in his mid-seventies —
the chief guarantor to the outside world of the honesty of the company’s
accounts. All the other 49 were appointed to the Board between the ages of
52 and 56, after a career in which they gradually rose through the manage-
ment ranks, but a little bit faster than their contemporaries. One exception 1s
the man who became a director at the age of 51, a real high flyer who is now
the company’s president. Every one of these appointments to the Board was
made in June of an odd-numbered year, the time for a general reshuffle of all
managerial posts in the company.

What difference does it make that the directors see themselves as elders of
a community of employees, rather than (as Japanese law actually defines
them) agents of shareholder principals? A big difference. For the last seven
years the economy has been stagnating in recession. Yet nobody in Japan
Steel has simply been dismissed. There have been voluntary retirement
schemes, which doubtless involved occasionally unwelcome persuasion.
And, until recently some 15 000 workers, still on Japan Steel’s payroll, were
temporarily or semi-permanently ‘leased out’ to other firms, at some cost to
Japan Steel, which received in ‘rental’ less than it was paying out in wages.
Meanwhile a lot of the board’s energies have been devoted to attempts at
diversification aimed primarily at giving employment to surplus employces
— into computer software production, silicon wafer production or tourism
using abandoned steel mill sites.

It may be worthwhile to put the point about the motivations of Japanese top
managers in terms of the Brazilian debate about the reform of federal admin-
istration. According to an extremely interesting paper by the Minister on his
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concept of the social-liberal state,’ at the core of his plans for the creation of
‘agencies’ is a perceived contrast between the bureaucratic and the manage-
rial — perhaps better described as market-managerial — form of organization.
Put starkly, in ideal-type terms, it goes as follows. Bureaucracies recruit
people at the start of their careers through a rigorous competitive selection
process. They have tenure and can be dislodged only for serious misdeeds.
Their career progress is constrained by seniority, but how far and how fast
they go is determined by their performance. Pay is determined only by senior-
ity and functional rank, and the incremental scales are seamless; the people at
the top get only a little more than those just below the top and so on down.
Within what is often called ‘the service’, people are expected to serve. That is
to say the organization trusts in their wanting todo a good job. Although there
are self-interest incentives — getting faster promotion — a dominant motive for
doing good work is expected to be a sense of responsibility to the society
which employs one, backed by pride in one’s membership of an elite. If that is
further supported by the pleasure of exercising power or of solving problems,
so be it, but in such organizations’ own definitions of their ethos, it is usually
the responsibility to respond to society’s trust that is stressed.

In the managerial system, by contrast, the employment contract is a job
contract, not a career contract, or, if one likes to put it that way, it is a market
contract rather than a membership contract. The organization may use the
external labour market to fill posts, though it often makes every effort to fill
vacant posts internally; however, this is still, usually, by open internal com-
petition. Wages andsalariesare a function of the positions occupied; the rate
for the job is the dominant principle. Incentives for high-quality perfor-
mance are provided; usually, in order to eliminate frictions which might be
caused by invidious subjective judgements of merit, pay or bonuses are tied
to some sort of objective indicators — output, profits or movements of the
share price. People do not have to be trusted to be loyal or to identify with
the organization and its future; they just have to have a sense of responsibil-
ity to fulfil their contracts. Beyond that, self-interest should be sufficient to
secure efficient performance.

The Brazilian plan, as [ understand it, proposes to confine the bureaucratic
system to the diplomatic corps, financial administration and general planning.
Everything else — education and health as well as driving licences and prisons
= will be run by executive agencies, mostly not for profit, on the managerial
rather than the bureaucratic system, with the elite tenured self-motivated bu-
reaucratic planners setting the targets for each agency — both financial and
output — by which the monetary incentives for good work are created.

The point of this digression is this: the same ‘bureaucratic’ system of career
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structuring, the same pattern of ‘organizational loyalty’ motivation — which in
Brazil is thought to be likely to ‘work’ only for a few hundred core civil ser-
vants — is in Japan the dominant pattern, not only of the whole government
bureaucracy, but of the whole of private sector management as well.

2. Contrary to neo-liberal doctrine, the state 1s believed to have a positive and
varied role to play in the economy: (a) promoting economic growth by cur-
ing the imperfections of the market, coordinating investment plans, (mar-
ginal) priority allocation of credit, etc.; (b) arbitrating between producer and
consumer interests (permitting a refinery industry cartel in return for a par-
ticular socially desirable price structure for its various products); (c) secur-
ing distributional equity (e.g. subsidizing declining industries like steel or
textiles so that they can be run down with minimal social dislocation, or
making the efficient, highly capitalized oligopoly whisky producers stick to
their whisky and not invade the market of the small-firm producers of tradi-
tional sake rice wine).

3. Also reducing the importance of competitive markets, particularly in inter-
mediate goods, is the predominance of relational contracting. Supplier-cus-
tomer relationships tend to be stable over time, and to involve extra-contrac-
tual obligations which lead to an exchange of not precisely costed services
only roughly balanced out over the long term.

4. As compared with the Anglo-Saxon economies, the financial sector domi-
nates — constrains the activity of — the industrial and commercial sector to a
much lesser degree; within that financial sector, impersonal markets — the
stock market, bond market, insurance market and their derivatives — are less
important than relational transactions between lenders and borrowers who
acknowledge only implicitly contractual relations with each other.

One way of summarily characterizing many of these features is to say that there
1s a general acceptance of, and a general willingness to assume, moral obliga-
tions over and above those to which one is contractually bound. This applies to
relationships between shareholding firms and the firms whose shares they hold,
to trading relationships between, say, parts suppliers and automobile assem-
blers, to the relationships between managers and their subordinate employees,
and to the quasi-co-operative relationships among competitors within Japan's
powerful industry associations.

This is not the place to go deeply into the question whether or not there is an
alternative — what Michel Albert dubbed the Rhenish® — form of capitalism of
which both Germany and Japan are examples, but it is worth noting in passing,
that this same characteristic — the acceptance of obligations over and above
those imposed by contract to a far greater degree than in the Anglo-Saxon
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economies — is apparent in the German economy too. There are, to be sure,
important differences. The obligations accepted in Japan are, to put it a bit
pompously, particularistic — obligations towards particular individuals and
groups; those in Germany are seen as more universalistic, duties to the public at
large. The German firm, it is often said, is seen as a public institution, rather
like a hospital or a school. Secondly, the obligations involved in the German
system are to a much greater extent enshrined in law — the obligation to belong
to the Chamber of Commerce and to take part in the apprenticeship training
system, for instance, and, most important, the system of co-determination
which gives workers seats on supervisory boards and works councils. In Japan
on the other hand, the whole system is almost completely informal. The Com-
mercial Code is almost entirely Anglo-Saxon in the way it enshrines the prin-
ciple of shareholder sovereignty, and only a certain amount of case law sup-
ports the informal system as it actually exists.

Thirdly, the German system is more overtly adversarial, preserving the class
relations of traditional capitalism in the national-level wage bargaining system
for instance. Co-determination is socially defined as a means of bringing about
management by consensus between shareholder representatives and worker rep-
resentatives, who are seen as having interests which, though partly coinciding,
are also partly at variance. In practice, however, in many of the medium-sized
Mittelstand firms, particulary those with predominant family ownership, the
works council does take on something of the character of the management-union
consultation committees in Japanese firms. That is to say, they act less as bargain-
ing forums for ‘the two sides of industry’ as the British put it, and more as some-
thing like community councils — councils of the enterprise community — on the
assumption that managers and workers have far more in common than that which
divides them. And there is the same preference in Germany, as in Japan, for long-
terim commitment to a single firm. The statistics for the average length of time
people have been in the same job look very much alike in the two countries.

SYSTEM FRAGILITY

Either way, both Germany and Japan are societies in which the individual pur-
suit of self-interest in free markets is constrained by a variety of obligations
which go beyond either the restrictions of law or of formal contracts. Such
systems, depending as they do on convention, lacking the reinforcing coercion
of the law, have a certain fragility. They are liable to be disrupted by what the
games theorists call ‘defectors’. People who decide to ignore conventional ob-
ligations can often make considerable short-term profits. This example was
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given recently by a Japanese economist: the American junk bond operator T.
Boone Pickens some years ago made a bid for a Japanese firm called Koito. His
attempts tobuy all the available Koito shares raised the price of those shares on
the Tokyo stock exchange by a factor of 10. Sixty per cent or more of the firm’s
shares were in the hands of other firms with whom Koito did business — Koito’s
‘stable shareholders’ in the Japanese phrase. Any one of them could have sold
its Koito shares and made a handsome profit. Yet none of them did. There were
no defectors. One can plausibly explain their choice in two ways: as the product
of an in-built moral sense of obligation, or as a result of their calculation that by
selling they would lose their reputation as people and as companies that can be
trusted, and this loss of reputation would involve long-term losses which out-
weighed the short-term gains. Or it could be interpreted as an unanalysable
mixture of the two. The fact remains that there is a big difference between a
society in which shareholding generates commitments which one ignores at
one’s peril, and a society in which failing to take advantage of all profitable
opportunities is seen as a sign of incompetence.

When only a few mavericks have an incentive to defect, systems of norma-
tive rules can maintain their viability. When defectors grow in number they
create the possibility of changing the rules of the system. It is arguable that the
forces of globalization are such that, in both Japan and Germany, defectors are
growing in number, ceasing to be defectors, and claiming instead to be the
bearers of a better theory and a better ideology. The theory is that of neoclassi-
cal economics, thatallocative efficiency is the most important sort of efficiency
and that free markets, minimal commitments and maximal flexibility is a better
recipe for national competitiveness than maintaining a system of mutual trust
and co-operation. The ideology is partly the nationalism which the talk of com-
petitiveness implies. It is also partly — call it Darwinian if you want to be rude,
meritocratic if you wish to be kind — about the market as an impersonal arbiter
which awards everyone his just deserts. And thirdly, it is partly about the nature
of ‘true’ capitalism, the system which, in Japan at least, is actually enshrined in
its legal system, since the form of the business corporation is prescribed by
Japan’s Commercial Code. Its definition of the duties of directors, for example,
1s not so very different from that in Britain and the United States.

THE JAPANESE DEBATE: NECESSITY AND
DESIRABILITY OF CHANGE

The potential for defectors to gain legitimacy increases whenthere is a sense of
crisis, and if the scale of the rhetoric frequently employed in current Japanese
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economic debates is a good indicator, in the seventh year of recession that
sense of crisis is certainly there.

The following distillation of the arguments deployed derives from two re-
ports of one of the three major businessmen’s associations (which has indi-
vidual, rather than enterprise membership), the Japan Association of Corporate
Executives,” and the report of the Deregulation Subcommittee of the Adminis-
trative Reform Commission.?

There are two main strands to the argument: the argument from necessity
under the imperative of intensified world competition and the argument from
value premisses, the argument for what its proponents consider to be progress.

To take the necessity argument first: hitherto, Japan was able to achieve a
remarkable rate of economic growth by virtue of the peculiarly Japanese fea-
tures of its economy — the lifetime employment system, the bureaucratic, se-
niority-constrained pay and promotion system, company loyalty, cheap capital
that stayed at home and long-standing ties between suppliers and customers.
But now the system has changed.

First, the overvalued yen and high wage costs mean that Japan must go global.
[ts new investment has to be overseas, which means that technological change
will simply displace Japanese workers, not give them new tools to work with.

Secondly, the intensification of competition in product markets means that
margins are cut back; moreover, the bursting of the asset bubble and the eating
up of reserves during the prolonged recession, has meant that firms can no
longer find the resources that enable them to carry surplus employees during a
downturn; lifetime employment must come to an end.

Thirdly, until recently, firms could grow by catch-up; importing technology
produced elsewhere. Now they have caught up; theyare at the frontiers, and need
not just diligent and loyal employees, they need innovative and creative employ-
ees, and they must reward them to keep them; they cannot keep the old system of
respecting seniority, and if that means that the wage gap between the talented
creative individual and the mere diligent plodder grows, so be it. That cannot be
helped; they cannot afford the luxury of an anti-competitive egalitarianism.

Fourthly, the liberalization of capital markets means that Japanese firms
have got to compete for capital. Moreover, the population is ageing; life insur-
ance companies and pension schemes are under increasing pressure to earn
high returns. The era of cheap capital and low dividends, is over. Nobody buys
shares in the expectation of long-run capital gains any more. Return on equity
must be made a major criterion of manager performance. Lifetime employment
must go if necessary.

Fifthly, Japanese firms competing internationally are hampered by over-
regulation. Costs are inflated due to inefficiencies in the non-tradeables sector
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— power generation, transport and services. These inefficiencies are attributable
to a mass of regulation designed to suppress competition, and the ‘convoy sys-
tem’ maintaining cartel-like arrangements — such as the segmentation of the
drinks industry, keeping the big-capital whisky firms from invading the mar-
kets of the local sake producers.

The value arguments are the standard ones of neo-liberalism backed by neo-
classical economics:

« Efficiency is the dominant maximand.

» Giving incentives for efficiency means inequality; so be it.

* Individual self-fulfilment is more important than fraternity/social solidarity;
hence equality of opportunity should be the goal, not equality of outcomes.

+ Efficiency is best promoted by competition, both domestic and interna-
tional, both inter-firm and inter-personal.

« Competition cannot be ‘excessive’ (the loss of sunk capital is always re-
couped by subsequent efficiency gains) except in the sense that it leads to
monopoly which kills competition — which must be prevented.

« Consumer sovereignty is the economic counterpart of political democracy
and should be the touchstone of all regulatory policy.

« The expansion of individual choice is as important in the labour market as in
consumption; careers should be freed from organizational entanglements.

GLOBAL REINFORCERS

The diffusion in Japan of the ideology of American free-market capitalism and
individualistic competition is mediated partly by the spread, through transla-
tions and local popularizations, of American management literature. There
could well be more books in Japanese with titles including the words ‘restruc-
turing’ or ‘re-engineering’ than in English. But it is also partly due to flows of
people. Large numbers of junior Japanese managers have been sent by their
firms to spend a couple of years at American business schools — a flow consid-
erably increased since yen revaluation reduced the costs of doing so. Once,
Japanese managers went to American business schools to learn how the Ameri-
can mind ticked, in order to cope better in dealing with Americans in world
markets. Now the Japanese manager is more likely to come back brainwashed
and convinced of the need for Japanese firms to become as efficient as their
American rivals. The influence of these managers — large Japanese corpora-
tions now count their MBAs in their hundreds rather than their tens — is rein-
forced by the growing influence in the media, in business magazines and televi-
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sion commentaries, of economists who acquired their PhD in American gradu-
ate schools and are ‘true believer’ adherents of the free-market-competition-is-
the-only-route-to-efficiency doctrines of neoclassical economics.

And nothing serves more effectively to reinforce the belief that ‘America
hasit better’ than the contrast between the buoyant American economy and the
stagnation which has followed the bursting of Japan’s asset price bubble. The
brash confidence of late 1980s Japan had been markedly attenuated by the five
years of stagnation which followed the crash. By the summer of 1998, when it
seemed that nothing could stop the economy from spiralling down into deep
recession, it had entirely evaporated.

TOWARDS THE ‘SHAREHOLDER SOVEREIGNTY’ FIRM

Some of the institutional changes in the last seven years since the Structural
Impediments talks have been designed to bring the Japanese financial system
closer to American norms. New regulations to curb insider trading have had as
their intention the ‘rehabilitation’ of the stock market, an attempt to clean up its
image as a den of gambler cheats which prevented it having the veneer of
gentlemanly respectability which history had conferred on London and Wall
Street. This was clearly a contribution to the reassertion of shareholder power.
This was followed up in 1997 by an onslaught on the major stockbroking
firms’ links with yakuza gangsters, leading to wholesale dismissals and the
imprisonment of senior managers of Nomura, Yamaichi, etc. The decision to
tackle publicly what has long been widely believed to be a pervasive feature of
Japan’s financial system is another part of the ‘image clean-up’ strategy, made
urgent by the strong threat from Singapore and Hong Kong to Tokyo’s su-
premacy as Asia’s number one financial centre. It seems, too, that this determi-
nation to be Asia’s leading financial centre — a world market, not a mere ‘local
market’ like Frankfurt as one writer puts it° — is the main motive for the whole-
sale liberalization of financial markets begun in 1998 and planned to end in the
year 2000. This nationalist drive — to be number one, to have Asia’s, if not the
world’s dominant stock market — seems to be more important in the ‘big bang’
decision than any belief that Japan will benefit materially either from the en-
hanced international competitive power of its own banks, stockbrokers and
Insurance companies, or from spin-off from the financial business conducted
in Tokyo by foreigners.

A second measure — also springing directly from negotiations with the
United States, was legislation which makes it much simpler and cheaper for
shareholders to sue Boards of Directors for losses caused by negligently inept
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decisions. Nobody even discussed taking the ‘stakeholder’ — employee sover-
eignty — reality seriously and giving enterprise unions similar facilities.

Thirdly, in June 1997, an amendment of company law permitted the pay-
ment of directors in part in stock options — which had been legalized some
years earlier for the special class of high-risk venture start-ups — to be general-
ized to all firms. This was a clear attempt to give to directors a sense that they
are not so much elders of the employee community as agents of their share-
holder principals.

DEFENCE?

To be sure, there is some evidence of an articulate effort to buck the dominant
trend and preserve the distinctiveness of the Japanese system. One recent ex-
pression is a highly polemical book denouncing those who would accept the
United States as the image of Japan’s future, by a senior official of Japan’s
Ministry of Finance. It begins, significantly, with an account of his visit, on a
day stolen from trade negotiations in Washington, to the American family with
whom he had stayed as a 17-year-old high school student. The school in which
he had spent a happy and peaceful year was in the centre of what had now
become a no-go area, riddled with gun-toting drug pushers.'® The irony is that
this same official was one of the main architects of the financial liberalization,
big bang plan. He claims to be confident that ‘Japan can handle it’; Japanese
firms can be helped to improve their international competition without the es-
sentials of the system being put in jeopardy."

And yet, it is surprising how little opposition the reformers (proponents of
steps which amountto an edging towards the shareholder-sovereign firm on the
Anglo-Saxon model) actually arouse. The introduction of stock options is a
case in point. There was no battle. A trawl through the major economic newspa-
per turned up only one clear statement of dissent. The former president, subse-
quently chairman, of a steel firm described how his firm had been on the verge
of bankruptcy but successfully turned around:'?

We got back into profit. But that was by group effort. Supposing that my role as
flag-waver in the process had been seen as important and I'd been given stock
options and exercised them and made a lot of money, I don’t think [ would have
felt too happy about that. And I don’t think my colleagues, in the bottom of their
hearts, would have accepted the justice of it. In individualistic socictics like
America and Europe stock option systems may fit in very well, but [ rcally
wonder about their suitability for Japan.

National diversity and global capitalism 145

It is very different, he goes on, from

the egalitarian approach to human relations of the Japanese firm. As it is com-
monly observed, the difference in pay between managers and other employees
is far smaller in Japan than in America. And both managers and workers agree
that this should be so. A factory director — a member of the Board usually -
wears the same overalls and eats in the same canteen as the shopfloor workers
and that is taken for granted.

When I read in the newspapers about CEOs in America who lay off large num-
bers of workers in a restructuring and earn themselves large sums of money from
their stock options as a result, I ask myself how that can be psychologically pos-
sible. Japanese managers would have given up a part of their salary before they
would get to involuntary lay-offs. My own salary at the moment is subject to a cut
of ten percent plus. This is not hypocrisy. The saying that sums it up — ‘Scarcity is
tolerable; inequality is not.” — is a deeply rooted part of the Japanese ethic.

Group-orientation, group-consciousness, backed by this egalitarian ethic, is
one of the important factors which have made Japan’s growth possible. And in
itself is not by any means a bad thing. It is true thatthe waves of global standards
are lapping at the shores of Japan, and we have to appreciate that and deal with
that and adapt. That I accept. But should we not also try to preserve those as-
pects of which we can be proud. People in leadership positions have a duty to
look closely at the real facts.

But even his opposition to the innovation was muted. He starts off by saying
that he understands that the stock option system has ‘already been introduced in
the advanced countries of America and Europe’ (the taken-for-granted nature
of the America-as-model assumption again) and ‘if it is necessary to revitalise
the economy thenthe more options there arethe better’. He excuses himself for
feeling uncomfortable on the grounds that he is only ‘an old steel man,
drenched in the culture of an historic industry’, and old men ‘of my generation
of Japanese simply cannot free themselves of the feeling that “Fishing for
people with the bait of money” is just an ignoble thing to do. That may be one
reason why I would drag my feet on this issue.’

He is probably right about the importance of generational change. He and
his ilk are men who have vivid memories of the days just after the war when
they were struggling to rebuild the economy and they had just as big holes in
their shoes and just as shabby clothes as the shopfloor workers with whom they
worked shoulder to shoulder. If it is instinctive fellow-feeling and shared hard-
ship that makes for social solidarity and a sense of benevolent responsibility,
then they have it. But the young economists on the government committees,
and all the MBAs in middle management, have been brought up in affluence.
Their smooth career paths have given them no such background of shared ex-
perience with those on the receiving end of their advice or their orders — the
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likely losers from what they propose. For the last twenty years an increasing
proportion of them have been siphoned off at the age of 11 into the élite private
secondary schools and have no more contact with their less well-off country-
men than an Etonian has with his. They will not be quoting proverbs about
fishing for men with money.

CONVERGENCE?

If one were to judge only from the debates in the Japanese press, or the reports
on corporate governance produced in turn by the major business organizations,
one would guess that the eventual outcome is clear. The three-pronged effects
of (1) necessity arising from the exigencies of competition in product and finan-
cial markets, (ii) direct government-to-government pressures from trading
partners and (i) the ‘soft’ ideological power of the cultural hegemon, look set
to bring about Japan’s surrender to the model of Anglo-Saxon capitalism with
less resistance than when it surrendered to American armies.

And yet one cannot be sure. If one looks at what Japanese firms have actu-
ally done, rather than at what Japanese businessmen say, the shift in institu-
tional practices is not all that great — in spite of the sense of crisis brought on by
five years of low growth. The pattern of cross-shareholding seems to have held
up. Dividend levels have not markedly changed. Some suppliers have taken
hard knocks, but where parent firms have shifted production abroad, they have
often taken their suppliers with them, and the conventions of supply relations
seem little changed. No major firm has embarked on the path of non-negotiable
redundancies; wage and salary structures and promotion criteria in most firms
have seen only marginal shifts towards merit in the merit/seniority mix.

One thing does, however, seem clear from Japan’s modern history. While
the Japanese feel more comfortable with their own less ruthlessly competitive
and relatively egalitarian economy, and may even believe it to be morally supe-
rior, if it does become clear that it involves permanently lower growthrates, the
nationalist drive to keep up can provide the momentum for large-scale change.

And about the prospects of future growth rates, there are arguments to
counter the superficial triumphalism of the Wall Street Journal, but they belong
to a different paper.
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7. Gestalt shift: from ‘miracle’
to ‘cronyism’ in the Asian crisis

Robert Wade!

Was the Asian crisis caused by the build-up of vulnerabilities in the real
economy, with panicky investor pull-out as merely the trigger or messenger of
a necessary market correction? Or was it caused largely by the normal work-
ings of under-regulated national and international financial markets, the pan-
icky pull-out itself being a prime cause? The short answer is, some of both. The
paper describes the double helix-like interaction of real and financial causes. It
then outlines a strategy of escape from crisis, including the reintroduction of
capital controls and creation of an Asia Fund.

Explanations are about the only thing not in short supply in the Asian crisis.
It would be entertaining to plot them on a matrix, with ‘actors’ on one axis and
‘actions’ on the other. Even a small sampling has to include:

« The govemments of the crisis-affected countries, individually and collec-
tively (corruption, collusion, nepotism, distorted markets, insufficient de-
mocracy, excessive democracy, ‘crony capitalism’, fixed exchange rate re-
gimes, implicit government guarantees to banks and big companies in their
foreign borrowing, premature capital account liberalization, lack of regional
co-operation).

+ Foreign banks (sloppy credit risk analysis, excessive confidence in currency
pegs, moral hazard behaviour, Panglossian values, panic).

* Domestic banks (ditto).

» Investors, domestic and foreign (ditto).

* Domestic firms (ditto, plus occult accounting, family control).

* The IMF (pressure for premature financial liberalization, moral hazard,
bailout conditionality of excessive austerity and excessive emphasis on
structural reforms.

* The US Treasury (pressure for premature financial liberalization, insuffi-
cient contribution to bailout funds).

149
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* The Japanese government (insufficient demand stimulus at home, insuffi-
cient contribution to bailout funds abroad).

* The Japanese economy (two-thirds of the Asian economy, in its seventh year
of stagnation and getting worse).

* ‘Globalization’, with its free floating responsibility.

This rich diversity reflects, in part, participants’ attempts to shift the blame on to
others. The main external actors blame national actors, governments blame out-
siders and national populations blame everyone but themselves. It also reflects
the fact that there is not one Asian crisis, but several countries with different
kinds of troubles and backgrounds to which different explanations may apply.

Beyond this, the diversity reflects deeper differences in beliefs about rational-
ity and markets. Those whose wider world view emphasizes rationality, self-
adjusting markets and market failure as exceptional except when governments
introduce distortions, see the Asian crisis as the result of rational calculations by
rational actors in a situation of market-distorting government interventions.
Thosewhose world view stresses nonrationality (or a differentkind of rationality
than that assumed by neoclassical theory), routine failure of well-working mar-
kets, and the need for government interventions to modify market outcomes, see
it as the result of nonrational calculations in under-regulated markets.

The debate about the causes has been less a debate than paradigms (‘parrot-
times’) talking past each other. Some hard testing is needed. The problem is
that even in one country several different explanations may contain truth and
even reinforce each other. But even allowing for country and time differences,
‘There are not eighteen good reasons for anything’, as George Stigler once said
(Lipton, 1998). This paper aims, modestly, not at the necessary hypothesis for-
mulation and testing but at an interpretative account. It gives prominence to the
nonrational elements as an offset to the tendency of economists to be much
more accepting of stories based on the assumption of rational calculation sim-
ply because they are more congruent with neoclassical theory. And unlike other
accounts, it encompasses both the crisis and the prolonged prior success.

SCALE OF THE CRISIS

Exchange rates and stock prices in East and Southeast Asia changed between
June 1997 and late March 1998. The three countries identified as the worst
affected — South Korea, Thailand and Indonesia — have had the biggest falls in
exchange rates, ranging from 36 per cent to 72 per cent. However, Malaysia
and the Philippines, generally regarded as having escaped lightly, have had
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exchange rate declines of not much less than Thailand and Korea. Adding the
fall in the stock market to the fall in the exchange rate to get a broader measure
of impact, we have to put Malaysia with the group of worst affected countries,
with the Philippines just behind. In short, the conventional understanding that
only Korea, Thailand and Indonesia have been badly affected is not true by
these measures — Malaysia and the Philippines have been hurt almost as much.
EvenJapan, Hong Kong and Singapore have taken substantial hits. Taiwan and
China look to be least affected.

AsofJuly 1998 it is clear that, except perhaps in the case of Korea, the crisis
was not yet in the clearing-up-after-the-storm stage. After a respite in early
1998, a second great wave of capital outflow occurred in May and June, and
forecasters resumed chasing the economies downhill. A recent report in the
South China Morning Post began, ‘A cocktail of negative factors is fast
unravelling Asian stock markets’ first-quarter gains and more losses may be in
store as further evidence emerges about the parlous condition of the region’s
economies’ (Lloyd-Smith, 1998). It is not an exaggeration to liken the Asian
crisis to the Great Depression of the 1930s in terms of the scale of the falls in
output and consumption and the increase in poverty and insecurity. Countries
have beenpushed back down the hierarchy of world income to where they were
ten years ago and more.? Meanwhile the international lenders have escaped
with at most small losses, disproving once again the adage, ‘If you owe the
bank $100 000 you have a problem, if you owe the bank $1 billion the bank has
a problem’.

THE HIGH DEBT: DEBT DEFLATION STORY

Most commentators agree that the sharp pull-out of funds by investors across
the region (domestic as well as foreign investors) was the trigger, and that the
pull-out was panicky. The whipsaw movement from capital inflows to capital
outflows was on a scale that could not but tear apart the social fabric of coun-
tries subjected to it, especially where political structures are only weakly insti-
tutionalized. Net private flows to or from the five Asian economies (the
ASEAN four plus South Korea) were plus $93 billion in 1996, turning to minus
$12 billion in 1997. The swing in one year of $105 billion (with most of the
outflow concentrated in the last quarter of 1997) equals 11 per cent of the com-
bined GDP of the five countries. Asia’s experience was worse even than Latin
America’s in the 1980s. The swing between 1981 inflows and 1982 outflows in
the three biggest debtors (Brazil, Mexico, Argentina) amounted to 8 per cent of
their combined GDP.
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An interpretative account has to explain why the inflows were so big, why
the outflows were so big and why the contraction of economic activity has
continued to be so sharp. It has to link the banking crisis, the currency crisis and
the corporate crisis, and the politics with the economics, without becoming so
luxuriant as to be obscure.

The Bank-Based High Debt Model

Thanks to relatively equal income distribution, the large majority of Asian
households are net savers (in contrast to Latin America). They deposit much of
their savings in banks. Banks have to lend, but not to households and not to
governments, which are not sizeable net borrowers. Banks have lent largely to
firms seeking to borrow in order to invest.

Large Asian firms have tended to finance a large proportion of their invest-
ment from bank borrowings, and to carry large amounts of debt relative to equity
compared to Western or Latin American firms.? High debt/equity ratios allowed
them to invest much more than through retained earnings or equity finance
alone, and high corporate investment helped to propel the region’s fast economic
development over several decades.

Corporate sectors with high levels of debt are vulnerable to shocks that
cause a fall in cash flow or an increase in fixed payment obligations — systemic
shocks such as a fall in aggregate demand, a rise in interest rates, or devaluation
of the currency (when part of the debt is foreign) (Wade and Veneroso, 1998).

This bank-based system of financial intermediation encourages close rela-
tions between bankers and corporate managers, and is sometimes called ‘rela-
tionship’ banking. The system often includes government incentives to lend to
particular sectors or functions. And it includes, importantly, a closed or par-
tially closed capital account, such that financial capital cannot move freely in
and out of the country. Local citizens and foreign residents are not permitted to
hold accounts with commercial banks abroad; banks are not allowed to extend
loans in foreign currencies in the domestic market; non-bank private corpora-
tions are not allowed to borrow abroad; foreigners cannot own shares listed by
national companies on domestic stock markets; national companies cannot sell
securities on international stock and bond markets; and foreign banks are re-
stricted in the domestic market. This apparatus buffers highly leveraged corpo-
rate sectors from systemic shocks and from the prudential limits of Western
banks, allowing them to sustain levels of investment well above what the risk
preferences of equity holders would allow. Very high domestic savings permit
the investment to be financed domestically.

At its most fully developed the bank-based high debt model becomes the
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developmental state. The developmental state was most fully developed in Ja-
pan (1955-73), Korea (1961-95) and Taiwan (1955—continuing) (Wade, 1990,
chapters 10-11). Amidst the current talk of the death throes of Asian crony
capitalism, it is worth recalling that Japan, Korea and Taiwan are the most suc-
cessful non-city-state developing countries since the Second World War. No
other countries have achieved such big gains in the average real wage or the
average real wage of the bottom 25 per cent. No other countries have risen so
far in their technological capacity. Japan takes out more patents in the US than
any other country bar the US itself. In recent years, Taiwan has taken out the 6"
largest number, Korea the 7* largest, ahead of the middle-ranking OECD coun-
tries like Italy, Ireland, Netherlands, Scandanavia (Patel and Pavitt, 1994, pp.
759-87; Wade, 1996a). No other developing countries come even close. (But
the environmental costs of the model have been very high.)

Singapore and Malaysia are closest to developmental states in Southeast
Asia; Indonesia is the furthest.

Financial Liberalization

Asian governments, encouraged by the IMF and the World Bank as well as by
national business élites, liberalized their financial systems through the 1990s,
including the external capital account.® Liberalization permitted domestic
agents to raise finance on foreign markets and gave foreign agents access to the
domestic financial market. Hence locals could open foreign bank accounts;
banks could extend credit in foreign currencies in the domestic markets; non-
bank financial institutions and private corporations could borrow abroad; for-
eigners could own shares listed by national companies on domestic stock mar-
kets; foreign banks could enjoy wider freedom of entry into the domestic bank-
ing sector; and offshore banks could borrow abroad and lend domestically (Is-
lam, 1998). All this took place in the context of a more-or-less fixed nominal
exchange rate regime, in which the domestic currency was either fixed to the
US dollar or moved in close correspondence with it.

The liberalization of capital movements removed the capacity for govern-
ments to coordinate foreign private borrowing. Those who demanded financial
liberalization acknowledged the need for pari passu strengthening of bank
regulation and supervision, but did not constrain their push for liberalization by
the pace of regulatory strengthening on the ground.

In Korea, the Kim Young Sam government of 1993 sharply accelerated the
process of financial liberalization, including, for the first time, substantially
opening the capital account. This was done to meet the conditions for joining
the OECD, a primary policy goal of the Kim government. It also happened
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because the big private firms had by this time high enough credit ratings in
international financial markets for them to borrow easily on their own account,
and they stopped wanting government support (Chang, Park and Yoo, 1998).

As part of the liberalization, the government licensed nine new merchant
banks in 1994 and 15 more in July 1996, in addition to the six that existed
before the 1993 liberalization. These inexperienced merchant banks drove the
explosive growth of Korea’s foreign debt. The debt rose from $44 billion in
1993 to $120 billion in September 1997, most of it private and roughly 65 per
cent of it short-term.’

The design of the liberalization programme itself encouraged short-term
foreign borrowing, because the application procedures for short-term borrow-
ing entailed much lower transaction costs than those for long-term borrowing
(Chang, Park and Yoo, 1998). Moreover, the govemment allowed non-bank
firms to borrow abroad on their own account without central coordination.
About a third of Korea’s total foreign debt is accounted for by these non-bank
firms. This borrowing was outside the scope of bank regulation and supervi-
sion, yet constituted foreign exchange liabilities for the central bank.

Across Southeast Asia, too, domestic enterprises became free to borrow
abroad on their own account with no more public supervision than in Korea.
Non-bank firms had an even higher proportion of total foreign borrowing than
in Korea: around 60 per cent in Malaysia and more in Indonesia (Bank for
International Settlements, 1998a). All this escaped bank regulation.

