

p0030
Nagel_03286_cmyk.jpg



Marcel Dekker, Inc. New York • Basel
TM

Handbook
of Global
Economic 

Policy

edited by

Stuart S. Nagel
University of Illinois

Urbana, Illinois

Copyright © 2000 by Marcel Dekker, Inc. All Rights Reserved.



ISBN: 0-8247-0328-6

This book is printed on acid-free paper.

Headquarters
Marcel Dekker, Inc.
270 Madison Avenue, New York, NY 10016
tel: 212-696-9000; fax: 212-685-4540

Eastern Hemisphere Distribution
Marcel Dekker AG
Hutgasse 4, Postfach 812, CH-4001 Basel, Switzerland
tel: 41-61-261-8482; fax: 41-61-261-8896

World Wide Web
http:/ /www.dekker.com

The publisher offers discounts on this book when ordered in bulk quantities. For more
information, write to Special Sales/Professional Marketing at the headquarters address
above.

Copyright  2000 by Marcel Dekker, Inc. All Rights Reserved.

Neither this book nor any part may be reproduced or transmitted in any form or by any
means, electronic or mechanical, including photocopying, microfilming, and recording,
or by any information storage and retrieval system, without permission in writing from
the publisher.

Current printing (last digit):
10 9 8 7 6 5 4 3 2 1

PRINTED IN THE UNITED STATES OF AMERICA



PUBLIC ADMINISTRATION AND PUBLIC POLICY

A Comprehensive Publication Program

Executive Editor

JACK RABIN
Professor of Public Administration and Public Policy

School of Public Affairs
The Capital College

The Pennsylvania State University—Harrisburg
Middletown, Pennsylvania

1. Public Administration as a Developing Discipline (in two parts), Robert T.
Golembiewski

2. Comparative National Policies on Health Care, Milton I. Roemer, M.D.
3. Exclusionary Injustice: The Problem of Illegally Obtained Evidence, Steven

R. Schlesinger
4. Personnel Management in Government: Politics and Process, Jay M.

Shafritz, Walter L. Balk, Albert C. Hyde, and David H. Rosenbloom
5. Organization Development in Public Administration (in two parts), edited by

Robert T. Golembiewski and William B. Eddy
6. Public Administration: A Comparative Perspective, Second Edition, Re-

vised and Expanded, Ferrel Heady
7. Approaches to Planned Change (in two parts), Robert T. Golembiewski
8. Program Evaluation at HEW (in three parts), edited by James G. Abert
9. The States and the Metropolis, Patricia S. Florestano and Vincent L.

Marando
10. Personnel Management in Government: Politics and Process, Second Edi-

tion, Revised and Expanded, Jay M. Shafritz, Albert C. Hyde, and David H.
Rosenbloom

11. Changing Bureaucracies: Understanding the Organization Before Selecting
the Approach, William A. Medina

12. Handbook on Public Budgeting and Financial Management, edited by Jack
Rabin and Thomas D. Lynch

13. Encyclopedia of Policy Studies, edited by Stuart S. Nagel
14. Public Administration and Law: Bench v. Bureau in the United States,

David H. Rosenbloom
15. Handbook on Public Personnel Administration and Labor Relations, edited

by Jack Rabin, Thomas Vocino, W. Bartley Hildreth, and Gerald J. Miller
16. Public Budgeting and Finance: Behavioral, Theoretical, and Technical Per-

spectives, Third Edition, edited by Robert T. Golembiewski and Jack Rabin
17. Organizational Behavior and Public Management, Debra W. Stewart and

G. David Garson
18. The Politics of Terrorism: Second Edition, Revised and Expanded, edited

by Michael Stohl



19. Handbook of Organization Management, edited by William B. Eddy
20. Organization Theory and Management, edited by Thomas D. Lynch
21. Labor Relations in the Public Sector, Richard C. Kearney
22. Politics and Administration: Woodrow Wilson and American Public Ad-

ministration, edited by Jack Rabin and James S. Bowman
23. Making and Managing Policy: Formulation, Analysis, Evaluation, edited by

G. Ronald Gilbert
24. Public Administration: A Comparative Perspective, Third Edition, Revised,

Ferrel Heady
25. Decision Making in the Public Sector, edited by Lloyd G. Nigro
26. Managing Administration, edited by Jack Rabin, Samuel Humes, and Brian

S. Morgan
27. Public Personnel Update, edited by Michael Cohen and Robert T. Golem-

biewski
28. State and Local Government Administration, edited by Jack Rabin and Don

Dodd
29. Public Administration: A Bibliographic Guide to the Literature, Howard E.

McCurdy
30. Personnel Management in Government: Politics and Process, Third

Edition, Revised and Expanded, Jay M. Shafritz, Albert C. Hyde, and David
H. Rosenbloom

31. Handbook of Information Resource Management, edited by Jack Rabin
and Edward M. Jackowski

32. Public Administration in Developed Democracies: A Comparative Study,
edited by Donald C. Rowat

33. The Politics of Terrorism: Third Edition, Revised and Expanded, edited by
Michael Stohl

34. Handbook on Human Services Administration, edited by Jack Rabin and
Marcia B. Steinhauer

35. Handbook of Public Administration, edited by Jack Rabin, W. Bartley
Hildreth, and Gerald J. Miller

36. Ethics for Bureaucrats: An Essay on Law and Values, Second Edition,
Revised and Expanded, John A. Rohr

37. The Guide to the Foundations of Public Administration, Daniel W. Martin
38. Handbook of Strategic Management, edited by Jack Rabin, Gerald J.

Miller, and W. Bartley Hildreth
39. Terrorism and Emergency Management: Policy and Administration, William

L. Waugh, Jr.
40. Organizational Behavior and Public Management: Second Edition, Revised

and Expanded, Michael L. Vasu, Debra W. Stewart, and G. David Garson
41. Handbook of Comparative and Development Public Administration, edited

by Ali Farazmand
42. Public Administration: A Comparative Perspective, Fourth Edition, Ferrel

Heady
43. Government Financial Management Theory, Gerald J. Miller
44. Personnel Management in Government: Politics and Process, Fourth

Edition, Revised and Expanded, Jay M. Shafritz, Norma M. Riccucci, David
H. Rosenbloom, and Albert C. Hyde

45. Public Productivity Handbook, edited by Marc Holzer
46. Handbook of Public Budgeting, edited by Jack Rabin
47. Labor Relations in the Public Sector: Second Edition, Revised and Ex-

panded, Richard C. Kearney



48. Handbook of Organizational Consultation, edited by Robert T. Golem-
biewski

49. Handbook of Court Administration and Management, edited by Steven W.
Hays and Cole Blease Graham, Jr.

50. Handbook of Comparative Public Budgeting and Financial Management,
edited by Thomas D. Lynch and Lawrence L. Martin

51. Handbook of Organizational Behavior, edited by Robert T. Golembiewski
52. Handbook of Administrative Ethics, edited by Terry L. Cooper
53. Encyclopedia of Policy Studies: Second Edition, Revised and Expanded,

edited by Stuart S. Nagel
54. Handbook of Regulation and Administrative Law, edited by David H.

Rosenbloom and Richard D. Schwartz
55. Handbook of Bureaucracy, edited by Ali Farazmand
56. Handbook of Public Sector Labor Relations, edited by Jack Rabin, Thomas

Vocino, W. Bartley Hildreth, and Gerald J. Miller
57. Practical Public Management, Robert T. Golembiewski
58. Handbook of Public Personnel Administration, edited by Jack Rabin,

Thomas Vocino, W. Bartley Hildreth, and Gerald J. Miller
59. Public Administration: A Comparative Perspective, Fifth Edition, Ferrel

Heady
60. Handbook of Debt Management, edited by Gerald J. Miller
61. Public Administration and Law: Second Edition, David H. Rosenbloom and

Rosemary O’Leary
62. Handbook of Local Government Administration, edited by John J. Gargan
63. Handbook of Administrative Communication, edited by James L. Garnett

and Alexander Kouzmin
64. Public Budgeting and Finance: Fourth Edition, Revised and Expanded,

edited by Robert T. Golembiewski and Jack Rabin
65. Handbook of Public Administration: Second Edition, edited by Jack Rabin,

W. Bartley Hildreth, and Gerald J. Miller
66. Handbook of Organization Theory and Management: The Philosophical

Approach, edited by Thomas D. Lynch and Todd J. Dicker
67. Handbook of Public Finance, edited by Fred Thompson and Mark T. Green
68. Organizational Behavior and Public Management: Third Edition, Revised

and Expanded, Michael L. Vasu, Debra W. Stewart, and G. David Garson
69. Handbook of Economic Development, edited by Kuotsai Tom Liou
70. Handbook of Health Administration and Policy, edited by Anne Osborne

Kilpatrick and James A. Johnson
71. Handbook of Research Methods in Public Administration, edited by Gerald

J. Miller and Marcia L. Whicker
72. Handbook on Taxation, edited by W. Bartley Hildreth and James A.

Richardson
73. Handbook of Comparative Public Administration in the Asia-Pacific Basin,

edited by Hoi-kwok Wong and Hon S. Chan
74. Handbook of Global Environmental Policy and Administration, edited by

Dennis L. Soden and Brent S. Steel
75. Handbook of State Government Administration, edited by John J. Gargan
76. Handbook of Global Legal Policy, edited by Stuart S. Nagel
77. Handbook of Public Information Systems, edited by G. David Garson
78. Handbook of Global Economic Policy, edited by Stuart S. Nagel
79. Handbook of Strategic Management: Second Edition, Revised and Ex-

panded, edited by Jack Rabin, Gerald J. Miller, and W. Bartley Hildreth



80. Handbook of Global International Policy, edited by Stuart S. Nagel
81. Handbook of Organizational Consultation: Second Edition, Revised and

Expanded, edited by Robert T. Golembiewski
82. Handbook of Global Political Policy, edited by Stuart S. Nagel
83. Handbook of Global Technology Policy, edited by Stuart S. Nagel
84. Handbook of Criminal Justice Administration, edited by Toni DuPont-

Morales, Michael K. Hooper, and Judy H. Schmidt
85. Labor Relations in the Public Sector: Third Edition, edited by Richard C.

Kearney
86. Handbook of Administrative Ethics: Second Edition, Revised and

Expanded, edited by Terry L. Cooper
87. Handbook of Organizational Behavior: Second Edition, Revised and Ex-

panded, edited by Robert T. Golembiewski
88. Handbook of Global Social Policy, edited by Stuart S. Nagel and Amy

Robb
89. Public Administration: A Comparative Perspective, Sixth Edition, Ferrel

Heady
90. Handbook of Public Quality Management, edited by Ronald J. Stupak and

Peter M. Leitner
91. Handbook of Public Management Practice and Reform, edited by Kuotsai

Tom Liou
92. Personnel Management in Government: Politics and Process, Fifth Edition,

Jay M. Shafritz, Norma M. Riccucci, David H. Rosenbloom, Katherine C.
Naff, and Albert C. Hyde

93. Handbook of Crisis and Emergency Management, edited by Ali Farazmand
94. Handbook of Comparative and Development Public Administration: Second

Edition, Revised and Expanded, edited by Ali Farazmand
95. Financial Planning and Management in Public Organizations, Alan Walter

Steiss and ‘Emeka O. Cyprian Nwagwu
96. Handbook of International Health Care Systems, edited by Khi V. Thai,

Edward T. Wimberley, and Sharon M. McManus
97. Handbook of Monetary Policy, edited by Jack Rabin and Glenn L. Stevens
98. Handbook of Fiscal Policy, edited by Jack Rabin and Glenn L. Stevens
99. Public Administration: An Interdisciplinary Critical Analysis, edited by Eran

Vigoda
100. Ironies in Organizational Development: Second Edition, Revised and Ex-

panded, edited by Robert T. Golembiewski
101. Science and Technology of Terrorism and Counterterrorism, edited by

Tushar K. Ghosh, Mark A. Prelas, Dabir S. Viswanath, and Sudarshan K.
Loyalka

102. Strategic Management for Public and Nonprofit Organizations, Alan Walter
Steiss

103. Case Studies in Public Budgeting and Financial Management: Second
Edition, Revised and Expanded, edited by Aman Khan and W. Bartley
Hildreth



Additional Volumes in Preparation

Principles and Practices of Public Administration, edited by Jack Rabin,
Robert F. Munzenrider, and Sherrie M. Bartell

Handbook of Developmental Policy Studies, edited by Stuart S. Nagel

Handbook of Conflict Management, edited by William J. Pammer, Jr., and
Jerri Killian

Annals of Public Administration

1. Public Administration: History and Theory in Contemporary Perspective,
edited by Joseph A. Uveges, Jr.

2. Public Administration Education in Transition, edited by Thomas Vocino
and Richard Heimovics

3. Centenary Issues of the Pendleton Act of 1883, edited by David H. Ro-
senbloom with the assistance of Mark A. Emmert

4. Intergovernmental Relations in the 1980s, edited by Richard H. Leach
5. Criminal Justice Administration: Linking Practice and Research, edited by

William A. Jones, Jr.



Preface

This handbook on global economic policy is one in a set of six global policy
handbooks. The other five deal with technology, social, political, international,
and legal policy.

Public policy studies in the past have tended to emphasize domestic policy,
rather than cross-national policy. This is especially true of American policy stud-
ies which tend to be especially nation-bound. This is also true to some extent of
policy studies in France, Russia, China, Brazil, and elsewhere.

When American policy studies show an interest in other countries, those
other countries tend to be exclusively Western European countries. This six-vol-
ume set, however, will include all the regions of the world, consisting of Africa,
Asia, Europe, Latin and North America in alphabetical order with Western Eu-
rope being only one of the several regions.

Public policy studies also tend to place a lot of emphasis on methods of
analysis and the policy process. They do not get much into substance, especially
at the professional or scholarly level, as contrasted to undergraduate textbooks.
This is so because scholars have traditionally considered substance to be not as
philosophical or theoretical as methods or process.

In this six-volume set, however, each volume is devoted to a different sub-
stantive field, including economic, technology, social, political, international, and
legal policy. The discussions will be more theoretical than most substantive dis-
cussions because they will emphasize comparisons across places, across times,
and across different substantive fields. At the same time, the discussions will be
practical in terms of applicability to real world problems.

iii



iv Preface

Scholars and others who study comparative government unfortunately tend
to overemphasize structures like federalism, separation of powers, legislatures,
chief executives, and supreme courts to the neglect of public policy, which this
series emphasizes. Comparative government people also tend to emphasize area
studies which involve specializing in a single country or sub-region, as contrasted
to this set of six volumes which cuts across many regions and many policy fields.

Thus the key objective of this set is to encourage more cross-national and
cross-policy research and applications. The set not only advocates more of that
kind of research, but practices what it advocates by providing almost 200 studies
across six volumes which average about 30 studies per volume. This should be
a landmark set in the disciplines of both policy studies and cross-national studies.

Stuart S. Nagel
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INTRODUCTION

Stuart S. Nagel
University of Illinois, Urbana, Illinois

Win-win or superoptimizing analysis of public policy problems tries to find feasi-
ble solutions that can enable conservatives, liberals, and other major viewpoints
to all come out ahead of their best initial expectations simultaneously. The ele-
ments in the analysis include (1) conservative goals and alternatives, (2) liberal
goals and alternatives, (3) relations between the major alternatives and goals, (4)
the development of win-win solutions, and (5) feasibility hurdles to overcome.

The feasibility problems to be overcome include economic, administrative,
political, psychological, legal, international, and technological hurdles, and the
disruption of displaced firms and individuals.

As applied to economics, we are especially talking about the alleged trade-
offs among (1) unemployment and inflation, (2) economic growth and displaced
workers, (3) increased government spending, reduced taxes, and a reduced deficit,
and (4) the tradeoff between capitalism and socialism. We will also briefly refer
to the economic policy problems of land, labor, and capital, but with less detail
in view of space limitations.1

I. UNEMPLOYMENT AND INFLATION

A. Conservative Alternatives

Doing nothing is not likely to worsen unemployment or inflation, but it is also
not likely to help. Decreasing the money supply and increasing interest rates may
decrease inflation but increase unemployment. The same is true of decreasing
government spending and increasing taxes. The ‘‘Reaganomics’’ approach in-
volves decreasing taxes to stimulate employment, and decreasing domestic

xiii



xiv Introduction

spending to reduce inflation. The Democratic counterpart as of 1980 was to in-
crease employment through government jobs and decrease inflation through price
control. (See Table 1.)

Raising interest rates to decrease inflation may have the effect of decreasing
prices by reducing spending from borrowed money. Those benefits may be more
than offset by the undesirable effects on reducing the ability of business to borrow
for expansion, inventory, and other purposes. The reduction in spending may also
have an adverse effect on employment.

Raising taxes and decreasing spending to fight inflation may not be politi-
cally feasible. It would also reduce the ability of the government to give tax
breaks and well-placed subsidies to increase productivity.

B. Liberal Alternatives

Increasing the money supply and decreasing interests may stimulate employment
but increase inflation. The same is also true of increasing government spending
and reducing taxes. Lowering interest rates to decrease unemployment may have
little impact because businesses are reluctant to borrow when they are reducing
their operations and sales are down. Likewise, consumers are reluctant to borrow
when they are already heavily in debt and fearful of a reduction in employment
or hours.

Lowering taxes and increasing spending to fight unemployment may not
be politically feasible when the national debt and deficit are already too high.

Table 1 Analysis of Inflation and Unemployment

Criteria

Conservative: Liberal:
Alternatives Lower inflation Lower unemployment

Conservative: � �
Monetary policy (change in- Rates up (bad impact on Rates down (no impact

terest rates) profits and wages) on profits and wages)
Liberal: � �

Fiscal policy (change tax- Surplus (not politically Deficit (not politically
ing & spending) feasible) feasible)

Neutral:
Little of both 0 0

SOS or win-win:
Economic growth policy �� ��

1. Increase technology
2. Increase skills
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C. A Win-Win Alternative

The adoption of new technologies and raising the skills of workers help to reduce
inflation by (1) increasing the productivity of labor to offset increased wages,
(2) increasing the quality of goods to offset increased prices, and (3) increasing
the GNP and domestic income to further offset increased prices.

Increasing the adoption of new technologies and raising the skills of work-
ers help to reduce unemployment by (1) making the workers more employable,
(2) increasing the GNP and domestic spending to stimulate the creation of more
jobs, and (3) increasing the productivity and wage rates, thereby offsetting a
possible reduction in hours.

The conservative alternative of having interest rates up in time of inflation
and down in time of unemployment does not make sense if inflation and unem-
ployment are problems simultaneously. That would be so if both were over 3%.
Likewise, the liberal alternative of having a budget surplus in time of inflation
and a budget deficit in time of unemployment does not make sense when both
inflation and unemployment are over approximately 3%. One can, however, stim-
ulate new technologies and upgrade skills when inflation and unemployment are
both occurring simultaneously.

II. ECONOMIC GROWTH AND DISPLACED WORKERS

A. Economic Growth

1. Definition and Importance

‘‘Economic growth’’ refers to the annual rate of increase in the gross national
product or the gross domestic product. The GNP refers to all income generated
in the United States even if some of it goes to foreigners. The GDP refers to all
income generated anywhere in the world that goes to Americans.

Economic growth is highly important because it provides the increased
income that generates increased spending, taxes, jobs, money for government
programs, and appropriations for dealing with schools, crimes, health, transporta-
tion, communications, food, housing, defense, new technologies, upgrading
skills, etc. (See Table 2.)

2. Conservative and Liberal Approaches

The conservative approach tends to emphasize taxing and spending in a way
that is helpful to investment and business. The increased investment stimulates
economic growth. Conservatives advocate increased investment through low-
ering taxes on the upper income brackets and lowering the capital gains tax. They
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Table 2 Economic Growth

Goals

Conservative: Liberal:
Alternatives Investment Consumption

Conservative:
Trickle down � �

Liberal:
Percolate up � �

Neutral:
Both 0 0

SOS or win-win:
Package �� ��

also advocate spending for highways, airports, railroads, and other expenditures
that will facilitate business profits.

The liberal approach tends to emphasize taxing and spending that is helpful
to consumption and workers. The increased consumption stimulates economic
growth. Liberals advocate increased consumption through lowering taxes on the
lower income brackets and raising exemptions for dependents and the standard
deduction. They also advocate government spending for food stamps, housing
vouchers, welfare, teacher salaries, health care, and other government expendi-
tures that result in high consumption.

3. A Win-Win Package

An SOS package can promote economic growth more directly rather than indi-
rectly through private investment and consumption although the SOS package
could also possibly increase investment and consumption. Such a package might
include the government’s providing:

1. Long-term, large-scale risk capital
2. Stimulus to competition by readily granting entry permits into all in-

dustries and entry of foreign goods into the United States
3. Stimulus to business and labor to adopt new technologies and upgrade

worker skills
4. Funds for relocating workers displaced by tariff reduction, immigra-

tion, new technologies, or conversion from defense production
5. Reductions in foreign tariffs to open new markets
6. Immigration policy that brings in innovative, ambitious people with

needed skills
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7. Free speech to encourage creativity, including suggestions to improve
productivity

8. Grants, patents, and purchasing to stimulate inventions but requiring
licensing to stimulate diffusion and competition

9. An educational system that is oriented toward preparation for produc-
tive jobs and careers

10. Conservation of natural resources and a productive, healthful environ-
ment

Other important economic indicators besides economic growth include un-
employment, inflation, and measures of income equality. Big economic growth
is offset if those other indicators worsen or do not improve.2

B. Displaced Workers and Firms

Displacement of labor is the result of (1) productivity downsizing, (2) free trade,
(3) immigration, (4) civilian conversion, or (5) jobs for public aid recipients, the
disabled, the elderly, minorities, and women.

The issue here is how to find jobs for displaced workers. The conservative
emphasis is to leave it up to the recipient to find a job on his own and not make
it a responsibility of other people. The liberal emphasis is on the welfare agency
or another government agency doing most of the job finding work. The neutral
position might involve delegating the activity to a nonprofit organization. (See
Table 3.)

A key conservative goal is to save tax money. That means encouraging job
finding to reduce welfare payments, but not incurring high fees for job finding.
A key liberal goal is to find jobs for displaced workers or welfare recipients not
just to save welfare payments but also because jobs can increase the income,
quality of life, and dignity of welfare recipients. Doing so also has effects that
relate to multipliers, compounding, role models, and reducing illegal activities.

An SOS alternative is to contract out to a private profit-making firm at a
commission of $X per welfare recipient who receives long-term employment.
Half of the commission is paid after four months on the job and the other half
after eight months. The firm is responsible for providing training, day care, em-
ployment leads, advice, and dispute resolution, all of which the government
agency might otherwise provide.

This is a good example of contracting out. The profit motive stimulates
more success in finding jobs than the rate of success by a government agency
or a nonprofit organization. The firm also has more capability than the recipient.
Tax money is saved in the long run as a result of replacing welfare with work.
It may also be saved in the short run by costing less money per long-term job
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Table 3 Equity Versus Efficiency in Displacement of Labora

Goals

Conservative: Liberal:
Efficiency (merit or Equity (i.e., fairness

survival of to those unemployed
Alternatives the fittest) to no fault)

Conservative:
Marketplace (leaves to the labor mar- � �

ketplace)
Liberal:

Welfare handouts with few condi- � �
tions

Neutral:
Welfare with conditions:
1. No able-bodied eligibles, espe- 0 0

cially males
2. Bare minimum benefits
3. Residence requirements
4. Provide no due process

SOS or win-win, i.e.,
job facilitators

1. Training
2. Wage subsidy
3. Employment agency commis- �� ��

sions
4. Rising GNP
5. Relocation
6. Welfare conditional on training

and job cooperation

a Displacement of labor means displaced because of (1) productivity downsizing, (2) free trade, (3)
immigration, (4) jobs for public aid recipients, disabled or aged, (5) minorities and women.

found than the cost with a government agency or nonprofit organization. Related
activities can also help displaced businesspeople find new jobs or new businesses.

III. SPENDING, TAXING, AND THE DEFICIT

A. SOS Spending

1. Arriving at a Win-Win Budget

Each allocation is arrived at by (1) multiplying the percentages in the goal col-
umns by the neutral, conservative, or liberal weights; (2) summing across the
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products; (3) dividing the sum by the total of the appropriate weights to obtain
a weighted average allocation percentage; and then (4) multiplying the total bud-
get of $200 by that allocation percentage. (See Table 4.)

The superoptimum budget is $243 since that is the minimum amount that
will allow for a bigger allocation than the best expectations of both the conserva-
tives ($112 � $1 to the police) and the liberals ($129 � $1 to the courts).

2. Obtaining a Bigger Budget or Using the Present Budget
More Efficiently

The next step would be to analyze various ways of increasing the budget from
$200 to $243, and then taking the best combination of those in light of various
criteria. There is an alternative approach to increasing the budget to an SOS
amount that satisfies the best initial expectations of both liberals and conserva-
tives. The alternative involves satisfying conservatives by enabling the police
and the courts to be more efficient in crime reduction so that they will not need
so much money.

The police can be more efficient by being more visible—for instance, by
covering highway policing with their red lights continuously flashing. The courts
can be more efficient in crime reduction by using better screening and reporting
with regard to those who have been released on bail prior to trial.

The alternative also involves satisfying liberals by enabling the police and
the courts to be more efficient in using fair procedures. The police can be more
efficient and effective by giving a summons to appear in many arrest cases rather
than booking and jailing the suspect. The courts can be more efficient and effec-
tive regarding fair procedure by allowing jurors to view each day’s trial on video-
tape. This helps clarify matters that might otherwise be forgotten. Jurors can also
be allowed to take notes, ask questions of judges and the lawyers, and receive
some training before becoming jurors.

B. SOS Taxing

1. Conservative and Liberal Alternatives

The conservative position on tax sources tends to emphasize consumption taxes,
which are roughly equal across the general public. The liberal position tends to
emphasize income taxes, which bear more heavily on those with greater ability
to pay. Conservatives tend to emphasize taxes on consumption such as the sales
tax or the value-added tax. Liberals tend to emphasize taxes on income, especially
progressive income taxes, where the rates are higher on higher incomes. The
neutral position is to have both sales taxes and income taxes, but with the sales
tax rates lower than conservatives advocate and the income tax rates lower than
liberals advocate. (See Table 5.)
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Table 5 Tax Sources

Goals

Conservative: Liberal:
Stimulating Ability

Alternatives investment to pay

Conservative:
Sales tax � �

Liberal:
Income tax � �

Neutral:
Other or both 0 0

SOS or win-win:
Decrease tax rates, but increases

taxes with lots of well-placed
subsidies �� ��

2. Conservative and Liberal Goals

A key conservative goal is to stimulate investment. A key liberal goal is to stimu-
late consumption and to take into consideration the equity goal of ability to pay.

Both conservatives and liberals recognize the need for some tax money to
support the government activities they like. The superoptimum solution, there-
fore, is not to abolish all taxes. That would be undesirable to both conservatives
and liberals if it means abolishing the government activities they endorse. Like-
wise, the neutral position may result in a decrease in the government activities
endorsed by conservatives and those endorsed by liberals.

3. Relations Between Alternatives and Goals

Sales taxes score low on consumption and ability to pay, whereas income taxes
score higher. On the matter of stimulating investment, one can argue that relying
on sales taxes rather than income taxes frees up more income for investment
purposes. Therefore, the scores in the column on stimulating investment should
probably be 2, 3, and 4, rather than all 4’s. The justification for having a 4 on
income tax is that such a tax lends itself well to giving tax credits to stimulate
investment.

Regardless of how the different taxes are scored on the two goals, there
does tend to be a tradeoff. Reliance on income taxes generally does better on
ability to pay than on stimulating investment. That, however, depends on the
extent to which the income tax provides for meaningful credits. Likewise, reli-
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ance on sales taxes generally does worse on ability to pay than on facilitating
investment.

4. The Win-Win Alternative

The SOS alternative involves substantially decreasing both kinds of tax rates
while at the same time increasing the total tax revenue by increasing the GNP
tax base. That can be partly done by well-placed tax breaks and subsidies to
encourage greater national productivity.

An SOS alternative would do well on both goals. That kind of alternative
might involve a combination of the two taxes, but accompanied by well-placed
subsidies and tax credits to stimulate increased productivity. The tax credits could
also include an earned-income payment for those who are regularly working but
not earning very much and thus without much ability to pay high taxes.

C. The Deficit

1. Dealing with the Deficit

A statement of the conservative goals might be: (1) have a strong national defense
and (2) stimulate investment through low taxes on the relatively rich. A fuller
statement of the liberal goals might be: (1) have strong domestic policies in such
areas as education and housing and (2) stimulate consumption through low taxes
on the relatively poor. (See Table 6.)

Table 6 The Deficit of Spending over Taxes

Goals

Conservative: Liberal:
Defense and Domestic and

Alternatives investment consumption

Conservative:
1. Decrease domestic spending � �
2. Increase taxes on poor

Liberal:
1. Decrease defense spending � �
2. Increase taxes on rich

Neutral:
1. Decrease both spend 0 0
2. Increase taxes on both

SOS or win-win:
1. Increase spending �� ��
2. Decrease taxes



Introduction xxiii

The SOS involves a reduction of taxes in the form of tax breaks designed
to stimulate greater productivity. Likewise, the SOS involves an increase in
spending in the form of well-placed subsidies designed to stimulate greater pro-
ductivity. The increased productivity means an increased gross national product,
which means an increased base on which to apply the national tax rate. Thus the
tax rate can drop and still bring in increased tax revenue, making more money
available for government spending on defense, domestic policies, deficit reduc-
tion, and more well-placed subsidies.

2. A Balanced Budget Amendment

A related issue here is whether there should be an amendment to the Constitution
that requires the federal budget to be balanced each year, with federal spending
not to exceed federal tax revenue.

Conservatives endorse the amendment to keep down federal spending that
is considered too liberal, especially if an exception is made for defense spending.
They would also like a requirement of 60% congressional approval for tax in-
creases.

Liberals oppose the amendment because they want to allow for federal
spending to fight unemployment and to promote economic growth. If those con-
siderations are covered, they would endorse a prohibition on deficit spending
since deficits lead to government borrowing which boosts interest rates. Such
increases interfere with consumer purchasing and business expansion.

The neutral position is to have a balanced budget amendment, but with
exceptions. The conservatives, especially, want an exception for a declared war
or a joint resolution relating to military action. Liberals want exceptions for (1)
high unemployment and (2) when 60% of Congress votes for an increase in the
national debt.

An SOS alternative would be to promote economic growth through train-
ing, new technologies, competition, exports, government capital, and other
means. Growth in the GNP allows for a reduction in income tax rates, with an
increase in tax revenue. It also allows for a reduction in spending for welfare,
with increased spending for economic growth activities. Such growth can mean
increases in both profits and wages.

What may be needed is an economic growth amendment that requires or
recommends that the federal government promote at least 3% economic growth
per year. The amendment can mandate the establishment of a quasi-public Con-
sortium for Economic Growth. Its governing board could consist of three repre-
sentatives from the National Association of Manufacturers and the U.S. Chamber
of Commerce, three representatives from the AFL-CIO, and three representatives
from the Senate, the House, and the Presidency. It could have a substantial appro-
priation for encouraging economic growth activities.3
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IV. ORGANIZING THE ECONOMY

A. Alternative Ways of Relating the Government to the
Economy

Socialism refers to government ownership and public policy designed to facilitate
equality of income and wealth. Capitalism refers to private ownership with no
public policy designed to facilitate equality of income, wealth, and opportunity.
One could conceivably talk in terms of four policies: (1) private ownership and
no equality; (2) private ownership and equality; (3) government ownership and
no equality; and (4) government ownership and equality. The two elements of
capitalism (private ownership and inequality) tend to go together, and likewise
the two elements of socialism (public ownership and equality).

One can have democratic or dictatorial capitalism and democratic or dicta-
torial socialism, depending on whether there are universal voting rights, and mi-
nority political rights. One can have responsive or nonresponsive capitalism and
responsive or nonresponsive socialism. Responsiveness in this context means
being responsive to consumers and workers. Socialism is traditionally thought
of as being more responsive to consumers and workers.

B. Government Versus Private Ownership and Operation

The SOS alternative of contracting out to private operation can apply even to
public schools, post offices, and municipal transportation. In former socialistic
countries, it could also apply to contracting out government-owned factories and
land. (See Table 7.)

Table 7 Ownership and Operation

Goals

Conservative:
High Liberal:

Alternatives productivity Equity

Conservative:
1. Government ownership and operation (socialism) � �

Liberal:
1. Private ownership and operation (capitalism) � �

Neutral:
1. Some government and some private 0 0

SOS or win-win:
1. 100% government owned and 100% private operation �� ��
2. 100% private with government incentives; both SOSs.
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The contracting out does not have to be to only one private entrepreneur.
The two most qualified lowest bidders can both receive contracts for different
geographical areas, sectors of the industry, or other aspects of the contract in
order to encourage competition.

Productivity and the liberal goals can be further increased through appro-
priate government incentives by way of well-placed tax credits and subsidies.
That goes beyond what can be achieved by way of government ownership or
control combined with contracting out to private operation.

Workplace quality, environmental protection, and consumer protection are
not necessarily promoted by government ownership. The socialist steel mills in
Poland were a good example of poor workplace quality under socialism. The
socialistic TVA in the United States was a good example of poor environmental
protection under socialism. Government-owned power companies having monop-
oly control are good examples of the lack of consumer protection under socialism.

All those goals can be better achieved by requiring them as part of the
contract in contracting out. That is likely to produce greater compliance than
traditional government regulation. The threat of not having the contract renewed
but instead having it go to a competing company can generate greater compliance.
That is better than relying on the supposed altruism of managers of government
factories who are not rewarded or punished for complying with goals. The gov-
ernment can provide further incentives by way of well-placed subsidies and tax
credits to supplement the liberal contract provisions.

C. Competition as a Key Factor

The conservative alternative of an unregulated marketplace may lead to only one
or a few firms dominating most industries. That arrangement may be profitable
in the short run, although contrary to low prices. The liberal alternative of govern-
ment ownership or tight regulation tends to mean a government monopoly or
stifled private enterprise. That means reduced business profits, although it might
mean artificially low prices to satisfy consumers as voters. The mixed economy
scores in the middle on both business profits and low prices. (See Table 8.)

The SOS alternative may draw on the stimulus to innovation and efficiency
of private profit making. The SOS alternative may encourage competition through
well-placed seed money and other competition facilitators. Doing so results in
lower prices through a competitive marketplace, rather than through a monopolis-
tic one or through artificial price constraints.

The marketplace is associated with capitalism. It may not be associated
with competition if the marketplace leads to monopolies or firms working to-
gether to decrease competition. Regulation and government ownership are associ-
ated with socialism. It is even more likely to lead to monopoly, but monopoly
in the hands of the state rather than private enterprise. The marketplace may lead
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Table 8 Competition

Goals

Conservative: Liberal:
Alternatives Business profits Low prices

Conservative:
Marketplace (monopoly) � �

Liberal:
Government ownership or tight regulation (monopoly) � �

Neutral:
Some of both (mixed economy) 0 0

SOS or win-win:
Stimulate competition through well-placed subsidies �� ��

to better business profits than regulation does. Regulation may lead to better
consumer prices than the marketplace does.

An SOS alternative is competition, which is likely to lead to even better
total business profits than the marketplace, although not necessarily better profits
for each firm. Competition is likely to lead to better consumer prices and quality
of products than regulation. Competition can be stimulated through laws that
require (1) licensing of patents and facilities, (2) lowering of tariffs to increase
international competition, (3) seed money to get new businesses established or
expanded to make an industry more competitive, and (4) leasing of networks of
electricity, telephone, and cable TV.

D. Equality in Socialism and Capitalism

Capitalism differs from socialism mainly in terms of government versus private
ownership and operation of the major means of production and distribution. Capi-
talism also differs from socialism with regard to the extent to which inequality
of income and wealth is allowed.

Under pure capitalism, there are no limits to the degree of permissible in-
equality in income and wealth. Under socialism, there are progressive income
taxes and inheritance taxes designed to promote a substantial amount of equality
in income and wealth.

Capitalism justifies economic inequality as a stimulus to increased produc-
tivity. The theory is that people will work harder and be more innovative in order
to receive the rewards of greater income and wealth. Socialism justifies having
greater income equality as the fair or equitable thing to do, especially in the
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context of providing a minimum floor regarding food, shelter, and clothing to
the poor.

An SOS alternative that does well with both the conservative and liberal
goals involves allowing considerable inequality in income and wealth but provid-
ing a minimum floor. That can be done through a negative income tax whereby
people who are below that minimum level receive a payment from the Internal
Revenue Service instead of paying to the IRS. (See Table 9.)

A better approach is to emphasize earned income credit whereby the people
below a minimum level who work are rewarded by receiving an IRS payment.
Those who do not work receive public aid and assistance in finding a job. The
SOS may also provide tax breaks and subsidies for upgrading individual skills
in order to increase productivity.

E. Political-Economic Competition and Prosperity

Table 10 includes only industrial nations; a separate table could be compiled for
developing nations. Among industrialized nations, those that provide for competi-
tion in politics and economics have more prosperity than those that do not provide
for competition in both activities. Industrialized nations that provide for competi-
tion in only one of the two activities are likely to have middling prosperity, al-
though competition in politics may be more important to prosperity than competi-
tion in economics.

Table 10 is designed mainly to relate political and economic competition
as key causes in prosperity. One could also interpret Table 10 as showing that

Table 9 Equity

Goals

Liberal:
Conservative: Equity

Alternatives Productivity (minimum floor)

Conservative:
1. Income inequality (capitalism) � �

Liberal:
1. Income equality (socialism) � �

Neutral:
1. In between 0 0

SOS or win-win:
1. Negative income tax or earned income credit �� ��
2. Tax breaks for upgrading skills
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Table 10 Political and Economic Competition as Key Causes
of Prosperity

Competition (causal variable)

NO YES
(in politics and (in politics and

economics) economics)

YES West Germany
(capitalism)

Prosperity or high stan- Sweden
dard of living (effect (socialism)
variable)

NO East Germany
(socialism)

Spain Pre-1980
(capitalism)

countries that have economic competition are more likely to have political com-
petition, and vice versa. In addition, one could interpret Table 10 as indicating
that industrialized nations are more likely to have a higher standard of living
than nonindustrialized nations regardless of political and economic competition.
Another conclusion, which Table 6 generates, is that whether a country has capi-
talistic private ownership or socialistic government ownership is virtually irrele-
vant to prosperity in comparison to political-economic competition and industri-
alization.4

V. OTHER ECONOMIC ISSUES

The economic issues we have discussed all deal with the economy as a whole.
They are macroeconomic issues, as contrasted to issues that deal with the individ-
ual firm or with land, labor, and capital as the major factors of production. Some-
times government policy is added as a fourth factor. We consider government
policy to be present in discussing how to promote effectiveness, efficiency, and
equity in using the other three factors and other societal resources.

A. Land

A key tradeoff issue dealing with land or natural resources in the United States
is the alleged conflict between high farm production and high farm income. The
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United States may be the only country in the world in which farmers have been
encouraged to produce less in order to create artificially high prices. In other
countries, farmers are encouraged to grow more in order to feed the population
and have crops for export. A win-win solution recently adopted under the title
‘‘Freedom to Farm’’ allows farmers to produce all they want in anticipation that
the world market will be able to absorb their extra production.

Unfortunately, when subsidies were abolished for setting aside land, the
Asian and Russian markets became less able to buy. The problem is not the lack
of demand, or that American farm products are high priced. There is plenty of
demand, and American farmers are highly efficient. The problem seems to be
that when China or Russia wants to buy wheat, they are likely to buy it from
Australia, Argentina, or Canada because they can afford Australian, Argentine,
and Canadian dollars better than they can afford U.S. dollars. The U.S. dollar is
high priced compared, for example, to the Canadian dollar.

The American government drives up the price of the dollar whenever it
seeks to sell U.S. Treasury bonds in order to borrow from new lenders to pay
off old lenders. We could reduce the national debt (as we have reduced the annual
deficit) through economic growth which provides (1) increased government reve-
nue and (2) decreased welfare spending. The price of the dollar would go down.
As a result, farmers could sell more goods overseas, and so could all American
producers. That would be a super win-win for America and the consumers of
American products.5

B. Labor

A good example of win-win labor policy relates to the minimum wage. Whenever
there is a suggestion of raising the minimum wage, management talks about hav-
ing to lay off workers whose families will then starve. Labor talks about families
already starving because the minimum wage is not a living wage. The usual
result, however, is a compromise in which both sides are allowing for some al-
leged starvation. A win-win solution is needed whereby, for example, manage-
ment could pay less than $4 an hour and labor could receive more than $5 per
hour. Such a procedure involves minimum-wage vouchers, which are worth $1.
The $1 vouchers are given to employers to enable them to pay their workers $4
an hour plus a $1 voucher that can be cashed at the bank.

To receive this $1 subsidy, the employer must agree to provide on-the-job
training to bring the worker’s skills up to the $5-an-hour level within six months.
Likewise, to receive this $1 subsidy, the worker must agree to participate in the
on-the-job training and to pass the final exam. This is a win-win situation for
management and workers alike. It is also a win-win situation for society because
it saves tax money that might otherwise go to unemployment compensation, pub-
lic aid, food stamps, public housing, anticrime expenses, Medicaid, and other
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services for the unemployed. Society also benefits because these newly employed
people pay taxes which support productivity-increasing public policy. The work-
ers are also better role models for their children and grandchildren.

Workers who already work for the firm would also be eligible to take on-
the-job training to be in the voucher program to increase their wages above the
minimum wage. The voucher program is especially beneficial to the economy,
however, if it enables people to work at the minimum wage or above when they
otherwise would not be employed at all. This kind of wage voucher could also
apply to elderly workers, disabled workers, and others to temporarily fill the gap
between what employers are willing to pay and what might be considered a living
wage.6

C. Capital

As an example that deals with capital in our set of land, labor, and capital exam-
ples, we can deal with the stock market. It is a big source of capital under U.S.
capitalism, although Japan relies more heavily on bank savings and the tax-sup-
ported MITI. A conflict of interest in stock brokerage is between small investors
and the middlemen brokers who facilitate obtaining capital for big firms. The
problem is that those who sell stocks and bonds would like to get as big a cut
of their sales as possible. Those who buy stocks and bonds would like to pay as
small a commission as possible.

Commissions could be increased to make both sellers and buyers happy
by changing the present payment system. The current system pays sellers a
percentage of what they get the investor to buy. This inherently encourages
brokers to encourage investors to buy more than they possibly should, and to
buy more of certain shares that pay high commissions. A win-win alternative
would be to pay on the basis of good performance. That way a broker would
get a substantial percentage of the dividends within the first five years, or what-
ever percentage and time period are negotiated. The broker could also get a sub-
stantial percentage of the increase in the value of stock upon resale. Such an
arrangement could enable good brokers to make a lot more money, which would
also benefit the stock buyers. A minimum fee could be provided on the basis of
hours worked.

There is a need for more performance pay in all fields of the private and
public sectors to enable both sellers and consumers to come out ahead of their
best initial expectations. Total profits of stock sellers could also be increased if
banks were allowed to sell stock. The competition could allow qualified banks
to make a legitimate profit, which they are currently denied. The stock buyers
would also benefit from the competition. Indeed, stimulated competition and the
structured or channeled profit motive may be the two most important concepts
in win-win economic policy.7



Introduction xxxi

This Handbook on Economic Policy contains chapters dealing with the
above and other economic issues. The chapters are organized in terms of eco-
nomic policy in Africa, Asia, Europe, and Latin America/North America.

ENDNOTES

1. For further details on win-win analysis, see S. Nagel, Super-Optimum Solutions and
Win-Win Policy: Basic Concepts and Principles (Quorum, 1997); S. Nagel, Public
Policy Evaluation: Making Super-Optimum Decision (Ashgate, 1998); and S. Nagel,
Policy Within and Across Developing Countries (Ashgate, 1998).

2. For further details on inflation and unemployment, see Charles Schultze, Memos to the
President: A Guide Through Macroeconomics for the Busy Policymaker (Brookings,
1992); and Melvin Dubnick and Alan Gitelson (eds.), Public Policy and Economic
Institutions (JAI Press, 1991).

3. On taxing, spending, and the deficit, see Robert Reischauer (ed.), Setting National
Priorities: Budget Choices for the Next Century (Brookings, 1997); and Warren Sam-
uels and Larry Wade (eds.), Taxing and Spending Policy (Lexington, 1980).

4. On organizing the economy, see Randy Ross, Government and the Private Sector:
Who Should Do What? (Rand, 1988); and Dennis Thompson (ed.), The Private Exer-
cise of Public Functions (Associated Faculty Press, 1985).

5. On land and agriculture, see Emery Castle (ed.), The Changing American Country-
side: Rural People and Places (Kansas, 1995); and Don Hadwiger and William
Browne (eds.), The New Politics of Food (Lexington, 1978).

6. On labor and management, see Thomas Moore, The Disposable Work Force: Worker
Displacement and Employment Instability in America (Aldine De Gruyter, 1996); and
Lawrence Flood (ed.), Unions and public policy, in The New Economy, Law, and
Democratic Politics (Greenwood, 1995).

7. On business and consumers, see Rogene Buchholz, Business Environment and Public
Policy: Implications for Management and Strategy Formulation (Prentice-Hall,
1986); and Richard Judd, William Greenwood, and Fred Becker (eds.), Small Business
in a Regulated Economy: Issues and Policy Implications (Quorum, 1988).





1
Environmental Policy in the African
Development Bank and the Asian
Development Bank

Morten Bøås
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I. INTRODUCTION—MULTILATERAL DEVELOPMENT
BANKS AND THE ENVIRONMENT

In the Multilateral Development Banks (MDBs), environmental considerations
are a relatively new theme,1 and both the African Development Bank (AfDB)
and the Asian Development Bank (ADB) have been described as late-comers
within this issue-area. Stein and Johnson (1979) described the situation in the
ADB as one where the institution lacked any formal commitment to environmen-
tal protection or to specific procedures for considering environmental impacts in
loan preparation and negotiation, and as late as 1988, Mikesell and Williams
(1992) found that the Environmental Unit of the ADB had little more than an
advisory role. Its staff had not veto power on the approval of projects. In the
AfDB, the situation was quite similar. In 1991, while officially advocating envi-
ronmental policies similar to those of the World Bank, it had not taken any steps
to embody these policies in its operations and its Environmental Unit was without
any permanent staff.

Even though most observers agree that the environmental record of the
AfDB and the ADB has improved during past years, this issue-area is still one
of the most controversial and contested in the Banks. And it does not look like
the political controversies related to environmental policy will diminish in the
near future. On the contrary, they seem more likely to increase, because the Banks
are now in the process of entering into the unknown field of post-industrial envi-

1
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ronmental policy inhabited by cross-cutting issues like environment, indigenous
people, involuntary resettlement and social forestry just to mention a few.2 The
main aim of this article is therefore to investigate into what kind of factors that
have limited and what kind of factors that have prompted the development of an
environmental policy in the AfDB and the ADB. The rationale for undertaking
such an exercise is that improved knowledge of these factors may make it easier
for these two important development institutions to overcome the challenges they
are faced with today. It is also assumed that an interpretative comparative ap-
proach will help us to highlight constraints to the development of environmental
policy in such institutions, but also throw light on factors that can promote such
policies.

In order to accomplish this task two single case studies of the AfDB and
the ADB are presented before we, on the basis of these case studies, draw our
conclusions. However, before we can proceed with this task we need a theoretical
toolbox that can guide us in our search for factors that have limited and prompted
the development of environmental policy in the AfDB and the ADB. The major
assumption that guides the composition of the theoretical toolbox is that MDBs
are political institutions. Subsequently, we will look at these processes in the
Banks in light of a theoretical framework that highlights both competitive bar-
gaining and the development of generalized principles of conduct for behavior.
The theoretical toolbox is therefore constituted by Young’s (1989, 1991, 1992)
games of institutional bargaining and Ruggie’s (1993) brand of multilateralism.
Drawing on this theoretical reserve, we will start with the Bank on the African
continent before we turn our attention to its Asian counterpart.3

II. MULTILATERAL DEVELOPMENT BANKS AS POLITICAL
INSTITUTIONS

The main assumption for the analysis is that MDBs are political institutions be-
cause their loans affect both domestic priorities and the distribution of wealth
and power.4 They are therefore interpreted as arenas that promote international
order and cooperation, but also as battlefields between various actors in world
politics. However, the MDBs have since their founding advocated the doctrine
of political neutrality. They have embraced the functionalist logic that technical
economic questions could be separated from politics.5

Contrary to this view, a growing body of literature on MDBs gives attention
to political conflict and how countries seek to use the MDBs as an arena to
facilitate their own political and economic interests. Sanford (1982) argued that
the United States strongly influences MDBs and their policies. According to Ya-
sutomo (1983, 1995), Japan seeks to use ADB as a foreign policy tool, and Japa-
nese ODA and MDB policies are not isolated cases but rather crucial components
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in a new activism in Japan’s overall foreign policy. On the contrary, Krasner
(1981) argued that the large donors do not enjoy voting influence commensurate
with the size of their contributions. With respect to the AfDB, Mingst (1990)
argued that even though the hegemons who had played such a key role in the
other MDBs had been prevented from exercising inordinate influence in the Bank,
the level of political conflict penetrated deeply into the institution. In short, MDBs
are not technical institutions like functionalists or the institutions themselves have
argued.6 Instead, they are political institutions which in an interdependent world
cannot be separated from the harsh world of politics nor from the process of
change within it.7

A. The AfDB and the ADB as Negotiated International
Regimes

The AfDB and the ADB are intergovernmental organisations, and thus negotiated
international regimes.8 They are instruments of foreign policy that provide arenas
for exchange of viewpoints and legitimation of norms, principles and values.
However, they are used not only to encourage coalition-building and linking of
issue-areas, but also to perpetuate conflict and block cooperation. As such, a
negotiated international regime is the outcome of conscious efforts to agree on the
regime’s major provisions, and they embody the explicit consent of the individual
participants and the formal expressions of the results (Young 1982).

In the AfDB, the participants are the recipient countries, all African, which
hammered out the major provisions expressed in the Agreement Establishing the
African Development Bank, and the donor countries, all nonregional, which
joined after 1982. The formal expression is the institution itself. In this respect,
the AfDB is a unique case among the MDBs. It is a lending institution controlled
and even originally funded by its recipient member countries.9 In the ADB, the
situation is different. The participants are the recipient countries, all Asian, and
the donor countries, mostly nonregional but also from within the region, who
together agreed on the major provisions expressed in the Agreement Establishing
the Asian Development Bank. As in the case of the AfDB, the formal expression
is the institution itself.10 Thus, the agreements can be interpreted as an expression
of a multilateral architectural principle. The question, however, is whether the
regimes in fact embody the explicit consent of the individual participants.

B. Institutional Bargaining

The objective of institutional bargaining is to analyze efforts from autonomous
actors to reach agreement among themselves (Young 1989). In institutional bar-
gaining games, the number of autonomous actors is to a certain extent fixed.11

It is seldom possible to collapse the participants into two blocks, and those en-
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gaged in this type of bargaining normally operate under an unanimity rule instead
of a majority rule. When the membership of the relevant group is set negotiations
are assumed to revolve around efforts to come up with an arrangement that all
participants may accept, because regime formation in international politics is sup-
posed to involve a large element of integrative (productive) bargaining in contrast
to distributive (positional) bargaining. Moreover, it proceeds under a veil of un-
certainty because institutional arrangements, unlike specific or self-contained
choices, typically apply across a wide range of contexts and over a more or less
extended period of time. Thus, ‘‘as both the generality and the performance of
rules are increased, the individual who faces choice alternatives becomes more
uncertain about the effects of alternatives on his own position’’ (Brennan and
Buchanan 1985:29).

According to Young (1989), this observation is applicable to the behaviour
of collective entities as well. Actors involved in institutional bargaining usually
focus on some main problems, and seek to find solutions that each participant
can accept as fair in the sense that the outcome generated under the arrangement
will be broadly acceptable, regardless of where the participants might be located
in the outcome.12

States as complex collective entities encompass numerous groups whose
interests often differ with respect to any given issue-area. This implies that institu-
tional bargaining involves extensive intraparty bargaining which occurs simulta-
neously with relevant interparty bargaining. The potential for the development of
transnational alliances among interest groups supporting the formation of specific
outcomes of the bargaining process is therefore present.13

At a time when some participants are anxious to conclude the bargaining pro-
cess, others may be paralysed by internal disagreements over the terms of the
proposed contract. Similarly, domestic elections or civil strife may divert the
attention of some participants from institutional bargaining just as the political
context within others makes it easy for them to exercise the political will re-
quired to bring the bargaining process to a close (Young 1991:285).

Thus, whereas traditional utilitarian negotiation models emphasize interac-
tion within the issue-area in question, institutional bargaining features an array
of linkages to other events occurring in the international political economy. These
linkages are a double-edged sword. Participants may deliberately complicate the
negotiations by linking together several issues in such a way that an agreement
necessitates too complex bargaining to be achieved. On the other hand, the linking
of disparate issues together may pave the way for mutually acceptable arrange-
ments by creating opportunities for the international equivalent of log-rolling
and formulation of package deals. The question is, then, how Young’s model of
institutional bargaining is compared to the concept of multilateralism. Are they
contradictory or complementary?
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C. Institutional Bargaining and Multilateralism

Whereas institutions as persistent and connected sets of rules, formal and infor-
mal, that prescribe behavioural roles, constrain activity and shape expectations
(Keohane 1990), can take the form of bilateralism, imperialism, and multilater-
alism, Ruggie’s (1993) understanding of multilateralism is as an adjective that
modifies the noun institution.14 We must therefore draw a distinction between
multilateral institutions (formal organisations) and the institution of multilater-
alism (an architectural form/a deep organising principle of international life) (Ca-
poraso 1993). Thus, the generic question is how the practice of ‘‘multilateralism’’
can modify an institution?

The answer to this question lies in its proposed ability to coordinate rela-
tions among three or more states on the basis of generalised principles of con-
duct—principles which specify a certain behaviour to a certain issue-area without
regard to any particularistic interests of the concerned parties.15 Adherence to a
particular norm makes the system in question an indivisible whole that spreads
costs and benefits among the concerned parties. The presence of generalised prin-
ciples of conduct and indivisibility establish a diffuse reciprocity among the part-
ners in which they adjust their utilitarian lenses for the long view and vice versa.
These properties are not three detachable indicators of multilateralism, but rather
a coherent ensemble which is, in itself, indivisible. This indivisibility is a social
construct and not a technical condition. Accordingly, for multilateralism to be
present in this particular form, the concerned members must have the ability to
construct it because it only exists if the members act in a certain way to make
it so. Subsequently, the argument is that an arrangement based on generalised
principles of conduct, indivisibility and diffuse reciprocity is more flexible than
one based on particularistic interests and situational strategies.

The AfDB and the ADB are without doubt multilateral institutions, the
question is whether they also embody elements of the institution of multilater-
alism. With respect to environmental policy in the Banks this means that the
costs and benefits of the Banks’ environmental policy is spread in a legitimate
manner between the concerned parties (indivisibility). Universial modes of inter-
action on environmental policies are established, rather than differentiating rela-
tions case-by-case on the basis of individual preferences, situational strategies,
or pregiven particularistic grounds (generalized principles of conduct). Whereas
diffuse reciprocity within this issue-area in the AfDB and the ADB would entail
that each actor involved in the process of developing these policies expect to
reap a fair share of benefits in the long run and not every time on all issues.

The formation of Ruggie’s (1993) generalized principles of conduct may
be the outcome of a process of institutional bargaining. However, Young’s vision
of institutional bargaining is crowded with barriers to overcome and puzzles to
solve. Whereas institutional bargaining may lead to the formation of generalized
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principles of conduct it is much harder to imagine that if institutional bargaining
is present that the principles of conduct will be durable and adaptive. Rather, it
seems more likely that under institutional bargaining the outcome of political
processes is a Pandora’s box constantly reopened by different actors for different
political reasons. However, according to Young (1991, 1992), the probability
for cooperative settlements of institutional bargaining games are enhanced by
exogenous shocks and/or effective leadership. Exogenous shocks is a contextual
variable, and not an inseparable part of the bargaining process per se.

Even in negotiations that allow considerable scope for integrative bargaining
under a veil of uncertainty, institutional bargaining exhibits a natural ten-
dency to bog down into a kind of sparring match in which participants jockey
for positional advantages and lose track of their common interest in solving
the relevant collective-action problem (Young 1989:371).

Thus, it is supposed to enhance the probability of success by breaking logjams
and propelling the actors towards agreement by changing their perception of the
situation they are faced with. Leadership in the form of a structural leader, an
entrepreneurial leader and an intellectual leader can perform the equivalent func-
tion.16 The exogenous shocks we will be concerned with here are severe environ-
mental degradation and natural disasters. Concerning leadership emphasis will
be placed on the role of Japan and the United States in the Banks.

III. THE AFDB AND THE ENVIRONMENT—A SLOW
START, AND A SLUGGISH LEARNER?

A. Origins

The AfDB was established in 1964 by the African countries themselves, and
membership was confined to Africa.17 In the early years, when the lending capac-
ity depended solely on the capital subscriptions of its African members, the Bank
had few resources for loans.18 It was expected to be able to borrow in the interna-
tional capital markets on the basis of capital subjected to call. However, the inter-
national credit standing of the member countries was not good enough to provide
a credible guarantee on amounts borrowed (Krasner 1981). The AfDB was finally
opened to non-regional countries in 1982 as a consequence of inadequate finan-
cial funding.19

B. The Official Picture

Since 1970, the AfDB has taken part in most major international initiatives on
the environment. Prior to the 1972 United Nations Conference on the Human
Environment in Stockholm, the Bank participated in international forums on the
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environment. According to the Bank, since then it has shown a commitment to
assist regional member countries in their efforts to reverse the environmental
damage which the continent is experiencing (AfDB 1990). In 1981, along with
most other international development institutions, the Bank signed the Declara-
tion of Environmental Policies and Procedures related to Economic Development
for ensuring environmental soundness and viability of their operations.20 In 1988,
the AfDB, in collaboration with the United Nations Economic Commission on
Africa (UNECA), published an Economic Recovery Report which highlighted
the direct relationship between the economy and the environment. In this report,
the dependency of Africa’s development upon its natural resource base was un-
derscored, and the need for urgent actions to arrest the process of ecological
decline on the continent was stressed. Furthermore, the AfDB took part in the
preparatory process of the UNCED as well.

Environmental issues have thus formally been an official part of the AfDB
agenda since 1971. According to the institution itself, it has closely followed the
work of the African Ministerial Conference on the Environment, the recommen-
dations of the Lagos Plan of Action 1980–2000 and the report of the World
Commission on Environment and Development.

Thus, if we look simply at the Bank’s participation in international forums
concerned with the environment, the Bank may be interpreted as a relatively fast
starter. However, as we will see when we turn to the matter of developing and
implementing an operational environmental policy for the AfDB, it is highly
questionable whether the Bank acted fast, or is in fact a slow starter and a sluggish
learner in this issue-area.