In Thailand, radical financial liberalization began in 1988 with the country’s
first fully civilian government, and intensified with the new civilian govern-
ment of 1992. It included opening to foreign borrowing and the creation of a
large number of new finance companies able to compete with the commercial
banks.® These developments gave politicians plenty of opportunities to raise
campaign finance. Political competition undermined any independent monitor-
ing or regulation by the central bank (see below).

In Indonesia, ‘the economy’s vulnerability to financial collapse can be
traced to the mid-1980s, when Indonesia opened the banking industry to com-
petition but never put modern bank regulations in place. “It’s as if the Govern-
ment had gotten rid of the policeman at every corner, but didn’t bother to put up
stop signs or lights”, suggested [an economist at the University of Indonesia].
“The traffic moved faster, but was prone to accidents’” (Passell, 1998, p. A10).

Liberalizing the financial sector and opening the capital account is danger-
ous when the banks are inexperienced and when non-banks also borrow abroad
(Wolf, 1998). It is doubly dangerous in the context of a bank-based financial
system and a high debt-to-equity corporate sector. It is triply dangerous when
the exchange rate is pegged. When, in addition, the banks and non-banks are
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essentially unsupervised, a banking-cum-currency crisis is just waiting to hap-
pen. In Asia, swift external financial liberalization with unsupervised banks
and fixed exchange rates undermined the previous system of industrial and
banking cooperation and exposed fragile debt structures to unbuffered shocks.

Inflows

The capital inflow side of the story starts with the extraordinary growth of in-
ternational capital flows in recent years, that now amount to well over 70 times
the volume of world trade. The flows are mostly short-term; 80 per cent of net
global foreign exchange transactions have a maturity date of seven days or less
(Eatwell [1997], p. 4). The growth of these flows reflects, in part, the efforts of
central banks in Europe and Japan to stimulate their economies by means of
loose monetary policy.

The growth also reflects the imbalance between savings and investment in
Japan. For many years the Japanese, the fastestageing population in the world,
have been saving hard for the approaching years of long retirement. (The aver-
age Japanese family saves more than 13 per cent of its income, the average
American family 4 per cent) (Schlesinger and Hamilton, 1998, p. Al). The
economy 1s mature, among the richest in the world, and not able productively
to utilize enough investment to absorb the savings. The result is an excess of
domestic savings over domestic investment that manifests itself in chronic cur-
rent account surpluses matched by capital exports (Wolf, 1998b).

Inthedecade 1985 to 1995 the yen appreciated hugely against the US dollar,
from about 238 to 80. East and Southeast Asian currencies, linked to the dollar,
depreciated against the yen. Real exchange rates moved similarly. At the depre-
ciated exchange rates, East and Southeast Asia provided much more competi-
tive production sites. Japanese capital flooded out to Asia, much of it in export-
oriented production aimed at the US. Capital from other core economies joined
in. With such high rates of investment, much of it in tradeables, the economies
grew at speeds rarely equalied in human history. Thailand had about the highest
growth rate in the world in 1985-1994.

Japan’s imbalance between saving and investment grew after the early
1990s because of the bursting of the property, stock market and currency
bubbles. Japanese banks found themselves with many bad loans. Banks near to
insolvency tend to take big risks unless they are recapitalized, merged or forced
into bankruptcy. Rather than follow one or other of these solutions the Japanese
government decided to allow them to write off the bad loans gradually (to
‘trade through’), giving them extra profits via a low bank rate and tax-avoiding
declarations of losses.” Meanwhile the voracious Japanese appetite for savings
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continued, the savings going mostly into the banks. The banks had to lend. The
‘near to insolvency — high risks’ pressure therefore continued.

Japanese banks aggressively sought high retumns from foreign lending,
much of it in risky loans to Southeast Asia. They found themselves able to
borrow both domestically and abroad at low rates. They lent short-term to
Southeast Asian banks and firms at appreciably higher rates, confident that
Southeast Asian currencies would remain pegged to the US dollar. They
thereby earned both an interest gain and (as the yen depreciated against the US
dollar after 1995) a currency gain. European banks also lent heavily, especially
after the flight from Mexico in the wake of the Mexican crisis of 1994-95. By
mid-1997 European banks accounted for the largest share of the region’s exter-
nal bank debt, with 39 per cent. Next came Japanese banks, with 33 per cent.?

On the demand side, banks and firms in Korea and Southeast Asia rushed to
borrow abroad. Borrowing abroad at roughly halfthe cost of borrowing domes-
tically and on-lending domestically seemed to be a one-way bet. You could
only win. The proviso was that the currency peg to the US dollar be maintained,
precluding exchange rate risk. (The higher credit-rated banks and enterprises of
Korea not only borrowed abroad and lent domestically, they also on-lent to
Southeast Asia.)

At the same time, capital flowed in to accommodate the excess of invest-
ment over savings. Gross domestic investment was even higher than gross do-
mestic savings, itself about the highest in the world at well over one-third of
GDP.

In short, the inflows were driven both by the need to accommodate the ex-
cess of investment over savings (manifested in current account deficits, see
below), and by the opportunity, thanks to capital account opening, for foreign
creditors to get higher returns and domestic borrowers to borrow more cheaply.
They were also driven by the image of ‘miracle Asia’. Nobody was paying
much attention to the growing imbalances in the banking systems or to other
risk factors.’

The inflows put upward pressure on the exchange rate. The attention of the
monetary authorities and of speculators and investors was on the chances of
preventing appreciation of the nominal exchange rate. Nobody was thinking
depreciation. Nobody was hedging against a currency sell off.

Real Vulnerabilities

The proximate source of real economy vulnerability was the deterioration in
the current account in all the affected countries, especially in 1995 and 1996.
The deficits for 1996 ranged from 3.5 per cent of GDP for Indonesia to 8 per
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cent for Thailand. The most rapid increase occurred in Korea, which went from
1 per cent in 1993-95 to 5 per cent in 1996.

Falling export growth was the main cause of the rising deficits. This re-
flected, first, a fall in demand for some of the main exports, notably semicon-
ductors in the case of Korea (semiconductors being Korea’s biggest single ex-
port item). Falling export growth reflected, secondly, declining competitive-
ness as a result of domestic costs rising faster than productivity. Capital inflows
combined with the currency peg caused appreciation of the domestic currency.
The real exchange rate appreciated in all five of the most affected countries in
1995-96, choking exports (Kaplinsky, 1998).

Thirdly, the nominal exchange rate rose sharply against the yen from spring
1995 onwards, as the yen fell against the dollar (from a peak of 80 in 1995 to
147 in June 1998). Investments that had been competitive at the earlier ex-
change rate were now less competitive, especially against Japan and China.
Much investment now looked to be ‘excessive’. Fourthly, the terms of trade
(export prices over import prices) were trending downwards, due especially to
competition from China. Fifthly, China gobbled up export markets in the US
and Japan over the 1990s, raising its overall share of US merchandise imports
from 3 per cent in 1990 to 6 per cent in 1994, and its share of Japanese mer-
chandise imports from 5 per cent to 10 per cent. Its share of US footwear im-
ports rose from 16 per cent to 45 per cent in the same years; its share of Japa-
nese clothing imports rose from 28 per cent to 54 per cent (Kaplinsky, 1998).

As investment surged throughout the region, much of it into a narrow range
of sectors, productivity and profits began to suffer. At the margin, companies
put more and more investment into non-tradeable speculative ventures, includ-
ing property and land. Thailand, Malaysia and Indonesia all experienced specu-
lative property balloons inflated by foreign finance. The borrowers received
returns in local currency and had to repay in foreign currency. They began to
accumulate a massive currency mismatch.

In terms of their structural position in the world economy, the Southeast
Asian economies have been much more dependent on foreign expertise and
foreign capital than were the East Asian economies at the same average income
level. The prospects of them following the East Asian trajectory were always
much more uncertain. They have remained in a subcontractor role. They have
seriously under-invested in education, resulting in secondary school enrol-

ments in Thailand and Indonesia half or less than half those of Korea and Tai-
wan atthe same per capita income level. They suffer serious infrastructure con-
gestion. These endowment problems, combined with Chinese competition
from below and Korean, Taiwanese, Japanese and European competition from
above, have pinned them in a medium technology trap.
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The advent of democratically-elected civilian governments in Thailand and
Korea added to their vulnerabilities. In Thailand this began in the late 1980s with
the first democratically-elected government, and intensified under the next civil-
ian government of 1992.'° These governments began to undermine the previ-
ously high level of autonomy and competence of the economic technocracy.
Their constituency lay predominently in rural areas well away from Bangkok.
Candidates who purchased votes to win parliamentary elections ran up huge ob-
ligations. The successful candidates, eyes on their war chests, set about capturing
income and power in the state bureaucracy. The first civilian government was
popularly known as ‘the buffet cabinet’ in tribute to its appetite for money. ‘To
them, and more importantly, to their constituents, the public treasury is a milch
cow, and the MPs’ central chore is to milk that cow and bring the milk back home
to their constituents’ (Siamwalla, 1998; see also Doner and Ramsay, 1998,
Emmerson, 1998). The finance ministry and the central bank, whose indepen-
dence and technocratic excellence had helped previous military governments
maintain macroeconomic stability, came under their sway. Political appointees
went into senior positions and corrupted decisions about economic policy.

In Korea, the first democratically-elected civilian government, under Presi-
dent Kim Young Sam, came to power in 1993 committed to far-reaching liber-
alization. It abolished the investment coordination superministry (the Eco-
nomic Planning Board), merging it with the Ministry of Finance. At the same
time it allowed some of the chaebol to become closer to, more personally in-
volved with, the regime than had its military predecessors since the beginning
of the 1960s.

Problems were also building up in Korea’s corporate sector. A series of
bankruptcies occurred in 1997 that contributed to the November 1997 crash
(Mathews, 1998). The bankruptcies were concentrated in the middle-ranking
chaebol rather than among the biggest. The middle-ranking ones had over the
1990s borrowed the most relative to their equity in order to grow and diversify
as fast as possible, seeking to catch up with the leaders. They were able to
borrow so much because company accounting practices allowed them to cross-
guarantee the debts of one affiliate with promises from other affiliates instead
of presenting stand-alone business investment projects independently collater-
alized. The practice of cross-guarantees between the affiliates of a chaebol ex-
posed the whole conglomerate to the default of one of the components. The
middle-ranking chaebol were also allowed to borrow so much because they
bribed the relevant bankers and politicians; and because international banks
based in Japan, Europe and the US practically begged them to take the money.

The bankruptcies in Korearevealed serious shortcomings in several institu-
tions, including irregular supervision of the banks, feeble supervision of com-
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pany accounting practices, and growing dishonesty among public officials.
Above all, they illustrated how the chaebol dominated the economy,
marginalizing small and medium enterprises and robbing Korea of an equiva-
lent to Taiwan’s swarms of small, nimble, niche-seeking firms. Indeed, some of
the IMF’s conditions on such matters as corporate governance — matters that
seemed a long way from the solutions to the immediate crisis — were inserted
with the encouragement of Korean Ministry of Finance officials, who saw the
crisis as a golden opportunity to force through structural changes which they
had long wanted but which had been blocked in the Korean political process
(Mathews, 1998).

Over and above the condition of each country was the fact that they were
fairly highly integrated (roughly half of total trade was intra-regional) and
moving cyclically rather than countercyclically. Had they been less integrated
or less cyclical, the regional multiplier effects would have been much smaller.
(Taiwan has survived relatively unscathed partly because it had had its boom
and bust in the early 1990s. By the time this crisis hit the region, Taiwan’s
banks were in relatively good shape) (Wade and Veneroso, 1998). The third
vital element in the regional picture, after integration and cyclicality, was the
stagnation of Japan; that accounts for two-thirds of the East and Southeast
Asian economy.

In short, the vulnerability of the real economy in Asia did increase in the few
years before the crisis. Price and investment trends led to growing current ac-
count deficits. Also, at least in Thailand and Korea, new civilian democratic
regimes corrupted the central policy-making technocracy and lost focus on na-
tional economic policies. Government-bank-firm collaboration came to be
steered more by the narrow and short-term interests of shifting coalitions. Their
experience is bad news for the proposition that more competitive politics yield
better policies.

Outflows

Granted that the whipsaw movement of capital inflows and outflows is the
main proximate cause of the crisis, could it have happened without serious
vulnerabilities in the real economy? Almost certainly, yes. We know from his-
tory that financial crises can occur in the absence of ex ante signs of rising
vulnerability (though any self-respecting analyst can find vulnerabilities ex
post). Indeed, when times are good and demand is fast growing, firms tend to
assign increased weight to past positive experience and reduce the probability
of loss associated with some of their investment projects. They may cut back
their cushion of safety (probable cash flow minus probable fixed payments)
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and thereby become more vulnerable to a downturn (Kregel, 1998). This is
how, paradoxically, the passage from a sound to a fragile to an unstable finan-
cial system can occur even faster after a period of good times than after a period
of uncertain times.

Also, we know that bankers and money managers tend to exhibit herd-like
behaviour based on the incentive that any individual banker or individual bank
will be faulted by management or shareholders for missing out on business that
others are getting, but will not be faulted for making losses when everyone else
is making losses. The effect is compounded by information cascade, such that
the entry (exit) of one prominent actor is interpreted by other actors to signal
that the situation is better (worse) thanthey thought. They then enter or exit for
reasons related not to their own independent assessment of risk and reward but
to their presumption that the first actor knows something they do not.

The fall in export growth and rising current account deficits by 1995 and
1996 made for mild concern among international banks and money managers,
especially about Thailand. But doubts were held at bay by the continuing fast
growth and the image of miracle Asia. Then the outlook for speculators and
investors in the European and US markets improved in 1997. Interest rates
looked set to rise, presenting lenders with opportunities for higher risk-adjusted
returns than they had had before. Equity markets soared (Rude, 1998). In Japan,
on the other hand, the outlook turned for the worse in the second quarter of 1997.
In early May 1997, Japanese officials, concerned about the decline of the yen,
hinted that they might raise interest rates. The threat never materialized. But the
combination of the threat of a rise in Japanese interest rates in order to defend
the yen, plus the worries that were circulating about Thailand’s currency, plus
the brighter opportunities in the US and Europe, raised fears among commercial
bankers, investment bankers and others about the safety of big investment posi-
tions throughout the region that were predicated on currency stability.

The Asian crisis proper began as a huge liquidity crisis in Thailand. First the
Thai property and stock market bubbles burst in 1995 and 1996 respectively.
The property market is a market where small withdrawals can have a big effect
on prices and leave the banking system in the sort of danger that makes deposi-
tors withdraw their money. The property market crash ripped through the
whole financial sector and on into the foreign exchange market as foreign in-
vestors saw that a devaluation would render domestic borrowers less able to
meet the now more expensive debt service charges on their short-term foreign
loans. With a baht devaluation in sight (a breaking of the peg), companies in
Thailand, both foreign and domestic, tried to sell their baht for dollars. Foreign
banks realized they had large short-term foreign exchange loans to Thai bor-
rowers that were unhedged and perhaps uncovered by Thai reserves. Knowing
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that th; profitability of their loans depended on the currency peg they raced for
the e?(lts gt the first signs that the peg might not hold. There were runs on the
baht in mid-1996 and again in early 1997. The Thai central bank bought baht to
prevent the price fall, but eventually gaveup asreserves fell to dangerously low
levels. It also resorted secretly to borrowing abroad and including the borrowed
funds in its officially declared reserves (Wade, 1998c).

With reserves running out, the baht was floated in early July 1997, and sank
The IMF entered Thailand in August 1997 with a support package z’md condi-.
tionality measures that included the freezing of many finance companies. This
was the start of what Jeffrey Sachs has called the IMF’s screaming fire in the
theat.re (Sachs, 1998). The freezing of finance companies sent uninsured deposi-
tors mtq a pgnic. Later the IMF imposed the closure of some domestic banks in
Indon.esm with the same result (inevitable where deposits are uninsured).

- Taiwan’s small (12 per cent) devaluation in October, despite its towering for-
eign exchange reserves, acted as a firebridge from Southeast to East Asia. After
Taiwan’s unexpected devaluation the Hong Kong dollar and the Korean won
suddeply looked set for a catch-up devaluation. As holders of these currencies
to‘o,. tried to pull out the crisis grew from a ‘Southeast Asian’ crisis to an ‘Asian’
crisis’. Between October and December, Japanese, US and European bankers
demanded full repayment of interest and principal from their Korean borrowers
as short-term loans became due, and the Korean government had no option but to
turn to thg IMF. The IMF and the Korean government signed a $57 billion rescue
package in early December. In mid-December the Koreans revealed that their
short-term debt was nearly double what they had said just the previous week_ at
$95 billion. The gap between $95 billion and $57 billion left scarcely a dry p’air
of pants in the official community on either side of the Pacific.

A very big rescue package at this point could have stopped the crisis from
spreading. Better information about bank and corporate balance sheets might
also have checked the panic by enabling investors to discriminate between
good and bad assets.

'Instead, the perception shifted from ‘miracle Asia’ to ‘Asian crony state capi-
tallsm’ almost overnight. ‘Crony capitalism’, originally coined by activists in the
anti-Marcos struggle in the Philippines, was now appropriated to convey a told-
you-so moral about the dangers of government intervention (Emmerson, 1998).

Debt Deflation and Import Inflation

Once floated, the currencies fell in vicious iteration with domestic bankruptcies
(which no amount of developmental state socializing of risk could avoid). As
foreign banks that had been routinely rolling over their short-term loans began
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to demand repayment of not only the interest but also the whole of the princi-
pal, highly leveraged firms found their cash flow insufficient to cover their now
much higher payment obligations. They started to reduce their cash outflows
by delaying payments to suppliers, cutting back on expenditure, raising cash by
selling inventories at cut-rate prices, selling assets at whatever they could fetch,
and firing employees. In Korea and Southeast Asia the proportion of techni-
cally insolvent large companies (unable to pay interest charges out of net cash
flow) was expected to jump between 1997 and 1998 from 21 per cent to 32 per
cent in Korea; Malaysia, from 11 per cent to 19 per cent; Indonesia, 16 per cent
to 46 per cent; the Philippines, 11 per cent to 18 per cent.!! The calculations
date from February 1998. More recent ones would show higher figures for
1998. The tragedy is that many of these insolvent companies were well man-
aged and profitable in competitive markets.

The process fed through from firms to banks as banks wrote off loans and
wrote down assets. Their calling in of loans put pressure on their borrowers,
and those that went bankrupt put pressure on their depositors. The financial
economy and the real economy dragged each other down.

This is ‘debt deflation’, akin to the Great Depression of the 1930s (Kregel,
1998; Wade and Veneroso, 1998; Wade, 1998b). Debt deflation is a downward
pressure on prices of both products and of assets at a time when investment
demand is falling, resulting in a rising real value of debt. It is given a vicious
twist in Asia by the steep rise in the price of imports, including intermediate
goods and medicines. Asia is now caught in the slow, painful unfolding of debt
deflation with import inflation. It is all the worse because of Asia’s high debt/
equity ratios, that impart a bigger multiplier effect to a given reduction in de-
mand and cash flow. This is how, in the chaos theory metaphor, the butterfly
that flapped its wings in Thailand caused a hurricane across Asia.

The IMFE’s Role

The IMF’s interventions in Thailand, Indonesia and Korea (and informally,
without funding, in Malaysia) have made things worse than need be, according
to this story. Misdiagnosing the problem as a macroeconomic balance of pay-
ments problem (the type of problem it is used to dealing with) rather than as a
microeconomic debt deflation problem, and as a crisis of excess consumption
rather than excess investment, it insisted on a domestic austerity package and
on fundamental structural reforms in return for bailout funds." It justified big
increases in real interest rates on the grounds that high rates would give incen-
tives for domestic capital to stay at home and foreign lenders to resume lend-
ing, which would boost the currency. The currency boost would both make it
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easier for domestic firms to repay their foreign debts and check the dangers of
competitive, 1930s-style devaluations. It insisted upon far-reaching structural
reforms, because, as First Deputy Managing Director of the IMF Stanley
Fischer says, ‘The faster [the underlying structural problems in the financial
and corporate sectors are dealt with], the shorter the period of pain, and the
sooner the return to growth’ (Fischer, 1998; see also Stiglitz, 1998b).

This was the theory. In practice the increase in real interest rates combined
with other elements of the austerity package (tax increases, cuts in government
expenditure) only depressed firms’ cash flow and raised their fixed payment
obligations, tipping more and more into insolvency, accelerating the outflows
and reducing the inflows. In prioritizing the return of capital flows the Fund
forgot that private capital flows are cyclical rather than countercyclical. When
a whole economy is sinking and instability abounds, foreign capital will not
return whatever the interest rate. Certainly the high real interest rates did not
have the effect of reversing the currency falls in Asia. And the Cross-country
evidence shows no clear relationship between the level of real interest rates and
changes in the exchange rate (Stiglitz, 1998a).

A sharp dose of austerity may make sense for a Latin American-style exces-
sive consumption crisis. But the Asian crisis was related to excessive invest-
ment (much of it in non-tradeables), not excessive consumption. IMF demand
compression worsened already existing problems of excessive capacity.

Similarly, being required to undertake fundamental structural reforms at the
height of the crisis worsened confidence, reinforcing the ‘cronyism-failure’
gestalt. Requiring a sharp rise in bank capital adequacy standards in the midst
of the crisis caused a cut in credit, a rise in nonperforming loans and further
bankruptcies. The Asian experience confirms that the middle of a liquidity cri-
sis is a bad time to make radical financial reforms.

These various policy mistakes help to explain why the crisis has been so
protracted. Their effects are compounded by the high debt/equity ratios of the
corporate and financial systems, by the relatively high level of regional integra-
tion, the synchronous movement of all the regional economies except Talwan
and by Japan’s stagnation. Mexico in 1994 recovered relatively quickly by ex-
porting to the giant in the north, whose political structure was sufficiently insti-
tutionalized to accommodate a $20 billion swing in trade balances in one year.
Had Japan been expanding it might have played a similar role as the US to
Mexico. Fears of further falls in the Japanese yen (even after the steep fall of
June 1998 to 147 yen to the US dollar) add to the continuing reluctance to invest
and raise fears of competitive devaluations, notably in China and Hong Kong.
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THE FUTURE

As of July 1998 governments of the region are beginning to follow an expan-
sionary policy, lowering real interest rates, expanding the monetary base and
running bigger fiscal deficits. This represents a considerable change of direc-
tion. " It sets aside the central bank orthodoxy that has dominated the discus-
sion, according to which very low inflation, restrained demand and high real
interest rates are the top priorities. Governments now have to channel credit
into export industries, generate an export boom taking advantage of exchange
rates and let the profits therefrom reinforce inflationary expectations in
reflating domestic demand. Hopefully inventory depletion will be followed by
a bounceback in demand.

Governments may have to reintroduce some form of cross-border capital
controls for this strategy to be viable. Indeed, it is not obvious why Asia needs
to draw capital from the rest of the world (except in the form of foreign direct
investment, a small proportion of the total). Its savings are more than enough to
support the volume of investment that is productive and profitable without be-
ing speculative. Of course, the reintroduction of some forms of capital controls
in Asia would be a major setback in the current Big Push for liberalization of
capital movements world-wide, and would be fiercely resisted by Western fi-
nancial interests.'* If capital controls are not re-established the exchange rate
must float. The Asian crisis shows only too clearly the dangers of free capital
movements and fixed rates.

The escape from crisis could be much accelerated through regional co-op-
eration between the governments and their central banks. The lack of deliber-
ately concerted regional expansion is one of the most striking features of the
whole story. The region has the means to solve the crisis if only it could put
them to work: some $700 billion of foreign exchange reserves between China,
Hong Kong, Taiwan and Japan, growing current account surpluses in the cri-
sis-affected countries (even if due more to import compression than export
expansion), net creditor positions in terms of foreign asset ownership, and
huge savings.

These endowments could easily provide the basis for an Asia Fund. The
Fund would help member countries in replenishing reserves as soon as signs of
distress become obvious, thereby reducing the chance of investor pull-out. It
would be designed to be quick disbursing and lightly conditional. Even the first
moves towards an Asia Fund might trigger a shift of image from ‘failure’ to
‘recovery’ and send Western capital racing to take positions before prices rise —
especially if Western stock markets fall from current valuations that are, in the
US case, twice the previous historic highs.'s
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The main obstacle is political. Japan’s proposal for an Asia Fund, made in
mid-1997, was shot down by the US Treasury, which wanted any such thing to
be within the IMF. Japan has since exercised negligible leadership, and remains
paralysed by the power struggle between big manufacturers, wanting a weak
yen, and banks, wanting a strong yen. China has shown a moderate amount of
leadership, and emerges from the crisis with its reputation enhanced relative to
Japan’s. But it is the US Treasury under Secretary Rubin and Under Secretary
Summers that has been shaping the overall strategy, both directly and indirectly
via the IMF.'® The US emerges from the crisis with much greater power in the
region than it had before. And the US does not want an Asian initiative that
would exclude it from a central role.”” Nor does China want a Japanese-led fund.

Until Asian governments — very much including the Japanese government —
adopt expansionary policies, take control of short-term capital movements and
co-operate within the region, the crisis is likely to drag on and on, like water
torture, bringing poverty and insecurity to hundreds of millions of people and
turning parts of Asia into a dependency of the IMF and its number one share-
holder.

CONCLUSION

‘Real’ or ‘financial’ causes? Rational behaviour, boundedly rational, or
nonrational? Individually rational, collectively nonrational, socially subopti-
mal? Specific and exceptional market failure or well-working markets produc-
ing massive economic, political and social failures (as in ‘the operation was a
success but the patient died’)?

The capital inflows were a function of capital account opening, fixed ex-
change rates, bank supervision inadequate for an internationalized system, de-
preciation of domestic currencies against the yen (because linked to the falling
dollar), and higher returns to financial assets in Asia thanin the US and Europe.
The outflows were a function of capital account opening, appreciation of do-
mestic currencies against the yen after spring 1995 (because linked to the rising
dollar), falling export growth and rising current account deficits, the combina-
tion of the last two giving rise to fears of devaluation.

The causation also has another strand relating to herding behaviour, infor-
mation cascades and the like, that link individual rationality with collective
nonrationality or suboptimality. What is striking about the Asian crisis is the
abrupt shitt of confidence from ‘miracle Asia’ to ‘crony Asia’ — a ‘gestalt shift’
in the language of cognitive psychology. In the famous drawing of a vase or a
pair of inturned faces we see either one or the other, not some of one and some
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of the other, and the shift takes place instantaneously, not by degrees. This is a
long way from the idea of rational, weighing-up-risks-and-rewards calculation.

The notion of gestalt shift lends support to the ‘panic’ story — that the crisis
was caused in large part by speculator and investor pull-out from economies
that but for the pull-out would have remained viable enough to generate returns
within the normal range. The panic, in other words, was not simply the ‘trigger’
or messenger of a crisis. The panic was a primary cause.

This line of argument suggests that had the massive outflow not occurred in
Thailand or had it been reversed in a matter of a couple of months, the Asian
crisis would not have happened. One can see several turning points where
things might have gone differently. The inflows would have been less large had
the countries not opened up the capital account earlier in the 1990s. The Japa-
nese economy might still have been expanding had the Japanese government
not made a colossal macro error in the spring of 1997 of raising taxes as the
economy was slowing. Had the Japanese government in August 1997 matched
its pledge to play a big role in promoting financial stability in the region with a
contribution to the Thai bailout of $10 billion rather than $4 billion, confidence
might have been restored; this might also have been the case had the US Con-
gress not declined to provide more funds to the IMF in November 1997 be-
cause of a dispute about an abortion-related amendment to the country’s for-
eign aid programme. It took an unlikely conjuncture of these and several other
events that might easily have been different to produce a crisis on anything like
this scale. In this sense the crisis was under-determined.'® This is to make the
contrast with interpretations that stress major vulnerabilities in the real
economy as the causes, according to which the crisis was over-determined — a
major crisis was bound to happen and any of many events could have triggered
it. The real economy trends, notably falling export growth and widening cur-
rent account deficits, were amplifiers, not prime causes."

China stands as a case in point. It has many characteristics of the crisis coun-
tries, pre-crisis, only more so: great dynamism and huge structural problems.
Its banking system is in worse shape than Thailand’s or Korea’s before the
crisis. Its escape from a direct hit reflects its closed capital account, implicit
government guarantee of deposits and big foreign exchange reserves.

Thissameline of argument throws doubt on the popular moral hazard argu-
ment for why the inflows were so big. It says that lenders lent appreciably more
than otherwise because they believed they would be covered by implicit gov-
ernment or IMF guarantees. But the hypothesis is advanced without evidence
that, for example, lenders lent more to companies, banks, sectors and countries
where there was a stronger ex ante presumption of bailout. It is equally plau-
sible that lenders were paying no attention to downside risks, being carried
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along by the gestalt of miracle Asia and the incentives for herd behaviour. (Life
insurance policies are not normally blamed for suicides.)

Much the same point applies to the popular ‘lack of transparency’ hypoth-
esis about the size of the inflows: that lenders lent more than they would have
had they been better informed about balance sheets, foreign exchange reserves
and foreign debts. In fact, plenty of relevant information was publicly avail-
able; for example, the Bank for International Settlement’s commentaries from
early 1995 onwards stressed the build-up of short-term foreign debt (1996a, p.
5; 1996b, p. 141). But investors were not reading — until after the crisis hit, at
which point they refocused from macro indicators towards the micro indicators
of debt maturity structures and the like that they could have been tracking all
the while had they a mind to. On the other hand, lack of transparency may have
asignificantrole in explaining the magnitude of the panic, and hence the size of
the outflows, for the reason given earlier.

The IMF argues that its far-reaching conditions for austerity and institu-
tional reform boosted confidence as investors saw the governments taking firm
action to repair the underlying vulnerabilities. The gestalt shift argument says,
in contrast, that the news that a country was negotiating conditionalities with
the IMF aggravated the loss of confidence, prompting a bigger rush for the
exits; as did the signal that far-reaching institutional reforms were essential for
growth to be restored.

The latter argument raises an interesting question of causality. IMF critics
have pointed out that no sizeable changes occurred in indicators of national
institutional strength in the last year or two before the crisis, and go on to ask
how, given this, institutional factors could be assigned a large role. (For ex-
ample, the ratio of short-term to total debt had been constant since 1993, and
not so much above the rising Latin American average.) But weaknesses such as
lack of bankruptcy codes and creditor rights may exist for years without caus-
ing difficulties provided growth remains high. Once growth falters these same
constant weaknesses may help to bring on a crisis and hinder the resumption of
growth. The question remains, however, whether the Fund should have insisted
on such reforms in the middle of a liquidity crisis.

However the explanation is parsed, capital account opening is central. [t
exposed domestic financial structures — that had been strong enough to allocate
huge domestic savings to generally productive and profitable investments over
many years — to unbearable strain (Wade, 1990). Yet the IMF and the US and
UK Treasuries now insist that the crisis demonstrates the importance of liberal-
izing the capital account even more — though in an ‘orderly’ way. Orderly
means with a proper regulatory and supervisory regime in place. The way to
create that regime, they say, is to bring in foreign banks and financial services
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firms to operate in the domestic market. They will demand an effective regime
and help to supply the skills to operate it with. In return, they will require free-
dom to enter and exit as they wish, and national treatment (parity with domestic
firms, or better).

Even with a sizeable sector of foreign financial firms, developing an effec-
tive regime will take many years. And duration aside, regulation according to
whose norms? The norms of a capital-market-based Anglo-American system
are very different from those of a bank-based Asian system. The latter reflect
the functioning of a system that allows firms to carry much higher levels of
debt than consistent with Anglo-American prudential limits. The system has
powerful developmental advantages as well as higher risks of financial insta-
bility. And it also seems to be a response to very high levels of household sav-
ings that are deposited in banks. A regulatory regime based on Anglo-American
norms of prudent debt/equity ratios will probably not work in these conditions.

The idea that the way to avoid more Asian-style crises is to integrate na-
tional economies even more fully into world capital markets is implausible. As
Dani Rodrik remarks,

Thailand and Indonesia would have been far better off restricting borrowing
from abroad instead of encouraging it. Korea might just have avoided a run on
its reserves if controls on short-term borrowing had kept its short-term exposure
to foreign banks, say, at 30 percent rather than 70 percent of its liabilities. On the
other hand, which of the recent blowups in international financial markets could
the absence of capital controls conceivably have prevented? (Rodrik, 1998; see
also Bhagwati, 1998)

There is little empirical evidence that capital account opening improves economic
performance (Stiglitz, 1998b; Rodrik, 1998; Bhagwati, 1998; Quinn, 1997.)A .

The greatest concern about capital account convertibility, howcver? is that 1t
brings economic policy in developing countries even more under the influence
of international capital markets — the influence of a small number of country
analysts and fund managers in New York, London, Frankfurt and Tokyo. Even
if it were the case that free capital movements do lead to efficiency in the allo-
cation of capital and as such do maximize the returns to capital \vorldiwidg,
governments have much more than the interests of the owners of capital in
view — or ought to have. They want to maximize the returns to igbqur, to.cmrc-
preneurship and to technical progress, and to maximize them wnhm their own
territory rather than somewhere else; they want to provide publlg goods that
contribute to the good life. Only blind faith in the virtues of capital mark'ets
could lead one to think that maximizing the returns to capital and promoting
development goals generally coincide.
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At the least we should insist on a linguistic convention. ‘Investor’ should be
used only for someone who allows his money to be used for the production of
goods and services in return for a share in the proceeds, including the purchase
of new shares. Someone who buys financial assets in secondary markets in the
expectation of subsequently selling them at a profit due to exchange rate shifts
or asset price shifts related not to dividend flows but to the number of buyers
and sellers is properly called a ‘speculator’. The distinction helps to avoid as-
suming that what is good for speculation is also good for investment.

NOTES

1. This paper builds on Robert Wade and Frank Vencroso, ‘The Asian crisis: The High Debt
Model vs. the Wall Street-Treasury-IMF Complex’, in New Left Review, no. 228, Mar.—Apr.,
1998, and Robert Wade, ‘The Asian Debt-and-Development Crisis of 1997-?: Causes and
Consequences’, in World Development, Aug. 1998, to which the reader is referred for more
references. The paper benefits from conversations with Nesli Basgoz, Keith Besanson,
Jagdish Bhagwati, Manfred Bienefeld, Donald Brash, Robert Brenner, Leonardo Burlamaqui,
Alessandra Casella, Ha-Joon Chang, Richard Doner, Ronald Dore, Barry Eichengreen, Peter
Garber, Jan Kregel, Stephan Haggard, Barry Herman, Michael Lipton, Arvid Lukauskes, my
ad hoc rescarch assistant Robert K. Merton, Percy Mistry, Kevin Muchring, Loren Ross, Eric
Wanner, David Weiman and especially Frank Vencroso.