C. Organization and Staffing

On the contrary, the IIED (1979) described the situation of an institution without
any formal procedures for evaluating environmental issues, and with a limited
understanding among staff for the broader environmental consequences of loans
to development projects. Until 1983, the situation was more or less similar to
the one described by the IIED.21 The first significant organizational change was
an internal environmental guidance paper. It dealt with the treatment of environ-
mental questions in planning and evaluation of projects. Furthermore, in 1983
the AfDB announced that it would incorporate environmental guidelines from the
World Bank. The responsibility for organisational co-ordination of environmental
issues and questions was placed on the Central Projects Department.22 In 1985,
the first environmental specialist in the AfDB was appointed to this department,
followed by the creation of the Social and Environment Policy Division within
the same department in 1987. By 1988, the Division had three full-time environ-
mental specialists. In early 1994 the number had increased to a core team of 14
professional staff members dealing with the environment and related fields such
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as population, poverty, health, and economics. Ten members of this core staff
dealt with environment policy formulation and oversight, while four were as-
signed to operations.

D. Environmental Policy

However, it was not until 1989 that the AfDB started the process of developing
an environmental policy for the whole spectre of loans and credits in which it
was involved, and until June 1990 that the suggested policy was approved by
the Board of Directors. The overall objective of AfDB’s environmental policy
is to ensure that environmental viability is present in all investment projects in
the Bank’s lending programmes. The adoption of the policy paper was without
doubt a major turning point with respect to the incorporation of environmental
concerns in the Bank’s operations.23

However, only one month after the environmental policy was approved by
the Board of Directors, George Folsom, Deputy Assistant Secretary in the U.S.
Treasury Department, in a letter dated August 23, 1990, urged the Bank to in-
crease the number of environmental specialists to at least 10, and to integrate
environmental considerations into all of its lending activities.24 In addition, Fol-
som advised the AfDB to implement procedures to ensure that Environmental
Impact Assessments be completed for all projects that significantly affect the
environment. Furthermore, as late as 1991, the AfDB had still not taken any steps
to embody the environmental guidelines from the World Bank into its operations,
as it officially stated it would do in 1983. In sum, the AfDB was quite fast to
show up in international forums on the environment, but it is also clear that the
Bank was a sluggish learner regarding formulation and implementation of its
own environmental policy.

On the other hand, even though the creation of environmental awareness
in the AfDB was a sluggish process these issues have increased in importance
in the Bank. If we look back in history, the decisive period for formulation of
an environmental policy was the period between 1983 and 1989. The reason why
environmental issues suddenly received increased attention and were taken more
seriously in the AfDB is due to several factors. However, it is likely that exoge-
nous shocks in the form of the dramatic events in Africa, with long periods of
drought and widespread famine in the early 1980s, demonstrated convincingly
the close connection between environmental factors and the economic difficulties
in Africa to the Bank and its members.

How have these events influenced the process of formulating an environ-
mental policy for the AfDB? The causes offered by the AfDB itself to explain
why an issue-area which was virtually nonexistent in the Bank prior to 1983
suddenly received increased attention are in accordance with a picture where
exogenous shocks play an important role in breaking logjams and propelling
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actors toward agreement and institutional change. According to the AfDB
(1994a), its mandate became more challenging during the last decade, when many
of its regional members faced unprecedented economic crisis triggered by foreign
debt and deterioration of their terms of trade. This economic crisis was com-
pounded in some regional member countries by drought, civil strife, environmen-
tal degradation, weak institutional capacity and decaying infrastructure. Ac-
cording to the AfDB, it was within this context that it began to rethink and
reorient its country programming and lending operations, in order to conserve the
natural resource base and social fabric of African societies on which development
depends. It was in response to increased concern over the state of the environment
from both recipient and donor countries that the AfDB initiated a program of
activities that addressed environmental issues in Africa.25

How did this process of policy formulation occur within the AfDB? Did
this process entail the evolution of Ruggie’s brand of multilateralism?

E. Decision Making and Organisational Procedures

The answers to these questions are conditioned by the interaction between the
involved participants, and the AfDB’s rules for decision making and organisa-
tional procedures.

Formally, the AfDB has a multipolar structure with power shared between
regional and nonregional members. The regional members hold the majority of
the votes in the Bank and in the Fund26 voting power is shared between donor
and recipient countries.27 Nevertheless, the experience during the ‘‘independent’’
years suggests that the AfDB is strongly dependent on the contributions from
the non-regional members. Their main influence is in the Fund, where the votes
of these countries are allocated in proportion to their share of financial contribu-
tions. All operational decisions of the Fund require 75% approval, and authorisa-
tions of general increase in subscriptions require 85% approval. A member state
is not obliged to contribute if it votes against an increase. This implies that the
Fund is operating with a mutual veto arrangement in which either the recipient
or the donor countries can block action, but it is obviously more influential when
some of the large contributors, for instance, the United States, vote against an
increase in capital subscriptions.

The AfDB’s main governing body is the Board of Governors, which nor-
mally meets once a year. Each member state appoints a governor, who is entitled
to cast the number of votes he represents, with issues decided by majority, but
in practice consensus is the norm at the Board of Governors’ meetings. At the
Board of Directors political controversy is more apparent. The executive directors
responsibility is to supervise the general operations of the Bank. There are 18
executive directors—12 from the regional members and six from the nonregion-
als. These directors and their alternates represent constituencies of countries, or



10 Bøås

in one case, one state, namely the U.S. With respect to the regional constituencies,
these are generally based on a combination of geographic proximity and linguistic
community, while the nonregional constituencies represent a haphazard conglom-
eration of states put together for a variety of reasons. The voting ratio, two-thirds
for the regional and one-third for the nonregionals, is critical for the functioning
of the executive directors. But in the actual meetings votes are seldom taken.
Usually voting on projects is by resolution, with countries expressing their disap-
proval by abstention.

In general, the most influential of the regionals are the four largest contribu-
tors—Algeria, Ivory Coast, Egypt, and Nigeria—who together control approxi-
mately 24% of the votes.28 Canada, Japan, and the United States are in general
the most influential of the nonregionals. The constituency of Australia, Saudi
Arabia, Brazil, and Japan is dominated by Japan. Japan as a large donor29 always
occupies the executive director position, while the alternate position rotates
among the other members. The Japanese director receives considerable input and
guidance from his home office, but he consults less frequently with the other
members of the group. The group composed of Canada, Spain, China, Korea,
and Kuwait follows much of the same procedure, with Canada as the main
leader.30 For the other nonregional groups, the executive directorship is rotated
every three years, and when one country holds the directorship, the other coun-
tries play a more passive role. Most often the director in place makes decisions
in consultation with his home office.31

If extensive consultation by executive directors representing several non-
regionals is rare, consultation by regional executive directors is even less insti-
tutionalized. Several executive directors represent many small states, and most
often only pro forma ad hoc coordination occurs. In most African capitals, it
appears that it is left to the executive director of each constituency to formulate
positions on concrete issues on his own. It seems most African states only care
about getting their own projects passed and to receive their loans (Jerlström
1990).

One executive director in the AfDB constitutes a unique case, namely the
U.S. representative. He does not represent a constituency, only the United States,
and his level of consultation with his home office is higher than any of the other
executive directors (Mingst 1990). All loans proposed by the AfDB are sent to
Washington, DC, to the Working Group on Multilateral Assistance (WGMA).
The group is headed by Treasury Department officials, with members from the
Departments of State and Commerce, and the U.S. Agency for International De-
velopment (USAID). WGMA’s task is to assess loans proposed in the MDBs on
the basis of whether they are in accordance with general American foreign policy,
as well as whether the projects are properly conceived.32 The American executive
director is therefore more circumscribed by his country’s domestic politics than
most of the other executive directors. His hands are tied by American domestic
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politics. The strategy of ‘‘tying hands’’—to reshape domestic constraints to pro-
mote favoured policies—is not uncommon in the literature, but evidence suggests
that it is less effective than traditional wisdom assume (Evans 1993).33 Subse-
quently, the U.S. executive director has less to bargain with. The result has often
been that without formal veto power and in many cases little bargaining capacity
and real political commitment, the United States has opposed loans without af-
fecting either the specific project or the policies of the institution (Mingst 1990;
Mule and English 1996).

Before we turn our attention to how these different players interact in policy
formulation, it is necessary to introduce one remaining key player, namely the
president. The president is the Bank’s legal representative. He is responsible for
the daily business carried out under the management of the executive directors,
for the Bank’s organization, staff matters, and the implementation of all policy
decisions. In addition to his formal powers, he has great informal power over
the agenda and the speed of organisational change. Unlike some of the other
MDBs which have either constitutionally mandated stipulations or strong prece-
dents that the president come from a certain country,34 the principle in the AfDB
is only that he should be an African.

Even this general description of the key players and their interaction entails
that we must question the validity of the argument that ‘‘multilateralism’’ is mod-
ifying an institution. On the contrary, the situation looks more like one of Young’s
games of institutional bargaining under exogenous shocks, but without the super-
vision of clear leadership.

F. Resolution by Consensus

The records of the AfDB show that no African country has ever voted against
or officially opposed any loan. The norm for bargaining and coalition building
among the regionals is therefore consensus. The shadow of the future35–the high
probability that loans approved today may facilitate a state’s own loan approval
in the future and vice versa—is the cornerstone for consensus among the region-
als. On the contrary, the nonregionals face quite different pressures and cleavages
among themselves, which tend to render in vain attempts to build coalitions simi-
lar to those of the regionals. The former colonial powers often base their actions
on relations which lie well outside the boardroom. For instance, even if the United
States and France can agree that a certain project is objectionable on the basis
of flawed environmental consequences, there still may be good reasons for France
to support it. Japan’s support of AfDB is characterised by substantial financial
contributions and low levels of conditions and demands. The result is that the
nonregionals seldom have managed to combine their forces to achieve common
goals. Instead, most of them prefer to engage in direct bilateral bargaining to
secure contracts, improve loan quality or advance other policy priorities.
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In fact, the United States is often, as a one-nation voting block, the only
actor with an ability to speak with a single substantial voice at the bargaining
table. However, in AfDB, the United States is just another ordinary player, but
a powerful one. Coordination of nonregional policy becomes therefore difficult
because, whereas the United States takes inflexible positions on loans mandated
from Washington, several other nonregionals voice similar concerns less stri-
dently through abstention or by presenting a memo. For instance, the United
States opposed 15 loans due to harmful environmental effects between 1982 and
1989. The problem is that the United States does this in isolation, and the net
result is most often that American opposition in this form entails a closing of
the conversation and shrugging of African shoulders rather than the reshaping
of a loan agreement on the basis of institutional bargaining. There is little evi-
dence that the United States through unilateral action has ever successfully modi-
fied the terms of a particular loan, or that the concerns expressed by the Ameri-
cans unilaterally have led to a clear change in policy (Mingst 1990; Mule and
English 1996).36 Hence, the experience suggests that distributive bargaining is
quite common in the AfDB, and it looks as though the so-called veil of uncer-
tainty effect, if present at all in the Bank, is significantly diminished by the
‘‘shadow of the future.’’

G. Example of a Formative Policy Discussion

Let us now turn to a particular project which had substantial influence on the
formation of an environmental policy for the AfDB, in order to understand how
these actors and the constraints placed on them by different factors (structural
and agency based) have interacted in the bargaining process.

In 1986, Botswana submitted a loan request to finance the construction and
initiation phase of an abattoir to process and export meat products. In addition
to a slaughterhouse and boning facility, the project called for the construction of
fencing to enclose the cattle prepared for slaughter.37 During the planning process,
environmental NGOs based in the United States started raising objections to the
project, based on a widely circulated film describing the deaths of indigenous
and migrating species due to cattle fencing in Botswana sponsored by the World
Bank.38 The area in question, Francistown, lies in a region with several national
wildlife preservations, and the NGOs were worried that the AfDB would repeat
the mistakes of the World Bank. The claim from American environmental NGOs,
and in particular from the National Resources Defense Council, which headed
the campaign, was that the project would lead to an unsustainable enlargement
of the stock of cattle in Botswana, which in turn would lead to overgrazing and
desertification (Shaw 1991). These objections were brought directly to the Bank,
and they were supported by the Treasury Department, which received significant
pressure on the issue from environmental lobbyists in Washington. The immedi-
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ate outcome was that the U.S. executive director at that time, Donald Sherk, was
instructed to demand environmentally responsible action from the Bank.

When the opposition from the American NGOs and Washington reached
AfDB, the Environmental Unit in the Bank tried to take advantage of the situa-
tion. The unit made it clear to top management that it was not comfortable with
the project and its environmental implications. In fact, the environmental coordi-
nator demanded for the first time to make a field study of the project before it
could be approved by her office,39 and she was granted five days of fieldwork in
Francistown. Her conclusion was that the project, with some modification—the
planned fences moved to double the effective wildlife management area, greater
access permitted to water and fodder sources, and confirmation of the government
of Botswana’s plans for setting aside larger tracts of land in the south for wildlife
preservation—in fact would not lead to further desertification, but rather prevent
it (AfDB 1987). Since the U.S. director had urged such action, he anticipated
being able to support the loan.40

However, the Working Group on Multilateral Assistance concluded that the
environmental improvements to the project were purely cosmetic and therefore
instructed him to vote against the loan. Only upon personal appeal to the Treasury
Undersecretary for International Affairs was the executive director able to modify
his instruction. The final result was that the United States abstained. It therefore
missed the opportunity to advance its stated interests in environmental policies
by supporting with a formal approval the modifications it had required itself. The
American position and handling of this project was not understood by the region-
als. The regional members from Southern Africa were especially upset by this
behaviour. The United States was interpreted as an actor without the ability nor
the willingness to make compromises. The Africans made their part of a produc-
tive institutional bargaining by revising the project, while the United States just
abstained from voting.

The basic point is that bargaining can only facilitate cooperation if it in-
cludes policy co-ordination among the concerned parties. In this case, the Bank,
and in particular the regional members from Southern Africa felt that they made
the necessary adjustment for a more cooperative atmosphere to emerge, but their
counterpart the United States abstained from similar adjustment. Ruggie’s brand
of multilateralism is a social construct. It must be constructed by the concerned
parties through processes of policy coordination in which all parties conduct nec-
essary adjustment. In this case, the United States was prevented from fullfilling
its part of the process by domestic constraints.

H. Recent Developments

At the Bank’s 30th Annual Meeting in Nairobi in 1994, a report from a task
force on project quality was submitted to the Bank’s Board and its Governors.41
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On the background of the recommendations of this report it was decided to reor-
ganise the Bank.42 Environmental policies were not a major part of this process,
but what happened with the Bank’s environmental policy gives us a good indica-
tion that this is still a controversial issue-area in which generalized principles of
conduct are still not well developed.

Just after the conclusions of the Knox report reached Abidjan in April 1994,
the discussions on what to do with the Bank’s Social and Environment Policy
Division started. Several suggestions were put forward. The division itself argued
strongly that it should be turned into a department directly under one of the vice-
presidents. Their view was supported by the NGO community in Washington
and most of the nonregional members. In a Board meeting on November 21, 1994,
it was decided that the Bank should have country programming departments with
one sustainable development unit added on to the structure of the operational
sector. Thus, it looked like the Environment and the Social Policy Division had
won the day. However, in the following Board meeting in January 1995 when
the new organisational structure was presented, the sustainable development unit
promised in the November draft had disappeared from the organisational chart.
Nevertheless, the new organizational structure was approved by the Board with
the consequence that the Social and Environment Policy Division vanished. It
may have been left out by mistake or it may have been on purpose. More serious
is the question how it was possible for the Board not to notice that a whole unit
was missing from the draft they approved in the November meeting. Nobody
seems to know why and nobody was willing to accept responsibility for it. In
short, this does not add up to a picture of emerging generalised principles of
conduct within the issue-area of environmental policies. It rather looks like a
case in which rules are bent in accordance with the issue at stake and the actors’
agenda, and where nobody is willing to assume leadership of any kind.

The question is, then, what the bargaining games around the Francistown
case and the last illustration from the AfDB tell us. Institutional bargaining may
entail the emergence of Ruggie’s brand of multilateralism, but not necessarily if
the participants are easily divided into blocks, and they involve themselves in
both productive and distributive bargaining in accordance with the issues at stake
and their domestic agendas as the members of the AfDB does. Exogenous shocks
and effective leadership may enhance the probability of success by breaking log-
jams and moving the participants toward agreement. Exogenous shocks constitute
a contextual variable in the development of environmental policies in the AfDB,
but effective leadership has not been present. The Francistown project demon-
strated that by denying the U.S. representative to the Bank the opportunity to act
with some degree of autonomy in games of institutional bargaining, the opportu-
nity to assume leadership and promote actions in accordance with stated U.S.
interests is easily lost. The evidence at hand therefore lead me to conclude that
‘‘multilateralism’’ as practice has not modified the AfDB to the extent that we



Environmental Policy in the African and the Asian Development Banks 15

can talk about environmental policies in the Bank as a subfield with generalized
principles of conduct, indivisibility, and diffuse reciprocity.

IV. THE ADB—THE FAST LEARNER?

A. Origins

The idea of an Asian Development Bank was advocated by the UN Commission
for Asia and the Far East, and Japan expressed strong interest in assisting to
establish an Asian Bank.43 In 1963 a Ministerial Conference for Asian Economic
Co-operation endorsed the idea of an Asian Bank, and in 1964 the charter was
completed, modelled after the World Bank. The U.S. government was sceptical
about the need for a new regional institution, but geopolitical factors worked in
its favor. In 1965, President Johnson called for a peace effort in Indochina, which
he hoped to encourage by an economic development program supported by U.S.
aid. The outcome of the process was that the ADB was inaugurated in November
1966 in Manila, with American blessings and a Japanese president. Since the
modest start in 1966, the ADB’s history has been characterized by steady expan-
sion and evolution over the past three decades. Initially capitalised at $1 billion,
the ADB’s authorized capital stood at $51.9 billion by the end of 1996.

B. Decision Making and Organization

Like the AfDB, the ADB formally has a multipolar structure, with power shared
among the present 56 recipient and donor country members of the Bank.44 While
four members graduated from recipient countries to donors—a reflection of the
fact that the Asia Pacific region is the region with the most rapid economic growth
in the world—two new important recipient countries appeared on the scene in
the last half of the 1980s.45 India, a founding member, converted to borrowing
status, and China entered as a recipient country in 1986. This blend of regional
members in the form of both donors and recipient countries makes the Bank
unique among the regional development Banks, and it creates a potential for less
clear-cut cleavages than the one between regionals (recipient) and nonregionals
(donor) that we found in the AfDB.46

With respect to policies and decision making, the Board of Governors,
which consists of 56 members representing 40 regional members and 16 nonre-
gionals, is the highest policy-making body in the Bank. Under article 28 of the
Agreement Establishing the Asian Development Bank, the Board of Governors
is vested with all the powers of the institution. However, most of these powers
are delegated to the Board of Directors, because the governors normally meet
once a year for the annual meeting. Under the article mentioned above, the gover-
nors elect a 12 member Board of Directors at the annual meeting, eight elected
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by the regionals and four by the nonregionals. The president of the Bank is the
chairman of this board. It performs its duties on a full-time basis at the headquar-
ters in Manila, and the directors exercise their authority and functions through
their quarterly and annual supervision of the Bank’s financial statements, their
annual approval of the administrative budget and their continuous review and
approval of policy documents and all loans, equity, and technical assistance oper-
ations.

With respect to voting power, the regionals hold 64.34% and the nonregion-
als 35.66% of the votes. The ones with the largest voting power are Japan, United
States, China, India, and Australia,47 but the main players are without doubt Japan
and the United States.

The factor of exogenous shocks is not present in the ADB in the similar
form that they were in the AfDB in the formative period. However, the close
relationship between Japan and the ADB may indicate that the question of leader-
ship may play an improtant role in the formation of Bank policy.

C. Leadership: Japan and the United States

Since 1966, the president of the ADB has always been from Japan. At present
he is joined by American, French, and South Korean vice presidents. More impor-
tant, Japan has remained a steadfast supporter of the ADB. Tokyo’s relationship
with the Bank is the most intimate of all its ties with international organisations
(Yasutomo 1993). It took an active role in the shaping of the ADB’s organization
and practices in the early years, but during the 1970s and into the early 1980s,
Japan’s policy approach was mostly low profile and narrowly focused. It lacked
a concrete policy agenda. However, in the 1980s,48 the Japanese came to realize
that economic assistance was a foreign policy tool of particular attraction, and
this new activism was in particular directed towards the MDBs.49 Japan’s ADB
policy has reflected this new activism in multilateral aid policy since the mid-
1980s. Japan’s involvement is no longer low profile and passive. It has begun
to define more clearly the Bank’s purpose as a strategic foreign policy tool, having
amended its past policy of passivity and anonymity in an effort to gain a preemi-
nent position in the Bank, even differing openly at times with the other major
power in the ADB, the United States.

Since the institutions’s establishment Japan has expressed a strong will to
be its main financial supporter,50 but it left the use of the funds primarily to
the Bank. Therefore, when the quotas for loan commitments established under
President Fujioka (1981–89) triggered severe opposition from the United States,51

the Americans accused both the Bank of cooking projects, Fujioka of a ‘‘lend
or perish’’ policy, and Japan of focusing only on amounts of aid and not on aid
quality. There may be some truth to these allegations, at least in the sense that
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Japan during its history as a donor has tried hard to avoid interference in the
domestic affairs of recipient countries. ‘‘Aid is a cooperative joint work between
two countries. Starting from this philosophy, we as a donor should be careful
not to force certain economic policies on the recipients’’ (Ministry of Foreign
Affairs, Japan 1989:29).

The fact that MDBs, even though they are without doubt political institu-
tions, officially advocate the doctrine of political neutrality may explain why
Japan has taken such a keen interest in them. The ADB norm of noninterference
and nonpoliticization accords well with Japanese principles.

Japan–United States cooperation has constituted the major pillar of Japan’s
policy toward the ADB since the inaugural period. However, during the Fujioka
tenure (1981–89) this relationship was put under significant strain. The U.S. exec-
utive director, Joe Rogers,52 was very critical of Fujioka’s lending targets and
his lack of willingness to engage in policy dialogue and conditionality. Thus,
Japan was caught between its policy of supporting the president and working
closely with the United States. The Japanese government found the American
emphasis on conditionality too inflexible. It agreed with Fujioka’s view that de-
velopment policies must be tailor made. The underlying Japanese position was
that conditionality and policy dialogue should be based on recognition of the
distinctiveness of Asia. Whereas Japan wanted the ADB to follow a nonconfron-
tational consensus style of engaging in two-way dialogue, the United States ex-
pressed strong preferences for an across-the-board application of principles. The
answer from Japan to the mid-1980 conflict with the U.S. was to attempt to
balance between mitigating problems with the United States on the one hand,
and on the other hand seeking greater predominance in the Bank. Japan has in-
creased its share of votes and subsequently abandoned its traditional policy of
parity with the United States. It sent a new breed of executive directors who have
actively countered the U.S. director on specific policy issues ranging from support
for environmental policies and poverty alleviation to program-based lending and
concerns on gender questions in development, and subsequently forged a stronger
relationship with recipient countries.53

By looking at the broad picture of interaction on policy formation between
the two main players in the ADB, we are led to question to what extent multilater-
alism as generalized principles of conduct, indivisibility, and diffuse reciprocity
is present in the Bank. On the contrary, it looks more like the process of policy
formation in the ADB is the outcome of institutional bargaining, conducted under
a double leadership which sometimes is competing and sometimes cooperating,
entailing both cooperation and discord within the process of policy formation.
Nevertheless, the evidence suggests that the ADB has been quite successful, after
a slow start, in formulating an environmental policy that the various participants
can agree upon.
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D. Environmental Issues and Orientation

According to the ADB, it soon recognized that environmental issues should be
incorporated into its operations. However, the first expression of environmental
awareness in the Bank came in 1978 through a paper entitled Environment Pro-
tection and Development Financing by the Asian Development Bank. This paper
summarized the nature of the environmental problems of the region, discussed
national and international efforts to remedy them, and concluded that the Bank
should systematize its approach to environmental issues and incorporate environ-
mental concerns into each stage of the project cycle. In 1980, the Board started
to discuss more specific recommendations on how a systematic approach to envi-
ronmental issues could be incorporated into Bank operations. The next significant
step toward a more fully developed environmental policy came according to the
ADB in 1986, when the board endorsed a working paper entitled Review of the
Bank’s Environmental Policies and Procedures, which identified the scope of
the Bank’s future environmental activities and provided a framework of action.54

To some extent, there is support for the ADB view that, since 1986, envi-
ronmental activities have been formally institutionalized. The creation in 1987
of an environmental unit did provide a focus within the Bank for review of envi-
ronmental aspects of projects and for promotion of awareness and institution
building with respect to environmental issues. Furthermore, the upgrading of the
unit in 1990 to the Office of the Environment suggests a deeper environmental
awareness in the Bank. The official aim of the office is to ensure that environmen-
tal protection measures are incorporated into relevant Bank operations from the
outset. In pursuit of this goal, the office is mandated to support the operational
departments to prepare country operational strategies and operational program
papers, to assist in the identification of projects and programs, to assess their
environmental impacts, and to participate in the project cycle to ensure compli-
ance with the measures necessary to mitigate adverse impacts on the environment.

The official ADB picture is supported by the significant increase in environ-
mental lending in the last part of the period from 1970 to 1993 (see Figure 1).55

Figure 1 Annual pattern of environmental lending for 1970–1993.56
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From a very modest level in the 1970s and 1980s, environmental lending esca-
lated between 1992 and 1993 to the extent that as a percentage of total lending
in 1993, it exceeded 25%.

As opposed to the official ADB, several NGOs have argued that this cat-
egorisation is highly questionable and more lip service than actual awareness.
Furthermore, observers have also argued that it took quite an amount of time
before the Bank recognized the importance of the environment in its projects.
ADB was described in 1979 as without any formal commitment to environmental
protection or to specific procedures for considering environmental impacts in
loan preparation and negotiation (Stein and Johnson 1979). In 1981, the first
two environmental specialists were appointed, but it took several years before a
system of review of Bank projects and application of environmental guidelines
were put into operation (Mikesell and Williams 1992). Between 1981 and
1987 more than 500 projects were the subject of environmental reports, but the
problem was that such a small staff could not supervise and make suggestions
on such a large number of projects. However, in 1987 the working conditions
of the environmental staff were improved when the Environmental Unit was es-
tablished, but prior to 1989 the Environmental Unit had little more than an advi-
sory role. Its staff had no veto power over proposed projects and the incorporation
of environmental practices into loan covenants. The influence of the environmen-
tal staff was limited once a project reached the appraisal stage, due to the lack
of a formal environmental clearance process (Runnals 1986). However, it is ad-
mitted even by observers who are critical to the environmental practice of the
ADB that the promotion of the Environmental Unit to office status enlarged its
scope of action and internal bargaining power. The office plays a more direct
and independent role in the project review and appraisal process than the previous
environmental unit.

The question is how the process of policy formulation went on within the
ADB. What was the level of adaption, and did the process lead to cooperation and
the development of generalized principles of conduct, indivisibiltiy, and diffuse
reciprocity?

With respect to the ability to adapt to new circumstances, the experience
suggests that the bargaining games of multilateral institutions are time-consum-
ing. It looks as if institutional bargaining in order to produce something other
than stalemate is dependent on a considerable amount of time. However, it is still
possible that during this slow and tiresome process some generalized principles of
conduct were developed.

We will therefore return to those years when the ADB was characterized
by observers without any formal commitment to environmental issues. To be
more precise, we will turn our attention to one of the first discussions by the
Board with respect to the development of an environmental policy for the ADB.
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E. Example of a Formative Policy Discussion

In 1980, a working paper entitled Environmental Considerations in Bank Opera-
tions was presented to the Board of Directors. It outlined a general strategy by
which Bank operations could systematically take account of environmental is-
sues.57 It recommended that as far as possible, systematic attention should be
given to environmental aspects in all phases of the project cycle, from project
identification to post evaluation. It argued that Bank lending should continue
to be in traditional areas, but projects should be modified by the inclusion of
environmental components or of regulatory safeguards to ensure that environ-
mental damage is avoided as much as possible. Moreover, it recommended that
the Bank make a modest beginning by recruiting an environmental specialist to
assist in systematizing and monitoring considerations of environmental aspects
of Bank loans and technical assistance projects. How did the different executive
directors of the Board react to these suggestions?

The response from the Board as a collective decision-making body was to
endorse the general approach of the paper.58 It agreed that in due course, more
specific recommendations for guidelines on environmental considerations should
be submitted for consideration by the Board, i.e., entailing that the Bank should
proceed slowly and make a modest start. With respect to individual executive
directors, several from regional recipient countries expressed substantial skepti-
cism toward Bank involvement in environmental issues. They stressed the need
for a balanced approach to prevent environmental experts from achieving the
power to veto proposals from other departments. Regional executive directors
expressed outspoken fear of environmental issues becoming a new religion that
could create a diversion in terms of greater costs and difficulties in the path to
development and progress. In other words, no diffuse reciprocity was assumed
within this issue-area. As one regional executive director expressed it, ‘‘The criti-
cal issue for developing member countries, particularly after the energy crisis,
is survival, and poor people in these countries do not object to pollution if it
means more jobs.’’

The message from the regional recipient countries was therefore clear. Proj-
ect processing should not be stopped just because of the fear of environmental
damage in itself. With respect to the Japanese director, his response was on one
hand to welcome the paper and support the conclusions and recommendation,
while on the other hand he stressed the need for caution and a balanced approach
to environmental issues. The net result was the compromise outlined above, a
cautious approach built on modesty and balance, but it was agreed that an envi-
ronmental specialist should be employed.

These discussions initially created a clear-cut donor-recipient country di-
vide, with one exception—Japan. The NIC regional members were not interested
in a dimension which they perceived as a possible barrier against their industrial
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development, whereas the poorest regional members perceived environmental
protection as a luxury they could not afford. Even though the approach chosen
by the Board may seem very defensive and too cautious, it may with hindsight
be a sensible solution. The decision to approach this question slowly and in a
balanced way may have contributed to both putting the environmental question
firmly on the agenda while simultaneously calming the expressed fear from the
regional recipient countries.

F. Summing Up the ADB Experience with Environmental
Policy

Contrary to the official ADB view of an institution with a rapid and growing
environmental awareness since the late 1970s, the evidence thus suggests that
the Bank’s environmental awareness has been growing slowly, but at a steady
pace. This interpretation is supported by Figure 1, which suggests that the impor-
tance of environmental questions has increased over the latest year and that both
Japan and the ADB’s attitudes toward policy dialogue with respect to environ-
mental issues have changed. In a document on Japanese ODA from 1993, Japan
suddenly finds it extremely important to have a policy dialogue with developing
countries for the purpose of conserving the environment and in terms of deepen-
ing mutual understanding on the importance of taking the environment into con-
sideration. Furthermore, the text says that Japan believes in using every available
opportunity to have detailed dialogue with developing countries (Ministry of For-
eign Affairs 1993). The following statement made by ADB President Mitsuo
Sato on the opening of the First Regional Conference on Biodiversity Conserva-
tion may be interpreted in a similar way59: ‘‘The fight for biodiversity is being
threatened by rapid economic and population growth and exacerbated by inade-
quate and unfocused legislation, weak national institutions, a lack of political
will and a shortage of financial resources’’ (ADB Review July/August 1994).

It may therefore be argued that the slow and gradual approach adopted by
the Board has been quite successful in achieving some sort of cooperation on
these issues. Whether this has led to the development of multilateralism as gener-
alized principles of conduct, indivisibility, and diffuse reciprocity is less clear,
because as recently as the 1994 Annual Meeting of the Board of Governors in
Nice, one witnessed a clear cleavage between nonregional donor countries and
some regional members on the issue of a greater ADB focus on social problems
and improvement of the Asian environment. Similarly, the U.S. insistence that
capital increase should be linked to changes in ADB lending to such issues led to
accusations of political interference from regional members. For instance, Zhou
Zhengqing, the senior Chinese official attending the 1994 Annual Meeting, stated
that China did not agree with a linkage between capital and policy. According
to China, these were completely separate issues.60 It is therefore reason to question
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the presence of Ruggie’s brand of multilateralism. Evidence suggest that some
sort of generalised principles of conduct has been developed within the field of
environmental policies in the ADB. However, as the experience of the 1994 An-
nual Meeting shows, the development of such principles does not mean that dis-
cord and tension are out of the picture. Rather, when actors reach agreement on
one part of an issue-area, another field of conflict emerges in which particularistic
interests are highly important.

V. CONCLUSION

The evidence suggests that the process of environmental policy formation has
been less ridden with conflicts in the ADB than in AfDB but it does not seem
like any of the two multilateral institutions in question have developed the sort
of generalized principles of conduct that are the hallmark of the institution of
multilateralism (Caporaso 1993; Ruggie 1993). As we have seen, the question of
what constitutes a legitimate level of political interference in recipient countries
policies is still unsolved in both institutions. However, it looks like the deliberate,
cautious approach adopted by the Board in the ADB has been more successful
than the political controversies of the AfDB.

The difference with respect to leadership in the two institutions may be one
important explanation. In the AfDB, the contextual framework for environmental
policy formulation was exogenous shocks and missing leadership, while the ADB
contextual framework was the lack of such specific external shocks and a double
leadership. The different role played by Japan in the Banks may have had a
significant impact on their differences. In the ADB, the Japanese position on
conditionality acted as a constraint on the more aggressive position of the United
States and hence contributed, through demands for moderation and caution, to
prevent recipient countries from entering the trenches in this issues-area. In the
AfDB, the low-profile position of Japan in the formative years excluded the possi-
bility of a viable double leadership and left the U.S. executive directors more or
less alone in the arena with positions that most often led to a closing of the debate
and the shrugging of African shoulders.

In sum, it seems like multilateralism in Ruggie’s understanding is too de-
manding to have a significant relevance in true multilateral contexts in which
different cultures, perceptions, ideologies, and political systems are to interact to
achieve some sort of cooperation. However, the argument is not that some sort
of consensus or generalized principles of conduct are not possible to cultivate.
Young’s model of institutional bargaining is not by necessity contradictory to
Ruggie’s brand of multilateralism. The evidence from both institutions suggests
that this is not the case, but the experience from the AfDB and the ADB also
clearly suggests that even if some sort of principles for conduct evolve, this does
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not mean that the game of institutional bargaining is closed. On the contrary,
the more successful case, the ADB, shows that bargaining within multilateral
institutions is a Pandora’s box which is constantly reopened by different actors
for different political reasons. The point, as Ruggie correctly argues, is that these
institutions are what the actors make them. They are social constructs, depending
on their members’ perception of the issues at stake for their behavior within
any issue-area. Nevertheless, the evidence also underscores the importance of
leadership, and in particular the presence of a regional leader that can act as a
buffer and bridgehead between nonregional donor countries and regional recipi-
ent countries. Japan played this role in the ADB, no actor seems to have been
able or willing to take on such a role in the AfDB.

ENDNOTES

1. Of the MDBs, the World Bank has historically been the leader with respect to envi-
ronmental questions. In 1970 under the presidency of Robert McNamara, it became
the first MBD to appoint an environmental adviser, and McNamara’s successor have
continued to upgrade the World Bank’s involvement in environmental issues, to the
extent that in 1987 the environment office was upgraded to the status of department
under the vice president for Sector Policy and Research.

2. This observation is drawn from fieldwork in Abidjan Côte d’Ivoire, September 1995
and September 1996, in Manila, Philippines, January and November 1996 and from
participation in the 29th and 30th Annual Meetings of the ADB, held in Manila,
May 1996, and Fukuoka, Japan, May 1997.

3. The minor comparisons presented are not built on a formal scheme of comparative
methodology, because the ambition is not to present a comprehensive picture but
to indicate areas for further research.

4. See Baldwin’s (1965) study of the World Bank. According to Mingst (1990) it was
due to Baldwin’s observation that scholars began to systematically dispel the myth
of political neutrality.

5. For instance, in the Agreement Establishing the African Development Bank and the
Agreement Establishing the Asian Development Bank, the following principle of
political neutrality is stated: ‘‘The Bank, its Presidents, vice-presidents, officers and
staff shall not interfere in the political affairs of any members, nor shall they be
influenced in their decisions by the political character of the member concerned.
Only economic considerations shall be relevant to their decisions’’ (AfDB 1964:
Art. 38; ADB 1966:Art. 36).

6. For functionalist approaches to IGOs, the classical piece is Mitrany (1943). For a
more contemporary work see Selim (1983).

7. Or in Kratochwil’s (1993:467) words: ‘‘Thus the characterisation of certain agencies
as merely ‘functional’ is misleading.’’.

8. An international regime is commonly defined as a set of implicit and explicit princi-
ples, norms, rules and decision-making procedures around which actors’ expecta-



24 Bøås

tions converge in a given issue-area (Krasner 1982). Even though the concept of
international regime is widely acknowledged among students of international rela-
tions, it is not universally accepted. For an excellent critical review see Strange
(1982).

9. The AfDB was established by African countries in 1964. In 1982, the first non-
regional members joined the institution. In the Bank, the regionals have 64.172%
of the votes and the non-regionals have 35.828%. In the Fund, the regionals have
50.00% and the non-regionals have 50.00%.

10. The ADB was established by both Asian and non-Asian countries in 1966.
11. While there may be disagreement, and even hard bargaining with respect to the

identity of the parties that are or should be included in a specific case, efforts to
devise international regimes generally involve a number of autonomous participants.
See Young (1989:360–361).

12. For a more detailed discussion of such processes, see Brennan and Buchanan
(1985).

13. In this respect, the model of institutional bargaining has some significant similarities
with the two-levels game approach of Evans et al. (1993).

14. See also Wæver (1997).
15. Ruggie (1993) mentions MFN treatment as an example of such generalised princi-

ples. Adherence to the MFN norm makes the system of world trade an indivisible
whole, not some inherent attribute of trade itself.

16. Whereas the structural leader relies on its ability to translate material resources into
bargaining power, the entrepreneurial leader relies on its negotiating skills and the
intellectual leader on its ability to shape the intellectual capital available to those
involved in the bargaining process. We are in this paper mainly concerned about
the possibility of structural leadership of Japan and the United States.

17. With one exception. South Africa was not eligible for membership until apartheid
was terminated. South Africa joined in August 1995 with 1% of the Bank’s share
capital and the option to increase this holding at a later stage.

18. The initial capitalisation of the AfDB was $300 million, of which 50% was paid-
in convertible currency, the rest callable. The present capitalisation is $22.25 billion
of which $2.56 billion is paid-in capital.

19. The decision to admit nonregional countries to join the AfDB was highly controver-
sial and it led to the fall of Kwame Donkoh Fordwar, the president who initiated
the process. See Fordwar (1981) and Mingst (1990).

20. It was this declaration that established the Committee of International Development
Institutions on the Environment (CIDIE).

21. See Wettestad 1987. This observation was confirmed in interviews with informants
who worked in the AfDB during this period.

22. Prior to the current reorganisation of the AfDB this department was responsible for
issue-areas such as infrastructure development polices, procurement policy, agrarian
development polices, social and environmental policies and the issue-area of women
in development. In other words, it was a policy department, not an implementing
agency.

23. The following six principles constitute the core of the AfDB’s policy on the environ-
ment: (1) Promotion of strategies and practices that foster sustainability of develop-
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ment, by emphasising rational utilisation of natural resources for the long-term needs
of regional member countries. (2) Support of regional member countries’ efforts in
making environment an integral part of their national strategic framework for sus-
tainable development. (3) Empowerment of the poor and other vulnerable groups,
such as women and youth, to enable them to participate in the management of natural
resources. (4) Strengthening institutions and human resource capabilities in the re-
gional member countries to enable them to undertake environmentally sound man-
agement and development activities. (5) Adoption of an integrated approach to natu-
ral resource management, given the holistic nature of environmental issues in Africa.
(6) Harmonization of environmental policies, procedures, and practices among the
various international institutions and donor agencies, for the ultimate benefit of re-
gional member countries.

24. Letter from George Folsom to Babacar N’Diaye, August 28, 1990. Quoted in Mike-
sell and Williams (1992:25).

25. According to informants who worked in the AfDB during this period, the drought
in Africa from 1983–85 did increase the staff’s preoccupation with environmental
issues. In addition, the international trend in general, and in particular the Brundtland
Commission and its report ‘‘Our Common Future’’ is mentioned as important.

26. The African Development Fund is the soft window of the Bank with repayment
periods of 50 years and a service charge of 0.75% per annum.

27. In the Bank, the regional countries hold 64.172% of the votes and the nonregionals
35.828% of the votes.

28. In 1995, Algeria held 4.007%, Côte d’Ivoire 4.101%, Egypt 5.861%, and Nigeria
10.143% of the votes.

29. In 1995, Japan held 4.701% of the votes. Recently, the Japanese have signaled that
they are eager to cash in greater political influence on their financial contributions.

30. In 1995, Canada held 3.227% of the votes. Canada has played an important role in
the AfDB, for instance, it played an instrumental role in the establishment of the
Fund and convinced France to participate in the undertaking.

31. Some of the nonregionals only take an active interest in the AfDB when procurement
contracts are on the agenda. See Mingst (1990). This information has been confirmed
by informants who have worked in the AfDB.

32. For instance, U.S. law requires that copies of Environmental Impact Assessments
(EIAs) are available to board members at least 120 days in advance of loan consider-
ation, and that copies of EIAs or a comprehensive summary are made available to
the public. U.S. directors cannot support loans unless these procedures are followed.

33. ‘‘The strategy of ‘‘tying hands’’—deliberately shrinking the win-set in pursuit of
an agreement closer to the COG’s preferred outcome—is infrequently attempted
and usually not effective. The tying-hands strategy, suggested by Thomas Schel-
lings’s work, is logically plausible but lacks efficacy in practice’’ (Evans 1993:399).
See also Schelling (1960).

34. For example, in the World Bank an American and in the ADB a Japanese.
35. With respect to the concept ‘‘the shadow of the future,’’ see Oye (1986:12–14).
36. This information has been confirmed by informants in the AfDB. An interesting

question is why the U.S. is pursuing this kind of a strategy. One reason may be a
lack of knowledge in Washington with respect to the specific nature of the AfDB,
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another is that NGOs are paid off with an aggressive environmental policy in cases
where no American interests are at stake.

37. The information concerning this case was obtained through interviews with former
AfDB staff, and from Shaw (1991) and internal memorandums from the Bank.

38. The film in question was made by a South African, and it was latter rumoured in
Botswana that the film was sponsored by the South African meat industry.

39. The environmental coordinator during this period was Ingrid Bertilsson. As in the
case of the Norwegian environmental specialists in the early stages, she was formally
employed by the AfDB, but her salary was paid by the Swedish Ministry of Foreign
Affairs.

40. At least this is how his position was understood by Southern African constituencies
and the staff of the environmental unit.

41. This report was quickly known as the Knox-report after the chairman of the task
force, David Knox, a former vice president of the World Bank. The report described
the Bank as a top-heavy bureaucracy, weakened by the impoverishment of the conti-
nent it was meant to help, and full of political intrigue and suspicion. The argument
was that if the Bank was not significantly reformed it might end up by destroying
itself. See AfDB (1994b).

42. For a more general review of the reorganisation process in the AfDB see Bøås
(1997).

43. For an excellent review of the relationship between Japan and the ADB see Yasu-
tomo (1983).

44. Contrary to the AfDB, it is not as easy in the ADB to divide the members into
regionals and nonregionals, because among the regionals we find donor countries
such as Australia, Hong Kong, Japan, New Zealand, Singapore, South Korea, and
Taiwan. All nonregionals are donor countries.

45. The ones that graduated were Hong Kong, Singapore, South Korea, and Taiwan.
46. According to Young (1989), blurred cleavages facilitate the prospects for success

in institutional bargaining.
47. Japan holds 15.601%, the United States 7.979%, China 6.651%, India 6.541%, and

Australia 6.009% of the votes.
48. From 1981 to 1985 Japan’s foreign aid budget expanded faster than any other item.

In this period the average increase was 10% per annum. See Yasutomo (1986).
49. Japan is the largest contributor to the ADB. It joined the African Development Fund

in 1973 and became a full member of the AfDB in 1983 and it has been active in
the Inter-American Development Bank since it gained membership in 1976. Since
1984, Japan and the United States have been the largest suppliers of funds to the
World Bank. For a study of the new multilateral activism in Japan’s foreign policy
see Yasutomo (1995).

50. At establishment, Japan and the United States contributed $200 million each, the
first time any country matched an American contribution to an international organi-
zation. From the beginning Japan sought to maintain funding parity with the United
States. Since the early 1970s, Japan has pledged to provide at least one-third of the
ADF. In addition, it created a Japan special Fund within the Bank in 1988 and in
1990 offered to set aside $4 million out of a planned $59 million allocation to the
Japan Special Fund for a new environmental preservation fund.
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51. Under Fujioka’s leadership, a quota for loan commitments of 15% and then 21% a
year was instituted. This issue became especially acute in the mid-1980s, when the
ADB was awash with liquidity because of a drop in loan requests from recipient
countries.

52. The American executive director in the ADB is in the same positions as the U.S.
executive director in the AfDB. All loans proposed by the ADB are sent to Washing-
ton to be evaluated by the Working Group on Multilateral Assistance.

53. Japan has envisioned its role as co-ordinator and balancer because of its status as
both an Asian country and a donor, and its preferences are pivotal, for its vote may
tilt the balance toward either the recipient or the donor countries.

54. In particular, the paper recommended that the ADB should concentrate on (1) re-
viewing the Bank’s projects to ensure that all potentially significant environmental
impacts are identified, and that appropriate measures are taken to avoid adverse im-
pacts; (2) promoting environmental awareness among Bank staff; (3) acting as a
regional resource center; (4) supporting projects with direct environmental benefits
as well as initiating and processing environmentally oriented projects per se, and
(5) strengthening the institutions dealing with the planning and management of envi-
ronmental and natural resources, together with the line agencies concerned with the
monitoring and enforcement of environmental laws and regulations.

55. Unfortunately, no comparable figures exist for the AfDB.
56. Source: ADB (1994). Environmental lending includes environmental-oriented proj-

ects such as forestry, and use planning, urban environmental improvement, and envi-
ronment projects per se such as biodiversity conservation, institution building, and
pollution control and projects with environmental components—i.e., those which
include a component to mitigate the environmental impact.

57. In this paper, the need for such a strategy is legitimized by pointing at the Stockholm
principles and the guidelines already prepared by the World Bank and USAID.

58. The following information was obtained from Bank documents and interviews with
former members of the ADB staff.

59. The conference, which was cosponsored by the ADB and the IUCN, was the first
concerted action for the region since the signing of the Convention on Biological
Diversity by over 150 governments at the Rio Summit. According to Tahir Qadri,
an ADB forestry specialist, the conference was a success in the sense that it brought
home the message that the Bank would support efforts in gearing members policies
to biodiversity conservation.

60. See the Financial Times 5/5/94.
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Annual Report. Manila: ADB, 1993.
Summary of Proceedings. Twenty-Sixth Annual Meeting of the Board of Governors. Ma-

nila: ADB, 1993.
ADB Review July/August 1994. Manila: ADB, 1994.
The Environment Program of the Asian Development Bank. Past, Present and Future.

Manila: ADB, 1994.
1995 Annual Report. Manila: ADB, 1996.
Agreement Establishing the African Development Bank. New York: United Nations,

1964.
Memorandum: Botswana—Loan Proposal for the Financing of the Francistown Abattoir

Project. Abidjan: AfDB, 1987.
African Development Bank Environmental Policy Paper—Draft. Washington, DC: Devel-

opment Alternatives Inc., 1988.
Environmental Policy. Washington DC: Development Alternatives Inc., 1989.
Agricultural Sector Policy. Abidjan: AfDB, 1990.
Environmental Policy Paper. Abidjan: AfDB, 1990.
Environmental Asseement Guidelines. Abidjan: AfDB, 1992.
1992 Annual Report. Abidjan: AfDB, 1993.
The African Development Bank and the Environment. Abidjan: AfDB, 1994a.
Report of the Task Force on Project Quality. Abidjan: AfDB, 1994b.
1995 Annual Report. Abidjan: AfDB, 1996.
AfDB/UNECA. (1988). Economic Recovery Report. Abidjan: AfDB.
Baldwin, D.A. (1965). The international bank in political perspective. World Politics, 18,

68–81.
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Reforming Transport with Dominant
State-Owned Enterprises
Democratic Republic of Congo
(Formerly Zaire)

Alex Kelvin
University of Hertfordshire, Hertford, England

I. BACKGROUND

The purpose of this chapter is to help you with a reform project in the sectors
with quasi-monopolistic public provision. You can be in Slovenia, Brazil, Nige-
ria, France, or the People’s Republic of China. Shortcomings of two versions of
reform in Onatra (National Transportation Authority) are assessed. A third, more
thoroughgoing blueprint of strategic partnerships is formulated. Its advantages
in human motivation, organizational arrangements, and efficient satisfaction of
customer needs are illustrated.

After independence of 1960, the state-owned enterprises (SOEs) enjoyed
monopolies over seaports, river ports, railways, and transport of mineral ex-
ports. But instead of a uniform policy of administrative tariffs for multiple prod-
ucts, a more realistic market segmentation was needed. Preferential use of the
national network for exporting minerals from the southeastern province of Ka-
tanga via the port of Matadi was the cornerstone of transport policy. However
local agriculture and manufacturing suffered from transportation shortages (Kel-
vin 1997c).

The public monopoly argument that minerals could not be shipped by pri-
vate operators did not stand scrutiny. With containerization, the public corpora-
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tions experienced numerous difficulties to balance traffic, plan maintenance, and
manage empty boxes. The range of services could not accommodate the changing
scope of demand. Since 1960, the managers in public corporations have resisted
competition and privatization, using their influence on political and legislative
decision making. Delegation of responsibilities and decentralization proved in-
conclusive.

Onatra pursued the following official objectives: at the corporate level—
efficiency, financial viability, quality of service; at the sectoral level—modal
integration, regional integration, and transport of more minerals via the national
territory, at the national level—export competitiveness, economic integration,
and growth. Survival was added by the author as an unofficial corporate objective,
and it proved highly significant in explaining the gaps between the public provi-
sion and the beneficiaries’ needs.

In 1991 the public corporation defaulted on repaying debts. Recommen-
dations emerged in favor of reallocating provision from the public to the pri-
vate operators. It was proposed that the private operators take over all transport
services which they could provide covering costs. For the remaining balance,
public support could be envisaged. In 1985, the Organization of African Unity
adopted Africa’s Priority Program for Economic Reforms, stressing the need
for a larger economic role for the private sector. About the same time, reports
by the Economic Commission for Africa and the African Development Bank
pointed out that mistaken policies depressed agriculture and industries and les-
sened incentives for the private sector. In 1986 the living standard of the popula-
tion was 27% of its level in 1965 (IMF). All attempts of the IMF, the World
Bank, and other lenders to stabilize the economic situation failed. In the wake
of crumbling of the Second Republic in 1990, the country defaulted on servicing
debts.

The country possesses exceptional assets. The cost of copper production
was the lowest among the major copper-exporting countries, followed by Zambia,
Chile, United States, Peru, and Canada (Pindyck et al. 1992). The rent from
copper sales on the international market was highest. It possesses as well the
largest reserves of industrial diamonds in the world. Soil and climate are ex-
tremely favorable for agriculture. Over 50% of African tropical forests grow in
the country. The National Development Plan 1986-90 listed the reasons for the
crisis such as generalized public managerial failure; inability to maintain capac-
ity; wrong choice of investment projects; extreme bias toward external finance;
lack of budget discipline; failure to create a favorable business environment;
inability to initiate vital institutional reforms.

You can list the main assets for national growth in your country and make
a brief outline of how well they have been used. A summary of how your public
corporation has been satisfying demand is useful.
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II. METHOD AND STUDY DESIGN

Field research is based on personal working experience of the author as responsi-
ble for corporate economic studies at the National Transportation Authority and
interviewing 10 managers from SOEs, four managers from relevant ministries
(Transport, Finance, Economy, and Planning), three representatives of consumer
associations, 12 managers from private companies, and three representatives from
regional/local authorities. The theoretical method draws on cultural realms, trans-
action costs, and strategic partnerships.

Question 1. What cultural characteristics can be used to improve efficiency?

A. Cultural Realms

Cultural realms explain interactions among individual motivation, social behav-
ior, and organizational efficiency (Hyden 1983). Behavior is conditioned by them
but it is too complex to be directly explained by any single motive. The primor-
dial realm is associated with the traditional African clan. It determines values
and the norms of social behavior. Individual behavior is explained by the private
realm, which is based on self-interest. It defines the limits of individual responsi-
bility and conditions motivation and effort. The important point is that the private
and the primordial realms are based on similar values (Kelvin 1997d).

The public realm expresses the idea of an economy with a strong public
sector. Prior to colonization, sub-Saharan Africa knew no states in the Western
or Oriental sense (Young 1984). Modern economic concepts such as large-scale
enterprise, planning, manufacturing, marketing, finance, and fund raising, ac-
counting, and depreciation are still not integrated with the economy of affection.
Several top local economists reiterated the difficulty of long-term thinking be-
cause people were bogged down in daily concerns. With an average four-child
family in the Kinshasa area, in 1988 monthly salaries of the graduates in SOEs
were sufficient to buy food up to 20 days. Public assets and budgets were the
natural source of gain. The public debt was not perceived as future tax liability.

Fallers (1965) emphasized how hard it was to isolate SOEs from lineage
influences. The employees continue to be guided by the primordial realm. In
trying to develop formal authority, public organizations clash with clans. Interper-
sonal conflicts and organizational instability result. Since cultural behavior pat-
terns are complex, no consideration is given to them in feasibility studies or
reengineering proposals. When cultural values and anthropological customs are
assumed away, large public corporations are similar to surrealistic theaters, where
employees act out informal scripts. This gap among formal objectives, organiza-
tional structure, and expected conduct at the SOEs, on the one hand, and the
actual motives and behavior, on the other, seems to be fundamental.
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After independence the preference in resource allocation was given to bu-
reaucracy. Political bans and restrictions multiplied, and the state bureaucracy
expanded. Hyden (1983) cited Zaire as an extreme example, where officials
gained advantages through organized disarray (p. 63). Meantime, the objectives
of competitive exports, regional and economic integration, and growth remained
frustrated.

To conclude this section: competitive market structures appear to be in tune
with the primordial cultural realm which is associated with multiethnic popula-
tion. The primordial realm points to the pluralistic civic and economic organiza-
tion of the society. At the same time, monopolistic structures are part and parcel
of the public realm. The theory of transaction costs provides a framework for
studying market structure, motivation, effort, and performance.

Question 2. How can the firm size and the market structure be determined?

B. Transaction Costs

This theory treats markets and organizations as alternatives for allocation of re-
sources, production, and distribution of incomes. Coase (1988) fashioned eco-
nomic activities in two alternative ways: either as series of market transactions
or as coordinated activities within the organization, whichever allows savings in
transaction costs. The upper limit for the size of efficient operations is reached
when the costs of organizing an extra transaction within the organization becomes
equal to the costs of the same transaction in the market. In larger organizations
transactions multiply, and it becomes increasingly difficult to maintain efficient
production. Coase named this phenomenon decreasing returns to the entrepre-
neur’s function (p. 394), or diminishing returns to management (p. 395).

Williamson (1975, 1986) based his transaction costs approach on Coase’s
theory of the firm. The basic concepts are bounded rationality, uncertainty associ-
ated with complexity, opportunism, and information impactedness. Bounded ra-
tionality limits the amount of information that individuals can assimilate and use.
Uncertainty results from complexity of choices. Opportunism implies that people
take decisions and act from their individual standpoint. Information impactedness
specifies the limits in assimilating knowledge and transmitting information.
Therefore costs are involved in selecting and training staff, as well as in establish-
ing networks of communication. Transaction costs include the costs of informa-
tion, negotiation, decision making, contracting, and enforcement.

On the supply side, it is assumed that, given technology and resource en-
dowments, institutions are minimizing transaction costs. On the demand side,
economic actors are guided by their preferences and presumably select the alter-
native minimizing transaction costs (Datta and Nugent 1989). The transaction
efforts are related to the diversity of customer base, productive and regulatory
arrangements, and market structure. This method covers the whole spectrum from
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perfectly competitive private markets to tightly controlled public monopolies.
The advantage is that the method is politically neutral and can be used by decision
makers with different value judgments in various political systems. Moreover,
the framework allows the integration of both internal and external factors. Cul-
tural factors, for example, can considerably influence motivation, efforts, and
conduct of the employees, affecting the outcomes of corporate activities.

In the public theory of resource allocation, the assumptions are made that
transaction costs are zero, resources are fully employed, the same quality and
quantity of information can be generated by the quasi-monopolistic public sector
as by the perfectly competitive market, and administrative prices are equal to the
long-term marginal costs. However, the discretionary behavior of managers and
employees in the SOEs considerably enhances information impactedness and
transaction costs. The assumption that the decision makers in the SOEs act in the
interests of beneficiaries was rejected by empirical testing (Kelvin 1994, 1995b).
Therefore, the intangible factors do explain the behavior of bureaucrats and are
central to the theory of public sector failure (Aharoni 1982). Attenuation of prop-
erty rights in the SOEs discourages advantageous specialization, and collected
rents can favor narrow interest groups. Across-the-board wage increases are eas-
ier to administer than the remuneration systems based on individual merit, but
arising apathy saps motivation and deflates productivity.

Question 3. How close is the level of public provision to demand?
The main argument in favor of public provision is that it takes account of

externalities. However, the crucial question is how closely the public provision
comes to the socially desirable level of output. An impact model of socially low
tariffs in river transportation (Kelvin 1997) showed that the expected increase in
demand for river transportation did not occur because Onatra rationed capacity
provision. Although tariffs remained low, the users were overcharged unofficially
if they wanted goods to be shipped. Corporate claims for budgets multiplied. The
overhead costs were five times higher per unit of traffic in the public than in the
private sector. Therefore the service provision was much lower than the socially
desirable or the efficient throughputs.

The reader is invited to assess two types of throughput for your public
company: competitive and socially desirable. Compare both to the level of de-
mand and supply. What blend in the public/private provision would accommo-
date the demand better? This leads to the concept of strategic partnerships.

Question 4. What are the benefits of strategic partnerships compared to
exclusively public or private provision?

C. Strategic Partnerships

Woodward (1980), Jackson (1982), and Arndt (1983) treated organizations as
open social systems, dynamic, adapting, and internally differentiated. Businesses
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are strategic partnerships among providers of service, their suppliers, lending
institutions, customers, and public authorities (Webster 1992). The core holding
firm is defined by its knowledge base and its markets. The subsidiary companies
develop customer-oriented information technology, segment and differentiate the
markets, and position services in relation to competition. Badaracco (1991) em-
phasized the focus on long-term partnerships.

The detailed blueprint for privatization was formulated (Kelvin 1995a).
Objectives of privatization, scenarios, and techniques were outlined. The best
candidates to take over the ailing SOEs were identified. Impacts of hypothetical
privatization were simulated on the port component of the Corporate Capital
Investment Program 1989–1993. For the selected port projects, up to 90% of
funding at the main seaport of Matadi and up to 75% at the main river port of
Kinshasa could have been provided by the private sector. Moreover, several
shelved expansion-type projects could have become feasible with private commit-
ment. The following recommendations were suggested: end the public monopo-
lies on seaports, river ports, railways, and transportation of mineral exports; shift
the ownership toward a more natural balance of 80% private and 20% public;
encourage strategic partnerships of leaner public organizations with private carri-
ers, freight forwarders, producers, traders, and consumers; phase out cross-subsi-
dizing of inefficient public river transportation.