2. Per capita income measurcd at current exchange rates.

3. Sec Wade and Veneroso, 1998, for discussion of the problems of the empirical evidence on
debt/equity ratios. Among other problems, the evidence I have seen includes only long-term
debt, and in the case of conglomerates it docs not properly consolidate debt so as to account
for the practice of one affiliatc borrowing to buy quasi-cquity in another affiliate, thercby
spuriously lowering the second one’s debt/equity ratio. Evidence on the size of bank interme-
diation suggests that the ratio of credit to GDP in Asia in 1990-96 ranged from 207 per cent in
Japan down to 114 per cent in Singaporc (with Hong Kong, Thailand, Malaysia and Korca in
between, but Indonesia and Philippines around 63-65 per cent). Colombia, Brazil, Mcxico
and Argentina ranged from 42 per cent to 18 per cent, with Chile at 70 per cent. The US figure
was 58 per cent. Source is Goldman Sachs, claborated in Pomerleano, 1998.

4. Japan resisted the push for financial liberalization in developing countrics. Its conflicts with

the World Bank and the IMF on this matter in the Asian context gave the impetus to the World
Bank'’s The East Asian Miracle study (Wade, 1996b).

5. Bank for International Scttlements, 1998. Korca’s figure fell from 68 per cent at end 1996 to

63 per cent at end 1997. Indonesia’s figurces for the same yecars were 62 per cent and 61 per
cent, Thailand’s 65 per cent and 66 per cent. These figures arc for lending to the country by
forcign banks, where ‘to the country’ means to any cntity in the country, including subsidiar-
ics of foreign firms. The World Bank’s figurcs on total debt and short-term debt in Global
Development Finance tend to be appreciably different from the BIS figures. The BIS uscs
creditor statistics (from the loan-cxtending banks), the World Bank uscs debtor statistics
(from the debtor governments). The BIS figurces cover only bank lending, the Bank also cov-
crs non-bank, specifically government or public loans. Yet the Bank’s figurcs arc often
smaller. The differences reflect first, the poorer quality of debtor statistics (therc arc many
morc debtors than creditors, and debtor banks are less well supervised) and secondly, differ-
ences in mcthodology (on such things as trcatment of subsidiarics of banks and non-banks,
and the cntitics whose debts are to be included in cxternal debt — all residents, including
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subsidiarics of forcign companics, or only nationally-owned debt, including debt of foreign
subsidiarics of domestic firms).

In March 1993 the Bank of Thailand opened the Bangkok International Banking Facility
(BIBF), intending to make Thailand a regional financial hub. In practice it mostly intermedi-
ated between Thai borrowers and foreign lenders, all in forcign currency (Siamwalla, 1998).
The opprobrium now directed atthe Japancse government for not moving carlier to clean up
the banking system conceals the point that as of 1996, before the wider crisis, the trading
through strategy scemed to be working tolerably well compared to the likely alternatives. And
it ignores the point that the US government waited from 1984 to 1988 before it developed a
comprchensive wind-up rescue plan with public money to clecan up the Savings and Loan
crisis. The US’s disregard of the wider impacts of its macrocconomic policy choices (as in the
Volker intcrest rate hike, undertaken with no thought to its impact on Latin America, and its
reluctance to contribute to the Bretton Woods institutions and the UN) doces not qualify it to be
sclf-rightcous about Japan’s choices. On alternative methods of debt workouts sec Wade and
Veneroso, 1998.

(The Economist, 1998, p. 42). The Asian countries in the calculation include South Korca,
China, Indonesia, Thailand, Taiwan, Malaysia and the Philippincs. US banks accounted for
only 8 per cent of external bank debt as of the end of June 1997. However, derivatives compli-
cate the picturc. American banks hold a large amount of derivatives contracts with Asian
cntitics, probably more than other banks. For example, J.P. Morgan, which probably has the
most at stakc of the American banks, had $116 billion total credit risk from derivatives at the
end of 1997. A loss of one-tenth of that amount would wipe out its equity. In 1997, 90 per cent
of its nonperforming loans were defaults from Asian derivatives counterparties. Derivatives
arc more likcly to be defaulted on than loans, because the counterparty ‘can always say [it]
didn’t understand the derivative or the bank tricked [it] or whatever’, and hence ‘Companies
do not view a dcfault on derivatives as face losing’ (financial analyst with Standard and
Poor’s) (Baumohl, 1998).

[t will be interesting to read futurc historics of the World Bank, the IMF and the rating agen-
cics to scc how contrary information was kept out of their reports, and what happened subse-
quently to the responsible managers. See Brauchli, 1998 (thanks to Laura Resnikoff for draw-
ing it to my attention). As an cxample of the problem, the staff of the World Bank’s resident
mission in Indonesia prepared a specch for President Wolfensohn to deliver during his visit in
the autumn of 1997, praising Indonesia’s performance but also containing a strong warning of
scrious difficultics that nceded urgent attention. Wolfensohn himsclf deleted the passage, sub-
stituting an cven more fulsome endorsement of Indoncsia as an Asian miracle. As another
cxample, the Bank’s lcad cconomist for Thailand in 1994 wrotc the (confidential) annual
report on the cconomy and the Bank’s strategy (the Country Assistance Strategy), and warned
of major problems associated with the build-up of forcign debt. His division chief removed
most of the bad news. The division chicf was promoted, the lcad cconomist left the division

Ncither Wolfensohn nor the division chicf had independent empirical grounds for reversing
the judgement of their subordinates. *We were caught up in the enthusiasm of Indonesia’, said
Wolfensohn to critics in Jakarta in carly 1998 — with disingenuousness in the ‘we’.

The first government was hcaded by Chartchai Choonawan and lasted from 1988 to 1991.
After a military interlude the second civilian government was headed by Chuan Leckpai from
1992 to 1995.

A comparablc calculation for Thailand, for 1996 and third quarter 1997, gives a jump from 12
per cent to 36 per cent. The figures are to be taken as no morc than rough approximations.
They arc bascd on Goldman Sachs, 1998 and Mako, 1998.

The Fund’s conditions in Asia arc open to the same critique as Mark Blaug makes of ccono-
mists’ advice about the transition problem in Eastern Europe. *We have not been very good at
thinking about the transition problem in Eastern Europe because we have not been thinking
about how market cconomics actually work and what is required to make markets function.
So our advicc to Eastern Europe hasbeen very wooden...” (Blaug, 1998).
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13. The Fund has endorsed some relaxation. It is not clear how much the Fund had a change of
mind and how much it is making the best of fait accomplis (Wadc, 1998a; Tseng, 1998; Wadc,
1998b).

14, Wade and Vencroso, 1998; Wade, 1998. Chris Rudc, 1998, emphasizes the ambiguity in the
minds of Wall Strecet moncy managers about what to do. Wearing their ‘market professional’
hat they arc sympathetic to the ideca of various forms of capital controls, temporary or other-
wisc, because they see — not just in the Asian crisis — that international financial markets can
be severely dysfunctional. Wearing their ‘businessman’ hat, however, they want total freedom
and national trcatment. This suggests that a scrious push for a more regulated international
monctary system, complete with potential for capital controls, might not be as strongly op-
posed from Wall Strect as is gencrally thought.

15. The record-breaking risc in American stocks has been propelled partly by capital coming out
of Asia (Fuerbringer, 1998).

16. Weisberg, 1998; Wade and Vencroso, 1998; Wade, 1998c. Note that the State Department,
Commerce Department, National Economic Council, National Sccurity Council and CIA
have had virtually no rolc; the Treasury has called all the shots.

17. At the Hong Kong Annual Meecting of the Fund and the World Bank in late September/carly
October 1997 Eisuke Sakakibara, Japancse Vice-Minister of Finance for International Af-
fairs, called a mecting of senior Asian finance officials without informing the Americans.
When word reached Treasury Under Secretary Summers, he left his meeting, entered the
room where the Asian officials were gathered, sat down at the table and said, ‘Now where
were we?’ From a source who requests anonymity.

18. The analytical challenge is to marry the contingent aspects of the crisis with the propensity of
the world cconomy to gencrate rotating credit balloons and investment cxcesses.

19. Theanalytical challenge is to marry the contingent nature of the Asian crisis with the propensity
of the world economy to genceratce credit balloons and crashes that rotate from place to place.
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8. State reform in the 1990s:
logic and control mechanisms

Luiz Carlos Bresser Pereira

The great political task of the 1990s is to reform or to rebuild the state. Between
the 1930s and 1960s, the state became a significant factor in fostering eco-
nomic and social development. During that period, and particularly after World
War 11, we witnessed a time of economic prosperity and an increase in stan-
dards of living as never before in the history of mankind. Yet, since the 1970s,
because of its distorted growth coupled with the globalization process, the state
entered into a crisis and became the main cause for the drop in economic
growth rates and the increase in unemployment and inflation rates that have
taken place throughout the world. A neo-conservative wave and market-ori-
ented economic reforms were respectively the ideological and political re-
sponses to the crisis — reforms which neo-liberals or neo-conservative politi-
cians and intellectuals hoped would reduce the size of the state to a minimum.
But in the 1990s, when the neo-conservative proposal of a minimum state
proved not to be feasible, the true nature of the reforms was disclosed: the
rebuilding of the state was essential for it to undertake not just its classical tasks
of assuring property rights and contracts, but also those required to ensure so-
cial rights and promote competitiveness in the country.

State reform involves four issues which, although interdependent, may be
distinguished as follows: (a) an economic-political problem concerning the
size of the state or the delimitation of the areas the state is supposed to actuate;
(b) a deregulation question where the degree of state regulation is discussed; (c)
an economic-administrative aspect regarding the recovery of governance, i.c.
the financial and administrative capacity to implement political decisions taken
by the government; and (d) a political issue — the governability problem -- 1.¢.
the political capacity of the government to represent and to be an intermediary
between different interest groups so as to guarantee legitimacy and political
power for the administration’s decisions.

In defining the size of the state, three issues gain relevance: privatization of
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state enterprises, ‘publicization’ of social and scientific services and outsourcing
of support activities. While the delimitation of the size of the state may follow
some clear principles that I will try to present in this paper, the deregulation prob-
lem is a question of the degree to which the state, that always regulates through
the legal system, will regulate a given industry, depending on its degree of mo-
nopoly. With respect to governance, several aspects are involved: a financial as-
pect, overcoming the fiscal crisis; a strategic one, redefining the ways in which
the state will intervene in the economic and social spheres; and an administrative
one, involving the substitution of a managerial for a bureaucratic kind of public
administration, while the bureaucracy itself is strengthened and acquires a rela-
tive autonomy from politicians and pressures from its clientele. Finally,
governability — the enhanced capacity of the state to govern — covers the follow-
ing issues: the legitimacy of the administration vis-@-vis society, and before that,
finding ways to put in place political institutions that promote representation,
stimulate social control and serve as intermediaries among diverse interests.

In this paper I shall attempt to analyse the four basic aspects of state rebuild-
ing: setting limits to its institutional scope together with the downsizing pro-
cesses, establishing a proper framework for its role as a regulator coupled with
the deregulation processes, increasing its capacity for governance and enhanc-
ing its governability. In all four cases, the objective is not to weaken the state,
but rather to strengthen it. At all times it will be assumed that the regime is
democratic, not just because democracy is an end value in itself, but also be-
cause at the current stage of civilization it is the only system that assures politi-
cal stability and sustainable economic development. I shall not go into this
1ssue, nor why the crisis of the state arose, and I shall make just a brief refer-
ence to the theoretical discussion on market coordination constraints which
make it imperative for the state to intervene in a complementary role.

The key issue of this article is the state reform process which was under way
in the 1990s, and its practical and theoretical foundations. The analysis will be
centred on this reform and on the institutions that stem from it. Behind it, there
1s a logic of economic and social control, that I will discuss later in this paper. |
shall start out from the premise that the state is an essential factor in promoting
development, which is something that pragmatists of all ideological orienta-
tions uphold. This role may be performed by deliberately enhancing invest-
ment combined with substantial expenditure in the social sector, as 1s the pro-
posal of the social-democratic or social-liberal left; or by limiting the state to
guaranteeing property rights and contracts, as the new neo-liberal right desires.

I shall basically use the historical method, which is more appropriate when
it undertakes an analysis of macroeconomic and political problems. I shall not
examine the crisis of the state and the ongoing reforms in abstract; instead I
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shall cgnsider the reality of the second half of the 1990s. However, logical-
deduct‘lve and rather abstract tools will be used whenever theyare usef’ul fgr the
analysx.s..lln this manner I shall develop a few models: distinguishing between
the activities that belong exclusively to the state and the social and scientific
services .that the state provides; defining public non-state (or non-profit) prop-
erty as dlffe.rent from state property and private property; defining the conIZe rt)s
of the new institutions that will characterize the new state that is emergin pin
the twenty-ﬁrsF century; and identifying a range of controls prevailing in cgon-
temporary capitalism, involving legal, market, democratic and administrative
FonFrol§ — the logic behind this range of controls sets the basis for the choice of
Institutions through which the state must act.

CRISIS AND REFORM

The Great E'conomic Crisis of the 1980s reduced the growth rate of the devel-
oped countries to half compared with what it had been in the twenty years
f0110w1r}g World War 11, caused the per capita income of developing co}:lr)l/tries
to remain stagnant for fifteen years and led to the collapse of centralized state
regimes of t‘he Soviet type. When I say that this Great Crisis had as its basi
causg the crisis of the state — a fiscal crisis of the state, a crisis of the mode 0?
State interventionanda crisis of the bureaucratic way in which the state is man
aged - theT assumption is that the state has an essential role regarding economicj
coordination, apart from ensuring internal order, monetary stability and the
normal operation of markets.! Or, in other words, it is implicit that the coordi-
nation of the economic system in contemporary capitalism is not only carried
out by the market — as conservative neo-liberalism wishes? — but als);) by th
state. The market coordinates the economy through exchanges, the yt te
through transferences to those sectors that the market is unable to r’emunsr:te
adeqtlvately (in the political Judgement of society). Thus, whenever there is .
significant crisis, its origin must be sought either in the rilarket or in the stat .
Thg Great Depression of the 1930s stemmed from a malfunction of the ma lj (t?
while the Qreat Crisis of the 1980s arose due to the collapse of the soZiael,
bureaucratic staAte that characterized the twentieth century. -
The mflrket 1s the mechanism ‘par excellence’ for resource allocation, but
evenin thls task its action is limited since there is mon ‘ v
ornegative externalities. The modemn state, in turn,
capitalist market, just as Hobbes and his social con’tr
§tate, preceded Adam Smith and the principle that, if
Interests, the collective interest will be assured Ehr

opoly power and positive
ame into being before the
act, which legitimated the
each one defends his own
ough market competition,
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The modern state comes before the capitalist market because it guarantees
property rights and contracts, but it is contemporary and concurrent with mar-
kets, because it performs an essential role in directing income distribution, by
concentrating it in the hands of the capitalists in periods of primitive accumula-
tion, or by distributing it among the poorest, so as to render viable the emer-
gence of civilized and modern societies, that, apart from being wealthy are
supposed to be reasonably fair.

The Great Depression of the 1930s came about from market failures.
Keynes explained this with his theory of chronic insufficiency of demand. With
the depression, the liberal state collapsed, giving way to the social-bureaucratic
state: ‘social’ because the state assumed the role of guaranteeing social rights
and full employment; and ‘bureaucratic’, because it did that through the direct
hiring of bureaucrats. Now, besides judges, tax collectors, policemen and mili-
tary, the state hired professors, doctors and even artists. The welfare state then
emerged in the developed countries, while in the developing countries the state
assumed the form of the developmentalist state, actively promoting industrial-
1zation through protectionist strategies, and in Russia, China and their satel-
lites, it assumed the form of the Communist state, which attempted to replace
the market instead of complementing it.

This last distortion, which reached its peak in the Soviet Union, arose from an
overestimation of the role of the bureaucratic middle class in managing contem-
porary economic systems. In the twentieth century, with the appearance of mul-
tinational corporations and the modern state, capitalism was no longer the prod-
uct of an alliance between the emerging bourgeoisie and the aristocracy — this
was the liberal state of the nineteenth century — but the outcome of a new alli-
ance between capital owners and an expanding bureaucratic middle class. This
technobureaucracy or new middle class held the monopoly of technical and or-
ganizational knowledge — a knowledge that turned increasingly strategic as
technological development gained momentum all over the world.? Yet it dis-
proved the bureaucratic or statist assumption that it would be feasible to substi-
tute managers for business entrepreneurs, organization for capital or bureau-
cratic planning for markets. Managers, organization and planning gained space,
but never to the point of replacing markets. Instead, what became clear was the
need to combine or complement the market and the state, capital and organiza-

tion, entrepreneurs and (public or private) managers, given the essential roles
thatthese institutions and actors performed in the operation of modern and com-
plex economic systems, and in the consolidation of democratic regimes.
The great thrust of technological development in the second half of this cen-
tury led the world economic system to deep transformation. With the dramatic
drop in transportation and communication costs, the world economy became
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global, i.e. far more integrated and competitive. Consequently, the nation-
states lost autonomy, and the developmentalist economic policies which re-
quire relatively closed and autarchic countries, were no longer effective. Soon
afterwards it was increasingly clearer that the state intervention strategy could
no longer be protection against competition, but would have to become a policy
deliberately aimed at stimulating and preparing private enterprises and the
country as a whole for international competition. The state and the market
would no longer be seen as polarized alternatives but as complementary eco-
nomic coordination factors.

The world economy faced another great crisis starting in the 1970s and com-
ing to a peak in the 1980s. This was partly due to an inability to recognize and
cope with the new technological realities; partly due to a mistaken view of the
role of the state as a direct provider of social services; and partly because, as the
state grew, fiscal and administrative distortions stemming from rent-seeking be-
came unavoidable, mostly because capitalist development was essentially sub-
ject to cycles or waves of prosperity and slow-down. In the first world, growth
rates were half of what they used to be in the first two decades after World War 11,
while unemployment rates rose, principally in Europe, and even the Japanese
miracle that was booming in the 1980s was stumbling in the 1990s.* In Latin
America and East Europe, which refused to engage in a fiscal adjustment in the
1970s, the crisis broke out in the 1980s and was far more violent.

This crisis, however, is no longer the result of the chronic shortage of de-
mand mentioned by Keynes; it is not therefore a market crisis, as was the case
in the 1920s and 1930s. Even less can it be attributed to the greater momentum
of technological progress, which might cause temporary unemployment, but is
in fact the source of growth, not of its failure. The main cause behind the Great
Crisis of the 1980s was rather the crisis of the social-bureaucratic state, that
stopped being a factor favouring development and began to hinder it, as it grew
too much and lost functionality. Only East and Southeast Asia escaped from the
economic crisis, precisely because they managed to avoid the crisis of the state.
But even there, in the 1990s, economies such as Japan and Korea already
showed signs of exhaustion of the state-led development strategy.

The crisis of the state I refer to is not a vague concept. On the contrary, it has
a very specific meaning. The state enters into a fiscal crisis as it loses public
credit to a greater or lesser degree, and, at the same time, its capacity to generate
savings diminishes or even disappears, as public savings, which used to be posi-
tive, become negative. Consequently, the capacity for state intervention drops
dramatically. The state is rendered paralysed. Added to the fiscal crisis were cri-
ses of the mode of state intervention — particularly the direct provision of social
services by the state — and of the bureaucratic way of managing government,
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making the state expensive in a world where globalization and international
competition became the rule. Here we have the origins of the slowdown in
growth rates, the new surge of unemployment and the increasing concentration
of income. The crisis of the state is associated, on the one hand, with the cyclical
nature of state intervention, and on the other, with the globalization process that
reduced the autonomy of nation-states in defining social and economic policies,
particularly in protecting their firms and citizens from foreign competition.

The crisis of the 1930s was a crisis of the market — of a market that was not
able to assure employment and an even distribution of income. Hence, when
Keynesian macroeconomic policies and ideas in favour of planning appeared
in the 1930s they were immediately adopted, and led to a considerable 1m-
provement in the performance of the national economies. In the 1950s, the idea
of a state that had a strategic role in promoting technical progress and capital
accumulation was commonplace, together with the idea that it was responsible
for ensuring a reasonable income distribution. However, these successes led to
an explosive growth of the state not only in the field of regulation, but also in
the social and productive spheres. In order to do this the tax burden, which
accounted for 5-10 per cent of GDP at the beginning of the century. increased
to 30-60 per cent, the number of civil servants whose tasks had nothing to do
with the classic roles of the state increased substantially, and the number and
size of state-owned enterprises were multiplied many times. The state became a
social-bureaucratic state insofar as it directly hired civil servants such as teach-
ers, doctors, nurses, social workers, artists, engineers, scientists, etc. with the
purpose of promoting social welfare, technical and scientific growth and eco-
nomic development.

As is usually the case when a system or an organization grows, distortions
soon started to emerge.® State transferences were diverted to meet the needs of
special interests of businessmen, the middle-class groups and public bureau-
crats. Rent-seeking became increasingly widespread, as economic agents tried
to capture the res publica. State-owned enterprises, which at first had been a
powerful mechanism for achieving forced savings, to the extent that they had
monopolistic profits and invested them, soon saw this role begin to wane; at the
same time, their performance proved to be inefficient, as they were increas-
ingly subject to bureaucratic control patterns. Bureaucratic public administra-
tion, which had proved effective in fighting corruption and nepotism in the
small liberal state, now showed themselves highly inefficient in directly pro-
viding the large social and scientific services. Classical bureaucracy was fitted
to perform the exclusive activities of the state, comprising economic, social
and scientific policies, but proved to be inefficient in providing the services
that the citizen-customers started to demand in the twentieth century. The ensu-
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ing crisis led governments all over the world to substitute a managerial public
administration for the bureaucratic one.®

Anyway, whether it was due to the capture of the state by private interests,
the inefficiency of its administration or the imbalance between the demands of
the population and its capacity to meet them, the state came to a crisis; this first,
in the early 1980s, took the form of a fiscal crisis and specifically a foreign
indebtedness crisis. As public savings become negative, the state lost financial
autonomy and was rendered immobile. Consequently, its managerial limita-
tions arose more clearly. The crisis of governance, which in extreme cases took
on the form of hyperinflationary episodes, became all-embracing: the state was
no longer an agent of development, but an obstacle to it.

On the other hand, another factor that exerted additional pressure in favour
of state reform was the globalization process. It was a gradual quantitative shift
that in the end became a major qualitative shift. Arising from a considerable
Qrop in the costs of international transportation and communications, global-
¥zati0n led to a huge increase in world trade, international financing and direct
investments by multinational corporations. It also meant a rise in international
competition to undreamed-of levels, and a reorganization of production at
world-wide level sponsored by the multinational corporations. The market
gained much more space at a world-wide level and transformed international
competitiveness into a condition determining the survival of the economic de-
velopment of each country. The consequences were, as is always the case when
the market prevails, a better resource allocation and an increased productive
efficiency. On the other hand, there was a relative loss of autonomy by the
state; its ability to protect the economy from international competition also
Waned. Since markets always act in favour of the strongest, the most capable,
Income concentration was greater than before, both among countries and
among citizens of a single country. Among countries because the more efficient
ones were in a better position to impose their interests over the less efficient
and among the citizens of each country because, with the surge of technicai
progress, the demand for the most efficient and better educated rose more rap-
1dly thfm for the less-educated. If we take only the workers in poor and rich
Countries, the advantage was for the former: since their wages were consider-
ably 1ov-ver, developing countries’ exports to developed countries soared, thus
depressing the wages of the less skilled workers from the developed cour;tries,
Thus, globalization exerted a twofold pressure over the state. On the one hand
1t reprgsented a new challenge — the role of the state was to protect its citizens
and this protection was now jeopardized, although it continued to be dramati-’
cally required; on the other hand, it demanded that the state — which had to be
stronger in order to tackle the challenge — also had to be cheaper, carrying out
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its tasks more efficiently so as to reduce the costs of its private enterprises that
had to compete internationally.

The crisis in the state broke out because it was often captured by private
interests when it grew too much, and also because of the globalization process
that reduced its autonomy. The fiscal crisis was defined by a greater degree of
public borrowing and by the growing inability of the state to achieve positive
public savings that would have enabled it to finance public policies. The crisis
in the way the state intervened was apparent in three forms: the crisis of the
welfare state in the rich economies, the exhaustion of import substitution in-
dustrialization in most developing countries and the collapse of the centralized
state in the Communist countries. The inefficiency of the state bureaucratic
manner was revealed in the high costs and low quality of the services provided.

As the crisis was universal, the responses to it also had the same character,
given the swift dissemination of ideas and public policies that the new commu-
nication systems permited,’ but it varied according to the ideological affiliation
of each group. In order to describe these responses, I reduced the number of the
groups or social actors to four — the archaic (or populist) left, the social-demo-
cratic and pragmatic centre-left, the pragmatic centre-right (or the establish-
ment), and the neo-conservative or neo-liberal right; this will enable me to tell
a brief and stylized story.

Given the crisis, the archaic and populist left — formed by those who did not
accept that the national-developmentalist approach was something of the past —
went into a crisis and was paralysed, ceasing to have real proposals to deal with
the new problems. It could not have happened otherwise, since its diagnosis of
the crisis was erroneous, believing that it was caused by foreign interests: by
imperialism in the past, and now by globalization. The pragmatic centre-right —
formed by the business, political and bureaucratic establishments — decided,
out of Washington and New York, that the countries that were heavily in debt
had, first (1982), to follow macroeconomic fundamentals advancing fiscal ad-
justment, price liberalization and exchange devaluation so as to reduce the cur-
rent account deficits; and, second (1985, with the Baker Plan), to engage in
market-oriented reforms (trade liberalization, privatization, deregulation) to be
politically supported by specific compensatory social policies.

The neo-conservative right, which had hopelessly criticized the growth of the
state since the 1930s, now gained adepts and adopted a triumphant attitude, as it
assumed that a firm alliance had been established with the pragmatic centre-
right. It considered that market-oriented reforms would automatically bring
about economic development, as long as markets recovered full control of the
economy, individuals stopped being monitored or protected by the state, and the
minimum state was turned into reality. Now it was necessary to privatize, liberal-
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ize and deregulate industries and labour markets; the state would divest itself of
all interventionist roles in the economic and social spheres and limit itself to
assuring macroeconomic fundamentals, property rights and contracts. Macro-
economic policy should be neutral, the only goals being to achieve zero public
deficit and a steady growth of money supply consistent with the GDP growth
rate. Industrial policy was ruled out, and so was social policy in the purest ver-
sion of the neo-conservative credo, given its unexpected and perverse effects.®

In the meantime, the pragmatic centre-left, making a transition from a so-
cial-democratic to a social-liberal approach, defined the Great Crisis as a crisis
of the state, affirmed the need to obey the macroeconomics fundamentals — i.e.
fiscal adjustment, tight monetary policies, right market prices, positive interest
rates and realistic exchange rates — and supported the market-oriented reforms.
But this support did not mean the acceptance of a self-regulating market ac-
cording to neoclassical general equilibrium theory and ideology, since free
markets ensure neither economic development nor social justice. It thus af-
firmed that market-oriented reforms were in fact needed, but not in the radical
form sustained by the neo-conservatives; they were necessary to correct the
distortions caused by the excessive growth of the state and to eliminate arbi-
trary interference in defining relative prices. But to return to the liberal state of
the nineteenth century was definitely infeasible. Instead of reducing the state to
a minimum, the social-liberal centre-left proposed reforming or more precisely
rebuilding the state, giving it governance and governability, so as to enable it —
In a new cycle — to once again effectively complement and correct market fail-
ures. Rebuilding the state meant recovering public savings; overcoming the
fiscal crisis; redefining the ways in which it intervened in the economic and
social sphere; substituting a managerial for a bureaucratic public administra-
tion; and contracting out non-profit, public non-state organizations to competi-
tively provide education, health care and cultural services. It meant making a
transition from a state that directly carried out social services, and even the
production of goods and services through state-owned enterprises, to a state
that acted as a regulator, facilitator or provider of funds to foster economic and
social development through non-profit organizations.’

In the mid-1990s, the pragmatic centre-right and, in a broader sense, the
international €lites, after a brief hesitation, perceived that the neo-conservative
approach was neither economically nor politically feasible. The way was open
for a political concentration between the centre-left and the establishment on
the basis of the above line of action. The thesis of reforming or rebuilding the
state turned into an important issue. The World Bank and the Inter-American
Development Bank gave priority to loans for state reform. The United Nations
promoted a ‘resumed general assembly’ and there were many meetings on pub-
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lic administration and the reform of the state. Many countries set up ministries
or high-level committees in charge of state reform. The 1997 World Develop-
ment Report was originally entitled Rebuilding the State.'® The reform of the
state was then the motto of the 1990s, replacing that of the 1980s, which was
structural adjustment.

A broad coalition between the centre-left and the centre-right was thus es-
tablished or re-established. A coalition that led governments in Latin America,
Eastern Europe and a large number of developing countries in Asia, apart from
the developed countries, to promote state reform in order to make the state
smaller and more specifically geared to the activities that belonged to it. This
involved raising state capability and making it politically, fiscally and adminis-
tratively stronger, i.e. empowered with governability and governance, and
hence able to promote education and health, technological and scientific devel-
opment. Instead of simply protecting the national economy, the state is now
supposed to assist it in becoming more competitive internationally.

In this way, the state of the twenty-first century began to take shape. It will
certainly not be the social-bureaucratic state, since that was that state which
went into crisis. [t will not be the neo-liberal state dreamt of by the neo-conser-
vatives, since there is no political support nor economic rationale for a return to
the liberal state of the nineteenth century. My prediction is that the state of the
twenty-first century will be a social-liberal state. It will be social because it will
continue to protect social rights and promote economic development. It will be
liberal because it will do so using more market and less administrative controls;
it will carry out its social and scientific services mainly through competitive
public non-state organizations; it will make labour markets more flexible; and
it will promote human capital and technological development so as to allow its
business enterprises to be more innovative and internationally competitive."

Summing up, I see four basic components of the state reform which took
place in the 1990s, that will transfer to the social-liberal state of the twenty-first
century:

1. Setting more precisely the limits of state action, by reducing its size; priva-
tizing state-owned enterprises; giving autonomy and transferring to the non-
profit sector the social and scientific services while keeping its financing
within the state; outsourcing non-core or auxiliary activities.

2. Reducing the extent to which the state regulates the private sector, transform-
ing the state into a promoter of the competitive capacity of the country instead
of a protector of the national economy against international competition.

3. Increasing state governance, i.e. its capacity to make government decisions
effective, by means of a fiscal adjustment that refunds financial capacity to
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the state, and of administrative reform aimed at a managerial public admin-
istration (instead of a bureaucratic one).

4. Increasing governability — i.e. the power to govern — through political insti-
tutions that ensure a better intermediation of interests and make govern-
ments more legitimate and democratic, thus improving representative de-
mocracy and opening spaces for social control or direct democracy.

Another way to conceive the current state reforms that are taking place is to
understand them as a process of the creation or transformation of institutions
with the purpose of increasing governability and governance. In this sense,
privatization aims to transform state-owned enterprises into private ones;
‘publicization’ means transforming state entities into non-profit institutions;
and outsourcing is a process through which auxiliary and support services are
purchased from the private sector instead of being directly provided by the
state. In all these cases we have the creation or transformation of institutions.
Within the state stricto sensu, where the exclusive activities of the state are
carried out, it is possible to distinguish three types of institutions: policy-mak-
ing departments, executive agencies and autonomous regulatory agencies. Be-
sides these new institutions, understood in the restricted sense of organizational
institutions (this is especially true for the institutions devoted to social control),
we have in the reform of the state new legal institutions: electoral legislation,
reform of political parties, political finance regulation and the increasing in-
volvement of civil society in political decision making.

In a more abstract manner, it is possible to consider state reform on the basis
of the principal-agent model, as a strategy of creating incentives and punish-
ments for politicians so that the will of the voters is reflected in the administra-
tion. According to this model, in its simplified form, voters would be the prin-
cipals, the elected politicians their agents and these, in turn, would be the prin-
cipals of the bureaucrats or civil servants.'? The main task of the reform would
be the creation or the reform of institutions in such a way that the incentives
and penalties make the state more democratic and efficient, and the politicians
and the bureaucrats more accountable. At this level of abstraction, I find no
fault in this approach. Ultimately, it codifies the obvious. However, when au-
thors adopting the rational choice approach, assume that politicians are only
motivated by rent seeking and the will to be re-elected, excluding public inter-
est as a third motivation, the model’s explanatory capability is lessened. In the
same line, when the motivation of civil servants is reduced to rent seeking and
the will to be in office, excluding the achievement motivation and the will to
promote the public interest, the meaning of the reforms towards a ‘new public
administration’ or a managerial public administration becomes incomprehen-
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sible. The radically pessimist view of human nature involved only allows the
existence of the classical bureaucratic model, where controls are strict, step by
step, and confidence, null.

In the next sections I shall examine these four basic components of state
reform: (a) the delimitation of the role of the state that is taking place by means
of privatization, ‘publicization’ and outsourcing; (b) the deregulation process,
that involves a question of degree of state intervention, not of delimitation of
scope; (c) the effort for increased governance; and (d) the struggle for enhanced
governability. Additionally, I will discuss the logic underlying state reform — a
reform that involves downsizing, diminished intervention in economic activi-
ties, rise in fiscal and administrative capability, and greater political legitimacy
within a democratic regime that gradually tends to be more direct, more subject
to social control. In so doing I shall concurrently be analysing the main institu-
tions which are at the core of state reform in the 1990s.