D. Methodological Summary

Cultural characteristics set the stage for understanding human motivation and
efficient organizations. Transaction costs determine the contestable and sustain-
able market structure and the size and number of suppliers. Strategic partnerships
shift the focus from rivalry to the spirit of association, showing how to pool
resources to provide value for all economic actors. Two conditions appear impor-
tant (Casella and Frey 1992). Firstly, the probability that one group could domi-
nate and bias the rules in its favor to the detriment of important economic groups
should be greatly reduced. Secondly, the economic actors should be able to fulfill
their preferences by having a choice of alternatives. The theory of clubs empha-
sizes that both public and private services are sustainable as long as the interested
public is prepared to pay for them.

III. THREE VERSIONS OF CORPORATE REFORM

Customers perceived Onatra as too vast and remote from their preoccupations.
Where contestability was allowed, the traffic was lost to the private competition.
Reform had to save the recoverable units and divest from the money-losing activi-
ties. Tariff reform has to improve revenues by automatically adjusting tariffs for
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changes in costs. Three versions of reform are outlined: divisionalization, holding
company, and partnership.

Question 5. Have the considered versions of reform succeeded?

A. Divisionalized Version of New Corporate Organization

Divisionalization provides parallel decentralization in the vertical dimension
(Mintzberg 1989). This version of reform was formulated by the consultant. Each
business unit or division had to make decisions that affected its own services or
geographical areas. The business units were to receive objectives and perfor-
mance standards. As long as they met them, they would preserve their autonomy.
Financial controls were retained at the headquarters. This was similar to the
model applied by Alfred Sloan to General Motors in the 1920s. But too much
power was left in the hands of a few managers whose decisions affected millions
of beneficiaries. This type of reform seemed too cosmetic: it would not end public
quasi-monopoly.

B. Holding Version of Corporate Organization

This second version was also formulated by the consultant and it was favored
by the lending institutions. A slim holding company could have partial ownership
in subsidiary companies. But information gathering, operational decision making,
and execution would be transferred to the subsidiaries. The central corporate
services employed approximately 4200 of the total workforce of 18,800, that is,
22%, but their overhead costs accounted for 56% of the total. Divisions would
have the choice of services either from the company or from alternative suppliers
in the market. In other words, the departments had to become operationally inde-
pendent companies.

In 1962 the mission of the EEC pressed with the decentralization of the
Matadi-Kinshasa railway, river transport, privatization of operations on the river
tributaries, and divestment from food farming, timber harvesting and dockyards.
Also in 1962, the World Bank mission insisted that the corporation operate on
the basis of technical and commercial considerations and get rid of politicians
nominated to its Board of Directors. In 1963, the Belgian cooperation mission
urged to scale down the public monopolies in transport. In 1969, the World Bank
mission pressed for a new holding structure for Onatra. None of the recommenda-
tions were followed. Attempts to make public monopolies more competitive by
introducing several smaller SOEs failed to improve efficiency because of the
entrenched bureaucratic culture.

Pirie (1988) emphasizes that to subject state monopolies to competition
misses the point. ‘‘The purpose is to make state operations private. Only when
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they become free from the state intervention, most of the decisions will become
economic’’ (p. 53).

The corporate president taking over in 1985 delegated much responsibility.
However, this led to abuses and diversion of public funds. Experience of several
corporate presidents showed that it took at least three years for them to develop
a reasonable grasp of the activities. Over the period of 1985-1993 four corporate
presidents were replaced. But the corporate performance continued to deteriorate.

Make notes on limitations of the previous reforms and on the challenges
facing your organization or sector now. If such studies have not been done, list
the main issues for the reform to address.

Question 6. How can one discover the effective organizational structure?

C. Strategic Partnerships

Since both reform proposals above had important limitations, the third, more
unmitigated blueprint was devised by the author. It comprised the following mea-
sures: (1) end Onatra’s monopoly on terminal operations in the seaports and the
river ports; (2) open the seaports and the river ports for private operators; (3)
end the monopoly over mineral export traffic; (4) contract out railway operations
to private or mixed companies; (5) privatize all three public dockyards; (6) in-
crease contestability in all modes of transport so that a natural blend in public/
private provision could emerge; and (7) privatize the auxiliary services.

Strategic partnerships involve close cooperation between parties with speci-
fied joint rights and responsibilities. In a joint venture for the Kinshasa container
terminal, outside the port, Onatra had a 35% share and contributed the site for
the terminal which handled all imported containers for the Kinshasa area and
containerized exports originating from the capital. Two largest freight forwarders
and the leading private transportation company were the other shareholders. This
successful joint venture with private management can be a prototype for other
mixed companies.

The increasing shipping of mineral exports from Katanga via the national
port of Matadi was severely restricting capacity for transporting agricultural ex-
ports and consumer goods. In the early 1980s construction of container terminals
in the ports of Matadi and Kinshasa opened the national network for containerized
traffic. Containerization limit was estimated at 45% to 50% for imports and 60%
to 65% for exports by the consultant. Onatra had to start a new joint venture or
to contract container traffic out. Private carriers and freight forwarders appeared
to be better positioned for transporting minerals. Balanced growth requires ade-
quate entrepreneurial and managerial abilities.

Suykens (1988) presented the advantages of a well balanced blend of offi-
cial and private interests and responsibilities in the port of Antwerp, where public
investment in industrial sites brought about 10 times higher private investment.
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Therefore operational and maintenance management, supplies, marketing, finan-
cial control, capital budgeting, recruitment, pay, and pensions should become the
responsibility of private or joint companies. In 1989 support was provided for
the legal and technical mechanisms for a debt/equity swap in the country. Gov-
ernment corporations could be converted into limited liability companies with
new management, financial structures, accounting practices, and personnel poli-
cies.

In implementing reforms it is important to consider those involved. In the
late 1980s, personal interviews with typical workers and employees in Kinshasa
revealed that approximately one-fifth or at best one-quarter of their family ex-
penses were covered from wages. Housing provided by Onatra, health care and
pension schemes were considered sufficient benefits for the public employees.
Obedience was reinforced, and promotion was based on seniority. Onatra selected
and promoted field-dependent members (Witkin et al. 1977) who expected too
much guidance and supervision and were neither encouraged nor trained to think
about alternatives. In terms of Belbin’s (1992) business team roles, the public
corporation was disproportionately staffed with company workers and team work-
ers whose main characteristic was compliance. At the same time shapers (the
most efficient project leaders), resource investigators, and original thinkers were
in short supply. At the main seaport of Matadi only seven of 2230 employees
were university graduates. Kanku (1986), Director of the Container Terminal at
Matadi, emphasized that it was myopic to make important capital investments
in infrastructure (container, log, and other specialized terminals) without upgrad-
ing the quality of management and workforce.

In the privatization scenario employees and managers would be tested prior
to signing new contracts. Salaries and wages in private compaines were four to
five times higher than in the public corporations. But relatively generous compen-
sation packages were envisaged by the lending institutions for those who would
either choose not to continue working or were not selected to do so.

List a range of services which your reformed SOE could efficiently provide.
Who are the best potential partners for joint ventures? Sketch a new organiza-
tional chart for divisions and units.

IV. OPTIMAL COMBINATION OF PRIVATE AND PUBLIC
PROVISION.

Question 7. How can one determine the advantageous blend in public and private
provision?

It emerged from the questionnaires that the overstretched SOEs had no
advantage in running too many activities, whereas private companies were vigor-
ous, eager to invest, and eager to provide efficient service. Up to 500% improve-
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ment in productivity and quality of service was expected by those interviewed
from the change in ownership. This is in line with the wage differential up to
five times higher in the private sector. Market liberalization was perceived as a
useful supporting dimension. The deregulation experience in river transport since
1978 showed the potential of competitive private provision and the avenue for
reform in other modes of transportation. There were no doubts among those inter-
viewed that the private operators could better satisfy demand than the public
monopoly.

Economies of scope appeared influential. They originate from indivisible
transport infrastructure, which can provide multiple service simultaneously (Bau-
mol et al. 1986). Smaller river transport and trucking companies increased fluidity
and contestability of markets. Liberalized road and river transportation showed
that firm size was not a determinant factor of efficient service (Kelvin 1996).
Three seaports—Matadi, Boma, and Banana—would be managed by separate
and autonomous port authorities. No private operator should become the owner
or franchisee of terminals on long-term basis at more than one seaport at a time.
This is to guarantee choice for the users at least between the ports of Matadi and
Boma. It is healthy to promote competition not only between the port ranges but
between national ports, as well as between terminals in the same ports (Verhoeff
1981).

V. REGULATION CONUNDRUM

Question 8. How can regulation help improve service provision?
Kelvin (1995a) showed a wide chasm between the SOEs and the beneficia-

ries. The users and beneficiaries wanted growth and regional and economic inte-
gration. The monopolistic throughput in the main seaport of Matadi was about
six times smaller than competitive throughput could have been. This shows poten-
tial long-term gains from privatization and deregulation.

Financial dependence of SOEs on heavy shipping of mineral exports over
the national network was seen as a liability because of capacity rationing for
agricultural commodities and consumer goods. As a consequence national growth
was thwarted. Since monopolistic seaport charges of $21/ton in the seaport of
Matadi appeared to handicap nonmining exports, it seemed advisable to cut sea-
port charges closer to the average costs of $3/ton.

Corporate Boards of Directors at the SOEs failed in designing development
plans and strategies. Their members, Corporate Presidents and Deputy-General
Managers were nominated by the President of the Second Republic. There was
no mechanism to monitor their performance; their fixed remuneration was in no
way related to performance. Often important issues of SOEs were decided at the
high political level without consulting the Boards of Directors. In contrast, the
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Boards of Directors in mixed companies appeared much more effective. The only
objectives for joint companies were cash generation and return on dividends.

VI. CONCLUSION

The purpose was to furnish guidelines for public servants, researchers, consul-
tants, lenders, and students to reform quasi-monopolistic sectors with inefficient
public corporations. Equipped with such methodology, the reader can work out
a reform project to bridge the gap between inadequate supply and unsatisfied
demand. Limitations of the first two variants of reform were examined. The third
solution of strategic partnerships was proposed.

Previous studies (Kelvin 1994, 1995b, 1996, 1997) made economic case
for the reallocation of property and production rights to those suppliers who were
able to provide better service. Deregulation of the river traffic since 1978 showed
that Onatra was unable to compete in a contestable environment and its survival
depended on the monopolistic privileges.

The private and public balance changes over time. In the 1930s the private
operators could not earn a return. The government had to step in to continue
investment programs and operations. Today the situation is very different. The
prevailing mentality seems to favor a contestable service provision. The sustain-
able balance in public/private provision will be achieved by reallocating property
and production rights to private operators who are better suited for efficient provi-
sion. Strategic partnerships and the theory of clubs seem to provide vehicles for
testing and ascertaining the best private-public blend in each market.

You can sketch a reform proposal for your SOE or for the whole sector,
and outline its advantages.
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From Conflict to Order?
Corporatism in South Africa

Louwrens Pretorius
University of South Africa, Pretoria, South Africa

I. INTRODUCTION

In this paper the viability of corporatism as a mode for alleviating deep conflicts
of interest between labor and business in South Africa is explored. This is done
by contrasting scholarly analyses of the functions of corporatism with South Afri-
can trade unionists’ views on the purposes of corporatism. Although I cite a
number of scholars, the exposition is constructed mainly around ideas culled from
Claus Offe’s (1985) article ‘‘The attribution of public status to interest groups.’’

Besides the introduction, this paper consists of five sections. In the first
section I provide an outline of corporatism in South Africa. Because corporatism
was declared dead by one of it’s foremost theorists (Schmitter 1989), the first
section also offers reasons for continued attention to the phenomenon. In the
second section I look at the question, What is corporatism for? There scholarly
specifications of functions are contrasted with South African actors’ responses
to the question. Much of the literature seems to suggest that rationales for liberal,
democratic, and social corporatism are mainly pragmatic. Such pragmatic ratio-
nales for corporatism often turn on the proposition that corporatism serves to
alleviate problems of economic governance which arise within pluralist systems.
The third section of the paper suggests, in contrast, that elements within the major
South African trade union federation, the Congress of South African Trade
Unions (Cosatu), have substantive ideological goals in mind. The fourth section
continues the exposition in part three, but moves on to suggest that labor in South
Africa may be interested in using corporatism to subject business, rather than to
simply smooth out difficulties of governance. Section five contains speculation
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on the question whether corporatism in South Africa could assist a transition
from conflictual to consensual relations between business and labor.

With regard to the following discussion, two qualifications are in order.
The first arises from the consideration that the internal unity of, and the external
divisions among, the state, business, and labor which is presumed in the relevant
discussions, can often be shown to be nonexistent. Even where the language used
in this paper ignores the internal diversity of the major ‘‘social partners’’ (as
state, business, and labor are optimistically called in South Africa), the existence
of ideological and organizational diversity within their ranks is not denied. Actors
and commentators are identified as clearly as possible in order to avoid the error
of representing, for example, an individual union intellectual’s views or the opin-
ions expressed in a discussion document, as the official position of a complex
organization such as Cosatu.

Secondly, this paper contains much more about the unions than about the
other parties to corporatism. One reason is that the current phase of South African
corporatism is largely a creation of labor interests. Another follows from the
argument that business and labor have different ‘‘logics of collective action’’
(Offe, 1985a). This implies that trade unions need corporatism more than business
organizations do, and that their stances towards corporatism is thus of special
significance for its outcomes.

II. CORPORATISM IN SOUTH AFRICA

The still fragile South African democracy was achieved through a negotiated
elite pact. The main parties to the pact were the previously ruling National Party
(NP) and the now ruling African National Congress (ANC). Much of the political
activity of the interregnum between 1990, when the then NP government formally
opened the way for negotiations, and 1994, when the first democratic elections
took place and the Government of National Unity was installed, was marked by
an extensive forum movement (see Shubane and Shaw 1993). The forums were
created by antiapartheid civil society formations with the purpose of shaping
policy directions across a wide range of social and economic issues. In the end,
the forums were unsuccessful as formulators of policy, but they were seedbeds
for an ongoing experiment with corporatism.

At present the most important descendant of the forum movement is the
National Economic Development and Labour Council (Nedlac), which was estab-
lished by parliamentary act in late 1994 (Act 35 of 1994). The intended scope
of Nedlac’s policy activities is indicated by the existence of four ‘‘negotiating
chambers’’ dealing with, respectively, public finance and monetary policy, trade
and industry, labor market, and socioeconomic development issues. The roughly
60 members of Nedlac’s Executive Council represent the state and organizations
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of labor, business, and ‘‘the community,’’ respectively. The inclusion of commu-
nity-based interest organizations is, however, limited to the Development Cham-
ber. In the other chambers, representation is strictly corporatist in the sense that
only labor, business, and government are present. One other exception is that
officials of the South African Reserve Bank are included in the chamber for public
finance and monetary policy.

Formally, Nedlac is ‘‘a negotiating, not an advisory body, whose brief is
to produce agreements, not recommendations’’ (Naidoo 1995). An ambitious in-
terpretation of Nedlac’s formal terms of reference would open even more possi-
bilities. It must ‘‘seek to reach consensus and conclude agreements on matters
pertaining to social and economic policy’’ and ‘‘consider all significant changes
to social and economic policy before it is implemented or introduced in Parlia-
ment’’ (Act 35 of 1994, section 5 (1)). This wording contains the potential for
placing a very wide range of policy issues within the competence of Nedlac.

Nedlac is an attempt to institutionalize corporatist ideas and trends which,
depending on the definitions accepted, could be traced as far back as the 1930s
(Pretorius 1994, 1996). However, in its deracialized mode and in the sense of
formalized corporatist interest intermediation, rather than as a set of tripartite
advisory bodies, the trend is less than a decade old. The enactment of the 1995
Labour Relations Act (LRA) set in place a legislative framework which has the
potential to institutionalize corporatism down to the workplace. This potential,
supported by Nedlac’s own attempts to expand the arena of negotiated involve-
ment in socioeconomic programs to various levels of society, has prompted some
commentators to declare South Africa to be in a relatively advanced stage of
corporatization (Baskin 1996; Webster and Adler 1997).

However, the future of corporatism is not assured. Since the establishment
of Nedlac, the representatives of state, business, and labor have failed to reach
agreement on some central issues. The failures stem largely from deep ideological
divisions between the social partners. The current focus of ideological conflicts
is the government’s programme for Growth, Employment and Redistribution,
commonly known as Gear (see Section IV). In policy terms, the differences were,
during 1997 and 1998, reflected in failure to achieve agreement on government
legislative proposals which were intended to govern basic conditions of employ-
ment and the demographic profiles of worker and management corps. The atten-
dant controversies clearly revealed organized business’s preference for a flexible
labor market, as against the unions’ insistence on a strictly controlled market. In
line with liberal and capitalist orthodoxies, business also expressed concern about
the large degrees of decision-making autonomy which the relevant legislation
conferred on the Minister of Labour. The government, in it’s turn, advocated
‘‘controlled flexibility.’’ Although it supported the unions in principle and in
much of the detail of their positions, government tended to encourage pragmatic
concessions from both sides. In the case of the 1997 Basic Conditions of Employ-
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ment Bill (BCEB), for example, this was done mainly with a view to containing
labor costs for both business and the state, while at the same time limiting undue
exploitation of workers. When, after some 18 months of intense acrimony, the
social partners failed to reach agreement on the BCEB, the government took its
own version of the bill to Parliament. There it was approved after discussion in
legislative committees which were dominated by the ANC and chaired by former
Cosatu unionists. In the case of the 1998 employment equity legislation, business
in effect acceded to labor and government demands.

In their campaigns around the labor legislation, as previously in those
around the labor rights clauses in the Constitution, the unions’ major weapons
were, arguably, not corporatist or tripartite negotiation but collective action and
direct lobbying. Business leaders are wont to criticize the unions’ use of such
instruments as being inimical to bi- and tripartite negotiations. But business orga-
nizations themselves favor conventional lobbying techniques. In fact, the govern-
ment, unions, and business all have on important occasions bypassed Nedlac
when dealing with issues which ostensibly fall within its brief. Moreover, it can
be argued that effective political influence by business is more often than not
exercised trough nonpublic lobbying by alliances of corporations or groupings
of individual business leaders, rather than by organized business interest groups.

Predictions of South African corporatism’s demise were strengthened by
the government’s and the main interest groups’ ambivalent and muted responses
to the report of the President’s Labour Market Commission (LMC) (LMC 1996).
The LMC argued that ‘‘the practice of voice regulation at the national level must
be enhanced by means of a nationally negotiated Accord for Employment and
Growth, involving all the social partners.’’ In pursuit of this objective, the Com-
mission recommended a ‘‘Presidential Jobs Summit’’ (LMC 1996:191, 192).
After much prevarication by all concerned, the summit materialized in late 1998.
It produced a number of resolutions and plans for the creation of jobs, but the
participants agreed to avoid the central labor market issues and, more generally,
Gear itself.

The failure of corporatist processes to resolve core disagreements about
national economic strategies and basic labor policies indicates the fragility, but
not necessarily the demise, of South African corporatism. The present phase of
corporatism is relatively young, and Nedlac was instituted with the hard task of
dealing with deeply entrenched social and political antagonisms. It is unrealistic
to expect immediate or continuous success in the negotiation of such divisions.
Moreover, all the major interest organizations have repeatedly reaffirmed their
support for Nedlac.

Whatever the future of corporatism in its present form might be, the ques-
tion whether or not South African corporatism is declining or ascendant is not
the only important issue for inquiry. It is equally important to ask what the con-
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cepts and the accompanying propositions tell us about the likelihood of successful
negotiation politics.

If theorizations of corporatism (and of similar configurations such as conso-
ciationalism) in Europe are taken as benchmarks, there could be little doubt that,
in South Africa, the relevant structural conditions are not conducive to negotiated
agreements between ‘‘class enemies.’’ However, the depth and intractability of
social divisions which some observers have noted as obstacles to corporatism in
South Africa have been identified by others as the main reasons for instituting
it. Also, it was for long predicted that apartheid could not be ended by negotiation.
It was ended by negotiation. So perhaps corporatism or, more generally, the cre-
ation of political order through negotiation is possible.

III. WHAT IS CORPORATISM FOR?

Philippe Schmitter (1989:61) has commented that corporatism is ‘‘but one of
several possible patterns of interest politics in capitalist societies [and this] in
turn should alert analysts to the fact that it is not a necessity, but a choice.’’ In
South Africa Nedlac was consciously contrived as a corporatist body. Its archi-
tects copied much of the form directly from the democratic, liberal, and social
corporatisms of the scholarly literature (Nedlac 1995:2). However, while the form
replicates the European model, the purposes which South African corporatism
are intended to serve, seem to differ in important respects from the model.

Formally, Nedlac is charged with meeting ‘‘three defining challenges’’—
the achievement of sustainable economic growth, social equity (in particular with
regard to the distribution of wealth), and increased participation in economic
decision making (Nedlac 1995a:4.1–4.3). It is instructive to compare this state-
ment with scholarly views on the purposes of corporatism as it has been practiced
in European democracies. According to Markus Crepaz (1992:143), the primary
goals are ‘‘desired macroeconomic outcomes’’ (economic growth, low inflation)
and ‘‘social harmony.’’ Though the empirical relationships between the two sets
are likely to be reciprocal, it seems that macroeconomic outcomes are posited to
be instrumental in achieving social harmony, which is itself defined as an absence
of industrial strife. Crepaz (1992:144) also proposes that ‘‘social partnership is
not a means to redistribute dramatically social wealth nor to revolutionize soci-
ety.’’ This is an important consideration when South African corporatism is as-
sessed.

If I understand him correctly, Claus Offe placed the emphasis somewhat
differently. In this view corporatism achieves its purposes through the way in
which it operates rather than through its products or outcomes. Corporatism is
then seen not so much as an attempt ‘‘to satisfy demands but to channel them
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so as to make them satisfiable’’ (Offe 1985:225). It is, according to Offe, a form
of policy management which leans towards structural policies, as distinguished
from conjunctural policies. Structural policies are designed for the ‘‘shaping of
political input and economic supply,’’ whereas conjunctural policies are aimed
at maximizing the responses to ‘‘as many of the specific demand inputs as possi-
ble.’’ Conjunctural policies are associated with liberal-pluralist politics. The role
of the state here is, if not neutral, that of intervention. Structural policies are
associated with conditions of relatively deep social, economic, and political divi-
sion. Here the search is not for satisfying as many demands as possible, but for
structuring demands in order to achieve social harmony (Offe 1985:223–226).
The role of the state becomes that of matchmaker for a ménage à trois in which
it is itself a partner.

According to Offe (1985:224–226), the type of political rationality which
is associated with structural politics follows the imperative of keeping output
constant, that is, at levels that are considered reasonable or affordable, while
channelling demand inputs in a way that appears compatible with available re-
sources.

I am not sure how strictly one should read this proposition. It seems that
it would not make much empirical sense to think of it as an accurate representa-
tion of particular realities. A regime that emphasizes structural policies is unlikely
to persist if the management of demands does not, within some reasonable period
of time and to some materially adequate extent, meet some of the demands of
‘‘strategic actors’’ (Magagna 1988:421) and if the outputs do not respect the
underlying interests. Furthermore, if the notion that output must be kept constant
is to be taken literally, Offe was here swimming against a stream of analyses
which indicated economic growth as a major objective of corporatism. So it must
be a matter of analytic approach—or, as Offe (1985:226) says, ‘‘conceptual dis-
tinction’’—rather than empirical assertion, to claim predominant regime and in-
stitutional tendencies in one direction or another.

Proponents of corporatism for South Africa hold that the structure of SA
society renders politics of the liberal-pluralist type very hard to achieve. It is
depicted as a social structure marked by a large measure of coincidence between
deep class and race divisions and an economic structure which is characterized
by extreme inequalities of opportunity and reward. Major political and economic
formations tend to mobilize around the divisions, and so reinforce them. The
structure and performance of the South African economy are, furthermore, such
that responses to the conflicting demands of class and race-based interest groups
cannot be maximized. If the economy performed better, the divisions would pre-
sumably be easier to bridge. The problem for democracy is both to survive these
unfavorable conditions and to reshape them (see, for example, Nedlac 1995:1,
3). Hence the designers of the pact which cleared the way for both the interim and
the 1996 constitutions leaned in the direction of consensual political mechanisms.
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Nedlac embodies an attempt to replicate in the socioeconomic field the
achievements of negotiation in the political field. The experience of successful
negotiation is reinforced through an interpretation of the history of Nedlac’s im-
mediate predecessors, the National Manpower Commission (NMC) and the Na-
tional Economic Forum (NEF) (see, for example, LMC 1996:189). At least in
terms of the publicly announced intentions, Nedlac was thus designed as a place
and a process where conflicting class and other group interests can be accommo-
dated, if not reconciled. In this sense, Nedlac is intended for demand manage-
ment. But the ruling party’s, and its allies’, conceptions of the goals of corporat-
ism go beyond a mere accommodation of interests. From the ANC’s point of
view, corporatism has the purpose of effecting quite thoroughgoing social and
economic transformation:

The democratic state must . . . seek to forge a democratic and equitable
partnership as well as a working relationship between labour and capital in
the interest of social stability, economic progress, reconstruction and devel-
opment (ANC 1996:7).

In South Africa, terms such as reconstruction and development frequently
indicate the goals of radically reducing inequalities and redressing inequities
which are seen as the results of apartheid and the associated ‘‘racial capitalism.’’
As expressed in a document prepared for the party’s 1997 Congress, the ANC’s
‘‘programme of social transformation’’ specifies the

strategic objective of the National Democratic Revolution . . . [as] the cre-
ation of a united, non-racial, non-sexist and democratic society. This in es-
sence means the liberation of Africans in particular and black people in gen-
eral from political and economic bondage. It means uplifting the quality of
life of all South Africans, especially the poor (ANC 1997:5).

Traditional ANC policy incorporated measures such as the nationalization,
or some other form of socialization, of banks, mines and industrial monopolies.
Current ANC policy accepts (some would say in deference to global economic
forces) neoliberal claims regarding the indispensability of private capital and the
close integration of national economies into global capitalism. This is reflected
in the claim that a ‘‘dialectical relationship with private capital as a social partner
for development and social progress’’ is of particular importance, given the cen-
trality of ‘‘capital . . . to the creation of the material conditions which make it
possible continuously to improve the conditions of life of the people,’’ as well
as the mobility of capital that comes with globalization (ANC 1996:10). How-
ever, such purposes, like those formulated for Nedlac, cannot be served by poli-
cies that ‘‘keep output constant.’’ They require firm efforts to achieve and sustain
substantial rates of economic growth. The main social partners share this view.
But that is as far as agreement goes.
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IV. CORPORATISM: PRAGMATIC OR IDEOLOGICAL?

Justifications for liberal corporatism are usually (and can be only?) pragmatic
(Anderson 1990; Cawson 1983; Magagna 1988; Offe 1985). Pragmatic argu-
ments for corporatism have also been advanced by some of its South African
proponents (notably Baskin 1993; also Adam et al. 1997). However, the argu-
ments tend to refer to the necessity to overcome deep social divisions through
negotiation rather than to matters such as inflation, recession, and the like. More-
over, the recent acrimony between the main participants suggests the continued
influence of ideologically informed positions in the ranks of labor and business
and within those of the ruling ANC and its allies, the South African Communist
Party (SACP) and Cosatu.

Arguments offered by union-linked intellectuals usually project some form
of socialist order. Geoff Schreiner (1991:135), for example, insisted that Cosatu’s
involvement in the restructuring of one of Nedlac’s predecessors, the NMC,
should ‘‘culminate in socialism’’ and that ‘‘any agreement with any party should
be measured in terms of its value in taking the working class towards this objec-
tive.’’ Writing in their personal capacities, Schreiner and his colleague Adrienne
Bird (1992:33) proposed ‘‘a multi-partite model’’ instead of the ‘‘corporatist
model,’’ which they saw as disadvantageous for socialism, because

moving towards socialist democracy requires an ongoing process of empow-
ering institutions and organizations, outside of the state, to participate in the
decision making process and thereby to exercise meaningful control over
that state between elections.

This is in clear contrast to arguments which posit pragmatic responses to
deficiencies of governance in pluralist democracies as motives for corporatism
(see Section V). Schreiner and Bird (1992:26–27) supported a modified corporat-
ism—not for functional or pragmatic reasons but as an instrument for fundamen-
tal political and socioeconomic restructuring.

Support for corporatism has never been unanimous in the union movement.
To the left of the movement, Karl von Holdt (1993:48) has argued that corporat-
ism is inimical to democracy and socialism, that it alienates the mass membership
from the union leadership, that it is elitist, that it ‘‘co-opts labour into accepting
the economic perspectives of capital,’’ that it ‘‘stabilises capitalist society and
ensures that the labour movement cannot struggle for socialism,’’ and so on. The
SACP, which wields considerable intellectual influence within the labor move-
ment, has been quoted as ‘‘stating categorically that ‘social democratic pacts
between organised labour and capital are destined to fall far short of providing
basic remedies. Such pacts . . . leave the capitalist class in the economic and
political driving seat’ ’’ (Eidelberg 1997:10).

In fact, Cosatu has never committed itself to corporatism (or multipartism)
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over other instruments for achieving its purposes. This has been emphasized by
speakers with regard to every major Cosatu campaign of the past decade. In
particular, the tactics of ‘‘mass action’’ are viewed and used as instruments to
strengthen the federation’s negotiation positions, rather than as actions which
could be replaced by negotiation. In Schreiner’s (1991:37) words,

Cosatu should never allow itself to accept limitations on the right to mass
action as a precondition for participating in the institution [NMC]. This is
quite different from the case where, as part of a social contract negotiated
through the institution, the trade union movement could conceivably agree
to restrict strikes (on certain issues, for a certain period of time) provided
the trade-offs were sufficiently attractive.

The major business organizations have supported Nedlac and its predeces-
sors both formally and actively. But their support has always been ambivalent.
Moreover, their support does not imply support from the wider business sector.
From the right of the spectrum, influential shapers of business opinions such as
Finance Week and the Financial Mail have been consistent opponents of corpo-
ratism, even while the peak business associations have cautiously endorsed tripar-
tite forums. One of the Financial Mail’s concerns is the possibility that corporatist
processes in general, and social accords in particular, would undermine the free-
dom of business to pursue profit. It has repeatedly expressed opinions to the effect
that ‘‘wage and price decisions have no place in a collective forum. They should
be taken on commercial criteria gleaned from competitive experience’’ (Finan-
cial Mail 1996). Similar views are regularly publicized by Finance Week, whose
editors see Nedlac as an instrument of Cosatu. Such expressions of free-market
ideology are linked to a concern about the fate of democracy in the presence of
corporatism and ‘‘Cosatu’s political strikes.’’

To the extent that business organizations do support institutionalized corpo-
ratism, some are wont to express the view that it should be preceded by ‘‘a
common economic vision between business and labour’’ (Mail & Guardian 1996;
SALB 1996:27–28). How the visionary chicken and the institutional egg could
be so sequenced is not clear. Nevertheless, the view that Nedlac is an important
instrument in building ‘‘an economic dimension of reconciliation and nation
building’’ in South Africa and in ‘‘helping to build confidence and trust amongst
leading players in the economy’’ has been a recurrent message from the executive
director of the South African Chamber of Business (Sacob), Raymond Parsons
(1997). However, Sacob economic policy director Ben van Rensburg’s response
to the question whether macroeconomic policy should be discussed in Nedlac,
is also revealing:

It is the ruling party’s responsibility to lay down macro-economic policy.
That cannot be negotiated. It can be negotiated between the parties who form
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part of the ruling party. It’s the job of the ANC and its constituents to sort
out any differences, that’s not for Nedlac (SALB 1996;27–28).

It may or may not be significant that he commented after the government
announced its macroeconomic strategy for Growth, Employment and Redistribu-
tion (Gear; see below). Gear was favorably received by business but roundly
condemned by labor. Labor reiterated its support for the Reconstruction and De-
velopment Plan (RDP).

Hard ideological divisions are not conducive to successful concertation. A
number of theorists have suggested that there seems to be affinity between a
broadly ‘‘Keynesian consensus’’ and effective corporatist interest intermediation
(for example, Lehmbruch 1979:170–172). In South Africa ‘‘left-Keynesian
thinking’’ is expressed in Cosatu’s economic plan, Social Equity and Job Cre-
ation (Webster and Adler 1997:15). In contrast, business, speaking through the
South Africa Foundation’s document Growth for All, supports mainstream neo-
liberal policies. In its turn, the governing ANC has repeatedly affirmed commit-
ment to its own plan for Gear. This plan is distinctly neoliberal (see Natrass 1996;
Le Roux 1997). However, the government claims that Gear is an instrument for
the implementation of the RDP (Mbeki 1996); that it ‘‘seeks to be a macro-
economic framework for and not against the RDP’’ (ANC 1997a:4). This means,
in effect, that the ANC presents Gear as sharing the redistributive objectives of
the RDP.1

The basic differences between the major interest groups are as follows:
Business supports capitalism. The ANC has largely dropped the label socialism
from its lexicon, but pursues broadly redistributive goals which it claims to be
achievable within the framework of a ‘‘mixed economy’’ (see ANC 1997). The
ANC’s labor ally, Cosatu, remains explicitly socialist (Cosatu 1997). Business
seeks economic growth through a free market, while labor seeks economic growth
through socialist redistribution. Business and, to some extent, government see
economic growth as a precondition for the reduction of social inequalities. Labor
believes that the causal nexus lies in the opposite way.

Consistent with the doctrinal substance of socialist socioeconomic transfor-
mation, union speakers have offered, as was indicated above, the procedural ideal
of participatory democracy in justification for corporatism. In the words of Ned-
lac’s executive director, himself formerly a leading figure in the union movement,

Participatory democracy in SA suggests a policy-making process which en-
gages those affected by such policies more frequently than an election every
five years. The Nedlac process deepens democracy by bringing the partners,
on a continuing basis, into the policy-making process (Naidoo 1996).

This, like the views of the LMC (1996:198), echoes a position advocated
by (amongst others) sociologist Eddie Webster, who has for long been closely
involved in the union movement. Webster and his colleague Glen Adler have



Corporatism in South Africa 55

also suggested—in apparent contradiction of many scholarly assertions that cor-
poratism decreases the autonomy of trade unions—that corporatism, in conjunc-
tion with modes of collective action, is a vehicle for enhancing union autonomy
(Webster and Adler, 1997:3). The question that must follow is, What should the
accompanying balance of power between the ‘‘social partners’’ be?

V. CORPORATISM: RESOLVING PROBLEMS OR
IMPOSING UNION HEGEMONY?

According to Offe’s analysis, corporatism in advanced capitalist societies came
about in response to problems which could not be contained by party-based par-
liamentary governments. The problems derive from the power exerted by large
organized interests within the laissez-faire environment of liberal pluralism, i.e.,

Organized interests undermine parliamentary government
Organized interests cause fiscal problems by overbidding
Organized interests’ freedom to pursue their own agendas undermine long

term planning processes
Conflicts between powerful groups are often settled at the expense of

weaker or less organized groups (Offe 1985:227–228; see also Lehm-
bruch 1979:156).

Insistence on purely party-based parliamentary government would require
measures to bar interest organizations from ‘‘politics.’’ Offe (1985:230) points
out that such a remedy is inappropriate in complex economies because of the
power which interest organizations wield over their constituents and the value
of the information which they control. Hence, Offe (1985:231–232) claims the
‘‘political problematic’’ shifts from debates about the desirability of specific pol-
icy goals (like containing inflation) to ways of structuring power between interest
organizations.

Offe (1985:242–247) further explored the need for corporatism by consid-
ering the performance of party functions and problems of bureaucratic policy
making and implementation. With regard to the former, he argued that it is prob-
lems concerning party government rather than the domain specific characteristics
of macroeconomic policy which underlie corporatist arrangements. As Offe saw
it, political parties in the GFR were not particularly efficient in performing func-
tions such as interest aggregation and policy formulation. One of the notable
attributes of these parties was that there were more divisions within them than
between them. This, Offe argued, was a consequence of the broadening of elec-
toral bases and the dilution of ideological positions. It was ‘‘this condition of
often unresolvable intra-party conflict, plus the concomitant instability of govern-
ing party coalitions’’ which gave rise to corporatism (Offe 1985:243, 244).
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In contrast, Lehmbruch (1979:151, 154, 155) interpreted corporatism in
terms of ‘‘increasing structural differentiation and functional specialization of
the political system brought about by certain requirements of consensus-building
specific to economic policy making.’’ When parties are incapable of providing
appropriate policies, the function of consensus building may shift to the ‘‘subsys-
tem of interest associations.’’ Interestingly, and perhaps contradictorily, the inca-
pable parties nevertheless remain important for the successful pursuit of concerta-
tion because, Lehmbruch (1979:167, 169) hypothesized, ‘‘consensus-building in
liberal corporatism is . . . largely contingent on the degree to which the labor
union movement is integrated into the process of policy-formation.’’ This, in turn,
seems to depend on unions gaining power ‘‘by the channel of the party system.’’

Despite some ambiguity about the importance of political parties in corpo-
ratism, Both Offe’s and Lehmbruch’s propositions direct attention to the associa-
tion between party-union coherence and the prospects for corporatism. I want to
look at the South African case at two ‘‘levels’’: first, and briefly, with regard to
problems of governance, and then with regard to relations between the ANC and
the unions.

In South Africa, corporatism and debates around it do focus strongly on
structuring relations between social partners and, by implication, within the wider
society. But if South African corporatism is a response to problems of gover-
nance, then all the problems did not arise from the dynamics of a liberal pluralist
society, nor from those of the very young postapartheid political and party sys-
tems. Rather, pragmatists tend to justify corporatism in terms of the prediction
that governance would be extremely difficult given the legacies of apartheid and
the structural conditions mentioned before (section I of this paper). They also
justify it with reference to the vulnerability of the economy and the state to cen-
trifugal interests and ideologies and to the ‘‘demands’’ of a globalized economy
(for example Adam et al. 1997:140–159).

However, I would argue that elements within the unions see the purpose
of corporatism differently. For them corporatism is about gaining decisive control
over policy agendas and policy formulations. This position was already visible
in their insistence, during the interregnum of 1990 to 1994, that the decisions
following from corporatist processes should be binding rather than merely advi-
sory (Webster and Keet 1992:15). Furthermore, influential elements within the
unions are not concerned about problems of governance as such, but about enforc-
ing a particular programmatic direction in order to achieve, ultimately, a socialist
transformation of society. In other words, and in contrast to a suggestion by
Schmitter (1985:40) about the emergence of corporatism in advanced capitalist
societies, corporatism in South Africa may well be connected to ‘‘the elevated
goal of attaining hegemony and imposing a distinctive ‘class project’ upon the
whole of society.’’

Business, on the other hand, seems to vacillate between the objectives of
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advice and control, depending on perceptions of how well government’s policy
declarations fit its own. During the interregnum, as during apartheid, the national-
ist government was concerned about its sovereignty and preferred purely advisory
processes. The ANC government from time to time threatens to govern alone,
and did in fact do so when it took the BCEB to Parliament. However, it is ham-
strung by divisions in its own ranks and that of the Tripartite Alliance.

As noted before, corporatism was formally conceived as a vehicle for re-
solving conflict between capital and labor. But the fate of corporatism is likely
to depend quite significantly on the ability of the ruling party to accommodate
its own internal divisions and those between the parties to the Tripartite Alliance.

The ANC is itself a complex of formations. It rules as a member of the
Tripartite Alliance comprising itself, the SACP, and the major trade union federa-
tion, Cosatu. Furthermore, the ANC’s membership and support overlaps with
that of its two allies. This overlap is especially significant at the level of the
higher party organs and the national, provincial, and local levels of government.
For example, after the 1994 general elections the SACP claimed that four cabinet
ministers and one deputy minister owe allegiance to it, and that it also had two
of seven provincial premiers and between 50 and 80 MPs as members. Between
1994 and 1998 some 20 Cosatu officials were members of parliament, and many
more sit in provincial and local legislatures (of which a significant number are
likely to be the same individuals claimed by the SACP).

Differences of interest base and ideology between the constituent organiza-
tions of the Alliance are, given the interlocking membership and directorates,
presumably repeated within the ANC as well as within the other two components
of the Alliance. Moreover, Cosatu includes unions which prize their autonomy,
which are not equal in influence within the federation, and which possess their
own, often divergent traditions of relating to (or diverging from) the ANC and
which have their own ideological proclivities.

The Alliance and its unity of purpose has been partially dependent on the
existence of common enemies: the nationalist government and apartheid. The
extent to which opposition to capitalism and capital was uniform among members
of the Alliance is less easy to say. The general tendency was to equate capitalism
and apartheid with each other and to lean in a socialist, or at least a ‘‘mixed
economy, state-welfarist,’’ direction. With the ANC in power, the issues have
become more involved and this is showing its effects in intensifying disputes
about economic strategy.

The dissatisfaction of influential factions within Cosatu with the govern-
ment has found strong expression in a November 1996 discussion paper presented
to the Cosatu executive. The document alleges the absence of a ‘‘systematic
Alliance approach to the development of policy’’ and the existence of a generally
reactive approach to policy on Cosatu’s side (Cosatu, 1996:2, 3). In fact, members
of the Cosatu leadership have often threatened to make the federations’ support
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for the ANC’s 1999 election campaign conditional on such agreements (Cosatu
1997:Chapter 3).

In the 1996 Cosatu discussion paper it was claimed that the lack of joint
planning within the Alliance resulted in ‘‘conflicting perspectives emerging be-
tween the democratic forces’’ in various state institutions and in Nedlac. The
document then proposed, not a social pact between the social partners as per
corporatism, but an intra-Alliance

Accord or National Agreement on strategic issues, as well as a programme
to implement these at different levels of government. This would clearly bind
the Alliance forces to actively pursue this agenda in all areas. It would guide,
for example, Cosatu and the Government as to how to approach the various
issues in Nedlac, rather than the two parties going there with separate and
often competing agendas. It would remove the impression that the govern-
ment is acting as a neutral referee sitting above the other players in society.
Rather the mass bias of government and its commitment to the implementa-
tion of a particular programme, would be the lodestar which would clearly
reflect the mandate of the majority party. The Alliance would therefore
openly mobilise the people for the implementation and defence of agreed
programmes at the level of Parliament, Nedlac and other areas of governance
(Cosatu 1996:13).

The clear intent of the authors is to ensure the elveation of an intra-Alliance
agreement above any possible agreement between state, capital and labor, and
to subject forums such as Nedlac to the purpose for which ‘‘they were historically
conceived—as fora for transformation’’ (Cosatu 1996:21). Capital must itself be
subjected to the Tripartite Alliance and its pruposes:

While there is a common perception that accords have to be between unions,
government and business, there is no law which says that Accords have to
be negotiated with capital. Obviously an Alliance agreement will for its im-
plementation need certain elements to be negotiated with capital . . . but this
is different from deciding that you want the agreement itself to be tripartite
in character (Cosatu 1996:15).

The discussion document did foresee a need for agreement with business
on what it calls ‘‘state regulated activity’’ such as incomes and wages policy,
investment policy and supply side measures (Cosatu 1996:18–19). However,
those are mostly areas in which South African business has—consistent with a
quite purist free market ideology—traditionally opposed government interven-
tion. Moreover, the authors of the document makes the intention to subordinate
business to labor quite clear by presenting the union vision of labor-business
agreements as

an opportunity for business to make reparations for the devastation they have
created in this country over the apartheid years; to create social stability;
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to allow people to benefit from economic participation; and to themselves
ultimately share in the huge economic expansion which they have been too
short sighted to invest in (Cosatu 1996:21).

In the South African case a union way of looking at corporatism is thus
to see it as a vehicle for radical transformation strategies. Pushed to its logical
conclusion, the view is, however, one which rejects corporatism. It projects state
intervention to force socialist transformation under union leadership. Neither Of-
fe’s nor Lehmbruch’s propositions have much bearing, then, on the way in which
the Cosatu discussion document perceives the relationship between the unions,
the governing party and business. If corporatism is engineered consistently with
the discussion document, the task of Nedlac will be limited to mediating conces-
sions to business as a political subject, rather than that of brokering agreements
with business as a social partner.

The fact that government has tended to ignore business demands on core
aspects of labor legislation could indicate that reality approximates the union
ideal of subjecting business. And Cosatu is, after all, a member of the governing
Alliance—even if the Alliance does not operate to it’s satisfaction. On the other
hand, Cosatu did not achieve all it wanted from, for example, the BCEB. More-
over, ANC leaders have claimed—despite subsequent denials by Cosatu lead-
ers—that the ANC’s December 1997 congress endorsed Gear. This came shortly
after President Mandela apologized to the 1997 Cosatu conference for the govern-
ment’s unilateral adoption of Gear, but also made it clear that, in ‘‘situations,
where no agreement [between the partners of an alliance] is possible . . . the
ANC government’s view will hold sway’’ (Sunday Independent 1997; Mail &
Guardian January 1998). ANC President Thabo Mbeki’s mid-1998 addresses to
Cosatu and SACP structures clearly implied the ANC’s impatience with criticism
from its partners, as well as the warning that the ANC is the senior partner. But—
as Mbeki’s statements also implied—the partners are interdependent (Mbeki
1998, 1998a). Awareness of this interdependency is likely to suppress intra-alli-
ance conflicts until after the general elections scheduled for 1999.

An October 1998 meeting between ANC, Cosatu and SACP leaders an-
nounced that budget deficit targets set by Gear would be eased. However this,
and the Jobs Summit, left Gear’s neoliberal thrust largely intact. But Gear remains
in place alongside government policies which protect an inflexible labor market.
The seeming anomaly may reflect a fragile balance of power and preferences
between the relevant interest groups. But it may also reflect the ANC govern-
ment’s compromise between global economic interests and national union de-
mands.

In short, it is not clear whether or not current policy processes and direc-
tions indicate the ascendancy, or otherwise, of Cosatu’s hegemonic ideals. Nor do
they unambiguously indicate the balance of interests within a putative corporatist
system. What is clear is that there are strong ideological disagreements between
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the unions and organized business and within the governing Tripartite Alliance.
It is also clear that influential elements within the major union federation see
corporatism as an instrument for working class hegemony.

VI. FROM CONFLICT TO ORDER OR FROM ORDER TO
CONFLICT?

Can corporatism contribute to political order in a deeply divided society? Offe’s
views are useful once again. He asked, ‘‘In what direction and within what limits
will corporatist changes in political structure affect the intensity of social and
political conflict?’’ (Offe 1985:253).

In answer, Offe suggested three scenarios—stable corporatism, noninstitu-
tional political conflict, and balancing the class bias of corporatism (Offe 1985:
253–258). All three scenarios contain propositions which are relevant to answer-
ing the question in the South African context. For present purposes, attention to
the first scenario will suffice. ‘‘Stable corporatism is a condition in which corpo-
ratist political structures succeed in providing an interest-group consensus unchal-
lenged by radical or ‘immoderate’ demands or tactics of conflict’’ (Offe 1985:
253).

In other words, stability depends on the legitimacy afforded the corporatist
system, and legitimacy becomes a critical variable ‘‘when significant material
advantages are at issue’’ (Offe 1985:253–254). The achievement of stable liberal,
democratic, or social corporatism becomes a very hard project when there are
serious differences amongst the social partners—and within society generally—
about the interests to be represented, the issues to be intermediated, the political
means to be used and, ultimately, the goals to be achieved. A fundamental di-
lemma is that

corporatism, in order to be stable, must not only continually generate consen-
sus; it must first of all presuppose consensus, that is, a solid and undisputed
acceptance of a certain mode of interest representation and accommodation
(Offe 1985:254).

A somewhat similar point has been made by Nedlac’s executive director
(Naidoo 1997). However, as Sacob spokespersons have argued, in South Africa
it is also a pre-existing consensus about substance, and not only one about pro-
cess, that is lacking. This takes us back to where we started. The pragmatic sup-
porters of corporatism advocate it as a means of generating consensus. But it
seems clear that the content of the desired consensus, as well as the associated
processes, will be heavily disputed for some time to come. If that is the case,
we may not yet be crossing the threshold from conflict to order.

The power of local interest organizations and the force of ideology must



Corporatism in South Africa 61

not be overestimated. The caution applies particularly in the case of a relatively
weak economy which is highly dependent on inflows of foreign investment and
which is thus sensitive to global economic and political forces. South Africa has
been analyzed in overly ideological terms before, but the pragmatists were much
closer to the mark. It could be that Cosatu’s militant and ideological face indicates
a decline in its power. It could be that the manifest ideological disagreements
will be undermined surreptitiously but certainly by the many negotiated agree-
ments which are being reached on specific issues at many levels of society, and
in Nedlac itself. But there is also the possibility that pragmatism could wither
away if the material conditions for its sustenance cannot be created. Then ideol-
ogy rules the political process and the prospects for order recede.

ENDNOTE

1. In 1994, the ANC presented the RDP as the basis of its electoral campaign. The RDP
originated in the union movement, but went through some revision (from relatively
socialist to a position reaching towards neoliberalism before it was released for ‘‘elec-
toral approval’’ (see Webster and Adler 1997). In essence, it proposed economic
growth, social development, and the redistribution of wealth and opportunities, with
the state playing a guiding role in the economy. Analysts disagree whether or not the
RDP has any Keynesian elements. See Adelzadeh (1996) and Le Roux (1997).
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and the Politics of Structural
Adjustment
The African Experience
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I. INTRODUCTION

The experience of several developing countries with the IMF supported ad-
justment programs seem to indicate that the strategy supported by the IMF
is conducive to improved economic performance.

IMF Occasional Paper 1181

But when these general principles get translated into specific programs for
action, there seems to be a wide gulf between the fund’s and the African’s
diagnosis of the true cause of the malaise, the prescriptions of remedies, the
perceptions of how the remedies will work in practice, and the periods within
which a more healthy and normal condition will return.

C. M. Nyirabu, Governor, Bank of Tanzania2

As Africa wallows in its second decade of adjustment, the effectiveness of Struc-
tural Adjustment Programs (SAPs), commonly advocated by International Finan-
cial Institutions (IFIs) is still being challenged. For two decades, numerous Afri-
can governments have resorted to agreements with the International Monetary
Fund (IMF) and the World Bank that have left them reeling from the shock
therapy of adjustment policies.3 Today most African states are mired in a cycle
of debt, unemployment, capital drain, declining exports, and limited investment
as SAPs have thus far failed to adequately respond to Africa’s needs. The result
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is a grave social, political, and economic crisis as fragile states struggle to halt
declining standards of living and the social and political decay that often accom-
pany economic collapse.

In addition to the economic burden imposed by SAPs, IFIs (and their West-
ern governmental sponsors) linked political liberalization to debt relief and for-
eign investment resulting in significant political transformations further destabi-
lizing the African political economy. Many African regimes are now grappling
with the demands of IMF/World Bank conditionalities that bring short-term eco-
nomic upheaval (e.g., rising unemployment, spiraling inflation, reduced state sub-
sidies, and decreased currency value) and subsequent political instability while
simultaneously heeding calls for political liberalization along Western democratic
lines. In several respects Africa now lies prostrate on the operating table of West-
ern medicine where the ‘‘cure’’ seems as bad as if not worse than the ‘‘disease.’’

Governments and people across Africa are trying to comprehend how this
Structural Adjustment Regime (SAR) will address their daunting economic prob-
lems when its effectiveness in halting Africa’s economic decline has thus far
been suspect. They are also struggling with political and social reforms amidst
an economically unstable environment adding to the sense of disorder and decline
that already pervades the African political landscape. How will the two-pronged
attack on the economy and the political structure be successful when the intellec-
tual linkage of political liberalization and economic development so prevalent
in Western discourse remains questionable? How can Africa withstand the
‘‘remedy’’ of SAPs when the very fabric of some societies is splitting apart
under the imperious weight of economic collapse? Can Africa find any path out
of the SAR in an era of political marginalization by the North and victorious
arrogance in the Western capitalist world? Are there avenues of reform and
change that can halt the decline and at least give Africans a fighting chance at
sustainable development? What are the ways that NGOs, local states, and IFIs
can refashion strategies that will meet both economic and political realities in
various African societies? It is these and other questions that we attempt to ana-
lyze in this paper.

This paper briefly traces the development of the SAR and its central pre-
cepts. We then outline the general economic performance of the SAR in the 1980s
and ’90s. From this performance, we analyze the politics of adjustment policy
focusing on the intellectual linkage of political liberalization and economic re-
forms and its fundamental problems in conceptualizing the relationship between
NGOs, the State, and the people. Finally, we evaluate the theoretical basis of
neo-liberalism and explicate how the theoretical assumptions underlying the SAR
are flawed. Our central thesis is that the SAR is flawed at the theoretical level
due to its spurious assumptions regarding the linkage of economic and political
liberalization along with its orthodox and somewhat antiquated notion of inter-
actor relationships within the international political economy.
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II. STRUCTURAL ADJUSTMENT DILEMMA

The current adjustment dilemma has its roots in the continental and international
policies and prescriptions of the 1970s.4 With the oil shocks of 1973 and 1979,
many African states were faced with severe balance of payment deficits that un-
derscored several problems festering in the political economy of the continent.
First among these was a consistently poor performance in export earnings due to
commodity pricing and declining market share.5 Second, the colonial/neocolonial
African cash crop economy (coffee, cocoa, etc.) suffered greatly under the weight
of technological diversification, Transnational Corporate (TNC) control of the
market, and price instability thus limiting or destabilizing export earnings even
for some of Africa’s better and more stable economies (e.g., Ivory Coast, Ghana,
and Zambia).6 Third, import substitution policies suffered under the burden of
reduced revenues and thus failed to produce any positive impact.7 Finally, Afri-
ca’s problems with increasingly exploitive state governments became more pro-
nounced as leaders and regimes developed more intrusive methods of maintaining
power in periods of scarce resources.8 Corruption and dubious state-managed
projects usurped excess capital which fed a financial crisis as export earnings
dropped and investment declined. All of these factors coalesced in the third de-
cade (1970s) of African independence forcing many states to either undergo fun-
damental reform or opt for the international quick fix of access to liquidity, i.e.,
borrowing.

Most regimes chose to borrow their way out of this dilemma and indebted-
ness significantly increased in the late 1970s and ’80s.9 African governments
borrowed extensively in order to maintain public expenditures and social pro-
grams as well as pay for the increased energy costs of the second oil shock of
1979.10 Regimes hoped to repay the debt from the income generated by commod-
ity exports, but drops in commodity prices coupled with suspect investment poli-
cies provided little of the projected return.11 In a relationship not unlike that of
a loan shark and his prey, Africa was caught in a spiraling debt cycle forced to
borrow more and more to finance internal budget and balance of payments deficits
as well as social programs and infrastructure projects begun in better times.

At this juncture the IFIs changed the nature of African borrowing and in-
vestment by linking short-term lending pakages to correct balance of payment
deficits with structural reforms in the economies of target states.12 These condi-
tionality programs introduced by the IMF and later adopted by the World Bank
and private banking institutions became the operating framework for the current
SAR.

The concept of conditionality ‘‘refers to agreements between donors and
recipients that exchange financial transfers (either grants or loans) by the donors
for policy changes by the recipients.’’13 Central to this set of policies is the goal
of creating an impetus for investment flows from largely private sources, based
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in the North. It dictates that loans are made with explicit policies that members
must follow if they are to receive assistance now and in the future.14 In addition,
a set of implied conditions exists regarding a state’s future access to markets and
investment capital from the West. These conditions were attached in an effort to
provide confidence to lender nations (First World) that measures were being taken
to stabilize the balance of payment equilibrium in the short run and restructure the
economy to preempt further economic breakdowns. Minimally, the application of
conditionalities was designed to secure the creditor nations that make up the IMF
that the environment within target African economies would facilitate the return
of the borrowed capital. Through both Paris and London Club meetings, private
banks followed IMF program recommendations and this closed any loopholes
for African regimes and their access to capital.

During this initial period of conditionality, many African states turned to
the World Bank for access to linkage-free capital, only to experience IMF style
conditionality as well. The World Bank adjusted its policies after many internal
reports had concluded that ‘‘poor outcomes of Bank projects, particularly in the
agriculture sector, has been due to inappropriate overall economic policies that
thwarted even the best designed projects.’’15 Following the lead established by
the IMF, the Bank proceeded to develop mechanisms that increased Bank author-
ity and policy influence in target states under the assumption that greater Bank
control meant greater chances for success.16

Due to this shift in emphasis, the 1980s saw the evolution of what Pollin
calls a ‘‘Creditor Cartel.’’ The IMF, World Bank, and private banking institutions
all acted to insure that borrowing states were following IMF prescriptions. The
IMF became the stepping stone or gatekeeper for additional funding from other
sources. ‘‘The fund’s power does not depend on its net lending. . . . It arises
because a highly conditional agreement with the fund is a pre-condition for a
Bank SAP, a Paris club debt re-scheduling and enhanced bilateral assistance.’’17

A positive rating from the IMF can open the door to much needed foreign ex-
change and investment in the local economy. Whereas a negative or noncompliant
rating could be detrimental to the economic future of any developing nation that
was dependent on that foreign capital. Thus, the IMF became the de facto arbiter
of foreign investment and external development assistance in African states who
entered the SAR. As a lender of last resort and now as a lender of choice, the
IMF had the ability to pick and choose who to help and at what expense to the
sovereign nation.

This new strategy of increased IFI influence and expanded authority over
the design and impact of economic programs was adopted for a variety of politi-
cal, economic, and ideological reasons. First, foreign investors (private banks
and companies) were reluctant to lend capital due to the economic failures (per-
ceived and real) in the 1970s. Second, the IMF and other lending agencies in-
creasingly felt that short-term loans at relatively high interest rates would not
provide the long-term basis for economic stability, so they demanded more struc-
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tural remedies to accompany monetary assistance. Third, Afro-Marxism was
showing signs of strain in the 1980s and politicians in the First World saw a
good opportunity to promote capitalist development, undermining Socialist-
Marxist doctrine and the regimes that espoused it (Angola, Ethiopia, Mozam-
bique, Congo, Benin, and Tanzania). Fourth, the 1980s saw a resurgence of ortho-
dox neoliberalism emerge in several key states (United States, United Kingdom,
Germany) ushering in a more economically conservative climate that was reflex-
ively imposed on most IFIs. Finally, resources from alternative sources (i.e., Sec-
ond World) were drying up and thus the West became the only secure bankroll
for short-term African development and hence political survival. Consequently,
the international community surmised that Africa’s economic problems were
structural (i.e., statist-ideological) and that political opportunities were ripe for
capitalist reform.

The influence of the IFIs on many African regimes was unquestionable.
Several African states were increasingly dependent on the IFIs for support and
financial backing (Ivory Coast, Mauritania, Congo, and Mozambique). IFIs en-
joyed access to local leaders, conducted policy dialogues, and provided the assis-
tance needed to establish the initial foundation for change. Realistically, countries
had no choice but to accept the new nature of funding with its underlying condi-
tions. In the face of such intense criticism, the IMF argued, that ‘‘the decision
to approach the fund for help is a sovereign decision of the member and cannot
be taken for granted.’’18 But how sovereign is such a decision when the fund is
the only source of financial backing and plays the decisive role in an increasingly
collusive credit/corporate system serving as the gatekeeper to capital, TNC in-
vestment, and ultimately expanded trade?