LIMITS TO THE STATE DIRECT SPHERE OF ACTION

Reform of the state is often seen as a downsizing process, as its role is rede-
fined. Keeping in view its excessive growth in this century, the high hopes
that the socialists had for it, and the distortions that it finally underwent, this
perspective is essentially accurate. The state grew in terms of staff and mainly
in terms of income and expenditure. In many countries, civil servants (exclud-
ing those who work for state-owned enterprises) account today for 10 to 20
per cent of the workforce, when, at the beginning of this century, the corre-
sponding figure was around 5 per cent. State expenditure, in turn, was multi-
plied by three or four in this century: in the last thirty years the figure doubled
and now stands between 30 and 60 per cent of GDP.!* This growth took place
at the same time as the role of the state was enlarged, mainly in the social
sphere.'®

The ratio between the number of civil servants and the economically active
workforce is invariably smaller than the relationship between the tax burden
and GDP. This in part stems from the fact that civil servants are more skilled
and consequently their average salaries are higher than those paid to workers in
the private sector, but the main reason is that the state is increasingly financing
instead of directly executing social services, and thus requiring fewer civil ser-
vants. At the beginning of the twentieth century the state was directly respon-
sible for construction works, support services and social services. But after
some time it became clear that outsourcing engineering services, support ser-
vices and finally, social services, was more efficient. The state reform that took
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place in the 1990s started from this general vision, that required, above all,
defining the role of the state, determining its exclusive tasks, and leaving the
private sector or the public non-state sector to execute those activities that do
not involve state power.

In order to define clearly the limits or the realm of state direct action it is
necessary to start out from the concept of the state and to distinguish three areas
of activity that we may find there: (a) exclusive state activities; (b) social and
scientific services provided by the state; and (c) the production of goods and
services for the market. It is convenient to distinguish, in each of these areas,
the core activities from the auxiliary or support ones. Figure 8.1 summarizes
these distinctions in a simple matrix. The columns show Exclusive State Ac-
tivities, Social and Scientific Services and Production of Goods and Services
for the Market.

The definition of exclusive state activities comes from the definition of the
state. It is the political organization that holds ‘extroverse power’ over the civil
society existing in a given territory. Private organizations and public non-state
entities only hold power over their employees, whereas the state has power
outside itself: the power of making and imposing law, of taxing and of transfer-
ring funds from tax payers. The state holds this power in order to assure domes-
tic order — i.e. to guarantee property rights and contracts, to defend the country
against a foreign enemy and to promote economic and social development. In
this latter role, the state can be viewed in economic terms as a bureaucratic
organization which, through transferences, complements the market in coordi-
nating the economy. Whereas markets operate through the exchange of equiva-
lents, the state does so through transferences financed from taxes.

The state is a monopolistic entity by definition. It was for no other reason
that Weber defined it as an organization that holds the legitimate monopoly of
violence. Exclusive activities of the state are thus monopolistic activities, in
which the power of the state is exerted: the power to make and enforce the
laws of the country, to impose justice, to maintain order, to defend the country,
to represent it overseas and to collect taxes, to regulate economic activities.
These activities are monopolistic because they do not allow for competition.
Imagine for instance, a state appointing two ambassadors to represent it in a
single country in order to see which one does better... Or allowing two judges
to hear a single case concomitantly... Or to give two tax collectors the task of
competitively inspecting the same taxpayer... These hypotheses obviously
make no sense.
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Figure 8.1: Setting the Limits for the Sphere of Action of the State

Nonetheless, apart from these activities, which are characteristic of the classi-
cal liberal state, there is a series of other activities that pertain exclusively to the
state. In essence they are the activities required for policy making in the eco-
nomic, social and scientific spheres, and for implementing these policies
through transferences of funds for education, arts, health care, basic social se-
curity and unemployment benefits, besides the enforcement of laws protecting
the environment and the cultural heritage. Not all these activities are intrinsi-
cally monopolistic or exclusive, but in practice, in view of the large transfer-
ence of state resources they involve, they are actually exclusive state activities.
There 1s a whole range of reasons for the state to subsidize these activities, but
they fall outside the scope of this paper. The main economic argument that
justifies them is that these activities, as they involve significant positive exter-
nalities, are not properly remunerated by the market.'® The ethical argument is
that they are activities that involve direct fundamental human rights that every
society must guarantee for its citizens.

And we also have exclusive state economic activities. The first and foremost
of these is to guarantee currency stability. For this purpose, the creation of central
banks in this century was fundamental. To assure the stability of the financial
system is another strategic activity that falls exclusively upon the state. Regulat-
ing monopolistic activities and promoting competition is another one. Invest-
ments in infrastructure and in public services are not, rigorously speaking, exclu-
sive state activities as they can be subject to concession to the private sector, but
the final responsibility for them belongs to the concessionaire authority.

In state reform, exclusive state activities should remain within the state.
Among them we can distinguish the strategic core, where strategic decisions are
taken by the parliament, the main tribunals, the president or prime ministers and
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the ministers, supported by the policy-making secretariats from the executive
agencies and regulatory agencies. These institutions will be dealt with in the
section concerning governance and the new or managerial public administration.

At the other extreme, as shown in Figure 8.1, we have the production of
goods and services for the market. This is an activity which, except for the
ephemeral Soviet-type central state system, has always been dominated by pri-
vate enterprises. Nonetheless, in the twentieth century, the state intervened
strongly in this area, mainly in the monopolistic public utilities subject to con-
cession, and in the infrastructure, steel and mining industries, where there were
large economies of scale. The basic reasons why the state intervened in this area
were practical rather than ideological. They were twofold: the state invested in
sectors in which investments were too heavy for the private sector to undertake;
and it invested in monopolistic sectors that could turn out to be self-financing
because of the extraordinary profits they could yield.'® The assumption behind
the former reason was that the state was able to achieve public savings. When a
fiscal crisis of the state broke out, this ceased to be true, and an opposite move-
ment started: privatization. Besides usually being more efficiently run, private
enterprises and private capitalists were able to make savings where the state was
unable to do so. Since the state was undergoing a fiscal crisis, it was unable to
invest, and depended on the resources coming from privatization to reduce its
heavy indebtedness. On the other hand it was quite clear that it was not conve-
nient for the state to engage in entrepreneurial business, since it was something
that the market could manage better, more efficiently. Apart from the fact that
state control is less efficient than market control, private management tends to
be more efficient than state management, that is permanently threatened by un-
acceptable political interests. Another problem is related to objectives: while
corporations are supposed to be competitive and make a profit, the state - and
the state-owned enterprises — were often required to engage in social policy. For
a long time the issues of privatization and nationalization were the subject of a
broad ideological debate. Nowadays, this debate no longer exists; there is a
quasi-consensus on whether it is necessary to privatize — given the fiscal crisis —
or convenient to privatize — given the greater efficiency of the privatized enter-
prises. The only industries where a legitimate doubt exists about privatization
are the natural monopolies. In this case privatization can only be undertaken if
autonomous regulating agencies are set up, capable of artificially setting the
prices as if competitive markets existed.

Halfway between exclusive state activities and the production of goods and
services for the market, there is today, within the state, a series of activities in
the social and scientific field that are not exclusive since they are not intrinsi-
cally monopolistic and donotinvolve state power. Included in this category are
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the schools, universities, scientific and technological research centres, day-care
centres for infants, outpatient clinics, hospitals, entities that provide assistance
to the needy — mainly children and the elderly — museums, symphony orches-
tras, art workshops, educational or cultural radio broadcasting stations and tele-
vision networks, etc. Although the financing of some of these activities are
clearly appropriate for the state — it would be very difficult to ensure free uni-
versal basic education or universal health care relying only on public charity —
and should be included in exclusive state activities, the execution of these ser-
vices is not in the same situation. Quite the contrary, these are competitive
activities that can be financed by the state, and controlled through the use of a
managerial public administration, the setting up of quasi-markets, and social
control mechanisms.

In this regard, these activities do not have to remain within the state nor be

state monopolies, butthey donothaveto be private —i.e. geared towards profit-
making or private consumption — either, since they are often strongly subsi-
dized by the state and the object of private donations. For this reason, the re-
form of the state in this field does not involve privatization but rather
‘publicization’ — i.e. its transference to the public non-state sector.'” The as-
sumption behind this is that there is a third form of property which is relevant in
contemporary capitalism: public non-state property. In everyday language only
two forms of property are mentioned: public property, seen as synonymous
with state property, and private property. This simplification, which has its ori-
gin in the dual nature of law — public or private law — leads people to refer to
entities whose nature is essentially public, not profit-making, as ‘private’.'®
However, if we define as ‘public’ the organization and property which address
the general interest, and as ‘private’ those which address the interests of indi-
viduals and their families, it is clear that the public sphere is not restricted to the
state, and that non-profit organizations, which additionally are not geared to the
defence of corporate interests (a fourth relevant form of property), but to the
general interest, cannot be considered private. The Ford Foundation or the
Santa Casa da Misericordia in Sdo Paulo are not private entities, they are pub-
lic. But, since they are not subordinated to the government and do not have civil
servants on their staff, they are not part of the state. Actually, they are public
non-state entities (sometimes known as: third sector entities, non-profit enti-
ties, non-governmental organizations, volunteer organizations).

The public sphere is broader than the sphere of the state. In theory, whatever
belongs to the sphere of the state is always public, but in practice that is not the
case: the pre-capitalistic state was, ultimately, private, since it existed to attend
to the needs of a prince; in today’s world what is public used to be conceptually
separated from what was private, but every day we see attempts at private ap-
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According to Tarso Genro (1996), non-state organizations made it possible
for society to find an alternative to privatization. This could be the proper mo-
dality of property if a company is in a position to be self-financing in the mar-
ket. However, whenever the funding for a given activity relies on donations or
transferences from the state, this would mean that it is a public activity, and if
this activity does not need to be part of the state, it could therefore be performed
by a public non-state entity under the control of society itself, which actually
finances it and directs it. Then, in a situation in which the market is clearly
incapable of undertaking a series of jobs and the state is not flexible or efficient
enough to carry them out, there is a place for them to be done by public non-
state organizations.?'

In the second half of the twentieth century, the growth of public non-state
entities boomed. Sometimes these organizations were mixed with a fourth type
of property pertaining to contemporary capitalism — ‘corporatist property’
which is characteristic of trade unions, peer associations and clubs.?? This is
only legitimate in the case of grassroots associations that simultaneously rep-
resent group interests and undertake community services oriented to the gen-
eral interest. The growth of entities that represent special or group interests has
been considerable in this century, and, as Putnam demonstrated (1993), this
growth is an essential factor for the strengthening of civil society and the eco-
nomic development of the region or country where it occurs; however, the
growth of public non-state entities aiming at social control and/or at the pro-
duction of social services has been just as significant or more so, although not
as much studied. This growth was brought about by the greater effectiveness —
and hence greater efficiency — shown by this kind of institution in performing

social services. These services, which are not naturally monopolistic, can ben-
efit from competition and from the support of society and the state. Since they
are directly addressed to the population, they can be effectively controlled by
the citizens through social control mechanisms.?

The process that led to the expansion of the public non-state sector has two
origins: on the one hand, society itself, that continuously creates entities of that
nature to perform social control or the production of social services; and on the
other, the state, which, in the process of reform, engages in the publicization
process of its social and scientific services. Publicization took place particularly
in New Zealand, Australia and the United Kingdom. It is likewise taking place
in several European countries and more recently in the United States in the field
of basic education. The right to free basic schooling is increasingly being met by
public non-state schools of a community nature whose operational costs are fi-
nanced by the state.?* In Britain, universities and National Health Service hospi-
tals, which used to be part of the state, were transformed in to quangos (quasi
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non-governmental organizations). In Holland, all national museums were trans-
formed into non-profit organizations. In Brazil, the ongoing publicization
programme foresees that state social and scientific services will become ‘social
organizations’ — public entities operating according to private law that are so
recognized by the state, enter into management contracts with the government
and are consequently financed in part or in full by state funds.

Finally, in analysing the rows of Figure 8.1, we have Core Activities and
Auxiliary or Support Activities. Core activities are those that pertain to the state
itself, those through which the power of the state is exercised; they include law
making, regulating, administering justice, law enforcement, taxation, policy
making and fostering social and economic development. But for these roles of
the state to be performed, it is necessary for politicians and the high-level state
bureaucracy at the strategic core, as well as for medium level public adminis-
tration,? to have the support of a series of auxiliary activities or services: clean-
ing, security, transportation, catering, technical computer services, data pro-
cessing, etc. According to the logic ruling the state reform of the 1990s, these
services should in principle be outsourced, i.e. they should be awarded by a
competitive bidding procedure and contracted with third parties. In this sense,
these services, which are marketplace services, are carried out in a competitive
manner, enabling the Treasury to benefit from substantial savings.

There can always be exceptions to this outsourcing process; grey areas will
always exist. [s it convenient to outsource the work of secretaries? Probably
not, although their role has decreased considerably in the modern administra-
tion. There are other services such as those, in which, because of their proxim-
ity to the exclusive activities, outsourcing is not advisable. Because of that and
because there will always be grey areas between what should be the subject of
‘publicization’ and what should not, it is suitable to consider two legal systems
within the state: one governing statutory officials and another governing em-
ployees. That is in fact a common practice in developed countries, endowed
with developed bureaucracies. The condition of being a statutory civil servant
1s limited to those who make a career within the state; the other public servants
who perform auxiliary activities that are not to be outsourced and that cannot
be the subject of ‘publicization’ are considered employees.

Support services outsourcing, which all modern states are engaged in, is just
another chapter in the subcontracting that gained strength in mid-century, when
public works were outsourced. At the outset of the twentiwth century, it was
still the norm for the state to undertake its engineering projects and works di-
rectly. With the appearance of contractors and engineering companies, this
practice vanished. Similarly, privatization is in part a process involving a return
to the principles of concession of public services.
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‘ State Exclusive Socialand  Goods and Services
Activities Scientific Production for the
Services Market

Core Activities State Non-State Public Privati;ed

as Staff Entities Enterprises

Auxiliary Outsourced Outsourced Outsourced

Activities Enterprises Enterprises Enterprises

Figure 8. 2: Institutions Resulting from State Reform

In state reform, the outcome of this threefold process — privgtiz'at%on,

publicization and outsourcing — is that the state, when seen as staff, is l.1m1te.d

to just one section in Figure 8.1. In the other sect.ions, as can l?e pf:rcelved in

Figure 8.2, we find the Public Non-State Organ.lzatllons,26 P‘rlvatlze‘d Enter-

prises and Outsourced Enterprises. The first section is described as State as

Staff’ because the state is greater than its staff, insofar as we have a social st.ate
and not a liberal state; it is, however, a state that is ceasing to be a soc%al-
bureaucratic state that directly performs social services, to become a social-
liberal state that contracts out competitive services. The best way to measure
the size of the state as compared to the country or nation-state it forms part of
is not by considering the ratio of members of its staff related 'to the total
workforce, but by considering the percentage of the state expen'dlture related
to its GDP. In the social-liberal state, the second ratio (expend'lture to GDP)
will be considerably greater than the former (statutory ciV}l .servants t.o
workforce), discounting the fact that the average salary of the civil servants is
greater than the national average salary. The social-liberal state ofthe twenty-
first century, just like the social-bureaucratic state of the twentieth c.entury,
will continue to be a significant promoter or financing agent of social apd
scientific activities, except that the execution of those activi'ties will b? carried
out by public non-state entities. To represent this fact graphically, the ‘State as
Expenditure’ would take up a large portion of the (.:olumn devoted to social
and scientific services, insofar as they are financed in a non-recoverable way

by the state budget.?’
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DEREGULATION

Besides setting the limits for the sphere of the state’s direct action, state reform
involves establishing the limits for its role as a regulator and hence for the de-
regulation processes that are taking place today. It is one thing to define the
institutional scope of the state and know whether the state should undertake a
series of activities directly — as in the social-bureaucratic state — or whether it
should tend to confine itself to its specific functions, as in the ongoing state
reform of the social-liberal state. However, determining the scope of its role as a
regulator of private activities is something quite different. It is a specific function
of the state, since it enacts the laws that govern social and economic life. But
what should be the extent of this regulation, especially with regard to economic
activities? As society becomes more complex and the state grows, its regulation
will also tend to be more extensive. Yet, regulation has often been excessive. In
the United States the state has a tendency to regulate in order to protect social
rights, assure quality standards for goods and services and ensure the proper
operation of the market in monopolistic areas, and thus it finds it easy to incur
excesses; Japan and Germany do something similar, although their purpose is to
promote cooperation among companies (Audretsch, 1989). There was a move-
ment in favour of greater regulation towards the end of the nineteenth century,
whose main defenders were the consumers and small enterprises in the United
States (Audretsch, 1989, chapter 5). Since the 1970s however, these same groups
have been going in the opposite direction, towards deregulation. Actually, regu-
lation implies a cost for the economy; itis a kind of tax that is not collected but
that the private sector is forced to pay.?® A cost which is often necessary, but that
at other times simply responds to special interests.

The fight against regulatory excesses was always the fight of the liberal
economists armed with their neoclassical theory on self-regulatory markets.
Rigorously speaking, mainstream economics developed on the basis of the as-
sumption that the market is capable of optimally coordinating the economy and
So state intervention is not necessary. But this theory, and the ideology behind
it, although long dominant, did not prevent the state from regulating the
economy intensively. Given that, one of the neo-liberal founders of the School
of Chicago, George Stigler (1975, pp. X-XI), adopted a new approach to the
problem: to develop ‘the political economy of regulation’, i.e. to check who
benefited from regulation, based on the principle thatthere is a political market
for regulatory legislation. Who are these beneficiaries? Stigler (1971, p. 114)
considers that as a rule, regulation is a demand of the economic sector and is
mainly aimed at benefiting it. Based on that approach, Stigler founded a new
conservative political economy, that has been extraordinarily developed
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through the concept of rent seeking (Krueger, 1974) and by the rational choice
school headed by Buchanan and Olson.

The purpose of this paper is not to review the abundant literature on regula-
tion and deregulation. It gained momentum in the 1980s, when the privatization
process began in the United Kingdom, and then spread out universally. Yet the
limits of privatization and deregulation soon became apparent, since the priva-
tized natural monopolies now demanded even greater regulation.?® The liberal
agenda found it therefore necessary to deregulate and regulate simultaneously:
deregulate in order to reduce state intervention; regulate to render privatization
viable. Whatever the circumstances, the problem of the limits to state interven-
tion in the market persisted. State reform, as it took place in the 1990s, inherited
all this debate, at a time when the limits of the neo-conservative proposal in
favour of reducing the state to a minimum became clearer.

Instead of summarizing this debate — which is not among the objectives of
this paper — [ would like to mention the logic underlying the present day reform
which [ am describing.

Mainstream neoclassical economics, mainly after Coase (1937) and
Williamson (1985), assumes that market coordination is in principle more effi-
cient. However, due to transaction costs, it can be more efficient to have certain
activities coordinated administratively. That is what leads to the emergence of
enterprises, or rather organizations, within which the market does not work;
they are submitted externally to the market, but not internally. This theory 1s
appealing; it is one of the most stimulating discoveries thathave taken place in
the field of economics in this century. It is, nonetheless, a purely economic
theory, that may only be applied to a limited extent in the field of politics.
Ultimately, it reiterates the issue thatthe market isthebestway to coordinate or
control an economic system, and fails to do so only in exceptional cases, de-
pending on transaction costs. In these terms, it does not provide us with a satis-
factory explanation, nor does it give us clear criteria to identify the areas in
which the state should act and those which should be left to the market.

The regulation process that took place in the twentieth century involved
subsidies and fiscal waivers of all kinds. Industrial, agricultural and foreign
trade policies became omnipresent, and eventually turned excessive, distorting
economic calculus and allowing the private capture of the res publica, as it
responded to special interests. Yet, this does not lead us to infer that the state
can or should withdraw fully from regulating the economy. Regulations gener-
ally imply a heavy cost burden for the companies, detracting from their interna-

tional competitiveness. That is why there is a tendency to reduce them as much
as possible. In contrast, subsidies, protectionist measures and fiscal waivers
give rise to deep distortions in relative prices, stimulate rent seeking and imply
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high costs for the state. It is for this reason that state reform aims at reducing
them substantially, although realistically speaking, it is not possible to con-
ceive that they can be altogether eliminated. In many areas the state still has an
essential role to play as a regulator. Foreign trade policies, for instance, are
more active today than ever before. Environmental control policies have never
been as significant as they are now. Faced with such a complex problem as this
one, Cardoso (1996, pp. 15-16) presents criteria that help us to think about the
1ssue, taking as a starting point the combination of greater efficiency and better
income distribution:

The problem we face is twofold: efficiency and equity ... In this respect. the
statg-market dilemma is false. The role of the state as regulator when fac?ed \;vith
for instance, ecological issues, has increased constantly. Thus, the correct ro-y
posal for us to stpdy IS the role of the state in the market. The q,uestion s hovpi' to
'ncrease competitiveness (that leads to a rise in productivity and the streamlin-
ing of economic activities) and how investment decisions and those which af-
fect consumption, can be made more public, i.e., how ca}1 they become more
transparent and liable to be controlled by society ... and not just by bureauc

cies (those of the state or of companies). (Italics by the author.) “

THE RANGE OF CONTROLS LOGIC

Th§re may not be a general theory aimed at setting the limits to the sphere of
action of the state or to the extent of its regulation of the market. Yet, based on
thej state reform of the 1990s, it is possible to find a logic that helps’ to distin-
guish what is supposed to be in the public and in the private sector, and. within
;he publllc;, sector., what is supposed to remain in the state and whal’t sh(;uld be-
C(z)rrlfr(t)cfstloegipclf)llc non-state sphere. I propose to call this logic ‘the range of
Fn order to coordinate itself, every society uses a series of control and coordi-
natvlon mechanisms besides its traditions, basic values and beljefs. From an insti-
tgtlonal perspective, and by a simplification, there are three basic control mecha-
nisms: the state, civil society and the market. The state comprises the legal sys-
tem, which is made up of the legal rules and the main institutions that govgm
lsome.ty..The legal system is the most general control mechanism, practicall
identifying itself with the state insofar as jt establishes the basic r’irF:Ci les f d
other mechanisms to be able to operate. The market, in tumn, is tr;]e ecl(3>nom9r
con'trol S?'Stem that isdrivenby competition. Finally, the third r;lechanism is civli(;
society, 1.e. society structured according to the relative political weight of the
different social groups, that organizes itself to protect private interests or special
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interests of a collective nature, or acts in the name of public interest. No matter
which, all of them are essentially control mechanisms.*

Instead of the institutional criterion, it is however possible to use a func-
tional criterion, superimposed over it but not the same. According to this view
there are also three types of control: hierarchical or administrative control ex-
erted within public or private organizations, democratic or social control ex-
erted in political terms over organizations and individuals, and economic con-
trol exerted by the market.

Based on the functional criterion, it is possible to order the control mecha-
nisms which are relevant for our analysis in a range that covers, from one end,
the most diffuse, automatic and democratic control mechanism, to the other
end, the most focused control mechanisms resulting from decision-making
processes; or, in other words, from the most democratic to the most authoritar-
lan disposition. According to this criterion, the following control mechanisms
can be identified, besides the legal system which comes before any of them: (1)
market, (2) social control (direct democracy), (3) representative democracy, (4)
managerial hierarchical control, (5) bureaucratic hierarchical control and (6)
traditional hierarchical control.

The principle behind the choice of controls is that the most general, most
diffuse and most automatic is the one to be preferred, provided that it is efficient
and effective. That is why the market is the best control mechanism, since com-
petition in principle leads to the best results with the lowest costs, not implying
the use of power, whether democratic or hierarchical. For that reason the general
rule 1s, that whenever it is possible for the market to control something, it should
be the control mechanism of choice. Nonetheless, there are many situations that
escape from market control, be it because there are other values at stake apart
from the economic one (and the market only controls economic efficiency), or
because even in the economic field the market often does not operate properly.
This is because of: (a) its own imperfections, and (b) the existence of positive
externalities, the ones that have not been adequately remunerated by the market,
or of negative externalities, the ones thatare not punished by the market. Conse-
quently, it is necessary to consider other forms of control.

Direct democracy or social control is, in this scale model or range, the next
most democratic and diffuse control mechanism. Social control enables society
to organize itself formally and informally to control not only individual
behaviour but also public and private organizations, which is what matters in
the context of this analysis. Social control may also take place in the political
field by referendum or plebiscite. It may originate in two ways: either from the
grassroots up, when society organizes itself politically, aiming to control or to
influence institutions over which it does not have formal instruments; or top
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down, when it takes on the role of guiding public non-state institutions as a
deliberate consequence of state reform. Direct democracy is ideal and it is in-
creasingly being used at local level or to control decentralized public services,
but it is still not feasible at national level except in a restricted manner, when
the people are asked by means of a referendum to confirm or orient the deci-
sions of their representatives about subjects very clearly defined.

In the third place there is representative democracy; by means of this
mechanism society is represented by elected politicians who are empowered by
society. The legislative branch in modern democracies is organized according
to this principle. The parliamentarian system is intended in part to transfer this
same principle to the executive branch. Anyway, the limitations of this kind of
control are also obvious, insofar as it is only suited to define general laws and
not to execute them.

In this respect society depends on the hierarchical type of control, which can
be managerial (rational), bureaucratic (rational-legal) or traditional. Weber
clearly defined the latter two kinds of domination or hierarchical control. In the
administration of the state traditional control corresponds to ‘patrimonialism’;
bureaucratic rational-legal control to ‘bureaucratic public administration’, in
which objectives and the means to attain them are rigidly defined by law; and
managerial control to ‘managerial public administration’, that will be analysed
in greater detail in the next section.

These six types of mechanisms — excluding the legal mechanism that over-
lies all of them — are generally combined with each other in specific social
arrangements. In historical terms, and from an optimistic perspective of his-
tory, it can be considered that in primitive societies the prevailing controls were
traditional hierarchical and social control. In the complex pre-capitalistic soci-
eties, hierarchical traditional control turned dominant and was expressed in
patrimonialism. In the liberal capitalistic regimes of the nineteenth century, the
dominant types of control were bureaucratic control combined with a represen-
tative democracy and with market control. In the social-bureaucratic capitalism
of the twentieth century, bureaucratic control combined with a representative
democracy and regulated markets prevailed. Last, in the global capitalism that
15 now emerging as well as in the state reform of the 1990s, a combination of
managerial hierarchical control, representative democracy, social control or
direct democracy, and market control will be predominant.

In terms of the public and private spheres, both were mixed in primitive
society and under patrimonialism; in the times of liberal capitalism, the private
sphere was made distinct from the public one and gained autonomy; in social
bureaucratic capitalism, the public sphere grew once again as the state; in the
capitalism of the twenty-first century, the public sector will increase in size
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once again, not as the state grows but as the public non-state forms of organiza-
tion of production and social control grow.

This logic guiding state reform has a historic nature and simultaneously fol-
lows a few general principles: basically, the political preference for democracy
or for a more spread-out or diffuse distribution of power; the economic prefer-
ence for greater efficiency and effectiveness; the economic and political prefer-
ence for automatic controls, and the principle of enlargement of the public non-
state sphere.

GOVERNANCE: ADMINISTRATIVE REFORM

Following the above range of controls logic, there is a third essential element of
state reform of the 1990s: governance.’' A government may have governability
insofar as its leaders have the necessary political support to rule, but it can at
the same time fail to rule properly due to lack of governance. Governance ex-
ists in a state when its government has the required financial and administrative
conditions to implement the decisions it takes. A state that is undergoing a fis-
cal crisis, that has a negative public savings rate, and therefore lacks the re-
sources to undertake investments and to finance social and scientific policies,
is a state that has been rendered immobile. The crisis of the state in the 1980s
was above all a crisis of governance because it first manifested itself as a fiscal
crisis.’2 That is why fiscal adjustment policies took priority in that decade. In
the 1990s, fiscal adjustment still remains an essential question —actually it is a
permanent problem for all countries — but it is now increasingly clear that to
adjust is not enough to achieve good governance: the reform of public adminis-
tration is also required.

The issue of the managerial capacity of the state, and hence of administra-
tive reform, became fundamental in the 1990s. Administrative reforms are a
recurring issue. Almost all governments, at all times, talk about the need to
have a more modern public administration, a more efticient one. However,
there have been only two structural administrative reforms in capitalism. Re-
placing ‘patrimonialist administration’, the first reform involved the imple-
mentation of the bureaucratic rational-legal public administration; it took place
in the nineteenth century in the leading European countries, in the first decade
of this century in the United States, and in the 1930s in Brazil. The second,
occurring now, is the change towards a managerial public administration. This
new public administration had its first manifestations in the 1960s, but only
started to be put into effect in the 1980s in the United Kingdom, New Zealand
and Australia, and in the 1990s in the United States of America, when the sub-
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ject caught the attention of the public at large with the publication of Reinvent-
ing Government and the adoption of the National Performance Review by the
Clinton administration. In Brazil it has been implemented since Fernando
Henrique Cardoso took office and the Plano Diretor da Reforma do Aparelho
do Estado (Master Plan for the Reform of the State Apparatus) was approved
and began to be enacted (1995). Until this date, the two countries in which
managerial public administration had been more extensively implemented
were the United Kingdom and New Zealand, in the former country under a
Conservative govemment, in the latter initially under a Labour administration.

I do not intend here to repeat what I have been writing recently on manage-
rial public administration.® It is important, however, to point out that bureau-
cratic public administration, described by Weber as a ‘rational-legal’ form of
domination, was characterized by an intrinsic contradiction. A bureaucratic ad-
ministration is rational, in terms of instrumental rationality, insofar as it adopts
more suitable (efficient) means to attain its goals. It is, on the other hand, legal,
insofar as it rigidly defines the objectives and the means to achieve them in law.
However, in a world that is undergoing a complete technological and social
transformation, it is impossible for a manager to be rational if he does not have
decision-making capacity, if he cannot use his discretion and judgement, but
must, on the contrary, blindly follow the procedures laid down in the law. In the
nineteenth century, when bureaucratic public administration replaced the
patrimonialist one, this involved a great step forward in putting an end to cor-
ruption and nepotism. Nevertheless, in the twentieth century, when the state
grew and assumed new roles, and scientific discovery and technological
change progressed at an unprecedented pace, the inherent inefficiency of this
type of administration became evident. At the same time as the state bureau-
cracy — i.e. the professional civil servants taken as a whole — experienced a rise
in their strategic position in society, it was clear that new forms to manage the
res publica had to be adopted, forms that were more compatible with techno-
logical progress, speedier, decentralized, more aimed at controlling results than
at controlling procedures. And they also had to be more in line with the
progress of democracy throughout the world, which increasingly required a
more direct involvement of society in public management.

I would therefore like to define the main characteristics of the managerial
public administration, which is also being called ‘new public administration’,
as follows:

1. The administration is citizen-user or citizen-customer oriented.
2. There is an emphasis on the control of results through management con-
tracts (instead of control of procedures).
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3. The state bureaucracy is strengthened and given increased autonomy, par-
ticularly the civil servants’ bodies that execute the exclusive activities of the
state, so that their political and technical role in formulating and following
up public policies, together with the politicians and society, becomes appar-
ent and more worthy.**

4. The secretariats in charge of public policy making, of a centralized nature,
are separated from the decentralized units which execute those same poli-
cies.

S. A distinction is made between two types of decentralized units: the execu-
tive agencies, which carry out exclusive state activities and are by definition
monopolistic, and the social and scientific services that are of a competitive
nature, and in which the power of the state is not involved.

6. The above social and scientific services are transferred to the competitive
public non-state sector.

7. In order to control these decentralized units, (a) direct social control mecha-
nisms, (b) management contracts in which performance indicators are
clearly defined and the results measured, and {(c) the formation of quasi-
markets in which administered competition takes place are adopted.

8. Auxiliary and support activities that are subject to a competitive bidding
procedure in the market are outsourced.*

The increase in the autonomy of the state bureaucracy should not be confused
with bureaucratic insulation — i.e. the insulation of the state agencies from po-
litical influences — which is frequently proposed as a solution to economic
populism and clientelism.*® In democratic societies, the high cadres in public
administrationare embedded in the political process andare part of it. The ideal
type of purely technical bureaucrat does not make sense, in the same way as it
does not make sense to assign him the role of ensuring the rationality of public
administration and more broadly of government, a rationality that would con-
tinuously be threatened by politicians. This is an authoritarian view, which still
believes in the enlightened monarch and in the ‘good’ dictator — it is a point of
view that is finally being overcome through the progress achieved by democ-
racy in this century. Peter Evans (1995) proposes that the contradiction be-
tween the need for autonomous state bureaucracies and democracy can be
overcome by means of the concept of ‘embedded autonomy’, i.e. through a
bureaucracy that is simultaneously autonomous and embedded in society.*’

In carrying out exclusive state activities, 1t is necessary to distinguish be-
tween three types of institutions: the public policy-making secretariats at the
strategic core of the state, together with the ministers and head of the govern-
ment who are involved in the strategic decisions taken by the government; the
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executive agencies, which carry out the policies defined by the government;
and the regulatory agencies, which enjoy a greater degree of autonomy and try
to set prices that would be market prices in a realm of natural or quasi-natural
monopolies. The regulatory agencies must be more autonomous than the ex-
ecutive agencies because they do not exist with the purpose of implementing
government policies butrather to carry out a more permanent job, i.e. replacing
competitive markets and fostering market competition.

In short, governance is achieved and state reform will be successful when
the state becomes at the same time stronger and smaller: (a) financially stron-
ger, since the financial crisis of the 1980s has been overcome; (b) structurally
stronger, with clearly set limits for its sphere of action, and with a precise dis-
tinction between its decision-making strategic core and its decentralized units;
(c) strategically stronger, endowed with political élites capable of taking the
necessary political and economic decisions; and (d) administratively stronger,
with a technically capable and motivated bureaucracy.

GOVERNABILITY: POLITICAL REFORM

Finally, state reform implies a political reform which guarantees its
governability. Much has been said in recent years on governability, mainly
since the Great Crisis of the 1980s fully hit Latin America and Eastern Europe,
but this governability crisis was evidently combined with a governance crisis,
sinceitsmaincause was the fiscal crisis of the state.*® Governability and gover-
nance are concepts imprecisely defined and frequently mixed up. The political
capacity to govern, or governability, derives from the relation of the legitimacy
of a state and its administration vis-a-vis society, whereas governance is the
financial and administrative capacity of an administration to implement poli-
cies. It is impossible to have governance without governability, but the latter
can be highly deficient even under satisfactory conditions of governability. In
the concept of governance can be included, as Reis does (1994), the capacity to
add up the different interests, thus establishing a bridge between governance
and governability. Good governance, as observed by Frischtak (1994), in-
creases the legitimacy of a government and, consequently, the governability of
the country.

If even in advanced democracies, governability problems often arise, what
can be said about the recent and imperfect democracies, where political institu-
tions are poorly defined, and governments are unstable, easily losing political
support? So, on the problem of governability, the most serious — if not fatal —
condition for governments is to lose the support of civil society, since, in prac-
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tical terms, governability depends on government legitimacy, that is, on the
support it has from civil society.