As the SAR took hold and the ideological vigor of Afro-Marxism and its
second world supporters faded, neoliberalism reigned supreme. IFIs and their
Western governmental sponsors saw themselves as both victors and vindicated
in the great ideological tug-of-war with communism. Consequently, advocacy
of free markets, decreasing statism, increased privatization, and democratization
became basic lessons of the collapse of Communism. Almost by fiat, political
and economic leaders embraced the rather simplistic notion that not only was
Communism defeated but capitalism was vindicated and in fact ‘‘proven’’ to be
right and universally applicable. Therefore, economic and later political condi-
tionalities became de facto ‘‘right and necessary’’ and part of the West’s unchal-
lenged answer to development.

III. STRUCTURAL ADJUSTMENT LEGACY

Despite the IFI’s strong-arm tactics and the infusion of much needed foreign
exchange into the political economy of Africa, the 29 states that adopted SAPs
have had a largely negative experience with adjustment.19 During the initial stages
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of adjustment in the late 1970s, the annual mean rate of growth in per capita
income in Africa was 0.8%; from 1980 to 1989 this dropped to �2.2%.20 Africa’s
total debt, which was $55 billion in 1980, almost tripled to $160 billion in 1992
with an average debt service ratio of 25%.21 By 1990, Africa’s external debt as
a percentage of GDP averaged between 60% to 80% with Mozambique, Tanza-
nia, Ivory Coast, Mauritania, and Zambia saddled with at least 250%.22 In the
1980s the average commodity prices for manufactured goods was the lowest this
century with 25% of Africa’s purchasing power lost.

Africa’s dismal performance continued into the 1990s, and ‘‘though it had
been hoped that Africa’s economic performance would show improvements be-
ginning in the early 1990s, economic growth in the 1992–1993 biennium re-
mained lackluster.’’23 By 1994, there was still no visible sign of economic recov-
ery or significant improvement in the standards of living which fell through the
1980s.24 This decline continued on all fronts into 1995 as Africa was gripped by
a steadily declining share of world economic production coupled with population
growth rates twice the global average.25 In the 1990s the debt service ratio for
African states rose to 40%.26 Foreign investment lagged behind IFI projected
levels, and both the agricultural and manufacturing sectors have contracted
throughout the decade (1990–1996).

There is no evidence that the performance of low-income countries in terms
of balance of payments, growth, inflation, savings, and investment was any better
for countries with Fund programs than those without.27 In a study of adjustment
experience in 1980–1981, the Fund admitted that only a minority of countries
in Africa had met their targets. Only five countries out of 23 reached their growth
targets, 13 out of 28 reached their inflation targets and 11 out of 28 reached their
trade targets.28 Further, in 1980 and 1982 there was a significant increase in the
number of SAPs in Africa that were breaking down in their first year, from 36%
to 58%.29

In two recent studies done by Sayre Schatz, data show that this trend has
continued through the 1990s. Both analyses argue that those with and without
fund programs have no appreciable differences in economic performance. And
these studies further show that promised economic growth did not materialize
for those who embraced SAPs. Schatz argues that ‘‘it is appropriate to say that
no relationship was shown between fiscal reform and economic growth.’’30

In the halls of corporate and state power, it was widely believed that the
solution to Africa’s crises rested in the market. Therefore SAPs in Africa have
‘‘generally involved a set of policy reforms to maximize reliance upon markets
in domestic and external trade and capital flows, minimize the governments inter-
ventionist role; by reducing public ownership, subsidies and regulation, and im-
prove the state’s efficiency in allocating and using resources.’’31 Such a neoliberal
approach was intended to open markets to free competition and strengthen the
African economic structure bringing with it much needed private capital invest-
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ment, growth, and inevitably development across the board. But the SAPs only
served a self-fulfilling purpose. Donors and the IFIs concerned about their invest-
ments and past development failures hoped that through effective conditionality,
structural changes would take place and subsequently African economies would
provide a return on their costly investments. Yet, First World investment did not
materialize.

Commercial investment declined as the need for strategic minerals and
other like products in Africa dissipated with the end of the cold war coupled with
the development of alternative sources elsewhere. In addition, the opening of the
Asian and Eastern European markets in the wake of Communism’s collapse,
decreased Africa’s bargaining power further. In 1992, investment in the continent
totaled $500 million, or less than 2% of total investment in the Third World.32

In fact, investment in Africa declined over the past two decades for reasons men-
tioned above as well as TNC concerns regarding political stability and economic
commitment to capitalism and adjustment reforms. Essentially, the promised re-
turn on Africa’s ‘‘investment’’ in the SAR has not materialized further undermin-
ing the adjustment process.

While primary criticism of the SAR came from African leaders and schol-
ars, the United Nations Economic Commission for Africa (UNECA) grappled
with the problem trying to explain the downward trend. UNECA examined all of
the facets of Africa’s economic position and concluded that the common Western
rationale for poor performance including political instability, ethnic conflicts,
hostile economic investment climate, and climatic catastrophe in agriculture (in
other words, indigenous events and trends) simply did not explain the economic
performance of the continent.33 The UNECA along with several other African
and non-African critics place a great deal of the blame on the SAR. The UNECA
report of April 1994 states, ‘‘Despite several years of implementing SAPs, most
African countries are yet to outgrow the narrow confines of inherited colonial
economic structures or to diversify their economies beyond the groundnuts, cof-
fee, cocoa-based system of monoculture.’’34 Economic indicators show that even
the most basic goal of the adjustment programs to set up a free market that pro-
duces incentives for the accumulation of capital and the best allocation of re-
sources has yet to be achieved.35

In addition, the political and social ramifications were not lost on the
UNECA study as concerns were raised regarding the impact of poor growth
and economic contraction on African political systems and culture. As the
March 1995 UNECA report states,

The fact is that most of the African countries have yet to take even the first
faltering steps in the transition towards a modern industrial and technological
society. They have remained essentially the fragmented mini-states they were
when they achieved political independence, increasingly incapacitated and
unable to sustain even a modicum of modern institutions and consistent gov-
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ernment policies, not to talk of the lack of an overall enabling environment
for development.36

Africa’s economic decline and experience with the SAPs is well docu-
mented. Much of the past political and scholarly debate centered around two
fundamentally different conceptions of responsibility underlining the philosophi-
cal and political differences between Africa and the West. The neoliberal, West-
ern argument is that local regimes failed to adequately embrace the SAR. IFIs
and the G10 contend that Africa’s poor results reflect the indigenous problems
and mistakes made by African regimes. They contend that local factors must
account for the failure as IFIs continue to insist that only the consistent, long-
term application of SAPs will work. As part of this argument, a few so-called
success stories are offered up, especially Ghana, to vindicate this argument. In
addition, when marginal signs of economic growth are identified, they are offered
as proof of the righteousness of SAPs and the need for continued application.

Technically, IFIs are partially correct in their criticism of African imple-
mentation. With empty coffers and limited financial support to back the drastic
changes sanctioned by the IFIs and donors, many African regimes have failed
to fully implement conditionality programs.37 Also, several African regimes
mired in corruption-ridden systems (Nigeria) or outright kleptocracies (Zaire)
have served to work against the goals of the SAR through their own mismanage-
ment. However, blaming Africa for a failure to ‘‘try hard enough’’ misses the
larger issue, which is that the very limitations that inhibit regimes from fully
adopting SAPs are complex and interconnected and not merely a product of one
artificially demarcated area (domestic) over another (international).

The second viewpoint which comes from Africanists and many African
regimes argues that SAPs failed in terms of program conceptualization and the
values and assumptions inherent in the neoliberal model of development. Many
contend that the root of the problem lies in the inherent Western centric concepts
of ‘‘development,’’ ‘‘market,’’ and ‘‘progress’’ so embedded in the logic of capi-
talism. These critics maintain that it is nearly accepted as scientific fact and an
article of faith that capitalism, modernization, and development are synonymous
and that such policies that promote the market are inherently positive even if
success is not readily apparent.38 They contend that Western models of industrial
development are predicated on uniquely Western political and social experiences
that took place in a fundamentally different international system. In addition, this
view contends that a mythology of laissez-faire state involvement that has gained
credence in the West is largely untrue. They point to the nurturing and outright
partnership between 19th and 20th century state governments and private industry
designed to promote and encourage indigenous economic growth.

These two orthodox views have been challenged in recent years both within
the IFI and African political community and among scholars themselves. More
moderate and balanced views have emerged within the World Bank and among
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African leaders as blame and ideology has given way to pragmatism and problem
solving. Recent World Bank reports have shown a more moderate wing of the
IFI community willing to accept the shared responsibility of failure while Afri-
canists have shunned some of the more leftist rhetoric of years past for a more
pragmatic problem-solving approach.39

This has opened up the dialogue to include heretofore underrepresented
perspectives including the potential of NGO-state partnerships based on local
projects aimed at sustainable development. While the exact nature of NGO-state
relations is ambiguous and potentially combative (IFI-state relations) the argu-
ment rests on the assumption that by developing locally defined goals and explor-
ing ways that NGOs and states can work together to satisfy them, true develop-
mental progress can be made.40 This argument is particularly persuasive when
examined at the grassroots level, where community development and empow-
erment are fostered by NGO work in selected states. This builds on the more
pragmatic voices emerging in both the IFI and African communities.

IV. POLITICS OF ADJUSTMENT

With the collapse of the Soviet Union and the democratic reforms in Eastern
Europe and Latin America, IFIs and their Western donors placed increasing em-
phasis on political liberalization. While political reform has always been a rhetori-
cal demand of Western states, it was usually sacrificed on the altar of bipolarity
and cold war power politics. Some African leaders were particularly adept at
playing to the fears of Western states in order to maintain a degree of political
integrity from Western interference.41 This situation is no more. Africa has faded
as a cold war battleground to combine with its decreasing importance in the
international division of labor.42 Thus Africa is faced with the unenviable position
of reversing an endless spiral of underdevelopment and economic decline in an
era of increasing marginalization and intensifying pressures for political liberal-
ization.

The end of the 1980s saw a new push directed at reforming the political
arena to better accommodate development. Part of this grew out of the conserva-
tive, neoliberal resurgence in the West as the virtues of ‘‘democratic capitalism’’
were increasingly voiced in Washington, London, and elsewhere. The central
precept was and is that capitalism and political liberalization are mutually rein-
forcing processes and indeed linked together such that changes in one must natu-
rally coincide with reform in the other.43

This approach among the IFIs and Western donor states evolved into an
assumed precondition for capital and investment. For IFIs the process was clear:
‘‘economic liberalization creates sustained growth, growth produces winners as
well as losers, winners will organize to defend their newfound welfare and create
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sociopolitical coalitions to support continued economic reform.’’44 Good gover-
nance or political conditionality as it’s referred to, was highlighted by the World
Bank in its report Sub-Saharan Africa: from Crisis to Sustainable Growth, in
which it stressed the importance of good governance as a key lesson of the adjust-
ment process.45 It is our assessment, and the conclusion of many scholars who
criticize the SAR, that this supposed lesson of the adjustment era fundamentally
undermines the entire developmental process and the credibility of the IFIs. Es-
sentially, the inherent conflict of interest that political reform and economic re-
structuring pose for a developing nation-state, can cause the balancing of both
measures for a preference for the status quo that benefits primarily IFIs and TNCs.
In addition, there is no guarantee that political liberalization leads to new ac-
tors predisposed toward either democratic development or sustained economic
growth.

The neoliberals downplay or omit large dimensions of political economy
that go to the heart of development in Africa and indeed throughout the Third
World.46 This inevitably leads IFIs to base their policies and approaches on their
own flawed and alien sociopolitical assumptions. The ramifications of not fac-
toring in the political process or the role of the state in the developmental ap-
proach can be disastrous. There is a need for a clearly defined role for the state
within the economic sphere. In a young economic market with little free-flowing
capital, the state can be instrumental in effectively operating and assisting the
market in its growth and management. But IFIs, following neoliberal thinking,
ensure that the state is distanced from the economic markets and limited in its
powers of control or persuasion. Such policies ignore the need for embryonic
African states to take responsibility in the developmental capitalist process. The
lessons of development from the NICs, Japan, and even to some extent the West-
ern world, clearly indicate the need for a strong apparatus that can lay the neces-
sary foundation for the growth and the continued perseverance of capitalism. As
Barnet and Cavanagh point out, ‘‘So far only those developing countries with
governments strong enough to set their own priorities have succeeded in becom-
ing industrial nations.’’47

This continued denial of a state role within the African economy is based
on the neoliberal bias against the state that has gained such credence in the wave
of recession, failed domestic social policies, and flourishing corporate power
since the 1970s. Neoliberals increasingly downplay the potential for supportive
partnership arrangements between state and market.48 The examples of successful
state roles in the economy are voluminous (China, Japan, South Korea, Taiwan,
parts of Europe, and North America). But why is it that in Africa the state is
limited in the role it is allowed to play? IFIs indicate that the political instability
of African regimes and their institutions requires a de-linking of the two struc-
tures. But what is to suggest that a young market can survive in a highly competi-
tive international arena without any guidance and assistance by the government?
As Callaghy points out:
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Ultimately, it is not just a question of finding the ‘‘precarious balance’’ be-
tween state and market or state and society, but rather searching for the pre-
carious trialectic between state, market and the international arena. Such a
precarious trialectic can be very difficult to achieve, however, as domestic
politics and the international arena have a habit of presenting new and unex-
pected challenges for African rulers.49

Arguably, the establishment of market principles in Africa would need all
the support of the government to provide political stability and legitimacy as well
as a partial shield for the domestic market from the domination of the interna-
tional sector. However, the reflex-like neoliberal fear of the state underlies a funda-
mentally paternalistic Western assumption that African governments do not have
the administrative capacity, leadership sophistication, or self-discipline to solve
complex economic and political problems.50 Consequently, IFIs see political liber-
alization as a necessary ‘‘growth step’’ in order for SAPs to succeed. Yet, as Manor
eloquently points out, ‘‘It makes one wonder whether the tendency of some neo-
liberals to exclude things political from their analyses is not intended to distract
attention from the inconveniently draconian implication of their prescriptions.’’51

The neoliberal approach further argues that it is precisely previous state
intervention that accounts for Africa’s deep economic crisis. For example,
conservative/orthodox elements in the World Bank are adamant in their ‘‘view
that the chief cause of Africa’s problems lies in the market distortions that have
been generated by internal political forces using state policies to serve their own
short term interests.’’52 But such classic neoliberal thinking is criticized by Robert
H. Bates, who concedes ‘‘some validity in the neo-liberal view that political
activity imposes economic costs upon society, but this idea so dominates the
analysis that it obscures deeper political questions.’’53 What is the role of the
state? Can neoliberalism provide the answers to the political questions that it
ignores? What is the proper role of the state vis-à-vis both international and do-
mestic NGOs? The focus on the economic sphere is a fundamental part of IFI
development analysis, yet the underlying political equation is nonchalantly ig-
nored. As Bates remarks, neoliberals display, in their theories, ‘‘their disinclina-
tion to engage in serious analysis of things beyond their narrow economic con-
cerns.’’54 Charles Harvey further ‘‘calls attention to the compelling array of
political difficulties which assail attempts by African states to implement struc-
tural adjustment programs and which the neo-liberals tend to ignore.’’55 This
continued disregard of the political implications of their economic policies only
clarifies the fundamental problem with neoliberalism, which is that policy pre-
scriptions are often highly specific and artificially compartmentalized thus ignor-
ing the realities of political economy in an international context.

Not only has the conditionality attached to the aid and financing increased
but the introduction of the concept of good governance and political reforms has
only further exposed the shortcomings of the neoliberal approach. The SAR has
served to increase political tension and decay thus creating a very real and stark
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contradiction. Miles Kahler, writing about Cameroon, labeled this contradiction
as the ‘‘orthodox paradox’’: ‘‘the expectation that governments will implement
reform programs that undermine the foundations of their political support and
that a capable state is necessary to implement a neo-classical strategy of economic
adjustment.’’56 The application of SAPs has proven to be politically problematic
and their impact seems to increase (and not decrease) the need for a stronger
state at the helm of government and the economy.

The example of Ghana is illustrative here. Ghana is consistently offered
as the IFI/World Bank success story and proof of the viability of SAPs.57 Ironi-
cally, Ghana has managed to see some strong economic growth of late and devel-
opmental achievements under the lengthy and quasi-authoritarian tutelage of
Jerry Rawlings. This is the same Jerry Rawlings who was branded a leftist by
the West, undermined by the Western intelligence agencies, and castigated for
his strong statist bias during his first tenure as ruler of Ghana. Arguably, Ghana’s
success can be attributed as much to his authoritarianism in the midst of signifi-
cant political and economic reform as to the strength of adjustment policies. The
contradiction of using Ghana as the prime example with the neoliberal arguments
regarding political and economic liberalization is stark.

The tension between committed reformers and those resistant to the reform
process has been extreme. The apparent belief that governments will implement
reform programs that will jeopardize their political existence seems to be an ac-
ceptable cost for the IFIs even though logic dictates that this reality will only
serve to decrease the chances for success.58 Most politicians understand the need
for economic development, albeit defined in different terms, yet the immediacy
of political realities (i.e., coalition building, ethnic balancing, bureaucratic inertia,
and the like) often pushes developmental decisions to the background (witness
Nigeria and Zambia). It is not the intention or the desire of African regimes to
become increasingly dependent on the IFIs and Western donors, but political
conditionality has only increased their dependence on external actors asking for
widespread reform in exchange for limited concessions.

Can political and economic liberalization coexist? Can Africa pioneer suc-
cessful changes in its economies and political systems? One area that has drawn
IFI attention and perhaps has the seeds of answers to these questions has been
the agricultural sector. IFIs have promoted economic reforms that would benefit
the agricultural industry hoping that success would prompt the creation of an
agricultural elite sparking political constituencies that would champion their own
interests. The World Bank’s focus on agriculture was evident in the Berg Report
in which it stressed that ‘‘agricultural output is the single most important determi-
nant of overall economic growth’’ and attributed it as ‘‘the principal factor under-
lying the poor economic performance of the countries of the region.’’59 Conse-
quently, IFI policies hoped to foster the creation of an agricultural elite that would
take the political challenge, protect their interests, and subsequently, under the
capitalist credo, reap political as well as economic benefits.
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However, once again, a lack of understanding of agricultural interests and
their various political, social, and ethnic cleavages left the political empowerment
of agricultural constituencies unrealized.60 African farmers have been unable to
form any significant interest groups or effectively challenge the political struc-
ture.61 Within the majority of Africa the political impact of agrarian societies is
limited due to the ‘‘very high transaction costs (e.g., to peasants in the rural areas)
that prevent certain constituencies from mobilizing to support a government that
has embarked on significant reforms to help agriculture.’’62 Robert H. Bates di-
vides the blame for the political weakness of the agrarian producers between the
African state and its urban bias and the ‘‘atomistic’’ and isolated nature of rural
producers.63

Overall, the success of these agricultural policies, aimed at increasing the
output of the economies and catering toward what the World Bank feels is the
comparative advantage of the African economies in the commodity markets, has
failed. The IFIs placed incredible importance on the need for higher prices for
agricultural products which in turn would stimulate long-term agricultural growth.
But Africa’s collective experience brought about ‘‘universal agreement that non-
price factors such as inadequate infrastructure, lack of availability of key inputs
such as irrigation or fertilizers, and unproductive research and extension services
are significant constraints on supply.’’64 The increased incomes of the farmers, a
direct result of the increase in production prices, had a limited impact since con-
sumer product development and availability did not keep pace.65 In addition, West-
ern agricultural products heavily subsidized by their governments are routinely
dumped on the world market undercutting local producers, artificially lowering the
market value and flooding local African markets with cheaper alternatives.

Overall, the IFIs focus on increasing commodity prices worldwide has not
achieved the desired results.66 African governments find it increasingly difficult
to offer higher prices to stimulate production growth. Critics of the World Bank’s
policies had ‘‘warned against the fallacy of composition in the [Bank’s] prescrip-
tions: the argument that what is good for one country acting individually is not
necessary beneficial if a number of countries simultaneously pursue the same
policy.’’67 Masterminded by the World Bank, output across the world has risen
while the consumption is unable to keep pace. This basic misconception chal-
lenges the sociopolitical culture of the World Bank, the neoliberal approach that
advocates standardized policies for all nations and highlights the needs for a new
approach that realizes the impact such fundamentally flawed policies can have
on Africa’s political economy.

V. THE SAR AND THE FAILURE OF NEOLIBERALISM

Fundamentally, African governments in the SAR are now required to balance
competing international and domestic forces like no other states on Earth. They
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are required ‘‘to live up both to people’s expectations, raised by old and new
populist policies, and to IMF conditionalities—at the same time!’’68 Political
reforms are being used as criteria for the continued aid or assistance from the
IFIs and the donor community. The blanket application of this policy disregards
the dilemma ‘‘that sound economic policy is inconsistent with consolidating the
political legitimacy, particularly of countries in the process of transforming disin-
tegrating dictatorships into some kind of pluralist democracies.’’69 The crisis in
development is a clear indication of a political crises of the sovereign nation-
state. Neo-liberal theory advocates a limited role for the state yet, the application
of its policies that have grave economic and political ramifications presupposes
a strong state that can face the resolve of its people. The introduction of political
reforms that question the legitimacy of the very government that is responsible
for the economic reforms is a clear formula for political instability. Concomi-
tantly, IFI policies incite the nationalistic feelings of the indigenous people by
introducing reforms that are ethno-centric, foreign and have an immediate nega-
tive impact on their economic prosperity while questioning the credibility and
legitimacy of the government in power that attempts to enforce their reform pack-
ages. Are the IFIs not undermining their own success?

Let’s disregard the nature of the political regimes in Africa and their relative
desire for political liberalization. The underlying assumption of IFI policy is that
intrusive, exploitative authoritarianism in Africa caused its economic decline and
only economic restructuring and political liberalization will alleviate it. This ex-
tension of neoliberal economic logic is further based on the presupposition that
the African state is homogenous and autonomous from other internal and external
actors as well as formally in control of the mechanisms of power, i.e., it is a
sovereign state in the Western-centric model. As Herbst points out, these theories

cannot make a substantive contribution to the demarcation of the African
state because these theories are . . . incapable of taking account of African
realities. Only an eclectic mix of guidelines which are grounded in the reali-
ties of how the economy and the state actually work . . . will usefully suggest
what the state should do for whom.70

Therefore, IFIs need to reexamine the nature and role of the state in the
African political and social context and in the international environment. This
involves a fundamental reworking of development theory along with theories of
state sovereignty already providing fruitful results.71 Before a constructive ap-
proach can be deployed in Africa, the role of the state needs to be redefined
within this political and economic climate. Also, NGO-state-market relationships
need explication based on the assumption that economic development is part of
a planned partnership between these groups and forces and not a competitive,
artificial division between them. As Bienfeld points out in his analysis of the
African crisis with adjustment, IFI ‘‘policy prescriptions do not inspire confi-
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dence. Not only are the policies that are now proposed as solutions for Africa
essentially the same policies that have led to the present debacle, but they also
contain internal contradictions which undermine their plausibility and reveal fatal
flaws in the underlying analysis.’’72

The continued failure of SAPs stresses the need to reform those policies and
shift our focus and assumptions to actors that may be crucial in the developmental
process. For example, the role of tribes in Africa has been downplayed and ig-
nored in the Western developmental model. For centuries tribes have been an
integral part of African society and culture. They have enjoyed power, prestige,
and the respect of their followers and the recognition of their counterparts. ‘‘In
the absence of strong nation-states and national political structures, the tribe may
be an effective intermediary association providing services and brokering rela-
tions between the individual, family or clan and the national government.’’73 In
the SAR, the role of the indigenous people is relegated to spectators or, more
accurately, individualized consumers. The inclusion and extended empowerment
of these groups may add credibility to the developmental process and help to
develop more indigenous, grassroots solutions to local economic issues. In the
face of constant criticism and rejection, IFIs need to abandon their ethnocentric
policy domination and consider the implication their sociopolitical culture has
on the developmental process.74 Vrajenda Raj Mehta unequivocally rejects the
conceptualization of a single and universal pattern of development. He suggests
an ‘‘indigenous process of change attuned to the needs of individual societies:
A welcome process of social change in all societies is a process towards increas-
ing self-awareness in terms of certain normatively-defined goals in each case,
and that the direction of the process and the definition of ends is largely defined
by the society’s own distinct history and the way of life.’’75

Wiarda goes on to argue:

Hence, we need to see local indigenous institutions not necessarily as dys-
functional or doomed to history’s ash cans but frequently as viable and neces-
sary in the society we are studying, as filters and winnowers of the modern-
ization process, as agencies of transition between traditional and modern,
and as a means for reconciling and blending the global with the indigenous,
the nationalist with the international.76

Therefore IFIs need to Africanize their agenda and minimize their own sociopolit-
ical culture that is breaking down IFI policy prescriptions and severely affecting
the future development of Africa.

In an attempt to provide more complex and indigenous plans for economic
reform and increase the true dialogue between IFIs and African regimes, the
United Nations Economic Commission for Africa (UNECA) has created an alter-
native framework to SAPs.77 Their document, African Alternative Framework to
SAPs (AAF-SAP), was created in an effort to counter the IFIs prescriptions.78
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The functionalist attitude of the ECA which gathers its policy advisors from all
over Africa is criticized as vague and too conservative in some respects, yet it
still attempts to bridge the gap between orthodox viewpoints on both sides and
therefore fits within a more pragmatic school of thought.

The ECA contends that the ‘‘center of the alternative framework is the
human dimension,’’ something the World Bank has ignored till recently.79 The
three major characteristics of the framework directly counter the approaches ad-
vocated by the neoliberal school of thought. First, the framework is not univer-
sally applicable. Rather the ECA’s framework relies on the individual characteris-
tics of the respective countries and their peculiarities. The goal is to design
country-specific programs selecting appropriate policy instruments. Second, ‘‘as
a human-centered framework, [the framework] implies full democratization of
all aspects of economic and social activities and in all stages from decision-
making to implementation.’’80 Finally, in line with the past emphasis on economic
unity and integration, the framework advocates intercountry cooperation and co-
ordination of developmental policies and adjustment programs aimed at trans-
forming the economies.81

Unfortunately, the differences between the ECA and the IFIs continue. Can
there be a compromise in their policies? Will the IFIs consider the ECA a partner
in the process toward the development of Africa or will the ECA continue to
search for credibility and legitimacy within international financial circles? As the
failure of SAPs becomes clear in Africa, the role of the ECA as an agency repre-
senting the interests of Africans from a neutral standing becomes increasingly
important. The IFIs need to establish a working relationship between all parties;
the states, the ECA and other NGOs, and the people that will bear the brunt of
their changes. A better-coordinated approach with increased input will help in
the creation of realistic policy prescriptions that could be more effective and
create the foundation for growth and sustained development. They ‘‘must find a
proper balance between global, holistic and interdisciplinary approaches on the
one hand, and studies on economic sectors, individual countries and particular
issues on the other hand.’’82

VI. CONCLUSION

‘‘There can be no instantaneity, no quick fix. Our friends from the West often
forget that true democracy became a reality in most of their countries only re-
cently. A holier-than-thou attitude with harsh conditionalities will only abort the
process.’’83 SAPs have failed for a variety of reasons. Despite debates about spe-
cific policies and unique examples and conditions, it can be argued that the SAR
was doomed from the very outset due to its sociopolitical culture, flawed neolib-
eral approach, and the undermining effects of linking political and economic liber-
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alism. Amidst this reality, external support from donors and the IFIs has been
limited and well below the required amount to sustain SAPs. Further, the interna-
tional climate is not very forgiving. In an age where the neoliberal approach is
basking in its hegemony, as evidenced by the lack of a contradictory approach,
Africa is hostage to its worst excesses while facing increasing marginalization.

By critiquing the double barrel approach of political and economic liberal-
ization, it is not our intention to discount the values of democracy, good gover-
nance, or political responsibility. Africa and its people can benefit from the imple-
mentation of such values within their own distinct sociocultural framework. Our
argument is that by linking economic reforms with political liberalization, IFIs
are undermining the very goals they purport to embrace. Democracy is not for
the faint of heart and if competing pressures are not properly balanced, polariza-
tion and conflict will surely result. African countries need to decide their own
priorities and fashion strategies that are mutually reinforcing of both political
and economic development goals. This may involve concurrent reform strategies
or perhaps more the promotion of one over the other. That decision is certainly
best left to local decision makers.

Through a balanced analysis of the effects of conditionality, one must ac-
cept that a change in policy assumptions and prescriptions is in order. The need
for economic development is still necessary. But the persistent linking of both
political and economic reforms has to be questioned. ‘‘Any justification of demo-
cratic regimes that relies on their development capabilities is at best weak . . .
assertions by external factors to the effect that economic liberalization requires
political liberalization ring more than a little hollow.’’84 External actors need to
understand the constraints on Africa better and realize the impact of these hollow
restrictions. They also need to examine and ultimately embrace the unique part-
nerships that must evolve among NGOs, state governments, and IFI/TNC entities
based on mutual responsibility and pragmatism. If a new understanding on the
part of IFIs is not achieved and a new dialogue is not developed, then marginaliza-
tion, political decay, and social upheaval will prevail. The responsibility for that
phase in Africa’s development will most surely be a shared one.
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Mechanisms for Labor Harmony
Dispute Resolution in the Industrial
Courts of Kenya and Zambia

Miriam K. Mills
New Jersey Institute of Technology, Newark, New Jersey

I. OVERVIEW AND INTRODUCTION

This paper derives from a visit to Nairobi, Kenya, and Lusaka, Zambia, which
included unions, the industrial courts, the judges of the courts, and material pro-
vided to me by the parties.