Governability in democratic regimes depends: (a) on strong political institu-
tions, able to make governments representative, and to mediate adequately be-
tween conflicting interests; (b) on the existence of mechanisms that make poli-
ticians and bureaucrats accountable; (c) on society’s capacity to limit its de-
mands, and on the government’s ability to respond to the demands which are
eventually maintained; and, essentially, (d) on the existence of a basic social
contract. It is this basic social agreement, this Hobbesian social contract, that
guarantees legitimacy and governability in advanced societies. In developing
countries, especially in Latin America, where society is characterized by a deep
heterogeneity, this agreement is often absent or imperfect. Thus the relevance
of political agreements which are oriented towards economic development.
These pacts and the respective economic development projects arealways rela-
tively exclusive, as they keep part of the population out of it, but they granta
vision of the future to society, thus making government feasible.”

The political dimension of state reform is at the same time the most impor-
tant, since the state is the political entity ‘par excellence’, and the least clear,
since we can not speak of a state political crisis in the 1990s. Political crisis is a
synonym of govemability crisis. The government lacks the conditions to gov-
ern effectively because it loses legitimacy vis-a-vis society or because its insti-
tutions are inadequate for exercising political power. We cannot say that demo-
cratic governments, both in developed and developing countries, are in crisis
because they have lost social legitimacy or because their political institutions
have deteriorated. On the contrary, the twentieth century was, in final terms, the
century of democracy. In the developed countries, it was consolidated in the
first half of the century; in the developing ones, it began to be affirmed in the
second half, particularly since the early 1980s, when a wave of democratic
transitions took place in Latin America, then in Eastern Europe and more re-
cently, in Asia.*?

[t is only possible to speak of a political ‘crisis’ if we compare reality with an
1deal situation — if we think, for instance, that democratic regimes do not ensure
a ‘good government’, i.e. government which would lead society in an optimal
way. Naturally, this is at the core of the concerns of the rational choice school,
which dominated North American political science over the last twenty years.
It is the fundamental basis of neo-liberal criticism of state intervention since,
according to the neo-conservative view, there is no way to ensure that politi-
cians actually rule in the interest of those who are ruled; on the contrary, since
they tend to rule in their own interest, good government is almost impossible,
andthe best alternative is to downsize the state to aminimum, thus reducing the
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need to govern to what is strictly necessary; markets would take care of every-
thing else.

The misconceptions involved in this approach start with the method used.
Instead of thinking of politics and policy making as a historical process which
evolves over time, going through crisis and transformations, never reaching an
optimal status, neo-conservatives see politics and administration as something
static and abstract. Supported by the neoclassical microeconomic view, it un-
derstands the political process as a frustrated optimization process, as a princi-
pal-agent relationship, in which the principals are the citizens and the agent, the
government. It would really be very difficult to have good government with
selfish politicians, aiming exclusively at satisfying their political ambitions and
rent seeking.

Yet this method enables us to discuss certain essential problems, which of-
ten remain implicit in analysis based on the inductive/historical approach.
Przeworski (1995a), adopting the rational choice method, wrote a fascinating
essay on state reform. After summing up the internal criticism of the neoclassi-
cal assumption of market efficiency — using for that purpose Stiglitz’s analysis
(1992, 1993a, 1993b) and his own (1990), he tried to respond to two questions:
(1) which are the political conditions enabling a state to intervene efficiently?;
and (2) how can state institutions be reformed so that market failures are cor-
rected and not made more serious? To answer those questions, Przeworski criti-
cizes Chicago’s and Virginia’s neo-conservative models. Electors may be rela-
tively ignorant, but they are ‘rationally ignorant’; they are informed on what
interests them. On the other hand, the role of political opposition should not be
underestimated; opposition keeps voters critically informed of government
performance.* That is why a good government would be possible — not because
politicians were committed to the public interest independently from the elec-
toral advantages involved.

This is an internal criticism of the neo-conservative model, which accepts
the assumptions of the rational choice school: politicians are exclusively
moved by a willingness to be reelected and rent seeking or, in other words, all
actions of politicians may be explained by the support they will receive from
voters or by the economic gains that they will secure for themselves by making
use of the state power to make transferences to given interest groups. When
both objectives are not consistent, the ruler will make trade-offs between them.
Yet, in spite of the intellectual attractiveness of limiting the critique to internal
criticism, this is not always possible and it is certainly not realistic in the
present case. Politicians are moved by a third reason: their commitment to their
ideological and moral principles, that is, their own assessment of what is the
public interest. This type of politician — the good politician — will eventually
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become a statesman. He also carries out trade—offs, but the basic tfad.e-off 1ts
between his desire to be re-elected and his commitment to‘the pupllc mtebrles .
When the existence of this third motivation is assu.n?ed, the 1mmed1.ate pro tfanr:
that appears is that related to the objective of p.olmcal_ r.eform. Isit tabquei lli(t)i_
of guaranteeing as much as possible that th; will of cmzens.bej me ybp -
cians, as stated by Przeworski, or of ensuring that the public 1qterest e ml

when it conflicts with the electorate’s assessment? As Przeworski (1995a, p. )

observes:

My argument is that the quality of intervention in an economy depends l;qgelz'i
on the effectiveness of the mechanism through whlgh goyemments are oblige
to be accountable to the public for the results of their actions.

Undoubtedly, a main intermediate objective gf any democratic regime 1s to
increase the accountability of politicians. Politicwps should alw.ays'be ac.co‘unt_-
able to their citizens. The clearer the responsibility of the. p011t1c1ap Vis-a-vis
citizens and their claims, the more democratic the regime 1s. But thAISi. QOes not
mean that all the claims of the citizens should be acgepted by.p.011t101ans. To
hold this view implies that the ‘imperative rpandate’ is a requisite of derrfx})l(f—
racy: the politician would be elected exclu§1vel}/ to meet the.purposc?s of his
voters, and could lose office in case of conflict with them. The imperative man-
date, however, is the result of collective democratism rather than of democracy.

According to Bobbio (1984, p. 10):

Modemn democracy, born as representativ; democracy, as opposed to_the ie-t
mocracies of antiquity, should be charactenz_ed by po]mca] representlftugn, t[f?
is, a representation in which the representative yvho 1s galled to loo 42a ter the
interests of the nation cannot be subjected to an imperative mandate.

The accountability concept already implies the rejection of the 1mp§ratlve
mandate ** The ruler is not only accountable vis-a-vis the electorate; he is also
accountable to his own conscience. His republican virtues are also part ‘of.the
democratic concept. Stokes (1995), acknowledging that thlS‘ freedorp 1s 1m
plicit in the accountability concept, proposed the copcept of ‘responsiveness
as an additional condition of democracy. The responswe'rgler would be the 0nﬁ
who faithfully met the wishes or determinations .ofthe C}tlzens. In fact,‘the’r'e1 -1:1
no need for that concept, unless we accept the 1mAperat1ve magdate as 1 \dll
democratic institution. If we agree that the imperat'lve maﬂndate 18 not‘dear?bs,
there is no need to think of responsiveness; it is gufflClent to thml'(Ao 1? e
politician’s accountability towards the citizens and hl'mself. Good Polmcal ms-
stitutions, plus a political culture based on democratic and republican values,
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will enable politicians to be accountable to voters, as they encourage govern-
ments to act in accordance with the public interest, rewarding good governance
and penalizing bad. In the final analysis, the good politician will be the one who
1s capable of differentiating the short-term interests of his voters — which they
perceive immediately — from their medium and long-term interests, and be
loyal to the latter and not the former.* This will not make trade-offs impossible
for him regarding his re-election objective, but will give him a sense of the
priorities.

The imperative mandate is linked to a radical concept of democracy, which
makes no sense when we recall that ultimately politics is the art of commit-
ment, a strategy of mutual concessions, a difficult intermediation of interests in
conflict. On the other hand, at the opposite extreme, the concept of the states-
man as a politician who has the courage and vision to face his electorate and
risk his re-election to be loyal to his concept of what is public interest, is asso-
ciated with the idea of the enlightened monarch, or republican virtues. Greek
philosophers preferred monarchy to democracy because they knew about the
instability of democracy in those times, and had a clear differentiation between
monarchy and tyranny, and they expected the monarch to be enlightened. Now,
in the contemporary world in which democratic regimes can be stable because
the economic surplus is no longer appropriated by the use of political power but
through the market, none of the extremes makes sense — neither the imperative
mandate, nor full dependence on the statesman or on republican virtues (or the
enlightened monarch).

From the point of view of political reform, there is no doubt that it is neces-
sary to focus attention on institutions which guarantee or even better, which
increase politicians’ accountability, once this is a matter of degree. To reform
the state in order to grant it greater governability is to make it more democratic,
to endow it with political institutions enabling a better mediation between the
conflicting interests of the different social and ethnic groups and nations of the
different regions in the country. While the market is the field where equivalents
are exchanged, and may hence be relatively impersonal, from the economic
point of view, the state is the realm of transferences. Politics and policy making
in contemporary capitalism is largely a struggle for the size of the tax burden
and, given the budget, for those transferences, which are often only more-or-
less successful rent-seeking attempts. But, in principle, this struggle 1s legiti-
mate, representing class and group differences which are the very object of
politics. The political challenge state reform faces is to have political parties
corresponding to ideological orientations; to develop an electoral system which
enables representative governments with stable majorities; to have a vigorous
opposition fighting within a common field of interests; to have a free and re-
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sponsible media that better reflects the opinions of the readers, listeners or
viewers than those of the media owners or of their advertisers; to have a legal
system which not only makes justice among citizens and defends them from the
state but which also knows how to defend the res publica against the ambition
of powerful citizens wishing to capture it; to have a bureaucracy which is less
self-referred and abandons the practice of secrecy, managing the public patri-
mony with transparency; to have a legislative power relatively immune to
clientelism; to develop systems for the participation of citizens in the direct
control of state and public non-state institutions; to have a more transparent and
democratic way of financing electoral campaigns; and finally, to develop ac-
countability systems for politicians and senior public bureaucrats.

CONCLUSION

The state reform we examine inthis article is a historical process whose dimen-
sion is proportional to that of its crisis. The crisis started in the 1970s and ex-
ploded in the 1980s, and led to the resurgence of neo-liberalism and to a deep
criticism of state intervention by some eminent intellectuals and a few neo-
conservative politicians; few, because politicians are more realistic than intel-
lectuals. It was precisely that realism of politicians and, more broadly, of the
ruling classes at world level, which led them in the 1990s to abandon the idea of
the minimum state and concentrate their attention on state reform. Since the
main cause of the large economic crisis of the 1980s was the crisis of the state,
the correct thing to do was to rebuild it instead of erasing it.

In this paper [ examined the main lines of that reform. I divided it into four
sections: setting the limits of the state’s direct sphere of action, deregulation,
strengthening of governance and the conquest of governability. To present
these four subjects I developed a model based on differentiation between state,
public non-state and private organizations, and between exclusive state activi-
ties and competitive social and scientific services that the state is supposed to
finance. Deregulation was seen as a problem of degree and of cyclical move-
ments of state intervention. Governance was seen as a question of fiscal adjust-
ment and administrative reform towards a managerial public administration.
Governability was considered to be the outcome of the development of politi-
cal institutions which guarantee a better intermediation and representation of
interests combined with a democratic culture and republican values. As a basis
for the model, I developed a general explanation that I called the range of con-
trols logic, according to which the control mechanisms of contemporary capi-
talist societies ranged from market control to traditional hierarchical control.
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The outcome of the reform that took place in the 1990s will be a more effi-
cient and democratic state, responding to those to whom it definitively has to
respond: the citizens. Thus, it will be a state acting jointly with society and
according to its desires. It will be a state less centred on protection and more on
promoting competition capabilities. It will be a state which will not use state
bureaucrats to provide social and scientific services, but which will contract
out to public non-state organizations for that purpose and on a competitive ba-
sis. It will be what I propose to call a social-liberal state, replacing the social-
bureaucratic state of the twentieth century: certainly a democratic state, be-
cause the great political feat of the twentieth century was the consolidation of
democracy. The democratic regime was able to establish reasonably stable in-
stitutions and a sufficiently sound democratic culture, so that its great limita-
tion — political instability — was overcome or prevented. That instability led the
Greek political philosophers to prefer a ‘good’ monarchy and a ‘good’ aristoc-
racy instead of democracy, knowing that the risk of monarchy was tyranny and
that the risk of aristocracy was oligarchy. Today, in view of the economic and
political development that has taken place, democratic regimes are far more
stable than authoritarian regimes.**

The state reform of the 1990s was a reform which presupposed citizens and
was devoted to them: citizens less protected or ruled by the state, with greater
freedom, inasmuch as the state reduced its paternalistic approach; citizens who
combined cooperation and competition; and citizens who were politically more
mature. These citizens would probably be more individualistic because they
were more conscious of their individual rights, but they would also have more
solidarity among themselves (although this may appear to be contradictory),
because they were more fit for collective action and, consequently, more will-
ing to organize themselves in institutions oriented to the public interest, and in
corporatist institutions oriented towards the protection of group or class inter-
ests. This ongoing reform, as I see it, is not based on the bureaucratic premise
of a state insulated from society, acting only in accordance with instrumental
reason, nor on the neo-conservative premise of a state lacking a society, in
which isolated egoistic individuals make decisions on the economic and politi-
cal markets. That is why it requires the active participation of the citizens; that
1s why the new state which is emerging will not be indifferent or superior to
society. On the contrary, it will institutionalize mechanisms enabling an ever-
growing participation by citizens, an ever-growing direct democracy. That is
why the ongoing reforms are also the expression of a redefinition of citizenship
itself: citizens are expanding their scope, becoming social subjects more aware
of their rights and duties within a democratic society in which competition and
solidarity will continue to be complementary and contradictory elements.
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I am quite aware that this is an optimistic view. It does not deny that poverty

and injustice and lack of respect for civil and political, social and republican
rights, are still dominant problems all over the world. It just assumes that, al-
though unsatisfactory, progress is taking place, and that the reform of the state
1s today an essential and strategic step in the right direction.

NOTES

i

I initially studied the crisis of the statc in ‘Economic Reforms and the Cycles of the State’
(Bresser Percira, 1993a) and in the cssays published in 4 Crise do Estado (Bresser Percira,
1991).
I mecan cconomists such as Friedrich Hayek, Milton Friedman, James Buchanan, Mancur
Olson and Annc Krucger.
My theoretical work on this consists of ‘A Emergéncia da Tecnoburocracia’ (Bresser Percira,
1972) and ‘Notas Introdutorias ao Modo Tecnoburocratico ou Estatal de Produgdo’ (Bresser
Pereira, 1977a) which were later included in the book 4 Sociedade Estatal e a Tecnoburo-
cracia (Bresser Pereira, 1981); an unpublished paper called ‘As Classes Sociais no Capita-
lismo Contemporanco’ and chapter 10, ‘Etapas do Desenvolvimento Capitalista’ in Lucro
Acumulagao e Crise (Bresscr Percira, 1986).
The sustained growth rate in the United States since 1991 may indicate that this country
benefited by the end of the Cold War, which permitted a sizeable fiscal adjustment; it was the
first to overcome the crisis and is engaging in a ncw long wave of growth. Britain, which
underwent structural reforms in the 1980s, may be in the same position.
Thesc distortions usually have a cyclical character. I examined the cyclical quality of state
growth and intcrvention in Bresser Percira (1993a).
[ shall examine the concept of management-oricnted public administration later on, in the
scction concerning governance and administrative reform. To sce the subject in greater depth
scc Bresscr Percira (1996¢).
Sce Mclo and Costa (1995). The authors analysed the dissemination of nco-liberal policics
and morc broadly the policy bandwagoning mechanism consisting of the emulation by gov-
crmments of public policics that were successful in other countrics or regions.
On the reactionary nature of nco-liberal thinking, sce Hirschman (1991).
A systematic presentation of this view can be found in Bresser Percira, Maravall and
Przeworski (1993). In practical terms, the shift towards cconomic policies aimed at fiscal
adjustment and statc reform in social-democratic governments, that took place in France
(1981), Spain (1983) and Brazil (1995), were manifestations of this new stand of the modern
social-liberal centre-left.
Eventually the WDR was given the title The State in a Changing World, but it kept its basic
inspiration: the reform or rebuilding of the state. In its introduction, the report affirmed that
sustained development — cconomic and social — demands an cffective state. ‘Fifty ycars ago,
when people said that the state had a central role in cconomic development, they meant a
development guaranteed by the state; today we arc once again sceing that the state has a key
rolc in cconomic and social development, but mainly as a partner, as a catalyzing and facilitat-
ing agent’ (World Bank, 1997).
Bob Jessop (1994, p.103) affirms that in the twenty-first century the Keynesian welfare state
will be replaced by the Schumpeterian workfare state that promotes innovation in open
cconomics and subordinates social policy to the nceds of market flexibilization and interna-
tional competition requirements. There is a clear connection between the concept of a social-
liberal state and the Schumpeterian workfare state.

12.
13.

20.

21.

22.

23.

24,

29.
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To analysc the state reform from this perspective sce Przeworski (1996b) and Mclo (1996).
In measuring the size of the state by its expenditure, the World Bank (1997, p.16) confirmed
that in three and a half decades, between 1960 and 1995, the state doubled its size.
Europcan states which developed a sophisticated welfare system, ensuring that all their citi-
zens would have a minimum standard of living, arc now at the upper limit, whereas countrics
with an intermediate level of development, and the United States, where incqualitics arc great
and some minimum social rights arc not guaranteed, are clustered around the lower limit. As
Adam Przcworski wrotc (1995b), for a country to be ‘civilized’, i.c. for it to have less than 10
per cent of its population below the poverty line, it is necessary for the tax burden tobe about
45% of GDP. According to this criterion, the United States is not a civilized country, since
roughly 18% of its population is poor.

There is a huge amount of literature on thc cconomic argument; scc particularly Stiglitz
(1989, 1993b, 1994) and Przcworski (1990, 1995b, 1996a).

In Brazil, statc investments in the steel and petrochemical industries can be included among
the former; thosc in telecommunications in the latter; and those in oil and clectric energy in
both cases. Sec Bresser Percira (1977b, chapter 10) and Alves dos Santos (1996).

The word ‘publicization’ was created to distinguish this reform process from that of
privatization.

In the United States, for instance, universitics such as Harvard or Chicagoare called ‘private’,
butin fact they arc public non-statc organizations. The NGOs — non governmental organiza-
tions — are another form of public non-state property.

[ say ‘arc or should be’ because an entity that is formally public and non-profit making may in
fact makc profits, in which casc it is a falsc public entity. Cascs of this typc are common.
The participative budget was introduced by Mayor Olivio Dutra (1989-1992) and then con-
tinued by Mayor Tarso Genro (1993-1996) both from the Partido dos Trabalhadores — Work-
ers’ Party.

[ originally examined this matter in a paper on the transition of formerly Communist cnter-
priscs to capitalism. It proposcd that large monopolistic utilitics should not be privatized, at
least at first, but rather transformed into public non-state organizations.

Corporatist organizations dcfend the intercsts of their members, be it in the political ficld
(tradc unions) or for consumption (clubs).

In general, however, it is possible to distinguish a public non-statc organization clearly from a
corporatist organization; it is also casy to distinguish it from a privatc organization. However,
in countrics where the state is not well organized, it is possible to find many organizations that
present themselves as public non-state ones in order to benefit from fiscal exemptions; in fact
they arc private, profit-oriented for the benefit of one or more ‘owners’. This is just a casc of
fraud and tax cvasion.

In Spain, practically onc quarter of students go to frec community schools which receive from
the state the cquivalent of that spent in state-run schools. In the United States, “chartered
schools’ have recently developed, following the same funding principle.

[ am using ‘public administration’, followed by the predicative ‘high-level” or *medium-
level’, and ‘state burcaucracy’ as synonyms.

Public non-statc entitics which in Brazil, when subject to ‘publicization’, arc called ‘social
organizations’.

It should bc obscrved that the statc can be measured including its statc cnterpriscs. In this
casc, howcever, we run into a scrics of difficultics since these enterpriscs arce not financed by
tax rcvenucs but from their own sales. Anyway, this issuc has lost rclevance since the
privatization processcs became generalized.

According to The Economist (1996, p. 19), when reporting on the rescarch undertaken by
Thomas Hopkins at the Rochester Institute of Technology, the cost the companics had to pay
to comply with regulatory laws accounted for $668 billion dollars in 1995, whereas the total
cxpenditure of the Federal Government that ycar was US$ 1.5 trillion.

Sce Armstrong, Cowan and Vickers (1994), Claudio Frischtak, cd. (1995).
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In this paper the relative relevance of these three institutional control mechanisms is not
analysed. It is clear that the perspective of the ncoclassical economists, according to which
the market has an absolutely dominant role, is too narrow. The critical perspective of evolu-
tionary economics, expressed so well by Delorme (1995), is more stimulating; it stresses the
rolc of institutions and organizations as well as their dynamic character, marked by the di-
verse control mechanisms and by the context in which they operate.

Governance is a relatively new term that the World Bank is using. A comprehensive book on
this issuc was written by Frischtak and Atiyas (1996).

On the nature of the present crisis as essentially a fiscal crisis of the state sce Bresser Pereira
(1987, 1988, 1991, 1993b, 1996a).

In January 1995 Itook officc as Minister of Federal Administration and Reform of the Statc in
Fernando Henrique Cardoso’s administration. Besides preparing the Plano Diretorda Reforma
do Aparelho do Estado (Ministério da Administragdo Federal ¢ Reforma do Estado, 1995), |
have published a few articles on the subject (Bresser Percira, 1995, 1996b and 1996¢).

In the reform under way, burcaucratic public administration is being replaced by managerial
public administration. This, however, is notintended to diminish the rolc of state burcaucracy,
which has a strategic role in thc administration of the state.

There is a vast litcraturc on managerial public administration. Sec, among others, Barzclay
(1992), Osbomne and Gacbler (1992), Fairbrother (1994), Ranson and Stewart (1994),
Nunberg (1995), Gore (1995) , Abrucio (1997), Ferlie et al. (1996).

As observed by Meloand Costa (1995), governance is associated inter alia with the capacity
for insulation of the professional bureaucratic ¢lites vis-a-vis the political and party system,
and the government ¢élites vis-a-vis particularistic interest groups.

According to Evans (1995, p. 248): ‘The autonomy (of the state burcaucracy) is cssential in
defining a devclopmental statc, but it is not enough. The capacity of the statc to undertake
changes also depends on the relations between the state and socicty. Autonomous statcs,
completely isolated from society, can casily be predator states. The states which aim at devel-
opment must be embedded in a thick network of social relationships that links it with its allics
insociety based on transformation objcctives. Embedded autonomy and not just autonomy, is
what makes the devclopmental state cffective.” This position is similar to the onc I am pre-
senting here, although the social-liberal state I assume is less interventionist in the cconomic
ficld than Evans’s developmental state.

Sce Diniz (1995, 1997) for a criticism of traditional governance analysis of thc imbalance
between the demand and supply of public services. On the governability crisis in Latin
Amecrica sce Ducatenzeiler and Oxhorn (1992).

This matter was cxtensively analysed by Bresser Pereira and Nakano (1997).

This wave started with democratic transition in Spain in the 1970s, going through the other
southwestern countrics of Europe; it transferred to Latin America in the 1980s, and continued
with the democratization of the former Communist countrics by the end of that decade. In the
1990s, they were democratic transitions in East and Southcast Asia and attempts at democ-
racy in Africa. The literaturc on the subject is very large. On democratic transitions in general
sce Linz (1982), O’Donncll and Schmitter (1986), O’Donncll, Schmitter and Whitchead, cds
(1986a), Palma (1990), Przcworski (1991) and Huntington (1991); on transition in Brazil,
Bresser Pereira (1978, 1985), Martins (1983), Stepan (1989), Lamounier (1989), Cardoso
(1986); on transitions in Eastern Europe, Przeworski (1993); and for an analysis of ongoing
transition in Asia, Haggard and Kaufman (1995), whosc work also presents their gencral view
of the transition process based on a political cconomy prospect.

Przeworski identifics the *Chicago model’ as that in which politicians only aim at being re-
clected, while in the ‘Virginia model’ politicians arc rent sceking. In Chicago, the original
contribution to that type of model was that of Stigler (1975), although Olson (1965) had
alrcady formalized the point of view by attempting to demonstrate the lack of feasibility of
collective action by large groups.

Bobbio, however, pointed out that the democratic principle of rejecting the imperative mandate
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has always been violated in contemporary democracics, in which the corporative principle that
says that politicians would represent private interest, tends to predominate. In this model, inter-
mediation would be in the hands of statc burcaucracy and not in those of politicians.

43. Przeworski (1995a, p. 8) makes this fact clear when he rejects the imperative mandate and
also when he obscrves that the citizens may ignore what is in the public interest. Institutions
should reward thosc governors and citizens acting on behalf of the public interest and penal-
ize those who do not: ‘Privatc agents have to benefit for behaving in accordance with the
public intcrest and they must suffer when they act in a different way, and the same should
apply to governors’.

44. SccJohn F. Kennedy’s book Profiles in Courage (1956) for a fascinating sct o f short biogra-
phics of American politicians who had that courage.

45, Scc Przeworski and Limongi (1993, 1997) on this aspect. These authors questiona ‘thcory of
modernization’, which lincarly rclates development to democracy, and statc that the cmer-
gence of democracy is not simply the result of development, but is related to the political
actors’ action in pursuing their own objcctives. Notwithstanding, based on broad empirical
evidence, they admit, avoiding total indctermination, that ‘once (democracy is) cstablished,
economic restriction plays a role: survival possibilitics of democracies arc greater the richer
the country is’ (1997, p. 177).
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9. Blockage versus continuance
in Brazilian industrialization

Antonio Barros de Castro

INTRODUCTION

The blockage metaphor dominates studies on industrialization in Latin
America. Since the second half of the 1950s, even the Economic Commission
for Latin America (ECLA), an ardent champion of industrialization, has shifted
its position to defend the argument thatafter a certain point industrial advance-
ment becomes difficult and the economy tends to stagnate.

The intense surge of development initiated in 1968 and prolonged until 1980
made it clear that at least in the case of Brazil, industrial growth was far from
exhaustion, as so many analysts had announced. In fact, during the thirteen
years between 1968 and 1980 Brazilian industrial production tripled! (See
Table 9.1.) Many, however, refused to give in: according to them, the resur-
gence of growth had simply put off the exhaustion of a ‘model’ that was
doomed to crisis.

Based on other theoretical premises, a new version of industrial pessimism
raised its head in the 1990s. According to this new view, an industry that had
been created on a foundation of favours and subsidies and kept free of compe-
tition through huge (mostly tariff) barriers would not be able to free itself from
its dependence on public resources (thus contributing to both fiscal crises and
chronic inflation). It is important to stress that in this last version difficulties
did not originate in the structural characteristics of underdevelopment, such as
extreme inequality in income distribution. The problems supposedly arose
from the vicious relationship between government and private interests and the
behaviour of firms. It further pays to emphasize that according to this stand-
point income concentration was viewed rather as a consequence than as the
cause of problems in industry.

Through several formulations (which focused invariably on the rent-seek-
ing behaviour of the industry) the foregoing view came to be irrefutably domi-
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Year | Amnual 196898
Index
(previous (1968 =
year = 100) 100)
1968 - 100.00
1969 111.20 111.20
1970 111.90 124.43
1971 111.81 139.13
1972 114.19 158.87
1973 117.04 185.94
1974 108.49 201.73
1975 104.90 211.61
1976 111.74 236.46
1977 103.14 243.88
1978 106.44 259.59
1979 106.80 277.24
1980 109.25 302.88
1981 91.16 276.11
1982 99.96 276.00
1983 94.08 259.66
1984 106.31 276.04
1985 108.27 298.87
1986 111.66 333.72
1987 100.99 337.03
1988 97.40 328.26
1989 102.86 337.65
1990 91.82 310.03
1991 100.26 310.84
1992 95.78 297.72
1993 107.01 318.59
1994 106.73 340.03
1995 101.91 346.53
1996 103.73 359.45
1997 105.52 379.29
1998 99.02 375.58
Source: Brazilian Institutc of Geography and Statistics/DPE/Department of National Accounts
Table 9.1:  Evolution of Industrial GNP, 1968-98
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nant. More importantly, its conclusions came to be taken as indisputable pre-
mises for subsequent work. Thus, for example, a recent study published by
BNDES summarily refers to the manufacturing industry that existed in the
country prior to the opening of the market as being characterized by ‘low pro-
ductivity, obsolete products and inefficient scales’. The explanation for this
would seem to lie (according to the text) in the state-enterprise relationship
prior to the current decade (Moreira, 1999).

That negative evaluation of industry has recently teamed up with another
important thesis. I refer to the belief that industry has currently lost importance
as a source of economic growth. To put it simply, growth during the so-called
post-industrial era is said to be propelled by services. The combination of the
aforementioned (local) pessimism with the general hypothesis that industry has
become a thing of the past tends to have serious consequences. In the 1990s
therefore, when owing to structural reforms the economy freed itself from the
deleterious characteristics (supposedly) inherent in closed environments, pub-
lic authorities paid no attention whatsoever (during the first half of the decade)
to industry. This notorious omission of public powers in the face of economic
difficulties in the real side of the economy was not only due to their belief that
reforms and stability would create an environment favouring the appearance of

competitive activities; worldwide manufacturing itself was (supposedly) no
longer worthy of attention.

The ideas just evoked became the object of an international controversy in
which the works of Robert Rowthorn (1999), representing one of the tenden-
cies, appear to me to contain sound arguments in favour of the notion that the
production of goods continues to carry great weight in advanced centres. As he
points out, no less than two-thirds of employment in industrialized economies
relate even today to ‘goods-related’ activities. Furthermore, the enormous
changes and improvements introduced in the sphere of services proper, such as
health and entertainment (free-standing services as opposed to the wide gamut
of goods-related ones), have their basis in the new products incessantly created
by the industry. It is likewise worth mentioning that the reduction in industry’s
relative weight in the GNP structure can largely be explained by the marked
increase in its productivity (the so-called Baumol effect).

While basically agreeing with Rowthomn' and other authors where the im-
portance of industry (in a broad sense) is concerned, I intend to discuss below
only the first type of industrial pessimism, i.e. the deep-rooted notion that an
industry generated by import substitution would not be capable of achieving
sustained growth.

Let me state in advance that in my understanding, industrial growth ceased in
the early 1960s not because the import substitution process had exhausted itself,
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but rather owing to the exacerbation of macroeconomic disturbances — as well as
the growing political instability associated with it. As for the vigorous growth
surge which started in 1968 and came to an end in 1980, it was aborted by an
extraordinary conjunction of external shocks. Those worth mentioning are the
second petroleum shock and above all the so-called interest shock, a precursor of
the fatal blow struck by the collapse of external financing in 1981-2.

Once again we were faced with an abrupt interruption of growth, one that in
no sense could have been explained by the alleged failure of industry to use
(and create) new growth opportunities. I insist that no one has ever convinc-
ingly connected any of the two major growth interruptions either to the struc-
tural traits inherent in our economy (such as the aforementioned extreme in-
equality in income distribution) or to bad management or any other kind of
deviation due to a (supposedly) vicious relationship with the state. More impor-
tantly —and as the facts seem to suggest — the industrial structure inherited from
the import substitution process constitutes even today a wide and diversified
basis from which growth will eventually resume in the now stabilized and open
economy.

At the end of this work the hypothesis will be raised that perhaps today there
are reasons to believe that industry — for the first time since its inception in the
1930s — may be abandoning its (rather bumpy) trajectory towards national rep-
lication of a modern industrial structure. However, understanding the present
situation and discussing the country’s industrial perspectives require us to look
back in time. After all, the most peculiar characteristics of the economy are an
obvious legacy of the past. But that flashback need not go beyond the period of
accelerated growth and intense diversification that occurred between 1968 and
1980; during this phase decisions were made that shaped the Brazilian indus-
trial structure (Castro, 1993).2

THE BUMPY TRAJECTORY OF BRAZILIAN
INDUSTRIALIZATION: A STYLIZATION

We shall distinguish the periods 1968 through 1980, 1980 through 1993, and
1994 through 1998. Concerning the first two, which occurred prior to the
opening of the market, I will attempt to emphasize the traits that remain as a
strong and singular inheritance conditioning the present. I shall mostly attempt
to show that interruptions rather than changes in trajectories have marked the
Brazilian industrial experience. In other words, and contrary to what occurred
in Chile and Argentina in their neo-liberal experiences (Foxley, 1988), and
more recently in East Germany and Russia, structures did not disappear,
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whether or not they were replaced by new ones. Crises introduced changes and
left scars that instead of calling into question or reversing industrialization,
were incorporated into it as differences or idiosyncrasies. We can ultimately
say that the decisions previously made, most of them induced by the state
through policies that were scarcely coherent but rather effective, have shown
an extraordinary resilience.

The Period 1968-1980

The decisions made during this phase largely defined the relative importance of
sectors, production scales, technology and verticalization of factories (and
firms), together with regional location. In other words, this phase shaped the
country’s modern industrial structure.

In terms of scales, the choices were decidedly ambitious. In the metalwork-
ing sector, for instance, Jorge Katz found an enormous discrepancy (in the order
of four to one) between plants typically installed in Brazil and in Argentina
(Katz, 1986). Opting for large-scale production found its justification in the high
rate of economic growth, inincentives awarded through credit by public authori-
ties (who were determined to catch up with advanced economies) and in the
country’s own culture. The latter, dominated by a ‘growth convention’ (Castro,
1993), was characterized by a firm belief on the part of Brazilian authorities,
businessmen, and the general public that the country was destined for growth.

As far as technological choices are concemed, it may be said that in keeping
with the ambitious scales then being adopted, they tended to favour state-of-
the-art technologies.

A further traitthat had been etched in the past and was strongly confirmed
by the big step forward taken from 1968 to 1980 is to be found in the high
degree of company and plant integration (or verticalization). The fact that part
of the supply chain was absorbed by manufacturing companies themselves — a
phenomenon that was taken to extremes in the capital goods sphere but which
is also present, for example, in the large automobile plants of the ABC region
(Sao Paulo) — can be understood as a response to environmental limitations. In
other words, faced with the ‘make or buy’ alternative, companies opted for self-
supply to a much larger degree than in industrialized countries.

Finally, a word on the industrial spatial configuration, undoubtedly a signifi-
cant aspect in an economy of continental dimensions. Initially, the most ad-
vanced industries were highly concentrated in the city of Sdo Paulo and its
surrounding areas, but even during this period a few steps were taken toward
regional decentralization. The petrochemical complexes of Camagari and
Triunfo (in Bahia and Rio Grande do Sul, respectively) and that of Fiat in
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Betim (Minas Gerais) were the first attempts to build modemn industrial centres
away from Sdo Paulo and Rio de Janeiro. The public subsidies and other in-
ducement mechanisms used in those first attempts at decentralization were
even stronger than in the overall industrial advancement.

As for inflation, this was the period that saw the beginning of the Brazilian
experience of widespread (formal) indexation — which from 1968 onwards in-
cluded the economy’s exchange rate. During this stage, backward looking price
determination (or correction) according to official inflation became a typical
procedure — while the firms’ attention remained focused on expanding and up-
dating production capacity.

By the end of this period the country started being perceived in developed
centres as an aggressive newly-industrialized country (NIC) whose manufac-
tured exports were growing at extremely high rates.

The Period 1981-1993

The second period, which can be more precisely defined as extending from the
second half of 1980 to the first half of 1993, was a phase of mere (and difficult)
industrial survival. As is widely known, those were years of great macroeco-
nomic turbulence comprising several failed attempts at stabilization.

During this phase, the industrial structure — drastically expanded during the
previous period — suffered a virtual freezing. The same cannot be said of the
typical behaviour of firms. In other words, the absence of new investments, the
maintenance of the same techniques and the infrequent launching of new prod-
uct lines did not mean that important changes were not taking place in company
decision making.

In fact, the dominant patterns of behaviour on the real side of the economy
were deeply changed. The new practices were unquestionably aimed at an
adaptation to the new domestic environment, characterized as it was by chroni-
cally high inflation and a succession of radical (but failed) attempts at stabiliza-
tion. In practice, this also meant a stop and go progression and overall stagna-
tion (Ferraz, Kupffer and Serrano, 1999).

Among the characteristically reactive behaviour of the period one must em-
phasize first of all an inertial setting of prices according to the latest inflation
figures. Nevertheless, as both the price race and anti-inflationary packages in-
creased markedly with time, companies apparently tried to overtake inflation.
This procedure, besides feeding the inflationary process, most certainly con-
tributed to aggravating the country’s income distribution. Firms however,
could easily justify their more aggressive attitude as an effort to compensate for
the higher risks they were facing (Frenkel, 1979).
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Another form of behaviour developed in this particular context — and largely
incorporated into the Brazilian firm’s typical pattern of conduct — was a
(marked) aversion to indebtedness. This attitude was in sharp contrast to what
was taking place in East Asia: in Korea, for example, the debt/asset coefficient
often ranged from 300 to 500 per cent. Debt of such magnitude would un-
doubtedly be too dangerous in an environment repeatedly submitted to radi-
cal institutional shifts. The resulting cautiousness (also) became notorious as
regards the behaviour of banks, which found high and safe sources of profits in
inflationary gains (float) and government borrowing.

A third characteristic is to be found in the overall swiftness achieved by
firms in their reactions to environmental changes. It should be understood that
the kaleidoscopic changes characterizing that period imposed permanent atten-
tion on new risks and opportunities — and obviously required quick answers.
Equally associated with such a stressful environment was an ostensible and
generalized practice of aggressively defending one’s own interests. If on the
one hand this meant a radicalization (or caricaturing) of the capitalist ethos, on
the other it implied a marked predominance of short-term reactive behaviour
rather than strategic positioning.

Still in the domestic sphere it is worth noting that this period marked the
demise of the developmental state. Notwithstanding this, public authorities in-
tervened intensively in the economy, not only through macroeconomic policies
butalso by trying to reform institutions and by redefining the rules of the game.
From various standpoints therefore, there was an authentic reversal of some of
the major characteristics of the preceding period.

For the central economy and the Asiatic NICs this was a period of great
transformation. International competition was greatly intensified and new pro-
duction techniques (and managerial methods) were rapidly diffused. Those
techniques, more flexible and versatile than the former ones, favoured both
product differentiation and a reduction of the average product’s lifetime.

Whereas in the US and Europe the markets that had pushed the post-war
growth were no longer dynamic, countries like Korea and Taiwan were not
only boosting their exports explosively but also going through their own mass
consumption revolution.

Brazilian industry was clearly unable to replicate the intense transforma-
tions that were taking place in advanced centres. Under these circumstances,
Brazil ceased to be seen as a threatening NIC. Indeed, it rapidly acquired the
reputation of an endemically unstable economy — and came to be referred to as
a ‘disposable’ economy.

The basket of articles produced by Brazilian manufacturing industries (both
nationally-owned and multinational) gradually came to be typical of the final
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stage of the ‘product cycle’. This means that the corresponding production
facilities in industrial centres were already being depreciated (and disappear-
ing) — and new plants (in many cases) were being built in countries with low
salaries and/or abundant natural resources.?

The supply structure being a prisoner of articles that were becoming ‘infe-
rior’, Brazilian economy — whose industrial base in the early 1980s had ap-
proached that of developed countries — ran into obvious (relative) decline.
However, the highly protected domestic market allowed its prices (in dollars)
to remain well above the levels found on the external market. An important
consequence of this was that, taking into account the articles that were being
produced, domestic wages (in dollars) held a (paradoxically) privileged posi-
tion. Yet this privilege was only an apparent one, as workers could not buy
products (at their going prices) on the external market. For the same reason
domestic firms were only in seeming disadvantage, given that external compe-
tition was rigidly contained. On the other hand, the fact that even multination-
als (like Ford or GM) were now producing outdated articles made it clear that
the problem was one of context — and not of individual firms.

The Period June 1994—December 1998

The opening up of the Brazilian economy decided upon in 1990 and intended
for implementation in the four subsequent years, was inadvertently intensified
by an exchange rate overvaluation during the second half of 1994. Moreover,
for the great majority of firms (which had no access to external credit sources)
the huge difference between domestic and international interest rates further
accentuated the disparate conditions faced by domestic producers as compared
to their external competitors.

Faced with such a scenario, no analyst would bet on the response capacity of
the existing industry. Many, as has already been pointed out, predicted that it
would be scrapped, following the example of other neo-liberal Latin American
experiences and, more recently, of former socialist economies after the capitalist
reforms. Enthusiasts of the new policies, on the other hand, were unaffected by
the threat of disappearing producers (or even sectors). In their place new activi-
ties — industrial or otherwise — would supposedly spring up (Castro, 1999).

Against the background of drastically intensified competition in world mar-
kets and of the opening up of the Brazilian economy, the new period can be
characterized by the following crucial facts: a strong drop in the relative prices
of tradables — and a consequent broadening of their markets; a reluctant return
of the state; an intense modernization and restructuring of firms; and the redis-
covery of Brazil by direct foreign investment.
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As far as the price reduction of tradables is concemed, the most important
implications arose from the fact that wages belong in the non-tradable sphere.
Authorities, however, tried to convince the public that the rise in real wages
was a conscious and intentional consequence of the new economic policy.
Some have even drawn a dangerous lesson from that episode: the living condi-
tions of the population could be substantially improved withoutany change in
the real side of the economy. And this could be almost instantly obtained!

Quiteapart from central government rhetoric, four points are worth emphasiz-
ing as far as (industrial) policies are concerned. They are: the automobile industry
regime; maintenance of the special status and advantages conferred upon the
Manaus Pole (basically the electronics industry); some ad hoc tariff increases,
usually combined with special credit programmes (sponsored by BNDES); and
the aggressive decentralized (state) policy for attracting investments.

Let us have a look at the restructuring of firms.

Stimulated by the domestic market enlargement and using various resources
(such as increasing their import coefficient), industrial firms at large reacted
strongly to the import invasion of their markets. In order to do so, they were
forced to review decisions made in the first of the aforementioned periods —
especially with regard to the degree of vertical integration, managerial methods
and markets to be challenged. In cases where survival proved difficult, they
converted to being importers themselves or, as a last resort, sold their assets.
Some had to retreat to mere assembling. No comprehensive study has yet been
conducted on the mosaic of company reactions. But there are strong indica-
tions that only a few industrial sectors were seriously affected (Veiga, 1999).

Asregards the rediscovery of Brazil by direct foreign investment, it should be
remembered that (except for products derived from new technologies) most cen-
tral markets have been showing signs of saturation in the last 20 years. Several of
the so-called emerging markets display a noticeable contrast in this respect — and
the perception of this fact has served as the basis for a strategic option made by
the Clinton administration. Indeed, at the beginning of the President’s first term
of office, the Sub-Secretary of Commerce announced trade expansion with and
investment penetration into the so-called BEMs (Big Emerging Markets) as an
American priority. Those domestic markets (a total of ten, with some emphasis
on the Brazilian case) would supposedly hold ‘massive investment and commer-
cial opportunities for US companies’. In the raw, straightforward language of the
Sub-Secretary of Commerce those would be the places where it would be pos-
sible to find ‘more jobs for us and for our children’ (Garten, 1996). Indeed, sev-
eral (large) North American (and European) companies had already started acting
consistently in the belief that BEMs had become decisive to industries that had
propelled growth in the 1960s and 1970s.
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The broadening of domestic markets, the restructuring of companies (only
rarely accompanied by a net discarding of productive capacity), and the arrival
of new investments unfold a scene in which hope for resurrected and sustain-
able growth becomes quite plausible. However, the renewed growth potential
has come into conflict with restrictions derived from current account deficits
and, last but not least, the growing public sector deficit. The conflict between
the microeconomic potential dynamism and strong short-term macroeconomic
restrictions has translated itself into a remarkable stop-and-go trajectory
(Castro, 1996). The result is the bumpy trajectory portrayed in Figure 9.1 be-
low. Beyond the vigour revealed during expansion phases, the good news con-
tained therein rests on the fact that since the launching of the Real Plan, in-
creases in demand no longer brought with them inflation pressures. It is the
quantities produced that grow rather than prices. The contrast with the previous
periods is particularly noticeable here.
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Source: Brazilian Institutc of Gcography and Statistics-Gross Internal Product Indicators,
Junc--September 1998

Figure 9.1:  Industry after the Real Plan, Growth Rate (%) of 12 Months
Compared to the Previous 12 Months

THE CURRENT SITUATION AND PERSPECTIVES:
INITIAL REMARKS

There is no doubt that the opening up of the economy and other tests to which
Brazilian industry has recently been submitted have generated enormous
changes. Restructuring, outsourcing, mergers and changes in ownership and
control have substantially altered the country’s industrial scene. It would be in-
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correct, however, to say that the profusion of decisions recently made deny the
basic options which originated in the past — as was the expectation of those who
did not believe in an industrial structure grown out of import substitution and
state aid.*

I will limit myself here to a couple of illustrations.

The (modest) pre-1973 Chilean automobile industry was literally wiped off
the map by the country’s neo-liberal experiment. Magnitogors, a steel complex
sometimes referred to as the ‘heart’ of Soviet industry, appears to be in a termi-
nal stage. The contrast between them and what occurred respectively with the
Brazilian automobile and steel industries could not be any greater. The same
(bumpy) continuity can be found in the shoe, chemical and even capital goods
industries (whose losses have been quite considerable).

From a broader perspective however, the industrial revitalization now under
way seems to be qualitatively different from the advances (or recoveries) of the
past. This is due to the fact that until the early 1980s the Brazilian economy
was effectively reducing the gap that separated it from advanced centres. We
were in fact overcoming the international division of labour that had prevailed
until 1930. By the mid-1980s this historical task had been completed — as
strongly suggested by a jump in manufacturing exports from 13.4 per cent in
1970, to 43.7 per cent in 1985 (Bulmer-Thomas, 1996).

The recent and voluminous investments in the Brazilian automobile indus-
try (to take a significant example) are undoubtedly designed to bring plants
installed in Brazil closer to their North American and European counterparts.
Additionally, numerous Brazilian companies operating in other sectors of the
economy have been introducing equipment and managerial methods close to
those used in developed centres. But stressing these facts may risk hampering
the understanding of two serious questions.

Growth in the developed world — and most particularly in the US — has come
to be led by firms (or networks) that are radically new in their nature. Their
main characteristic is to operate directly through knowledge. Their primary
asset 1s (also) knowledge, whose management raises new and important prob-
lems — besides introducing a high degree of unpredictability into medium and
long-term strategies (Teece, 1999). Physical capital and a more or less trained
work-force have little relevance here. The very notion of the (traditional) firm
tends to be diluted, making way for new formations (networks and ‘virtual
companies’). The price of new products in this incipient world tends towards
zero in a short time span. Evidently, mere manufacturing has relatively little
importance. On the other hand, new services associated with the creation and
development of ideas (to be incorporated into new products) multiply. Need-
less to say, Brazilian industry finds itself far away from all that.
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A second change under way in developed centres must be pointed out. It can
briefly be characterized as bringing to the fore a new international division of
labour. Through that and as a reaction to the new environment, productive (in
the traditional sense of the word) corporate functions are passed on to BEMs —
whereas those which might be referred to as noble (Furtado, 1997) remain in
the developed economies. The Brazilian economy at the moment would appear
to be an outstanding candidate for this new sort of international arrangement.

I am optimistic about the growth possibilities of the restructured Brazilian
industry, yet pessimistic about its entrance into the knowledge industry realm —
as well as about the possibility of reversing the tendency to relegate Brazil (and
other BEMs) to the condition of a mere material producer — unless a new and
successful generation of industrial policies, both more subtle and more daring
than those of the past, can be conceived, adopted and effectively implemented.
These are open questions but they should be central to the debate on the per-
spectives of an economy that within two to three years may free itself from the
macroeconomic restrictions that have curtailed its growth since 1980.

NOTES

1. See, however, the last item of this paper.

2. This proposition refers exclusively to the private sector.

3. This statement would not be cntirely valid with regard to basic input industrics. In this casc,
Brazilian scales and technologics have been kept up to date.

4.  The statements made in this work have often derived from interviews undertaken by the au-
thor in several industrial branches in different regions of the country.
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10. Central banking, democratic
governance and political authority:
the case of Brazil in a
comparative perspective

Lourdes Sola

1. INTRODUCTION

With the recent transition to democracy in developing countries nearly complete,
analysts have turned towards examining the conditions for effective democratic
governance. Central to this research agenda has been a study of factors contribut-
ing to democratic accountability, transparency and public sector efficiency. Only
by meeting those conditions will nascent democracies have a chance to consoli-
date fully their political institutions. This paper draws attention to a critical aspect
of democratic governance which has so far been ignored in the literature — mon-
etary authority. Despite the obvious and essential impact monetary authority has
upon the political economy of developing countries, with notable exceptions the
study of central banks has been largely left to economists.

We attempt to accomplish two tasks in this paper. First, we provide a justifi-
cation for the study of monetary authority and central banks as an essential item
on the research agenda of democratic governance for political scientists. In
order to discuss effectively the relationship between democratic governance
and monetary authority however, one must expand the conceptual framework
used to study central bank institutions. Specifically, analysis should shift away
from an exclusive focus on how central banks attain autonomy from the politi-
cal arena towards a study of central banks as a special mode of political author-
ity. Only by doing so can we discern the specific trade-offs within monetary
authority regarding questions of transparency, democratic accountability and
public sector efficiency.

Our second task is to suggest what an empirical study of monetary authority
looks like if central banks are conceptualized as a mode of political authority.

235
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Drawing upon the Brazilian case, we invert a common assumption within the
study of central banks, i.e. that price stability follows from an autonomous cen-
tral bank. In the case of Brazil we demonstrate that nearly the opposite has
taken place. Only with price stabilization and the success of the recent Real
Plan have the conditions for an autonomous central bank been created. The end
of inflation weakened the very actors opposed to a centralization of monetary
authority in the central bank, thus paving the way for its eventual autonomy
from short-term political pressures. Price stability has led to areform of central
bank institutions, not the other way around. In order to demonstrate this how-
ever, our empirical study could not make a priori assumptions over who the
relevant actors bargaining over monetary authority would be, nor that their
relative bargaining positions would remain constant over time.

This paper consists of four sections. The first explains why the study of
monetary authority is critical for democratic governance and proposes to ex-
pand the notion of monetary authority through treating it as a special mode of
political authority. The second reviews the existing literature, and the third con-
ducts an empirical case study of Brazil. Contrary to conventional arguments,
we argue that the end of inflation has created the conditions for a centralization
of monetary authority in the central bank, with its eventual autonomy from the
political arena. The fourth section concludes.

2. WHY THE INTEREST IN THE ESTABLISHMENT
OF MONETARY AUTHORITY IS CRITICAL
FOR EFFECTIVE DEMOCRATIC GOVERNANCE

We explore two sets of questions in this section. Why the interest of political
scientists in central bank autonomy, and why is tackling this question necessary
for an understanding of recent developments in Latin American neo-democra-
cies? We argue that these questions should be placed on the comparative poli-
tics research agenda for two reasons: it is relevant to explain the diversity of
current regional integration experiences and, in particular, it impinges upon the
prospects of democratic consolidation and the quality of democracy. We claim
that the current trend towards greater central bank statutory autonomy, and/or
formal independence, should be approached in broader terms than those
adopted by economists, who approach the topic in terms of a political economy
of monetary authority. Specifically, monetary authority should be studied as a
special mode of political authority. We hope to show that the development of
such a perspective can yield insights into a specific family of Latin American
neo-democracies — those which have been most exposed to protracted
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hyperinflationary pressures throughout their experiment in democratization,
such as Argentina and Brazil. We believe the recent and convoluted Brazilian
experience of central banking provides a wealth of insights regarding the link-
ages between economic stabilization and democratic consolidation. This is
partly due to Brazil’s status, in a regional perspective, as a late-late comer in
achieving a modicum of economic stability within an unstable and shifting po-
litical context of democratization. At the same time, Brazil is an extreme case
of the ‘untidy praxis’ of central banking mentioned by Whitehead as typical of
many countries in the region, and more broadly, of neo-democracies.

One of the most striking developments of the 1990s has been the general
trend towards greater central bank statutory autonomy, or even formal indepen-
dence, in both the dominant capitalist democracies and neo-democracies
(South and East). This is taking place quite independently of the political and
ideological tradition and image of the parties whose leaders were able to push
in that direction, as recent events in Great Britain show. Who would have ex-
pected that the formal independence of the Bank of England would be one of
the first initiatives of a new Labour government? On the other hand, in most
countries of Latin America and Southern Europe, the quest for greater au-
tonomy from the Federal Executive and/or from the political arena is part of a
broader process of economic stabilization and restructuring taking place in the
shifting political context of democratization. In both cases politicians and gov-
ernmental élites are confronted with an increasingly delicate dimension of state
reform, for political and technical reasons.

Differences between the two groups of countries, however, should not be
underestimated. In OECD countries a great many political resources have been
spent in debating how much discretion should be delegated by individual cen-
tral banks to a new institution responsible for monetary order at a regional
level. The starting point of such a debate, however, is an established national
monetary authority acknowledged not only by the associated members of the
financial system, but also by the relevant populations. The question of how to
obtain recognition of the specific powers central banks are expected to exercise
has already been resolved within the territorial jurisdiction of each national
state. As recent literature has shown, this is the long-run outcome of a number
of different and convoluted institutional histories of European central banks
(and of the Federal Reserve). Analogously, current research further indicates
that the recent wave of greater central bank autonomy also contains a diversity
of institutional designs — far more than are usually allowed for by the orthodox
approach to central banking.

Evidence indicates, however, that instead of placing in jeopardy the effec-
tiveness of monetary management, this outcome has challenged an essential



238 Institutions and the role of the state

assumption of traditional approaches to central bank reform: that there is just
one effective model of central bank independence to be adopted by neo-democ-
racies.! Undeniably though, strategic political actors and economic agents
within dominant capitalist democracies have converged upon recognizing the
authority of individual central banks within their national boundaries. However
incremental the legitimization of central banks may have been in the past, and
however diverse the political mechanisms and institutional devices by which
they are accountable to other actors, critics of orthodoxy easily acknowledge
central banks as an indispensable mode of authority. That is to say, they are
seen as a necessary condition — and token — of an uncontested commitment to
monetary order.

The economic and political motivations for such a legitimization of mon-
etary authority in the central bank are diverse. One possible source may be a
strong ideological commitment to price stability and/or concern with the uncon-
trolled passion of rulers, which in the case of England derived from the struggle
of important sectors in civil society against mercantilism and/or the absolutist
state. The other more recent example is given by the German Bundesbank. Its
successful performance for 40 years as an institution independent from the po-
litical arena owes much to the devastating effect that hyperinflation had upon
millions of Germans during the early 1920s, in addition to the political use of the
Reichsbank as an instrument of the Nazi regime.? Jacques Delors, former Presi-
dent of the European Commission and one of the main architects of the Euro-
pean Monetary Union, makes a point and a caveat against the prescriptions of
easy institutional transplants in the name of economic and political liberalism by
way of an epithet: ‘Not every German believes in God, but all Germans believe
in the Bundesbank.’

Whichever way legitimization was achieved (either through an ideological
and socially embedded commitment to price stability and the rule of law, or by
way of an economic and political trauma), a second condition for the exercise
of monetary authority in a democratic framework is the acknowledgement of
price stability as a first priority public good. A number of other political requi-
sites must be satisfied in order to reconcile the exercise of monetary authority
with democratic governance. These are, to a great (although variable) extent,
related to the premise of social legitimization discussed above.

A convenient starting point for discussing the impact that central bank au-
tonomy may have upon democratic governance is to recall the special functions
and powers attributed to central banks. By doing so, the reasons for placing the
study of central bank autonomy as an important item on the research agenda
should become clearer. A first question to answer is why, and on what grounds,
economists have labelled central banks, or institutions performing similar
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functions, monetary authorities? The answer rests with their specific functions
in shaping monetary and exchange rate policies, securing financial stability and
ultimately acting as guardians of the currency. The effective performance of
those tasks is closely related to the exercise of specific powers: the regulation
of the financial system, monetary supervision and maintenance of external
creditworthiness. In this capacity they are rule-givers as much as rule-en-
forcers, through their capacity to enforce penalties and generate acquiescence
to existing regulations by all members of the financial system.

This function should be distinguished analytically, as Weber reminded us,
from another, more indirect mode of power also enjoyed by those economic
institutions. This consists of providing incentives for actors in the financial
markets to respond to guidelines for creditand monetary policies in a co-opera-
tive way, according to different criteria: their own variable individual calcula-
tions of what is in their best interest. The latter mode of power derives from the
fact that central banks enjoy a monopoly or quasi-monopoly over credit,
whereas their capacity as rule-givers stems from their expected performance
and legitimate intervention in the economy as guardians of an established mon-
etary order. We can therefore infer that monetary authority is a special mode of
political authority and of power, thusproviding tworeasons to approach central
banks as an important chapter within the study of political economy.

Notwithstanding the key role the concept of authority has for political
theory — democratic or otherwise — central banking still remains a topic ex-
plored primarily by economists. This does not mean economists have neglected
to explore the political dimensions of central banking. They tend, however, to
leave aside a major problem, extremely relevant for political scientists, which
encompasses normative issues and questions of institutional engineering — par-
ticularly relevant for neo-democracies. Namely, how to reconcile the exercise
of monetary authority with a modicum of democracy? That question is of no
special concern for economic analysis because at best democracy has been
treated as and remains a residual category.

This may help explain why much theorizing about the social and political
role of those institutions has focused predominantly on two dimensions of poli-
tics. The first relates to the impact central bank autonomy has upon growth and
employment. The second dimension is both technical and normative, for it con-
cerns the requisite political conditions for a central bank to perform its ex-
pected economic functions.

The conventional approach takes for granted that central bank independence
improves the quality of democracy, given the insulation of central bankers from
undue particularistic pressures and a politicization of technically complex
monetary issues. Due to the highly technical nature of monetary operations and
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the potential dangers from particularistic pressures, a delegation to monetary
authorities may indeed have beneficial consequences. Analysts and policy
makers alike, however, need to insert the issue of accountability within this act
of delegation.

To the extent that, in the name of monetary order, insulation from the politi-
cal arena is indispensable for protecting against self-serving particularistic in-
terests, the analyst is confronted with one of the most fundamental (and oldest)
challenges for democratic theory: who guards the guardians? And, by implica-
tion, which set of institutions are best equipped to counteract the risks of del-
egating the necessary autonomy to institutions regulating monetary authority?
For more than just affecting the rate of growth and level of employment, deci-
sions made by central banks impinge upon the country’s strategy of develop-
ment and indirectly upon the redistribution of resources between winners and
losers.?

This question, as is well known, also applies to the judiciary, which as
guardian of thelaw is often not democratically accountable. Tackling this ques-
tion leads us to explore well-known dilemmas pertaining to democratic gover-
nance which are best explored by Dahl, namely, the permanent tension between
autonomy and control in a pluralist democracy. Two questions follow: to whom
should central bankers be accountable, and what are the limits to transparency?
The latter is complicated by the fact that secrecy, or at least non-immediate
disclosure, is often an important tool for effective monetary management, not
only on the grounds of economic efficacy, but also as a means of protection
against speculative attacks.

Economic liberalism takes for granted three assumptions. Firstly, price sta-
bility is a public good. The second, which follows from the first, is that because
inflation is more detrimental to social sectors less able to protect their incomes
from the ‘inflationary tax’, economic stabilization is instrumental in achieving
a greater degree of equity in the long run. Thirdly, centralbank independence is
a principal condition for actors and the institutions in charge of price stability to
act in the interests of society. In other words, the conventional approach pre-
sumes a conception of what constitutes good government and a good society.
This has been, of course, a major criterion in the legitimization of central banks
in dominant democracies, which the concept of monetary authority draws
heavily upon.

To what extent do the same criteria for good government delineated above
hold for neo-democracies? In our view, neo-democracies as an analytic cat-
egory are too broad for our purposes. In order to explore the problems associ-
ated with the establishment of a legitimate and accountable monetary authority
one must first make a distinction between two families of neo-democracies. On
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the one hand, there are countries that fall under the rubric of hyperinflationary
regimes, having experienced a runaway inflation as a consequence of both the
adjustments imposed by the 1982 external shock and past policy choices.* In
such cases, economic stabilization became a priority, inseparable from eco-
nomic restructuring and, in particular, the reform of the state. This is so because
hyperinflation is in effect synonymous with the end of any monetary regime.
This is a term which, translated into political science parlance, is nothing less
than a disruption of the existing monetary order. Hyperinflation can therefore
be interpreted as a process of accelerated loss of monetary — and political —
authority. It may further be interpreted as the combined outcome of a fiscal and
legitimization crisis of the state affecting both itself and its regulatory capaci-
ties, and therefore, the long-term relationship it established with the economy
and the society. Most Latin American countries fit into this category, although
one can draw additional distinctions among the most conspicuous
hyperinflationary cases — Argentina, Bolivia and Brazil. Whereas in the first
two countries hyperinflationary pressures developed into an effective
hyperinflationary crisis, in Brazil such pressures were kept under permanent if
precarious control, thanks to a generalized indexation lasting until 1993. This
mode of control, as far as decision making was concerned, verged on a praxis
of systematic brinkmanship.’

On the other hand, there are neo-democracies for which the task of reconcil-
ing economic restructuring with democratization could be achieved in the con-
text of a comparatively manageable rate of inflation. This was due in great part
to a more amenable fiscal crisis, related to a comparatively reduced exposure to
the 1982 debt crisis and to an externally supportive environment created by the
European Union, which provided incentives for a smooth change in the pre-
vailing pattern of state financing. Portugal and Spain fit into this category.

In what follows we shall address problems typical of the first group of coun-
tries, resorting to evidence supplied primarily by Brazil, but eventually by Ar-
gentina and Bolivia. This family of neo-democracies have distinctive features.
They represent extreme cases where economic restructuring and democratiza-
tion are taking place in a context in which monetary order has been and still is
a goal, not a reality. We are therefore assuming that although hyperinflationary
pressures have been eliminated and inflation has been dramatically brought to
unprecedented low levels, the achievement of self-sustained economic stabili-
zation is a long-run process dependent upon the implementation of economic
and institutional reforms, and the continuance of the external bonanza.

This context imposes a number of additional conditions upon an effective
state reform compatible with democratic governance, which principally con-
cemns the re-establishment of monetary authority in the context of a broader,



242 Institutions and the role of the state

and conflict-ridden, process of recreating democratic political authority. Two
conditions are essential to this process. The first is the recognition of self-sus-
tained economic stability as a public good, with the expectation that this goal is
inseparable from greater equity. The second condition is an agreed process of
institutional innovations geared to rendering the monetary authority account-
able to society without becoming prey to the political arena. These conditions
may be referred to as a quest for embedded authority, typical of a situation in
which the state’s capacity for regulation and supervision will be dependent in-
ter alia upon a changing pattern of financing and composition of its expendi-
tures. This implies, of course, a different state-society relationship, the implica-
tions of which have been covered elsewhere.

We therefore posit that the question of central bank autonomy® should be
considered in a still broader perspective than the one proposed by critics of the
conventional approach. We can begin with Laurence Whitehead’s critique of a
presumed convergence towards a single model of central banking in neo-de-
mocracies, an assumption resting at the heart of neo-liberal prescriptions. A
distinction must be drawn, however, between two separate issues. The first is
the observed and indispensable trend towards greater central bank autonomy
from the contradictory pressures of competitive politics and its use as an instru-
ment of party politics. This has become a standard condition for self-sustained
economic stability and a critical chapter in state reform, a condition in the light
of which the comparatively ‘untidy praxis’ of most central banks in Latin
America should be measured. Such an exercise, however, does not imply an
uncritical acceptance of the single-model version that bearers of the conven-
tional approach tend to prescribe for neo-democracies. As Whitehead shows,
the latter brush aside inter alia three important questions. Firstly, the convo-
luted history of central banks in dominant democracies and the variety of paths
followed by them. Secondly, the present diversity of economically effective
institutional designs, which vary according to governmental rules and praxis
geared to strike a balance between monetary stability and other, possibly con-
flicting, goals. The third is the important analytical question of identifying the
shifts in social interests underlying the dominant claim and the general trend
towards central bank independence.

In countries like Brazil and Argentina we believe a second issue should be
explored, concerning both the pace and the guidelines for this mode of state
reform to be effective. The establishment of a new monetary order poses spe-
cific problems for democratic governance — such as the legitimization of mon-
etary authority and the institutional innovations needed to make it more ac-
countable to politicians and society. In our view, monetary authority has yet to
be fully established in these neo-democracies. Furthermore, other dilemmas
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should be considered if democratic governance is to be counted as a legitimate
competing goal (alongside other ones). One can consider a number of implica-
tions which follow from this proposal, which we will briefly review.

Firstly, the political dynamics of economic stabilization concentrates power,
at least at its initial stage. A principal feature of neo-democracies consists in re-
concentrating power within the institution responsible for monetary authority —
a process which implies multiple acts of delegation. These acts of delegation
range from politicians to experts and eventually to whole bureaucracies, from
politicians situated in the executive and/or in Congress, from politicians hold-
ing executive positions at the state level in a federation, and from the judiciary
as the authorized interpreter of the legal order. The other side of this multifac-
eted game is, of course, the multiplication of veto players.’

Secondly, the technical complexities of monetary management regarding its
financial reorganization and regulation are further enhanced by another factor.
When hyperinflation sets in, together with its inseparable companion, the fiscal
crisis of the state, a tidy praxis of central banking requires a modicum of co-
ordination between monetary and fiscal policies. This condition can be satis-
fied in many ways, one of which is to provide the President of the Central Bank
with veto power over (expansionist ) fiscal policies — thus preventing the risks
derived from indirect challenges to the established monetary guidelines, that is
to say, to its own authority.

Exploring the links between fiscal and monetary policy for stabilization in a
hyperinflationary context is out of the scope of this paper. We do, however,
wish to make a point pertaining to this relationship. A major constraint facing
the delegation of power to monetary authority is the usually low level of under-
standing of its technical issues and systemic policy consequences. Stated in a
more positive light, technical expertise among politicians within a democratic
framework is a precondition for establishing a new monetary and regulatory
financial system.® This is an ideal long-run condition, which is far from being
satisfied even in dominant democracies, yet still more difficult to achieve in
countries where uneven development — social, economic and political — is the
rule. The problem, however, is more critical in neo-democracics under
hyperinflationary stress. The question for us is: which modes of political and
institutional intermediation are required in order to bridge the gap betwecen
technical knowledge and expertise concentrated in the hands of a given eco-
nomic team, on the one hand, and on the other, the actual level of understanding
of politicians with a mandate, and whose fiat is indispensable?

Incentives to bridge the gap more or less quickly may come from various
sources. We posit that in cases in which institutions are not flexible and effec-
tive enough to secure the legitimacy derived from the representative system,
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the incentive to bridge that gap and to help check hyperinflationary disruption
may come directly from a definite change in the preferences of the population.
Such was the case in Brazil and most Latin American countries. This is why
beyond all differences related to diversity of the relevant party systems, and in
particular beyond the technical differences in their stabilization programmes,
Bolivia (1986), Argentina (1991-92) and the latest comer Brazil (1993-94)
show a political denominator in common.

In all three cases, the building up of an agreed economic strategy was depen-
dent upon three conditions. Firstly, a shift in the ordinal preferences of society
towards making stabilization a first order priority goal. This process of conver-
sion may be translated as the emergence of a new criterion of legitimacy owing
much to the role of hyperinflation in the wake of a number of stabilization
programmes within new democracies. Under such circumstances there is a
shift in what should be expected from democracy. Above all, there is a gradual
de-linking between immediate economic welfare and treating democracy as a
goal and value on its own. The second condition is related to the quality of the
leadership. An executive must have the political capacity to propose a techni-
cally adequate stabilization programme in addition to creating a political coali-
tion necessary to respond to a newly emerging anti-inflationary coalition.’
Fromthis follows a third condition, still related to the quality of the leadership.
Inorder tobridge the gapbetween technocrats and politicians within the frame-
work of a disrupted monetary order, one must delegate a high degree of au-
tonomy to the economic team, and therefore to the monetary authority, while at
the same time securing the support of Congress, and eventually of local execu-
tives. This was a condition satisfied in the case of Brazil under Cardoso,
Menem in Argentina, and in particular, of Bolivia under Victor Paz Estensoro.'”
In the case of Brazil, we can speak of a paradox by which, in the absence of an
institutionalized fully autonomous power of the monetary authority, the Cen-
tral Bank was granted the right to proceed as if it were ‘independent’ in the
wake of the Mexican crisis of 1994-95. The de-politicization of the Central
Bank was dependent upon a political decision — an indicator of the precarious
statutory autonomy of the Brazilian monetary authority.

Finally, decentralization poses a crucial problem for countries (like Brazil and
Argentina) that face the need to establish a credible monetary authority while
improving the conditions for democratic governance. Economic and political
decentralization is often claimed to be essential for viable democratic gover-
nance owing to its beneficial effects upon accountability, transparency and pub-
lic sector efficiency. The literature on decentralization, however, has to date not
explicitly incorporated the question of monetary authority within its analysis.
That analysis tends to conduct studies either on inter-governmental fiscal rela-
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tions or on specific sectors like education, health or infrastructure. The distinc-
tive features of monetary management, the conditions for its effectiveness and
the special dilemmas it poses for democratic control are left aside. Furthermore,
1t fails to make a satisfactory analytical distinction between the political logic of
decentralization and that of federalism in a democratic framework. Only by do-
ing so can one fully understand the active role played by states and municipali-
ties in the passage from high inflation to hyperinflation within the context of
democratization and their claims for greater autonomy. The ability of local banks
to create quasi-money through their administration of state government fiscal
deficits — either through carrying state bonds or providing direct loans — has had
important consequences in Brazil, and to a lesser extent in Argentina. Specifi-
cally, state banks became a favourite mechanism of state governors to evade
meeting the elementary requirements of transparency and accountability estab-
lished by monetary and fiscal authorities at the federal level. As we shall see in
the case of Brazil, this implied a deliberate challenge to the constitutionally es-
tablished monopoly over money creation at the federal level.

In other words, the disruption of the monetary order in democratic Brazil
since the early 1980s was closely related to the operation of centrifugal inter-
governmental forces which effectively created rival centres of monetary power
between levels of government. This was part and parcel of the dramatic loss of
both monetary and fiscal authority, which is inseparable from hyperinflation
and constitutes the absence of any monetary and fiscal regime. In effect,
Brazil’s source of monetary disorder (and to a lesser extent Argentina’s) can be
characterized as a monetary tragedy of the commons. While state governments
effectively used their state banks as printers of money in order to finance their
budget deficits, one could argue that the collective good of price stability was
jeopardized — which is a federal, not a state responsibility.

That is why, when examining the more extreme case of Brazil, it is possible
to speak of a monetary and fiscal rebellion inseparable from hyperinflation."!
The complex bargaining act required for self-sustained economic stabilization
in such a neo-democracy places additional strains on political leadership, for it
constitutes a permanent trade-off between two goals: on the one hand, the need
to check and to bring under permanent control the centrifugal forces which
deny central monetary authority — a need which must first be turned into a
political goal by the rulers; on the other hand, the executive is faced with the
need to build an agreed economic and political strategy to reshape the political
order consonant with federalist principles.

In what follows we demonstrate that the study of decentralization, at least in
the Brazilian case, must incorporate the question of inter-governmental mon-
etary authority. A coherent monetary authority is essential for the viability of a
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new federalist pact, in addition to reconciling decentralization with the objec-
tives of democratic governance: accountability, transparency, predictability in
the rule of law and public sector efficiency.

3. ALLEGATIONS IN THE LITERATURE

Despite the evident impact monetary authority has upon the establishment of
effective democratic governance, few analysts have studied monetary authority
as a political authority in the Latin American context. This section will first
review the prevailing wisdom concerning monetary authority, and subse-
quently two lines of research which attempt to explain the conditions under
which politicians delegate monetary authority to an independent central bank.
While the prevailing wisdom approximates a normative vision resting on tenu-
ous grounds, the latter provides promising lines of research but suffers from
two deficiencies which we attempt to address in the country case study of Bra-
zil: one should not presume who the relevant actors surrounding monetary
policy will be, and analysts should be sensitive to the dynamic element sur-
rounding political negotiations over monetary authority.

Conventional wisdom over monetary policy in the 1990s stipulates the inde-
pendence of central banks from the political arena as a precondition for achiev-
ing durable price stability. If monetary authority is governed directly by elected
officials, their electoral incentives will inevitably lead them to pursue an ex-
pansionist monetary policy in order to bolster economic growth. Such a strat-
egy, however, increases employment only in the short term. As consumers
cease to be myopic, an expansionist monetary policy is most likely to result in
stagflation (the combination of persistent inflation and unemployment). In or-
der to uphold the economy’s long-term interest in price stability, monetary au-
thority should be delegated to a central bank independent from short-term elec-
toral interests. According to this line of reasoning, economic growth and price
stability therefore rest on ‘getting the institutions right’. The moment central
bank governors have fixed mandates which do not coincide with an electoral
calendar, price stability and economic growth should follow.

Adherents to the above argument often cite the well-known study by Alesina
which finds a positive correlation between independent central banks and price
stability.'”” One must be careful, however, in viewing such studies as evidence
of the hypothesis that independent central banks cause price stability. Firstly,
such quantitative studies are robust only in OECD countries, hence one cannot
assume that such a relationship will also hold in developing countries. More
importantly, however, such studies demonstrate a correlation between price
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stability and independent central banks, not causation. As we demonstrate in
the Brazilian case study, the conditions for creating an independent central
bank have only recently been generated because of price stability, not the other
way around. While not dismissing the potentially large impact political institu-
tions have on policy outcomes, the Brazilian case qualifies the generalizability
of arguments that focus on ‘getting the institutions right’.

Before entering into our specific argument, however, we will review two
positive (instead of normative) lines of research which attempt to explain the
conditions under which politicians delegate monetary authority to an indepen-
dent central bank, respectively from an international and a national level of
analysis. Drawing attention to the unparalleled recent trend in developing
countries to establish independent central banks, Sylvia Maxfield argues that
politicians delegate monetary authority to an independent central bank as a
mechanism to signal international creditors.'’ In order to attract investment
when international credit is tight, governments need a credible commitment to
a policy of price stability. ‘Tying one’s hands’ through delegating monetary
authority to an independent central bank is one mechanism to do so. Maxfield’s
argument is specifically relevant in a context of a growing internationalization
of securities markets in the 1990s.

While an international approach provides a good first cut, there still exists a
considerable amount of ‘slack’ at the domestic level which an approach like
Maxfield’s cannot account for. In her country case study of Brazil, she herself
recognizes that in certain moments ‘domestic political pressures, specifically
the incentives stemming from constant uncertainty, swamped the need for in-
ternational creditworthiness.” (Maxfield, 1995, p. 169). Except for a short in-
terim period during Brazil’s first military government of Castello Branco
(1964-67), monetary authority has either been dependent upon the federal ex-
ecutive'® or effectively divided between levels of government. Such a dispersal
of monetary authority persisted throughout sustained periods of tight interna-
tional credit and economic stagnation in the 1980s and 1990s. Brazil therefore
constitutes a case which warrants the analyst’s development of domestic level
hypotheses.!'*

Domestic approaches to central bank independence have primarily been de-
veloped in the OECD context and can be divided into two categories: institu-
tional and social preference explanations. Institutional explanations generally
presume that delegating authority to a central bank is costly. Countries with
strong corporatist institutions capable of coordinated wage bargaining arc
therefore more likely to have independent central banks,'® and once estab-
lished, central banks are more likely to endure in polities with high political
competition and a large number of veto gates.'” Social preference explanations,
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however, treat institutions as intervening variables and focus instead on the
preferences of dominant groups which influence economic policy making.
Central bank autonomy is therefore most likely in countries where the financial
sector is relatively stronger than labour-intensive industries — which have an
interest in promoting monetary policy as a means of increasing employment.'?

The argument we develop for the Brazilian case study adopts a domestic
level of analysis which contains elements of both a social preference and an
institutional explanation. Our explanation, however, differs from the above ori-
entations in a few significant ways. On the institutional side we agree that
policy change in polities with a large number of veto gates is difficult,' but the
Brazilian case indicates how the relative bargaining position of actors occupy-
ing those veto gates can change over time. A strictly institutional orientation
would not have the tools necessary to examine when such change is possible,
hence in Brazil it would be unable to explain the recent centralization of mon-
etary authority in the central bank.

In order to account for the dynamic element inherent in the politics of mon-
etary authority, the analyst must turn to the relevant actors involved. Unlike the
social-preference explanations previously cited, however, we do not assume
that the relevant actors impinging upon monetary policy will be the same
across countries, nor, as we stated above, that their relative bargaining posi-
tions will remain constant. In Brazil the relevant actors disputing control over
monetary authority include the federal executive, state governments and the
private financial sector, whereas other countries may have very different actors
bargaining over monetary authority. Furthermore, we demonstrate in the case
of Brazil how the stalemate over monetary authority and its eventual indepen-
dence is beginning to dissolve, because the end of inflation reduced the relative
bargaining strength of the actors opposed to a centralization of monetary au-
thority in the central bank.

An approach which does not make a priori assumptions over who will be the
relevant actors, nor what their relative bargaining strengths will be over time
can further shed light on accounting for the wide empirical variation in the
central banking models adopted. As Whitehead has recently pointed out, there
is no single central bank autonomy model.?® There are a variety of ways to
structure monetary authority in order to sustain the goals of price stability, thus
analysts should turn their attention away from how to arrive at central bank
autonomy and try instead to answer the question ‘autonomy from whom?’ Our
country case study takes a step in this direction.
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4. BRAZIL’S QUEST FOR EMBEDDED AUTHORITY
4.1 The Political Game Prior to the Real Plan

Brazil has achieved a dramatic reversal of its hyperinflationary pressures in
1994-95 under the aegis of the Real Plan, initiated by then Minister of Finance
Fernando Henrique Cardoso. In a regional perspective Brazil can be considered
a late-late comer regarding price stabilization, because of its numerous and
unsuccessful heterodox shocks in 1986, 1987, 1989 and 1990. By 1992 the
government resorted to orthodox monetary and fiscal short-run policies with
only partial success. The repeated stabilization failures, in addition to political
constraints preventing the implementation of fiscal and administrative reforms,
are the principal reasons why the Brazilian case has been approached in eco-
nomic literature as a typical case of muddling through.

As in other parent countries, the recent Brazilian economic stabilization
brought about a dramatic change in perspectives. Price stability came to be
reckoned as a first order public good, reflecting a clear change in social prefer-
ences and criteria for political legitimization — something unprecedented in
contemporary Latin American history. The experience of hyperinflation and/or
hyperinflationary crisis instigated a lowering of expectations concerning eco-
nomic welfare and democracy. Given that social preferences often translate
into electoral outcomes and political rhetoric, the election of Fernando
Henrique Cardoso confirmed this recent trend. All over the region such
changes inflicted a dramatic blow to economic populism. It became clear that
the populist policies and style of problem solving would not yield electoral
dividends as they had in the past. This change in the political and economic
climate holds true for economic structures, political regimes and systems of
representation across countries as diverse as Peru, Bolivia, Argentina, Mexico
and Brazil.

Why has Brazil been one of the slowest reformers? Although answering this
question thoroughly is beyond the scope of this paper, its importance must be
highlighted, for two reasons. Firstly, economic stabilization is a process still
under way. As a goal it is far from consolidated, for its continued success de-
pends upon fiscal, social security and administrative constitutional reforms that
require Congressional approval. Secondly, some of the political constraints on
managing hyperinflation are still at work and impinge heavily upon the diffi-
culty in establishing an embedded monetary and fiscal authority as a specific
mode of political authority.

In what follows we will be concerned with two kinds of constraints. The
first 1s long-run and refers to how monetary authority was handled under a
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national and federal perspective prior to the democratization of the 1980s. This
discussion will provide the background necessary to address the main question
of this section: how has the exercise of monetary authority changed subsequent
to economic stabilization?

From a regional perspective, one of the distinctive traditions of Brazilian
policy making, in addition to an explicit vocation towards continuous growth at
all costs, has been a difficulty in establishing a single monetary authority. From
the 1930s until the breakdown of the populist democracy in 1964, the establish-
ment of a single monetary authority was not politically viable. Except for a
brief interlude in 1964-67, the Central Bank has experienced, since its creation
in 1964, a convoluted history of very little autonomy. Thus Brazil is also a late-
late comer in terms of establishing a statutory monetary authority. Most Latin
American countries had established their own central banks long before 1964,
with a wave being created as a response to the economic crisis of the 1930s.

Moreover, one could describe the history of the eight failed attempts at sta-
bilization throughout the populist democracy (1945-64) in terms of the politi-
cal constraint posed by the protracted dispute between two rival centres of
monetary authority — each subjected to different political and economic pres-
sures. Politicization of monetary management in that period therefore pre-
vailed under the guise of the contradictory policies made possible by the exist-
ence of a dual monetary authority: Banco do Brasil and Sumoc (Superintendén-
cia da Moeda e do Crédito).

Subsequently, the convoluted history of Brazilian central banking since
1964 provides a wealth of insights for political analysts concerned with ex-
plaining the contrast between economic programmes and ideas, on the one
hand, and the effective results of economic policy making, on the other. For,
although the intentions and the rules laid down by the architects of the Central
Bank’s reform in 1964 were clearly stated in terms that established a central
bank which would be autonomous from the political arena, such a proposal was
easily defeated, three years later, under the subsequent military government
committed to expansionist policies.?’ It was only in 1986 and later in 1988,
under the first civilian government, that two reforms were implemented to es-
tablish basic mechanisms for effective monetary management and a minimum
degree of transparency in national accounting.?

The convoluted history of monetary authority in post-war Brazil has there-
fore less to do with the nature of the political regime than with a commitment to
economic performance cast in terms of accelerated growth at all costs.** Inter-
national liquidity, of course, played an important role during 1974-78, as
Sylvia Maxfield argues. The decision taken by General Geisel in 1974, how-
ever, to prolong the period of accelerated growth and deepen import substitu-
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tion despite the first oil shock (which required adjustments) was a domestic
political option. Tworeasons explain this. Firstly, continuous growth may have
appeared necessary to the military in order to cement a political coalition they
wished to create in support of a strategy of gradual and controlled political
liberalization. Secondly, the choice in favour of growth at the expense of infla-
tion and an exchange rate crisis had always been made by previous Brazilian
governmental élites.

Brazil has become one of the slowest reformers for a second reason, one that
1s directly related to the kind of dual monetary authority which emerged in
tandem with democratization. This dual monetary authority is intimately
linked to the federal question and to decentralization, for the governors acted as
centrifugal forces which pressured for fiscal decentralization and used their
state banks to produce money, thus fiercely challenging the constitutional au-
thority of the Central Bank. An important explanation for the ability of gover-
nors to use their state banks in such a manner, and thus undermine all stabiliza-
tion plans undertaken by the new civilian regime (1986, 1987, 1989, 1990 and
1991), relates to the sequence by which democracy was restored. The contrast
between the Brazilian and Spanish strategies may help clarify this point.

By the time Brazilian civilianrule was re-established in 1985-86, the strategy
of political devolution adopted by the military had been under way for almost 10
years. For our purposes itis sufficient to stress two major aspects. Firstly, devo-
lution at the state level occurred prior to that at the federal level. Open guberna-
torial elections were re-introduced first in 1982, with the opposition party
(PMDB) electing a significant number of governors committed to democratiza-
tion in the most economically and politically powerful states (Sao Paulo, Minas
Gerais, Rio de Janeiro and Rio Grande do Sul). Secondly, the economic strategy
adopted by the military government of Emesto Geisel (1974-78) resulted in a
process of accelerated economic decentralization at an early stage of political
liberalization. Geisel radically changed the previous pattern of industrialization
which focused on the already industrialized southeast.

This sequence is critical in order to understand the manner in which the
political drive for autonomy at the state level translated into a centrifugal pull.
Economic, and eventually democratic, devolution at state level, prior to liberal-
ization at the federal level,** helps explain the difficulties later faced by the
federal executive in exercising a coordinated authority and implementing an
agreed strategy and support among governors. A political economy of federal-
ism should take into account such a political and economic sequencing.*

From the standpoint of federalist devolution Brazil and Spain are polar
cases. A large part of the success of the devolution strategy adopted in Spain
was due to the opposite sequence — that is to say, general elections and condi-
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tions of legitimacy were established before devolution took place. This is all
the more striking inasmuch as the Spanish case represents a far more extreme
case, i.e. a multinational federalism which requires multiple balancing acts
from central authorities.

In our view the protracted challenges to central political authority on behalf
of states owes much to this sequence. Any explanation of the difficulty of any
subsequent civilian government in building a governing coalition should take
into account this kind of political constraint. For this sequence set the stage for
a second type of political constraint to economic policy making and stabiliza-
tion — the new Constitution promulgated in 1988. This transferred a fixed per-
centage of federal taxes to states and municipalities without a concurrent trans-
fer of spending responsibilities, and represented the culmination of a process of
fiscal decentralization initiated in 1974. Such a constitutionally-determined fis-
cal allocation imposes an important constraint upon economic management
and the crafting of social policies.

In what follows we are principally concerned with examining monetary au-
thority despite the fact that such a study is intimately linked to the fiscal arena.
Within monetary authority we further focus on the relationship between the
Brazilian Central Bank and state banks. Although fiscal and monetary rebellion
1s also practised by the private sector, our focus on state banks is justified for
three major reasons. Democratic governance is first predicated upon coherent
control by the incumbent government over the proper state apparatus.?® Sec-
ondly, the creation of quasi-money by the latter has an obvious impact on the
expansion of the monetary base. Finally, private banks such as the Banco
Econdmico in Bahia or Bamerindus in Parana enjoyed an enormous bargaining
power, given their effective role as regional banks.”

4.2 The Political Game After the Real

The transition to democracy and political decentralization in Brazil created an
effective division of monetary authority between state and federal govern-
ments. The previous section argued that this outcome derived from a political
game in which governors were able effectively to transform their state banks
into producers of money. This section argues that monetary authority has been
increasingly centralized in the Central Bank because the federal executive has
increased its bargaining power over governors since the implementation of the
1994 Real stabilization plan.

The federal executive has been able to centralize monetary authority in the
Central Bank for both purely political and economic reasons. On the political
end, both the interests and bargaining power of the federal executive have
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changed. Not only does the current administration have an unprecedented in-
terest in sustaining the present stabilization plan, but the executive has gained
leverage over the legislature, and therefore governors, due to the concurrent
presidential, legislative and state-wide elections in 1994. On the economic end,
the federal government increased its bargaining power over governors because
the end of inflation substantially weakened state government finances, thus
making governors dependent upon a federal bailout. We argue that Fernando
Henrique Cardoso took advantage of both of these political and economic fac-
tors to make a federal bailout conditional upon a centralization of monetary
authority in the Central Bank — an essential element to sustain the current stabi-
lization programme.?

The federal executive is usually the branch of government held electorally
accountable for maintaining macroeconomic stability, therefore any federal
executive would have an interest in maintaining a stabilization programme.
The government of Fernando Henrique Cardoso, however, differs from previ-
ous administrations in the extent of its interest in upholding a stabilization
programme. Fernando Henrique Cardoso launched and won his bid for the
presidency almost entirely on the basis of his role in crafting the Real stabiliza-
tion programme as Minister of Finance under the outgoing Itamar Franco ad-
ministration (1993-94). Whereas previous presidents could craft a stabilization
programme after being elected, see it fail and still have time for a second ‘go’,
Fernando Henrique Cardoso did not have that option because he had won the
presidency on a specific stabilization programme — the Real Plan. Fernando
Henrique Cardoso’s political career and his chances for re-election in 1998
were dependent upon the continued success of the Real Plan.?

In addition to an unparalleled interest in sustaining the current stabilization
programme, the executive branch gained added leverage over the legislature
and governors through the concurrent presidential, legislative and state elec-
tions of November 1994. The Brazilian transition to democracy was marked
not only by the re-introduction of direct elections for governor prior to the
presidential elections, but also by concurrent gubernatorial and national legis-
lative elections in 1982, 1986 and 1990. Direct presidential elections were only
re-introduced in 1989 — an ‘off” election year. Brazilian legislative candidates
during the 1980s and early 1990s therefore benefited from riding ‘gubernato-
rial coat tails’ rather than presidential ones.*® Fearing the possible victory of the
presidential candidate for the Worker’s Party (PT), the legislature passed a con-
stitutional amendment shortening the presidential term to four years, thus mak-
ing presidential, legislative and state-wide elections coincide in 1994. For the
first time in Brazil’s recent democracy, legislative and gubernatorial candidates
had the potential of riding presidential coat tails. The successful presidential
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bid of Fernando Henrique Cardoso (PSDB) indeed appears to have influenced
both the legislative and gubernatorial elections. PSDB increased its representa-
tion in the Chamber of Deputies from 38 to 62 seats (out of 513), in the Senate
from one to nine (out of 54), and maybe more importantly, its gubernatorial
posts from one to six (out of 27), including the most prominent states of Sdo
Paulo, Rio de Janeiro and Minas Gerais.?'

However, the unparalleled interest in sustaining a stabilization plan and a
concurrent election in 1994 do not constitute sufficient causes for a successful
centralization of monetary authority in the Central Bank. Essential to this pro-
cess has been the economic impact of the end of inflation upon state govern-
ment finances. State governments had been running fiscal deficits for quite
some time before 1994. The end of inflation, however, made those deficits un-
sustainable. The Real stabilization plan squeezed state finances through both a
monetary and a fiscal mechanism. On the monetary end, state governments
could no longer use the large ‘floating’ revenue of state banks, and on the fiscal
end, states could no longer use inflation to corrode real spending on items like
public wages and were compelled to disburse significantly higher debt pay-
ments because of the higher interest rates.

Highinflation generates winners and losers. A clear winner under high infla-
tion in Brazil was the financial sector, thanks to its ability to appropriate a
significant portion of the famous ‘inflation tax’. The banking sector (public and
private) 1s estimated to have derived at least 20 per cent of its revenue from
inflation.3? In fact, floating revenue became a principal reason for preventing
many state banks from entering complete bankruptcy during much ofthe 1980s
and early 1990s. While most of their credit operations (assets) were directed to
the public sector in the form of long-term financing, their liabilities derived
primarily from short-term deposits, or bank bonds (CDBs etc). Without the
floating revenue, state banks had increasing difficulties in meeting their cash
requirements. When a bank does not balance its account by the end of the busi-
ness day, it has two options: either borrow the money over the ‘inter-bank mar-
ket’ (mercado inter-bancario) at a hefty interest rate, or resort to the Central
Bank’s discount line (linha de redesconto). By the end of 1994 the private mar-
ket was no longer accepting state bank CDBs or RDBs (bank bonds), and thus
prominent state banks like Banespa and Banerj (which make up 60 per cent of
the financial sector) repeatedly turned to the Central Bank — thus providing the
impetus for the latter’s subsequent intervention. In sum, without inflation rev-
enues many state banks became insolvent, thus inducing a Central Bank inter-
vention. This placed a pinch upon state finances because state banks were es-
sentially the managers of state government debt, and through that role they
subsidized state finances.
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With the end of inflation state government finances further deteriorated
through two fiscal mechanisms. Firstly, states could no longer keep budgetary
costs down by using inflation as a means to corrode real spending on items like
public payroll. Spending on payroll often followed an electoral calendar. Gov-
ernors and mayors would swell the public sector with political appointments
prior to elections in order to help elect their successors, and once in office the
newly-elected governments would reduce spending on payroll by allowing in-
ﬂation to corrode the real wage bill. This was done either through poorly index-
Ing wages, or through tardy payroll disbursements. With the end of inflation
this mechanism to reduce spending also came to an end, and as a result the
public payroll consumed an increasing percentage of state budgets.

Secondly, the end of inflation had the effect of dramatically increasing debt
obligations. Much like the stabilization programme in Argentina, the Real Plan
was based upon a stabilization of the currency through the exchange rate. Such
a stabilization plan forced the government to keep a high interest rate in order
to attract foreign capital, which consequently had the effect of higher debt pay-
ments on behalf of state and municipal governments. Figure 10.1 demonstrates
how state level debt mushroomed at an astonishing rate after the stabilization
programme was implemented. Note, however, that the dramatic increase de-
rived from the two categories of debt whose interest rates are not fixed: bonds
and debt owed to state banks.
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Figure 10.1: Bonds and Debt Owed to State Banks.

Before proceeding with the argument, however, two qualifications are in order.
Firstly, we do not argue that the end of inflation caused the fiscal crisis many
state governments are currently experiencing. The first major state-borrowing
boom began in the 1970s under the military government’s developmental
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project, and during the 1980s state governments were able to roll over that debt
and to contract new debt by using their state banks. Rather than create the fiscal
crisis, the end of inflation eliminated the mechanisms which sustained chronic
state government fiscal imbalances.

Secondly, it is important to note that the weakening bargaining position of
state governments began prior to the imposition of the Real Plan. State and
municipal governments began a process of debt rescheduling during the early
1990s, and both the Senate and the Central Bank imposed more stringent limits
on the ability of subnational governments to contract new debt. With each new
round of state debt crisis during the 1980s and 1990s, the federal government
and the Central Bank gained incremental leverage over state government fi-
nances. Following the state bank crisis of 1987, for example, the Central Bank,
through Decree Law 2321, gained the ability to assume temporary control over
insolvent state banks. The same decree law further established more stringent
rules regarding the judicial accountability of state administrators for improper
banking practices. While the state banks placed under federal intervention in
1987 were eventually returned to their respective state governments with no
significant judicial action taken against their bank managers, the Central Bank
gained a new tool to discipline state banks.**

The next round of the state government financial crisis during the early
1990s further placed new limits on state banks and state government finances.
In 1990 the National Monetary Council imposed more stringent limits on the
ability of state banks to loan to the public sector,** and in 1992 the judicial
accountability of public administrators for theiractions in state enterprises was
further tightened.*’ In addition to imposing more restrictions on state banks, the
Senate, as the branch of government responsible for setting legal debt limits for
states and municipalities, further limited the ability of subnational govern-
ments to contract new debt.’

Thus we do not argue that the end of inflation in 1994 initiated the process
through which the federal government is exerting greater control over state
finances — either through Central Bank discipline over state banks or through
legislative restrictions over the permissible level of debt states are able to con-
tract. The ability of the Central Bank to exert discipline over state banks must
be viewed as an incremental process beginning in the early 1980s, which was
imposed with each successive state banking crisis. These periodic crises were
induced both by the political use of such banks at the time of elections and by
the various, and inevitably failed, stabilization programmes which temporarily
ended inflation. Not coincidentally, each state banking crisis has coincided
with the electoral calendar (1982, 1986 and 1990) and with stabilization plans
(1986, 1989-90).
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We do argue, however, that the recent crisis of state banks induced by the
end of inflation in 1994 differs from the previous state banking crisis on two
and potentially three fronts. Firstly, as we demonstrated, the executive branch
has an unparalleled interest in disciplining state banks in order to sustain the
stabilization programme, and secondly, the Real Plan has so far proven a much
more sustainable stabilization plan than its predecessors, thus inducing a more
drastic pinch on state bank and state government finances.?” Thirdly, the central
bank had more tools at its disposal to discipline state banks in 1994 partly be-
cause of the periodic state banking crisis described above. The federal govern-
ment therefore took advantage of both political and economic factors that
weakened the bargaining position of state governors in order to, in addition to
other measures, make a federal bailout conditional on a centralization of mon-
etary authority in the Central Bank.*®

The evaluation by the federal government that disciplining state-level finan-
cial institutions was a necessary component to making the Real Plan work was
made evident by declarations of members of Fernando Henrique Cardoso’s eco-
nomic team soon after his electoral victory in November 1994.3° The govern-
ment did not waste any time. On 31 December 1994, the last day of the presiding
state government administrations, the Central Bank intervened in the two largest
state banks belonging respectively to the states of Sdo Paulo and Rio de Janeiro:
Banespa and Banerj. In addition to infusing ‘national’ elements into a predomi-
nantly local and regional congressional election, Fernando Henrique Cardoso
further took advantage of a concurrent turnover of state and federal govern-
ments.*® With an intervention on the exact date of turnover, the outgoing gover-
nor does not have a chance to mobilize his political allies against the interven-
tion, and the incoming governor does not have as large an incentive. On the one
hand, the incoming goveror is not directly accountable for the intervention and,
more importantly, the governor may have a financially healthy bank returned to
the state halfway through his term.*! While legislators from Sido Paulo and Rio
fought against the stated aims of the Central Bank to privatize both banks even-
tually, initial opposition to the intervention might have been greater if it had
taken place during the middle of a gubernatorial term.

The intervention in both Banespa and Banerj in itself constituted an impor-
tant advance over the Central Bank’s ability to impose discipline over the fi-
nancial system. The economic team created by Fernando Henrique Cardoso
were well aware that the Real Plan could not survive without providing a reso-
lution to the question of state banks, and taking care of Banespa and Baner;
went a long way towards a solution for the entire sector.

Once the Central Bank had conducted the intervention in both banks, the
government used whatever tools it had at its disposal to increase the effective
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threat of privatization — and this was accomplished by slowly opening the fi-
nancial market to foreign competition, a policy more recently made evident by
the purchase of Bamerindus by HSB. With new foreign competitors looking to
establish themselves in the Brazilian market, the privatization threat became
much more credible due to potential buyers.

In short, the political game between the executive, legislators and governors
has substantially changed during the 1990s. The end of inflation made the fis-
cally precarious state finances unsustainable, and thus dependent upon federal
financial rescue. Subnational dependence on federal rescue, however, was
combined with an unprecedented interest on the part of the president in pre-
serving the Real Plan and with a stronger executive, owing to the concurrent
elections. Fernando Henrique Cardoso was elected because of the Real, hence
his political fate is intimately tied to its continued success. Since discipline
over the monetary system is a precondition for holding inflation down,
Fernando Henrique Cardoso has made federal rescue of state finances condi-
tional upon a centralization of monetary authority in the Central Bank.

4.3 Evidence of Increased Central Bank Discipline over
the Monetary System

The federal government has been able to make a bailout of state finances condi-
tional upon a centralization of monetary authority in the Central Bank through
two mechanisms: the rescheduling of state debt, and Central Bank bailouts of
state banks. While the former is also a prerogative of the Senate, the latter is
exclusively a Central Bank one.*? Unlike previous federal bailouts of state fi-
nances, the recent round of Central Bank interventions and state debt resched-
uling has demanded greater counter-measures on behalf of state governments.
Through monetary authority, states have been induced to adhere strictly to ex-
isting Central Bank resolutions and, more importantly, to privatize or transform
their state banks into development agencies. Central Bank discipline over the
financial sector, however, has not been limited to state governments — the re-
cent rescue of private banks has been conditional on similar measures.

As the previous sections demonstrated, Central Bank intervention in state
banks is not a novelty of the 1990s. State bank crises and subsequent Central
Bank rescue have coincided with Brazil’s electoral calendar and its stabiliza-
tion programmes.** The Central Bank attempted to impose restrictions on the
likelihood of such crises re-occurring, but those measures either lacked scope
or were simply ignored. At the extreme, state non-compliance with Central
Bank resolutions took the form of a blatant public defiance. In 1993, for ex-
ample, a state bank from Brazil’s northeast region opened six new agencies
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without the requisite prior approval of the Central Bank. The state bank’s presi-
dent was summoned to Brasilia and verbally censured for his actions. Follow-
ing the meeting, the bank opened another six agencies, upon which the gover-
nor stated to a Central Bank director, ‘The bank is mine and I do as I please’.**
Such defiance clearly demonstrates that the political weight of the governor
trumped the legal and statutory authority of the Central Bank.

As is indicated by the foregoing example of the opening of new agencies,
much of the history of Central Bank-state bank relations has been one of suc-
cessive non-compliance with Central Bank regulations. In addition to ignoring
the Bank’s stipulations for opening new agencies,* state banks further ignored
various measures which tried to restrict state bank credit operations with their
respective state governments. Despite the 1964 banking reform legislation
which stipulated that no banking institution could compromise more than 10
per cent of its credit operations with its controllers, by the mid-1980s state
banks allocated more than half their assets to their respective state govern-
ments. While some exceptions to the above regulation were permitted by Cen-
tral Bank resolutions,* states clearly passed the legal limits permissible for
credit operations with their states.*’

The current interventions of state banks differ from those of the 1980s and
early 1990s on two important counts. The first pertains to the adherence to Cen-
tral Bank regulations. While the Central Bank began to tighten the ability of state
banks to loan to their controllers during the early 1990s, the Real Plan further
tightened the controls over state banking practices which were adhered to. The
National Monetary Council re-established limits on the concessions of new
loans to the public sector, including the carrying of state bonds (Resolution 1990
of 30 June 1994), prohibited the rescue by the Central Bank or the Treasury in
order solely to recapitalize state banks (Resolution 1995 of 30 June 1994) and
further increased the judicial accountability of state bank administrators.

Secondly, and probably more importantly, full federal rescue has since been
conditional on either an eventual privatization or a transformation of the bank
into a development agency. According to Provisional Measure 1.514, edited by
the executive, states are provided with two options for federal rescue of their
state banks. In order for the federal government to refinance the entire portion
of state debt owed to the respective state bank, the state government must agree
to either privatize, liquidate or transform the institution into a development
agency. State governments, however, can retain control over their banks if they
are willing to accept a federal restructuring of only half their debt to the state
banks. Given the acute stage of the crisis, however, the latter alternative is often
not an option.*

In sum, the bargaining game between the federal executive, governors and the
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legislature has shifted. While the federal government had initiated the slow pro-
cess of controlling state finances and state banks during the early 1990s, the Real
Plan added great impetus to it. The end of inflation imposed by the Plan has
pinched state finances and made many state banks insolvent. In order to guaran-
tee the continued success of the current stabilization programme the federal gov-
ernment has made the restructuring of state debt and the bailout of state banks
conditional upon a centralization of monetary authority in the Central Bank.

CONCLUSION

An important dimension of state reform and of economic restructuring in neo-
and Western-dominant democracies pertains to the function and changing ju-
risdiction of central banks in the context of globalization and regional integra-
tion. International factors such as the liquidity crisis of the 1980s and the acute
need to attract investments in peripheral economies in Latin America, Africa,
East Europe and more recently South Asia, have provided important incentives
to improve international creditworthiness. This indeed is the international
background against which the world-wide trend towards the greater central
banks’ statutory autonomy observed in the 1990s becomes intelligible.

The problems we addressed in this paper, however, led us to propose an
analytical shift of focus which we reckon is also policy-relevant. We started by
exploring three related questions. The first and more general one is why, de-
spite the critical impact the exercise of monetary authority has upon democratic
governance, has this topic been nearly absent from the relevant political litera-
ture? A second set of questions has to do with an uncritical acceptance of the
way monetary authority is currently used by economists — for whom democ-
racy is (at best) a residual category. If, as we believe, the exercise of monetary
authority is relevant for political scientists because it impinges directly on the
question of democratic governance, the distinctive attributes of this specific
mode of authority should be incorporated into our analytical framework. Fi-
nally, a third question was raised in connection with the comparatively ‘untidy
praxis’ of central banking in most Latin American countries, notwithstanding
the legal changes geared towards granting them an ever greater autonomy in
the 1990s. We followed the criticisms of the conventional approach raised by
Laurence Whitehead, who challenged the notion of a single effective central
banking model by which to measure countries. At the same time, we tried to
advance a step further by introducing another question: to what extent are cat-
egories such as peripheral economic systems and neo-democracies too broad to
explore the dilemmas posed by the need to reconcile the tasks (ideally) per-
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formed by central banks as rule-givers, on the one hand, and democratic gover-
nance, on the other?

A first conclusion is that monetary authority is a mode of political authority
which, like the judiciary, poses an important question for the democratic frame-
work: who guards the guardians of both the currency and the law? The process
of legitimization of such authority depends in great measure on the value at-
tached to economic stability as a first order public good.

With support from empirical evidence supplied by a sub-family of Latin
American countries like Argentina and Brazil, we conclude that the process of
legitimization by which economic stabaility is reckoned a first order public good
1s especially convoluted in Latin American neo-democracies. In order to dem-
onstrate this we thought it crucial to draw an important distinction between two
kinds of neo-democracies: those where monetary disorder reached the stage of
hyperinflation (accompanied or not by a hyperinflationary crisis), and those
where political stresses inseparable from economic restructuring were less
threatening to the maintenance of a modicum of monetary order. Argentina and
Brazil belong in the former category. We thus chose as examples these extreme
cases, in which, together with Bolivia in 1986, the issue at stake was the con-
struction of a new monetary order. Hyperinflation is inseparable from the ab-
sence of a monetary and fiscal regime of any sort — the state is rendered power-
less to impose the rule of law (if there is one). Brazil found itself in this predica-
ment for reasons linked to the federal structure, and in particular to the influ-
ence governors had exerted in the Congress owing to Brazil’s logic of democra-
tization. Brazilian govemnors illustrated how challenges to fiscal and monetary
authority tend to take the form of fiscal and monetary rebellion, in the name of
democracy. We tried to show that the mode of economic and political federal-
ism adopted during political liberalization and subsequent democratization im-
pinged directly upon the monetary order because it created a multiplication of
rival centres of power prepared to create money — which in principle is an ex-
clusive prerogative of the centralized monetary authority.

We conclude, where the case of Brazil is concerned, that at least one of the
conditions for legitimization of central bank authority has been achieved, to the
extent that economic stabilization became a first order public good for both the
population at large and the existing government. The Real Plan’s redistributive
impact in favour of lower economic segments, however, should not be dis-
missed as a factor in the endorsement to and popularity enjoyed by the Real
Plan, and subsequently by its major architect, Fernando Henrique Cardoso.

The recent centralization of monetary authority in the Central Bank yields a
final and valuable analytical lesson. The Central Bank in Brazil has been able
to gain increasing discipline over the monetary system partly because of the
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economic stabilization plan — not the other way around, as predicted by con-
ventional wisdom. Economic stabilization has less to do with ‘getting the insti-
tutions right’, and is rather a consequence of a dynamic bargaining game be-
tween the federal executive, legislators and subnational governments. When
studying monetary authority and central bank institutions, the analyst should
identify the relevant actors, their interests, and how economic and political
conjunctures can shift the relevant bargaining position of those very actors.
Only then can the analyst study monetary authority as political authority.

NOTES

Laurence Whitchead makes this point in a forthcoming work.

This was not the only motivation. As is well known, the Allied powers played an important
role in the restructuring of the monetary order and finances of the German state, in order to
prevent the German economy from being subordinated to a new war effort. The independence
of the Central Bank vis-g-vis the domestic political arena was crucial for this purpose. The
question is, however: can this model be transplanted to Latin America?

Morcover, to the extent that effective autonomy has in practice been accompanied by the
exercise of a veto power by central banks over fiscal policy, there is no question of the specific
problems raised for effective democratic governance.

The author has developed this point in other works (Sola, 1994).

(Sola and Kugclmas, 1997). For our purposes, gencralized indcexation can be interpreted as
the device by which the distributive conflicts underlying accclerating inflation were accom-
modated and prevented from turning into uncontrolled hyperinflation for a long time. It may
be interpreted as part and parcel of the Brazilian style of policy making and was first adopted
under the military regime.

Wenote, however, thatmany make a distinction betwcen autonomy and independence. While
the latter refers to a severance from the political arena, the former indicates the ability to resist
short-term political pressures. Independence never really exists in practice.

This is morc so in cascs like Brazil, where a very new and minutcly detailed constitution
opens multiple fronts for divergent interpretations, not to speak of the infra-constitutional
legislation to be derived from the Constitution of 1988, which is still (in 2000) pending Con-
gressional decision. For the legal constraints poscd by the Constitution, sce Sola, 1996.

We arc assuming that dercgulation of the financial system docs not preclude regulation at
another level on behalf not only of monctary order but also of transparcncy, accountability
and predictability (the rule of law depends on much legislative work related to infra-constitu-
tional legislation).

We arc following Albert Hirschman in his assumption that at a certain point inflation gener-
atcs a new social coalition in favour of stabilization. Our point, however, is that political
intcrmediation and the quality of lcadership arc additional conditions which may or may not
be met but arc relevant for the choice of cffective policics also in the sense that they are
adequatc to the social profilc of that coalition. This implics, of course, the choice of the cco-
nomic tcam.

For the Bolivian experiment, sce cspecially Malloy and Conaghan, 1996. For the Brazilian
casc, scc Sola and Kugelmas, 1997.

Sce Sola, 1994. While it is out of the scope of this paper, monctary and fiscal rebeliion oc-
curred in the private and public scctor alike. Public and private actors often financed their
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investments by cvading tax payments and delaying social sccurity payments. Under high
inflation, such practices became a source of revenuc.

Sce Alesina, 1988; sce also Grilli, Masciandaro and Tabellini; for the use of such arguments in
Brazil sce Campos, 1995.

Sec Maxficld, 1995.

Notonly dependent upon the federal executive, butalso divided between two federal organs:
SUMOC and Bank of Brazil prior to 1964, and the Central Bank and Bank of Brazil after the
military coup. For details sce Sola (forthcoming).

Maxficld’s country casc studies do not focus cxclusively on the need to obtain credit. In most
of her cascs she blends international with national Ievel variables, whercas we contend that
her general theorctical orientation is ill-suited to cxplain the Brazilian casc.

Sce Hall, 1994.

For examples of the latter type of arguments sce Lohmann, 1994; also Banaian, Lancy and
Willett, 1986. Notice, however, that the relationship posited by these two authors between
federalism and central bank autonomy would be the opposite in a context where the central
bank is not autonomous. A large number of veto gates hinders institutional change, hence
federal countries without an independent central bank would be the slowest to implement
thosc institutions.

Goodman, 1992; Woolley, 198S.

Stepan makes this type of argument for federal countries.

Whitchead, 1996.

Sce Campos, 1995.

The separation between monetary and fiscal budgets introduced by the economic tcam under
the first civilian government, in 1986, made it viable to eliminatc one of the black boxes
created by Antonio Delfim Ncto, namely the non-discrimination between thosc two budgets —
a mechanism by which the executive evaded accountability.

Except for the short interlude of 1964—67. For stabilization plans under the populist regime,
scc Sola (forthcoming).

We refer here to the federal executive. Congressional clections were held during most of the
military period.

Stcpan makes this argument in connection with the clectoral sequencing.

Malloy and Connaghan (1996) make this point succinctly.

This would partially explain the Central Bank’s belated action in disciplining thosc banks —in
both cascs, after the Real Plan was under way.

In addition to centralizing monctary authority in the Central Bank, the federal government has
madc statc bailouts conditional upon a scrics of other measurcs beyond monctary authority
(futurc revenues, administrative reform and privatization of statc-owned cnterpriscs).

The Brazilian Congress approved a constitutional amendment to permit executives in all three
levels of government to run for re-clection. Again, this institutional change further increased
the power of Fernando Henrique Cardoso, as noted by an increased flocking of congressmen
to the president’s party after the amendment was approved.

For the cffect that this clectoral calendar had upon subnational influences on the national
legislature, scc Linz and Stepan ¢ Fernando Abrucio, 1994; Garman, Haggard, and Willis,
1996.

Nicolau, 1996.

FGV, Balangos dec bancos, and Gazeta Mercantil.

[t might be argucd that the federal interventions of 1987 indicated the strength of state govern-
ments in rclation to the federal exccutive. Most governors in fact desired a federal interven-
tion in their insolvent state banks upon taking officc in 1987 (the only opposition came from
Lconel Brizola, governor of Rio de Janciro), for they correctly assumed that their banks
would be returned to them in good financial health at the end of their administration, in time
for the next clections. The way the Central Bank decided to usc its ability to intervenc in state
banks, however, was analytically distinct from the incremental process we arce trying to de-
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pict, whereby the Central Bank acquired more tools to discipline state financial agents. For
the willing participation of governors in the 1987 interventions, sec Folha de Sao Paulo, 31
January 1988; Isto E, 4 March 1987; Correio Brasiliense, 10 August 1987.

CMN (Consclho Monctario Nacional) Resolution 1718 of 29 May 1990; CMN Resolution
1775 of 26 December 1990.

Lci da Improbidade — Cédigo Penal — Law 8429 of 2 Junc 1992.

Scnate Resolution n. 94, 15 December 1989; Senate Resolution n. 58, December 1990; and
Scnatce Resolution n. 36, Junc 1992. In 1993 a Constitutional Amendment (n. 3, 17 March
1993) was further passed which prohibited the production of any new statc bonds except for
the payment of principal.

The Real Plan hasrecently celebrated three years of price stability. For details on what difter-
cntiates the Real Plan from other stabilization plans, and on the mechanisms which brought
about its success, seec Lourdes, 1997.

Since this paper focuses on monetary authority, we limit our discussion primarily to how
federal bailout of state finances has affected Central Bank credibility in the financial sector.
The current rescheduling of statc finances, however, involves many clements which go be-
yond the monetary scctor. In order to receive federal financing, state governments are further
being forced to yicld guarantees on future revenuce (from their own taxes and constitutionally
allocated sharcs of federal taxes), as well as asscts of their state-owned enterpriscs.

In the Scnate confirmation hearing for the President of the Central Bank, Persio Arida, for
onc, declared that he was in favour of privatizing state banks in order to sustain price stability.
Jornal do Brasil, 14 Dccember 1994,

Since prior to 1997 governors and presidents were not permitted to run for re-election, an
clection, by definition, constituted a turnover in government.

The Central Bank’s intervention in both banks was also helped by the fact that incoming
governors Mario Covas of Sdo Paulo, and Marcelo Allencar of Rio de Janciro belonged to the
samec political party as the president (PSDB). Their belonging to the same party, however,
could influence the outcome cither way. One might cqually expect cach governor to reduce
statc ‘rebellion’ against the federal government, and expect the federal government to give
thosc governors favourable trcatment.

As will become clear, the two cannot in practice be separated. Because state banks have been
the administrators of statc government debts, negotiation over state banks by the Central
Bank must often be made in tandem with a restructuring of the statc government debt - a
scnatc prerogative.

Brazil’s gubernatorial clections werc first held in 1982, with subscquent clections for the
governor's office held every four ycars: 1986, 1990 and 1994. The first Central Bank bailout
of statcbanks occurred in 1983, followed by a scrics of interventions in 1987 and 1991. These
crises, however, also coincided with the various stabilization programmes adopted over the
last 10 ycars: the Plano Cruzado of 1986, and the Plano Collor of 1990.

Estado de Sao Paulo, 17 January 1993.

Notonlydid state banks open new agencics without approval, but they also failed to close deficit
agencies which they had agreed to close upon receiving Central Bank relief during the carly and
mid-1980s. In fact, the statc banks that reccived Central Bank assistance on the condition of
closing dcficit agencics had their total number of agencies increased. Sce Andrade, 1992
There were, however, various exceptions thanks to this banking law. In 1972, for cxample, the
Central Bank passed BC Resolution 346, allowing statc banks to make loans to their respec-
tive states, which participated in their ‘social capital’ - if authorized by the Central Bank
(Andrade, 1992). Other resolutions would chicfly make exceptions to the National Housing
Bank (BNH) and, subscquent to its dissolution, the CEF.

By the late 1980s state banks in some cascs invested more than 80 per cent of their credit
operation with their respective state governments. Sce Andrade, 1992.

Mecdida Provisoria n. 1514, 7 August 1996.
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11. Public administration in Central
and Eastern Europe: considerations
from the ‘state science’ approach

Wolfgang Drechsler

1. INTRODUCTION

In Central and Eastern Europe, the reform impetus of 1989-1991 has subsided
by now, and not only as regards state matters. Nonetheless, ‘keeping on going,
keeping on going’ is still no viable policy, because — regardless of the fact that
in the West not everything is that great either — things are hardly going as well
as they should be and, more importantly, as they could. The fundamental chal-
lenge to Central and Eastern Europe is still a restoration or (re)creation of the
positive concept of the state, indeed of the polis, i.e. of structured human social
life. Democracy, the generally chosen form of government in the region, needs
to be filled out and given meaning, and the chosen form of the allocation of
scarce resources — the (more or less free) market economy — does not function
without a well-functioning state either. Many, if not most, of the problems
facing Central and Eastern Europe right now are therefore related to questions
of what the state is or should be.

In this brief essay, I want to focus on the crucial role of public administration
for such a state, or indeed any state. The legitimacy of the state as such often
springs from a working public administration, this being the state in action.
Bad public administration, inversely, can and probably will cause citizens to
turn away from the state in its current form. Yet, in Central and Eastern Europe,
any state matter, and particularly public administration, usually suffers from
the legacy of a justifiably bad reputation after Soviet rule.

267
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2. THE CASE OF ESTONIA

As an illustration, let us look at the case of Estonia. This is the westernmost
country of Central and Eastern Europe (CEE), bordering to the east on Russia, to
the south on Latvia, and bathed to the north and west by the Baltic Sea. It covers
45 000 square kilometres and has a population of 1.5 million inhabitants. From
1227 to this day, there has been no Estonian self-government except for a period
of 27 years. Until 1991-92, the country was a Soviet Republic.

On the whole, Estonia’s transition — we can use the term in this context
because its origin and goal will be stated shortly — from a colony within a totali-
tarian empire to a pluralistic free-market democracy, which took place during
the last decade or so, has been swift and extremely successful. The country is
already called the ‘Tiger of the Baltic’ (SchieB3l, 1997, p. 129), although at
present this is a rather back-handed compliment, and the economic bubble did
in fact collapse to a certain extent (even if this is an unfortunate metaphor)
during 1998. Estonia is a parliamentary democracy headed by a president, a
prime minister and cabinet, and a one-chamber diet. There are no extremist
parties of any significance; by ‘Atlantic’ standards, its political outlook might
be called liberal in the classical sense. The currency is pegged to the German
mark, which has led to a low outer inflation.

In a way, Estonians have had the best of both worlds, because its people
have surely experienced an increase both in voting and freedom of speech and
in personal safety, decent food, education, housing, health services, and the
like (cf. Chang and Nolan, 1995, pp. 4-5) . And as far as national pride is
concerned, the majority of the population enjoys all this to an amazing degree
that is entirely incomparable with previous times. There are some serious
problems, however, such as a society in which the lower 20 per cent of the
population do not enjoy an acceptable standard of living, and a Russian-
speaking minority of 30 per cent; this is far too big a problem to be even
briefly addressed here. However, the Council of Europe’s decision to admit
Estonia in its first round has been the grand reward for this policy. Whatever
one may say about the EU, membership would be an amazing advantage for
the general welfare of the Estonian people. I might even venture to say that
Estonia is more or less ‘home and dry’.

Yet, Estonia is a fine illustration of the claims made in the introduction, in
spite or perhaps because of its peculiarities. Its most serious problem is still the
lack of a prevailing state identification on the part of its citizens. There is not
even a concept of ‘state’ as such, which leads to serious problems that Estonia
cannot afford. These include the citizens’ lack of automatic loyalty to and co-
operation with the government, or of true respect for legal or administrative
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decisions. Estonians very generally identify with the Estonian nation in the
sense of the Estonian people, i.e. they identify with their fellow Estonians (usu-
ally excepting the national minorities), but hardly anyone — including judges,
politicians, and intellectuals — identifies with the Republic of Estonia.

This somewhat extreme libertarianism is an unsurprising reaction against
the Soviet past, and it finds resonance in Estonians’ predisposition to individu-
alism and to a historical distrust of the state. During the days of Soviet rule, the
state was excluded from their everyday life. The independence movements of
the late 1980s concentrated on the Estonian nation, not on an Estonian state.
But, indeed, how could it have been otherwise?

This lack of trust in the state prevails towards judges as well — few really
respect them or their judgements, and they are appointed in a way that is not
transparent to most — and certainly to lawmakers, who are often not credited
with representing anyone, not even their constituents. Added to this there is the
dominance of a rather primitive marketeerism on the one hand, and a lack of
market infrastructure on the other. I think it goes without saying, in the present
context, that low taxes and individualism do not make for a market economy.
When even the World Bank has realized as much (see World Bank, 1997), there
seems to be hardly any more reason to labour this point. Social stability, a
savings banks system, a contract culture, and the Rechtsstaatlichkeit are the
key elements of a free market culture, and to the extent that they are still lack-
ing, even though many aspects have undergone improvements for other rea-
sons, they are lacking because of a lack of state-orientedness.

Even that issue, however, is being dealt with as of late. In 1997, a group of
Estonian politicians led by the current Foreign Minister released a rather in-
dicative manifesto on state reform, Millist riiki me tahame? [What kind of state
do we want?] (Aaviksoo et al., 1997). They claimed that the ‘Estonian State
and society have reached a point where once again we need to decide on how to
proceed; gone are the days when we could base our attempts at reform on anti-
Sovietness and consider only economic reforms’. ‘Estonia deserves more than
it has nowadays, i.e. we must pay closer attention to social problems and to the
problems of those who have not “succeeded”, so that our society may not be
made up of only winners and losers’ (Aaviksoo et al., 1997). At the current
time, in late 1998, we may safely say that this kind of thinking has certainly not
been implemented as yet, but it has significantly reshaped the overall dis-
course.
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3. THE IMPORTANCE OF PUBLIC ADMINISTRATION

What, then, is the importance of public administration in this context? The
reason why public administration and the state are so important has been well
phrased by Christian Wolff (1679-1754), who 1s arguably the founder of public
administration as a scholarly discipline in Europe. He put the matter thus:

We can very easily realise that single households can neither provide themselves
with the means to satisfy their needs, their comfort and pleasure, indeed their
happiness, nor can they enjoy their rights or be definitely granted what they are
entitled to receive from others, nor can they be protected against violence from the
outside. It is thus necessary to guarantee to common, communal powers what
individual households cannot achieve by themselves. (1740, § 972)

To put the matter still more precisely: the need for the state arises from the fact
and the insight, as Hannah Arendt put it, that ‘Man is not God and lives in this
world together with his like’ (Safranski, 1994). In a polis, things do not just
‘happen’. Some structure is necessary, and if there is no planning, regulation,
supply of public goods, etc., we cannot live together, or at least not in close
contact; nevertheless, that is the situation almost all of us are ‘thrown into’. If
this living together is not organized and well-administered, not only will the
polis die, but so shall we.

But what does the reality of public administration in Central and Eastern
Europe look like? The main problem here is usually not to be found in admin-
1strative structures, despite the fact that external advice and scholarly attention
tend to focus on them, but rather in the lack of well-qualified, highly motivated
civil servants. According to Aristotle,

Those who wish to hold decision-making offices must have three characteris-
tics: first, an adherence to the existing constitution of the state; sccond, a su-
preme talent to exercise the office in question; and third, a kind of virtue and
justice that within each respective constitution concern precisely that constitu-
tion. (Politika 1309a)

Public administration therefore requires a special virtue on the part ot its main
protagonist, the civil servant, in order for the system to work properly or even
function at all. This virtue cannot be created artificially and is highly depen-
dent on tradition. How, then, is a good civil service to be obtained, if there is
neither a good tradition nor ethos, as is generally the regional situation ob-
served? Servants could perhaps be highly paid, but in Central and Eastern
Europe the consensus seems to be that the state cannot afford that. Hence the
state must offer what it can best provide: security, honour, stability, civility, and
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fulfilment. If the state does so, it becomes more prestigious to work for the
government. This in turn will lead to a greater general faith in the state, which
again will lead to higher civil service prestige — and so on, and so forth.

In other words, good public administration, a good civil service, and a good
stateare interdependent. But this is as much a problem as it is an answer: if one
of the elements is bad, the other two will suffer as well. Itisinany case neces-
sary to begin the improvement somewhere, carefully raising the level as much
as possible and covering all areas at the same time.

In a popular textbook, Jan-Erik Lane of the University of Oslo has stated
that ‘Public administration as an academic discipline has more or less crumbled
during the recent decades of research into the public sector. It has become
outdated, losing its status as the main approach to the interpretation of the state
or government’ (1993, p. vii). But the opposite is true. Public administration,
in my opinion, has to, and is going to, focus on the areas neglected by other,
neighbouring disciplines that equally deal with the public sphere: where they
do not deliver, public administration must do so. The classic canon of Western
public administration must surely be followed —if in a critically adapted form —
but this is not enough in the East nor in the West.

Whatdimensionis it that mustbe added, or better still, regained? Itis taking
up the old and venerable tradition of public administration as a ‘state science’,
Staatswissenschaft. Within the social sciences, public administration is charac-
terized by being academic and professional at the same time. Because of its
implemental, action-based focus, public administration can concentrate on the
state in a way that the field supposedly in charge of doing it, viz. political sci-
ence, so often appears to be incapable of, at least atthe moment, as it often gets
stuck in an empirical-positivist matrix that condemns it to self-referentiality.

What is so bad about empirical-positivist social science 1is, as Ted
McAllister paraphrased Eric Voegelin, that ‘positivists allow their method to
define the subject and ... the most important political and social questions get
tossed aside because a crucial component of human experience 1s effectively
devalued as “subjective” (1996, p. 74). And this actually means (this time, in
McAllister’s words narrating Leo Strauss’s view) that the

social scientists most relevant to the political arena - political scientists — are
utterly incapable of understanding their subject. The rich, valuative political
and social world is a terra incognita for the political scientist who transforms the
world as experienced into discrete facts. These ‘facts’ have the advantage of
being easily grasped and manipulated; they have the disadvantage of possessing
little relationship to the subject. (p. 164)



272 Institutions and the role of the state

That may perhaps be all right in political science, although I do not believe it.
At the end of the millennium, mainstream political theory, at least on the higher
level of discourse, fortunately seems to be reverting slowly to the Aristotelian
ethical foundations of that which is common or usual in a good community of
citizens, plus the wise application of the implicit norms of local traditions. But
political science is a field that does not necessarily have to do with reality: it
can be self-referential, an intellectual game that is perhaps even beautiful and
aesthetically pleasing, such as pure mathematics, neoclassical economics, ana-
lytical philosophy, and other self-referential constructs. In those fields one can
say, ‘If we assume x, y, and z, then a, b, and ¢’, and once that is written down it
can make an acceptable article. But in public administration one must ask: Can
we assume x? Isy the case? Is zreal? If not, who cares?

Professionalism, as Richard Rose correctly states, means ‘diagnosing spe-
cific problems in light of general principles’ and recommending action rather
than explaining them (1993, p. 11; cf. also Berlin, 1996, p. 47). But public
administration, in its professional orientation, must focus on truth, on how
things actually are — on truth defined as congruence with reality (see Drechsler,
1999). And by doing so, one can actually cut through the problem of self-refer-
ential systems and end up with productive normative state thinking.

Admittedly, the description of reality which includes normative and ethical
points is an immense problem, but what else can we do? According to Nicolai
Hartmann, the difficulty of a problem is not a good reason to put it aside. Con-
cepts such as tyranny, betrayal and loyalty are not quantifiable, yet if one leaves
them out of consideration when talking about the state, one is screening out
determining variables just because they do not fit in with the chosen methods.
If one asks scientific questions in a field concerning human beings, one will get
wrong, meaningless answers. As the late Sir Isaiah Berlin put it, ‘To demand or
preach mechanical precision, even in principle, in a field incapable of it is to be
blind and to mislead others’ (Berlin, 1996, p. 53). In public administration, one
cannot, and thus usually does not, ask the wrong questions. This allows for
talking meaningfully about the state, about humans living together. In other
words, the key task in thinking about the state, about ‘What is the state’, 1s now
often simply left to public administration, which by taking it up 1s re-trans-
formed into state science.

All the more must public administration in Central and Eastern Europe be
watchful not to fall prey to an already receding fashion of its Western variant,
1.e. the use of economic analysis and management techniques that is associated
with the term ‘new public management’. It mustrather be remembered that the
state is precisely the area in which those approaches cannot work. Their use
misinterprets the most basic requirements of public administration, particularly
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in a democracy, such as greater attention to openness, regularity, and due pro-
cess, rather than to (business) efficiency and speed as a liability. However,
attention to the latter has been caused by an awareness of the awesome
compulsoriness and power which the state inevitably has — something that is
perhaps less easily forgotten in our region than in the West, at least for a while.
The Schumpeterian entrepreneur outside the market context has a strong ten-
dency to become a tyrant. In addition, the use of both certain economic models
and ‘scientific management’, the old, Taylorite concept behind the ‘new’ public
management, will lead immediately to the problems previously ascribed to po-
litical science, depriving public administration precisely of the vital potential it
has at present.

4. EDUCATION

All this must then be reflected in public administration instruction. As Chris-
tian Wolff already put it 250 years ago, ‘One does not teach “state art” [public
administration] for any other reason than to learn what is beneficial for the
state, so that one can then be a prudent leader of the state. But the kind of “state
art” which is usually taught in universities is not very useful for this...” (Wolff,
1740, p. 409). And how can it become useful? By teaching practical skills?
Undoubtedly, but not only that.

These days, so many ‘practical’ things are changing so rapidly that to teach
them responsibly would be a waste of time, if not downright impossible. In-
formation and communications technology is a case in point. Public adminis-
tration teaching therefore needs to focus also on the basics, as I have briefly
outlined them. One cannot concentrate only on basic questions, of course.
But in our complex, rapidly changing times all one can do, yet what one must
do, 1s to strive for a learned, creative, adaptable yet intellectually secure public
administration professional who is aware of the basic questions and therefore
able to address the day-to-day ones once they pose themselves, often in un-
foreseen forms.

That kind of education, of course, 1s the role of the university as opposed to
polytechnics, tcachers’ colleges, professional schools, or state training insti-
tutes, all of which also have theirplace in public administration as well as else-
where. But public administration is and must be a university field and a true
academic discipline. Besides its unique capability of genuinely educating,
rather than just training civil servants, is it only in the university that indepen-
dent, fundamental thinking on public administration and constructive criticism
of the present state are possible, and that is what is required.
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5. REFORM OF ADMINISTRATIVE UNITS

On the other hand, academic competence and its application are very much
needed, because ‘common-sense’ solutions are often plainly wrong, especially
as regards public administration. For instance, at first sight a layman might
think thatif there are two administrative units in one area, combining them into
one unit (especially if they are small) would lead to a saving in costs and bu-
reaucratic jobs. Therefore, administrative unit reforms often call for the com-
bination of units — ministries, counties, departments, etc. However, even a
quick look at similar reforms made in Europe during this century will show that
this is simply not the case. More often than not, there are no savings at all; on
the contrary, all job positions continue to exist and some others are created to
coordinate their work.

There 1is, after all, no abstract ‘ideal’ size for an administrative unit — the
ideal size depends on the actual tasks to be performed as well as on the environ-
ment (traditions, laws, personnel, etc.). But even if we ignore for a moment the
special demands of the public sphere and apply simple business standards of
efficiency, units that are excessively large, be they administrative or commer-
cial, are difficult to manage on the personnel level, and difficult to coordinate
and to communicate in. They actually create the need for a more hierarchical
and less horizontal structure (which even in small units, incidentally, is only
possible if one has an exceptionally highly-motivated, responsible, well-paid,
and well-educated staff).

But when it comes to combining regional administrative units, units that
people actually live in, considerations other than business efficiency are even
more important. The minimizing of municipalities and counties, for instance,
has a tendency to create less responsive governments; the offices are physically
more difficult to reach; and bureaucrats are less informed about and less inter-
ested in local matters. Such was the German experience of the Gebietsreform
of'the 1970s, in which such combinations were made in some states, against the
will of most citizens.

Perhaps even more importantly, creating artificial larger units is a typical
feature of centralist, non-representative and even non-democratic govern-
ments. Regional and community identity and responsibility, based on tradi-
tional smaller units, is one of the best safeguards against an over-involved cen-
tral government, even against totalitarianism. This is why the terror regime
during the French Revolution imposed new regional departments as adminis-
trative units upon the French, in order to destroy their county loyalty, and it is
also why traditional states were abolished by Communists in East Germany,
while anonymous, non-traditional districts were created.
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All this is especially important to remember in Estonia, which we will again
use as an example, as a knee-jerk unification of several small local units was
taken into consideration there on the basis of the naive assumption that it would
be (business) efficient, without any regard to the fact that those municipalities
were and are the cradle of democracy, having been historically (1) the place
where Estonians organized themselves, (2) where centuries ago there appeared
some sort of polis, and (3) the most important units during the times of oppres-
sion. Furthermore, centralism goes against all that is at the core not only of
Estonian but of European political ethos at large nowadays; it removes identity
and responsibility at all levels and among all concerned parties — and it is inef-
ficient even by business standards.

None of this is to say that some form of administrative unit reform in Esto-
nia might not be beneficial, appropriate, and even called for. However, that
reform, just like any other, should be based on a careful, professional analysis
of the tasks and environment involved, which takes some time. Hasty and ill-
considered administrative reform, after all, is not only very expensive in every
respect but also counterproductive.

6. BUREAUCRACY

But now to the fundamental problem of public administration: bureaucracy.
Here, Hans-Georg Gadamer must be quoted at some length:

Feelings mutual to all are coming into words in language, in new words that
come into use. There arc primarily two words which by their very formation
betray the loss of freedom and the lack of identification possibilities we all feel
with what is general - a new word and an older one, both encompassing how-
ever almost unlimited areas of use: Technocracy and Bureaucracy. Both word
formations apparently rely on the word ‘autocracy’, or at least share with it (and
not with similar words, such as aristocracy and democracy) the stigma of pow-
erlessness in face of the over-powerful, and that not only in the sense that all
rational force of the facts limits and disempowers the individual will. For it is
precisely the need of reason, the need to understand and to identify through
understanding, that is claimed in thesc words. ...

... bureaucracy, this acknowledged basic cvil of the rational administration of
the world, regretted and opposed in every state form, [is] nevertheless perkily
progressing everywhere, due to apparently unbreakable factual forces. This
oldest of epithets used by the farmer and the citizen against rulers and public
offices unleashes its attack, inthe name of a common reason, a reason that seeks
to be general, against not only the incomprehensibility but also the ineptness of
administrative action. What is defended by thesc opprobrious cpithets are the
last bastions of common reason, which Heraclitus demanded to be followed and
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for which -- as something commonly held to be valid, as the nomoi — Heraclitus
admonished to fight even more bravely than for the walls of the city. (Gadamer
1991, pp. 63, 64)

Properly understood, public administration, good public administration, is pre-
cisely not bureaucratic in this sense — it is rather the implementation, the exer-
cise, and the guarding of the nomoi.

But bureaucracy in the sense in which it is commonly used nowadays is
indeed the opposite. And since it has been emphasized how important good
public administration is, the truly catastrophic consequences of the action of
those who are not civil servants but bureaucrats in Gadamer’s sense cannot be
overstressed. That is not only bad public administration but actively making
people turn away from the state. Unfortunately, it would be ignoring the facts
not to admit that this is still happening frequently in the region. There are
perhaps two main reasons for this: first, in Central and Eastern Europe there is
still far too much of a traditional, Soviet-style bureaucracy that persists in ig-
noring who exists for whose sake. If the homo sovieticus lives on anywhere, it
1s in the branches of public administration that come into contact with citizens
and other people.

A secondbut related reason is that one often observes that a strange rigidity
1n bureaucratic processes is mixed up with the concept of the Rechtsstaat, due
process of law; it is sometimes precisely well-meaning civil servants who in
their narrow-minded pursuit of the letter of the law forget that the strictest pur-
suit of the law may cause the greatest injustice. That is the danger of ‘state
playing’, if we may put it that way. In Central and Eastern Europe, however,
there 1s no room and no excuse for state playing or for Soviet-style bureau-
cracy, and it is up to public administration scholars and experts to point out the
problems, just as it is up to the government to improve the situation.

7. SOME ANSWERS

So, whatcan one do? Afterall the theoretical points concerning the need to be
practical, I would like to offer a catalogue of types of public administration
reform or improvement which I believe to be a valid checklist for virtually any
public administration structure. In classical public administration tradition, |
have couched it in an acronym, as in the case of POSDCORB and SLOCUS
(see Thomas, 1989, pp. 77, 86—87), and called it FINMOUSE.

Finance: are budgeting, accounting, and controlling done transparently and
efficiently, and are they cost-effect-related?
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Incentives: does the unit get, promote, and keep the best members available
through specific incentives offered by the state (job security, promotion, pres-
tige)?

Niceness: can anything be done to improve citizen satisfaction and control
without causing financial or other problems?

Minimal State: would the task be better or equally well performed by a non-
state entity?

Output-Orientation: is task performance measured by output, while keeping
in mind that excessive control costs more than it saves, yet easily prevents the
development of the civil service ethos?

Unit Size: are the units in the hierarchy small enough to allow for humaneness
and supervision but big enough to avoid too much red tape?

Subsidiarity: is the lowest functioning unit in the hierarchy performing the
task?

Efficiency: given the requirements of democracy and the Rechtsstaat, are the
task performed and the office structured with (business) efficiency?

Public administration is a field that looks prima facie unattractive to many 1if
not most people in Central and Eastern Europe, because of what bureaucracy
does even to those who value the state: inefficiency, corruption, and boredom
seem to be associated with it. Rightly understood, however, public administra-
tion is the key academic discipline of our administratively-structured times,
hence one that we neglect both academically and professionally at our own
peril. A high-quality, sound, competent, and responsible administration is per-
haps the one factor, apart from the aforementioned nomoi, that singly contrib-
utes most to the happiness and well-being of the polis everywhere, not only in
CEE - and therefore of all of us.
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