A. Kenya

In Kenya, the trade unions, as opposed to the craft unions, are organized on an
industrial basis. There are at present 55 (15 employers’ and 40 employees’) regis-
tered trade unions in the country. All the employees’ trade unions, with the excep-
tion of the Kenya National Union of Teachers and the Kenya Civil Servants,
are affiliated to the Central Organisation of Trade Unions (Kenya)—COTU(K).
Employers have also formed their own groups in the various industries and the
majority of them are affiliated with or are members of the Federation of Kenya
Employers (FKE).

Slightly more than half of the population is under the age of 16. Only
1 million persons out of 14 million are wage earners in Kenya. The 1979–83
Government Development Plan envisaged that the private sector would create
about 50,000 new jobs every year. It is a major goal of the Kenya government
to maintain the long-term growth and development of the nation. A serious im-
pediment to productivity is, however, the high birth rate of the nation which tends
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to undercut any increases in national growth. Yet labor peace is considered a
vital force at least in maintaining national growth. As Judge Saeed Cockar wrote:

About four hundred thousand young boys and girls take the formal CPE
exam and how many of them are going to go to secondary schools? I think
no more than about 40 to 60 thousand, not more than that. The others will
have to fend for themselves and in a couple of years they will be adults and
they will be looking for jobs and they will swell the labor market. So we
have to take all these harsh realities into account when we are talking in
terms of industrial relations (Cockar 1985).

The Industrial Court in Kenya is the final arbiter of all disputes, those deal-
ing with both contract formulation and interpretation.

B. Zambia

The situation in Zambia differs in certain respects. The Zambian economy is
characterized by a comparatively high level of economic advancement. Net an-
nual income per head was US $300 a year—a high figure compared to the major-
ity of developing countries. The proportion of people employed for wages and
salaries (over a quarter of the total population if their families are included) is
also high compared to most African countries. Net investment (including changes
in stocks) was about a quarter of the gross national income—a high rate by
international standards—and Zambia also has one of the highest rates of educa-
tional expenditure per head in Africa. The main reason for this was the incomes
generated by the copper industry; in 1967, sales of copper counted for 45% of
the total national income and 90% of the country’s export earnings (Olsson 1980).

However, this copper-based prosperity is likely to be short-lived. The price
of copper has been depressed and in the developed nations synthetics and other
alternatives tend to preempt the need for the natural mineral. Embassy officials
report that the cost of extraction exceeds the price received but the extractions
continue so as to bring in foreign currency.

Zambia had since 1969 become a relatively poor country due largely to
external circumstances including the world recession, falling copper prices, and
world inflation. However, a very wide gap has developed between the standard
of living of the urban Zambian employees (in the mining sector as well as in
public administration) on the one hand and the Zambian villagers on the other.
It is estimated that the approximate annual earnings had risen by 3% in real
terms for the peasant farmer. In the halycon copper days, mine workers saw 35%
increases.

Some ILO observers have reported there is little incentive for personal
performance since the wages or salaries are paid on a fixed monthly basis (ILO
1969:8).
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II. GOING TO COURT

Sybill Bedford (1961) spoke about the symbolic impact of physical structure of
perceptions of justice. The Industrial Court in both Kenya and Zambia are impos-
ing and somewhat intimidating entities. As such they represent the final hope of
the parties for an equitable resolution of their differences. There is no appeal to
the decisions of the Judge of the Court in either country.

The cases are heard in a traditional courtroom. In Kenya, the court estab-
lished in 1964 is located in the Social Security Building, a center of public admin-
istration. The Industrial Court in Zambia is a free-standing modern, dignified
building. The judges are addressed as My Lord or My Lady, as the case may be,
and the proceedings go forward carefully and deliberately at an almost stately
pace. The courts exemplify the goals of the respective governments.

Rather than have a test of strength between the employers and the workers
bringing about a direct confrontation between them with undesirable conse-
quences to both sides, they should take their problems to a forum in which
they all have confidence and which is expected to be objective in its delibera-
tions and to hand out impartial awards. After all, the parties desire a fair settle-
ment and rather than getting it through direct action, it is preferable to obtain
it through arbitration. The parties to industrial disputes in Kenya somehow
appreciate this and there is a threat of strike on the part of the workers only when
an employer in a non-essential service is trying to delay or avoid submitting the
disputes to the jurisdiction of the Industrial Court (Cockar 1981:8).

In the absence of an official wages and incomes policy, it is up to the
Industrial Court to ensure that the national interest be given maximum consider-
ation. It was this national interest that persuaded the government to create a sys-
tem for the parties to resolve their differences through the medium of reason. As
the Industrial Court is the final arbiter of all trade disputes in the country, it is
taken very seriously by the parties.

A. The Judge of the Kenya Industrial Court

Judge Saeed Cockar represents the most significant force in maintaining industrial
harmony in Kenya. As the court of last appeal, his own nature and personality
have molded the system. In discussions with unions and embassy officials prior
to the meeting with Judge Cockar, I was struck by the high esteem in which he
was held by all who knew him.

Judge Cockar stressed the desirability of disputes being resolved at the
work site. However, such is the respect with which the court is viewed, that many
individuals will be willing to wait great lengths of time in order to have him
resolve their disputes.
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The Kenya Court has served as a prototype for the African continent. In
fact, the Industrial Court of Zambia was modeled on the Kenya experience. Judge
Cockar indicated that his own experience derived from studies of the British,
Australian, and Indian application. He informed me that the oldest Industrial
Court had been established in Australia in 1986.

That court, similar to the Kenya Court, dealt with both rights and interests
arbitration. Judge Cockar indicated that one of his major responsibilities is deal-
ing with total economic packages. Engaging economists to do reports and analy-
ses assists the judge in making his decisions which are final and binding on the
parties and from which there is no appeal.

When queried as to his view of the American approach of having individual
arbitrators make final and binding decisions, he seemed to suggest that the method
used in Kenya was more congenial to the parties. He said he would rather see
cases heard in settings run by the most rigorous legal standards. Although some
discussion of expedited tribunals had been discussed earlier, this had been re-
jected.

Judge Cockar, working with two assistant judges, has the power to examine
the case and to occasionally advise the parties to reach an amicable agreement.
Since he hears cases for the entire country, this can mean a very significant delay.
Based on my observations and discussions with the unions, the disputants seem
to feel that the wait is warranted.

In the early days, when the Industrial Court was first established the parties
tended to reduce conciliation to a mere formality, but the Court soon put an
end to that mockery of the whole process by castigating the parties for their
perfunctory attitude to this important pre-Industrial Court procedure. Many
a time the Court has come across issues which could and should have been
settled at an earlier stage without having to waste its valuable time (Cockar
1981:29).

Yet despite his admonitions, the parties still prefer to use the Industrial Court
regardless of delays.

When there is dispute on a labor contract, his rulings hold in economic
issues. He insists that the parties disclose their latest positions. Because of this
ultimate power, the result is that many times the parties will rush to the courts and
avoid resolving their own issues. Sometimes their demands will be exorbitant.

He reported with pride on his activities in the coffee industry. The major
industries of Kenya are coffee, tea, and tourism. He said that after 22 years the
coffee workers made only $420 annually. At the same time the employers had
difficulty in filling their vacancies. The employees were so disturbed at the intran-
sigence of management that they went to the State House and the President. The
coffee industry managers complained about the fact that the beans were drying
on the vines. Through the judge’s intervention they were able to increase the
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prices for the workers, but also were able to increase the revenues for manage-
ment. The next agreement went very peacefully. Judge Cockar said he gave prior-
ity to those cases which had the greatest economic impact for the largest number
of people. The road to Industrial Court is not an easy one, however.

The importance of pre–Industrial Court procedures cannot be over-empha-
sized because they play, or should play, a vital role in the settlement of dis-
putes between trade unions and employers. The parties are not allowed to
cut out these procedures and the Industrial Court cannot accept a dispute
unless it is accompanied by a certificate signed by the Labour Commissioner
under 9(9)(e)(f ) stating that the Minister has accepted the report of the trade
dispute and that all available machinery (including statutory machinery) for
the voluntary settlement of disputes prior to reference to the Court has been
exhausted (Cockar 1981:33).

Judge Cockar recognized very clearly the enormous responsibilites faced
by his court. It is necessary for him to make awards that permit the expansion
of an enterprise so that new positions are created. He is also concerned that the
decisions do not result in a redundancy situation wherein employees are laid off.

As a whole, the private sector is more concerned with generating profits
rather than creating jobs. It is therefore the special responsibility of the Industrial
Court to play a significant role in the application of social justice. Because of
the close link between governmental aspirations for increased employment and
productivity, it becomes incumbent on the court to make decisions within the
larger framework of national economic growth. The court works with the realiza-
tion that its decisions are inextricably intertwined with the very lifeblood of the
country.

In considering necessary characteristics of future judges of the Industrial
Court, Judge Cockar feels that not only should that individual be legally trained,
but he should also be an economist and sociologist: ‘‘He should be able to under-
stand and literally feel the pulse of the underprivileged and should be imbued
with the spirit of uplifting the lot of mankind, particularly of the poor’’ (Cockar
1981:147). The weighty responsibility of dealing with cases which in totality
affect the economy of the country calls for major caution and circumspection.

It would almost appear that individual decisions affecting small groups of
employees or subsets of larger industries is a luxury for a developing nation. All
the spokes of the wheel must converge on the fulcrum of national growth and
productivity.

B. Attending the Court Hearing

In attending the court hearing, there was definitely a very strong formal air. Judge
Cockar was addressed as ‘‘My Lord’’ throughout. All stand upon his arrival. He
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sits at an elevated podium with two associates. The case that was heard dealt
with the manager of a diesel generator firm that engaged 50 employees. There
were four grievants, all discharged for a variety of reasons. One of them was
discharged for substandard work. It turned out that he was basically a laborer
who, because of his knowledge of written and spoken English, was assigned to
higher-level tasks without title change or salary change. The judge raised some
very reasonable comments such as that it was really unfair to have a person
working out of title and salary range and nonetheless be penalized for not doing
his task. The judge seemed relatively intrusive. He raised the same kinds of objec-
tions that a U.S. arbitrator would have brought in terms of the proximate cause of
discharge. Because management did not have a strong enough case, they tended to
dredge up issues from the past. They spoke of the fact that this more qualified
laborer was asked to place an order for a special cutter in order to expedite the
task. The employee received his warning for not processing the order quickly.
When confronted with the warning according to management, he ‘‘imperti-
nently’’ crumpled it up, threw it away, and asked, ‘‘What is this?’’ On the basis
of that fairly innocent behavior, he received another warning notice for insubordi-
nation.

Another worker was being let go for having falsified safari allowance re-
ceipts. (‘‘Safari’’ in Swahili means travel, but it has a far more exotic ring.)
Evidently, on the previous day, testimony had been offered about his having had
two receipts for the same day. A related problem was that a management official
had been at that same lodge the following week and was charged only 30 kwashas
for the same accommodations for which the worker claimed 50 kwashas. This
led management to infer that the worker had, in collusion with management,
arranged to pocket the difference. The contract was silent, however, on the issue
of dollar limit for accommodations. Management argued that they were not quar-
reling about the amount of money but rather the apparent falsification of records.
The worker staunchly maintained that he only had one receipt. There was also
some question as to whether the two instances were identical as there was only
a double room available for which the worker had to pay more. More important,
there was no proof of collusion. (This is similar to the famous U.S. case of Anchor
Hines where workers were suspended for falsification of motel receipts and the
union declined to represent them. It later turned out that the motel clerk was the
guilty party and had pocketed the difference. The clerk had charged the workers
one figure but only claimed a lesser amount on his records, which permitted him
to pocket the difference. The key element in that case was that the union had
failed to adequately represent its members.)

The award of the court would not be announced until some weeks later.
Judging by the gentle irony of some of his questions, one could expect that the
grievances would be upheld. Under no circumstances, no matter how apparent
the final decision might be, would a summary award be given. Because of the
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importance of trade disputes as they relate to national economic impact, the court
must deliberate carefully. The court is concerned not only with rendering justice
in the case at hand, but also in making those decisions which are conducive to
overall industrial harmony. While Judge Cockar appeared very sympathetic and
raised questions of basic equity, both sides were afforded ample opportunity to
present their case at their own pace.

The final awards (Table 1) that are prepared similar to the American system
give justification for the findings. When the Industrial Court began to explain
reasoning in its written awards, the Federation of Kenya Employers initially ob-
jected. However, their position was overruled by the court and the government.
While all the submissions of the parties are not specifically addressed, the court
does provide the major persuasive factors which have led it to its conclusion.

C. The Judge of the Zambia Industrial Court

Judge Lombe Chibesakunda has served for six years on the Industrial Court of
Zambia which was formed on the basis of the 1971 Industrial Relations Act.
Similar to the reputation enjoyed by Judge Cockar of Kenya, Judge Chibesakunda
was highly regarded by everyone with whom I spoke. Colleagues from the
law association, the embassy, and labor unions were uniform in praise of her
intelligence, capability, and clearly articulated awards. She was one of the first
women ambassadors from Zambia. Her legal training was in Britain and she is
not only gracious but extremely knowledgeable about labor dispute mechanisms
throughout the world. While there are many similarities with the Kenya Industrial
Court on which the Zambia Court is based, there are differences in the labor
picture.

Worker councils are an integral part of the labor situation and they play a
significant role in many aspects of the work situation above and beyound griev-

Table 1 Categories of Awards Announced for 1984

Number
Category of awards

Issues concerning terms of service—wages, working hours, etc. 16
Issues concerning termination/dismissals 30
Issues concerning redundancy 3
Issues concerning union recognition/demarcation 6
Other—interpretation of court awards, etc. 12
TOTAL 67

Source: Division of Manpower Planning, 1985.
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ances. At the time of my visit Judge Chibesakunda was no longer with the Indus-
trial Court, having been promoted to the High Court.

I asked her about her feelings on leaving the Industrial Court in which she
had been so instrumental and where she enjoyed such a formidable reputation.
She said that at the High Court there are far more sophisticated problems dealing
with a much wider range of law and contract. The legislation that guides her
decisions (a copy of which she gave me) is of a much narrower nature and pro-
vides less opportunity for over-arching analysis.

As in Kenya, this court has exclusive and binding powers. Since it is a
duly constituted court, precedent does apply. The majority of cases deal with
individual issues.

All of the procedures under which Judge Chibesakunda acted, and under
which her successor continues are derived from Chapter 517 of the Laws of
Zambia. This is described as:

An Act to provide for the registration of trade unions, the Zambia Congress
of Trade Unions, the Employers’ Associations and the Zambia Federation
of Employers; to provide for the establishment of Works Councils, collective
agreements, the settlement of collective disputes and the establishment of an
Industrial Relations Court; to repeal certain enactments relating to trade
unions and trade disputes and industrial conciliation; and to provide for mat-
ters incidental to or connected with the foregoing.

D. Attending the Court Hearing

The Zambia Industrial Courthouse is a three-story new and modern building near
the interior of the city. One is given admission through a guard posted outside.
In the anteroom there is a flurry of activity as interested parties plan their presenta-
tions. Upon entering the hearing room, here again as in Kenya, there are three
judges sitting at an elevated table. The disputing parties, similar to an American
courtroom, are placed to the right and left of the platform. There is a brief discus-
sion outlining the case by the management side and then the attention focuses
on the grievant. In the case that I observed the grievant was a 31-year-old book-
keeper who had lost his job two and a half year prior. He evidently had been
unable or unwilling to engage an attorney and consequently defended himself.
Although he was a member of a union, no union representative was present. He
was interrogated in a kindly manner by the judge and cautioned to speak only
of what he had said or heard. He addressed the judge as ‘‘My Lord’’ and had
to be drawn out on each point. Because the process went so slowly with the
repeated encouragement of the judge who queried, ‘‘And what next?,’’ I was
only able to hear the grievant’s position. There was relatively little interruption
by the management attorney. The issue centered on the bookkeeper’s having
made repeated mistakes. There had been no preliminary warning or penalty and
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although he conceded he had been called to task verbally, he apparently had not
recognized the consequence of his errors. (I must say that if the deliberate and
plodding manner in which he responded was indicative of his normal work tempo,
he was fortunate to have been employed six years.) This may be a disservice,
however, because he may have felt very anxious and pressured in the course of
this judicial hearing.

III. ISSUES IN DISPUTE RESOLUTION

In both countries the parties are encouraged to attempt to settle the dispute at
the lowest possible level through the mechanism established by their contract. It
is only in the absence of success that they are officially required to turn the
problem over to the government which will then attempt to effect a settlement.
Only in those areas where the parties have been unsuccessful does the Industrial
Court serve as the final arbiter. The labor legislation in Kenya, for example,
obliges the court to ignore any trade dispute unless the court has received a signed
certificate from the labor commissioner stating that the minister has accepted the
report of the trade dispute and that all existing mechanisms for dispute resolution
have been explored and exhausted. Only then can the issue come to court.

The Trade Disputes Act of 1965 was amended in 1971. The major change
was that the definition of ‘‘trade dispute’’ was expanded to cover disputes relating
to the dismissal or suspension of employees and the allocation of work as well
as recognition agreements. This extension to the grievances of individual employ-
ees was a significant one. Prior to this change it would only be large groups of
employees or major issues of contract interpretation that would come to the courts.

As in the United States there is a certain degree of rigidity and intransigence
by the parties in the framing of the issues:

The parties are rigid on the technicalities of the dispute and they labour under
the supposition that if they give in to the other party’s version of the issue
in dispute, then they will be at a disadvantage during the hearing. They want
to maintain their legal and technical positions. In these circumstances, the
court has encouraged the parties to put their respective versions on the issue
in dispute in Form ‘A’ so that the court would have clearly before it what
their respective position on the dispute is. In both examples cited above,
the court accepted the Notification of Dispute Form ‘A’ with both parties’
respective versions included and proceeded to hear the dispute and make an
award (Cockar 1981:40).

The judge in this case has taken on the highly diplomatic and effective method
used by arbitrators in the United States. Rather than becoming stymied on the
question of stipulation, he proceeds directly to the issue at hand.
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One of the more complex issues facing the court is that of resolving wage
issues. As Justice Higgins in the Australian Commonwealth Court noted:

The living wage represents the normal needs of the average employee re-
garded as a human being living in a civilized community. . . . Treating mar-
riage as the usual fate of adult men, a wage which does not allow of matrimo-
nial condition and the maintenance of about five persons in a home would
not be treated as a living wage (Cockar 1981:70).

According to the economists and union officials with whom I spoke, the
principal economic criteria that are used include (1) the basic needs of the workers
or the family budget (the basket of goods); (2) movements in the cost of living;
(3) wage comparisons, i.e., wages paid in other industries and places; and (4)
money, i.e., the financial position of the employer, the ability or inability to pay.

Arbitrators in the United States claim to be less concerned with the ability
to pay. Some will say that it is their intention to resolve the conflict rather than
to explicitly deal with ability to pay.

Within the developing countries there are problems of income inequality
between the urban and rural areas. The government’s position is that pay in-
creases, especially in the public sector, can only be given in accordance with the
company’s ability to propose cost-saving economics. This is frequently easier
said than done. One of the intermediary groups in Kenya that plays an important
role in wage deliberations is the Wage Advisory Board and Wage Council. These
bodies are involved with the regulation of remuneration and conditions of em-
ployment. The Wage Council prescribes a basic minimum consolidated wage for
the various job classifications in the industry they are intending to cover. Housing
allowance, hours of work, overtime, holidays with pay, annual leave, sick leave,
meals and accommodations allowances, redundancy, acting allowance (pay
change for temporary assignment), termination of employment, casual labor, and
working system are some of the other areas where minimum standards are pre-
scribed.

The leader of the Domestic Worker’s Union made an appealing case for
the plight of some of the workers he represented. He indicated that at the major
hotels the workers cannot use the facilities even on their off hours. In forthcoming
negotiations he was going to attempt to get the hotels to support some nearby
small native restaurants to which employees could go during their breaks or their
days off. He further said that many of the Kenya workers have never been to the
game reserves because they are so expensive. This seemed to him a particularly
bitter deprivation for those in a country renowned for its wildlife. Consistent with
this observation was his plan to establish a budget level resort for the workers
which would permit them to enjoy the beasts of the wild. He said he had seen
similar such projects in Czechoslovakia.

The union representative of the local government workers noted that the
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Minister of Labor sits in on the negotiations of local government workers to
determine that there are sufficient funds to meet the salary demands. In instances
where the employer refuses to implement what has been promised, the Industrial
Court will hear the justification. Sometimes the financial standing of the parties
may have altered substantially from the time the contract was initially made. The
position of the government is to see that the agreement is implemented as soon
as it is signed so that there may be productivity resulting from salary incentives.

Sometimes the Industrial Court makes awards that are unsatisfying to the
parties. Because the Industrial Court has the ultimate and final authority, it is
obliged to consider the overall economy rather than that of a particular industry.
In developing countries it is sometimes difficult to have increases if the popula-
tion vastly outstrips the performance of the economy.

When a worker is dismissed without any fault on his part then the poor
worker and his children and wife have been condemned to death, slow death,
starvation death. If a worker is doing his job nicely, not very good, but nicely,
reasonably well and he is alright, he is not dishonest, he has not committed
any gross misconduct then through the Industrial Court we have granted them
security of employment (Cockar 1985).

This view seems at variance with the activities in the United States. Perhaps
because there are more vocational alternatives, discharge is not seen as being
quite as perilous.

As to layoffs, the union leadership is to be advised in advance of future
redundancies and discharges. In the case of Kenya Petroleum Oil Workers and
Kenya Shell, the company maintained that layoff was not subject to negotiation
because of its right to organize business as it saw fit. While the court found strong
basis for the argument, it ruled that giving the union notice of the proposed layoff
was not equivalent to compelling the employer to surrender management rights.

In instances where discharge does occur, the Industrial Court is most likely
to reinstate an employee or award heavy compensation for wrongful dismissal
if the employer has denied the employee an appropriate opportunity to defend
himself. In cases of reinstatement all files relating to termination are removed
from the employee’s dossier. Sometimes in reinstatement, if no alternative posi-
tion is found, the award may be as much as 12 months’ salary. The more common
remedy is three months’ salary in lieu of notice after it has been proved that the
employee was discharged for just cause and was given due process.

When layoffs occur an investigation takes place to determine the contribut-
ing factors. Employees are interviewed and company records are examined. The
investigator’s report is provided to the union and the employer, and both sides
can challenge the analysis on the basis of error or bias.

In summary, barring serious misconduct which could result in a worker’s
summary dismissal, management is obliged to give the employee a chance to
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improve by issuing a warning letter. The procedure has developed over the years
that requires two or three warning letters before the employer can take steps to
terminate his services.

IV. ROLE OF THE GOVERNMENT

In both Kenya and Zambia there is an understanding that it is in the national
interest for employers and workers to cooperate in the undertaking and that prog-
ress can be made only upon the foundation of fair terms and conditions of employ-
ment. (In the United States it is the public sector that tends to be influenced by
national goals and pressures.) In these Third World countries there is a much
broader and even-handed approach by the government to both private- and pub-
lic-sector employees.

Both Kenya and Zambia, similar to other developing countries, are fre-
quently buffeted by external events which are beyond the expectation or control
of the parties. This can include revolution, monetary depression, synthetic substi-
tutes, and unfavorable climate. The governments have frequently attempted to
alleviate these events by exercising persuasion to the unions. Perhaps because
the union receives due deference from the government, it is generally cooperative
in moderating its salary demands at difficult times. Employees are willing to
accept less with the understanding that more of their fellow workers could be
retained and that their general lot in life would be improved:

All the developing nations of the Third World find that one of the challenges
is to create wealth, to create national prosperity by educating your people,
by creating jobs for them, by placing them in gainful employment where
they will feel that they are serving a very essential purpose and it will lead
to self-fulfillment. How do you achieve national wealth, how do you increase
it? You increase it by expanding your industrial sector, your agricultural sec-
tor, and by expanding your service sector (Cockar 1985).

Shortly after independence, in 1962, the government, employers, and
worker organizations realized that strikes and lockouts should only be resorted to
when all other efforts have failed. The underlying message of all communication
between the government and the parties was that the two were obliged in the
national interest to maintain harmonious relations. To this end, on May 19, 1964,
the Industrial Court was first established in Kenya. In 1973 guidelines began to
be enunciated which aimed at increasing employment. In 1979 there were further
changes with the express intention of creating more employment through the
reduction of working hours. Some of the union officials with whom I spoke indi-
cated that operationally this was a bit of a sham. The employers would pay the
individuals for the reduced hours but still require them to show up and perform
for the regular length of time.



Mechanisms for Labor Harmony 105

In December 1983 the President of Kenya decreed that employers in both
the public and private sectors increase the number of their employees by 10%.
This agreement was enacted among the government, the unions, and the employ-
ers. The implicit understanding was that in return for the generation of new jobs
that the union would tone down its wage demands. In another example of govern-
ment involvement with employment policy, in May 1986 the President instituted
the five-day work week for civil servants. This was not extended to the private
sector, however. The intention was to improve manpower utilization and increase
productivity. Although unexpressed, another expectation was that people would
perform better rested. Here too, the implementation has differed from the original
plan. Officials in the civil service have tended to increase the daily working hours
to make up for the sixth day that was given up.

In Zambia, the South African Team for Employment Promotion (SATEP)
has a joint responsibility for technical, advisory, and consultancy services to five
countries in the subregion including Zambia, Zimbabwe, Botswana, Lesotho, and
Swaziland. The main objective here is to assist the governments to formulate
and implement employment strategies to increase employment and minimize the
traditional dependence on South Africa.

The demands on the unions of both Kenya and Zambia are considerable
in terms of maintaining labor harmony. Consequently, the Ministry of Labor
officials must be strongly involved in the maintenance of industrial peace so that
greater national productivity and employment can occur. As Judge Cockar wrote:

The trade unions should appreciate and accept a statement by an employer
made in good faith that a certain percentage of the profits is going towards
the creation of more job opportunities in the country. After all, a lot of people
in the labour force in the future will no doubt be from the families of these
very workers. And nobody can seriously quarrel with the fact that the future
prosperity of the country is the responsibility of all Kenyans (Cockar 1981:
144).

In an earlier case Judge Cockar had emphasized the importance not only
of maintaining the employment of existing workers, but also of concentrating on
creating more new jobs which were so vital to the economic growth of the country
(Cockar 1981:128). Because of this high emphasis on employment, the courts
tend to be relatively forgiving of individual employees who are disciplined.
Wherever possible, the employee is retained.

No matter how generous and supportive the courts are of employment sta-
bility in their respective countries, there continue to be problems on the part of
employers based on a number of difficult-to-reconcile conditions. Among the
constraints on employment and labor unions are the following factors (Cockar
1985):

1. The conflict between increasing the number of employed and raising
the wages of those already in employment.
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2. The limits imposed by world markets, price levels, and export quotas
on the capacity of our basic industries to pay.

3. The limits set by local purchasing power and by our tax revenues on
the capacity of both home market producers and the public services to better the
conditions of their employees.

4. The shortage of investment capital—both local and external—to pro-
mote the big economic expansion that Kenya so desperately needs in order to
overcome its problems of poverty and population increases.

5. The subtle problem of redistributing the national wealth so as to benefit
the mass of the people, while at the same time permitting profit margins which
are sufficiently attractive to investors.

6. To lay a foundation for future prosperity by making the present genera-
tion of Kenyans accept the harsh facts of life—that hard work and sacrifice (by
frugal living, savings, and investment) are the only way to provide a better life
for our children.

V. CONCLUDING COMMENTS

In the United States, there will sometimes be deliberate ambiguity left within a
labor contract just to reach settlement. It is assumed that these ambiguities will
be resolved within arbitration. This state of events is foreclosed within Kenya
and Zambia. In both instances the agreement before being approved must be
submitted to the Industrial Court for examination and final approval. Many prob-
lems are thus averted because of this ultimate review. Questions of the power
of external law are also dealt with through this review.

In the United States there is a stronger onus on the unions to practice the
duty of fair representation. This leads shop stewards to sometimes pursue even
the most trivial case to arbitration which is contrary to practice in Kenya and
Zambia. Many can represent themselves. The union can decide whether or not
to go to court, but the individual is not foreclosed from proceeding individually.
Hearings on individual grievances can take months or even years but the people
seem accepting of this delay.

American observers may well question the approach of having a single
body deliberate the merits and provide final and binding decisions for the country.
The U.S. model of individual arbitrators rendering decisions based on the issues
at hand within the particular organization is an alien one to Kenya and Zambia.
Yet even in the United States there are opponents to dispute resolution that takes
place outside of the courts, even if it does initially seem more expeditious.

It is sometimes claimed that there are those who subscribe to the ADR move-
ment because they view efficient and inexpensive dispute resolution as an
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important societal goal without regard for the substantive results reached
(Edwards 1985:669).

This is not to say that private settlements can never produce results that are
consistent with the public interest; rather, it is to say that private settlements
are troubling when we have no assurance that the legislative- or agency-
mandated standards have been followed, and when we have no satisfactory
explanation as to why there may have been a variance from the rule of law.
. . . Inexpensive, expeditious, and informal adjudication is not always synony-
mous with fair and just adjudication. The decision-makers may not under-
stand that values at stake and parties to disputes do not always possess equal
power and resources (Edwards 1985:678).

This view seems reasonable especially for a developing country where the na-
tional good must sometimes preempt individual benefits.

Some might suggest that mediation between the parties might be a valuable
mechanism. Yet here too, for these countries at this time, there might well be
serious hindrances.

The principal thrust of recent criticism of ADR has been aimed primarily at
mediation, perhaps because that process blends third party facilitation with
disputant control of outcome, and hence is inherently imprecise and manipu-
lable. In theory, mediation is a voluntary process whereby two or more dispu-
tants arrive at a mutually acceptable solution with the help of a neutral third
party.

In a recent piece. Professor Owen Fiss of Yale Law School launched
a ringing attack on one of the fundamental premises of the alternatives move-
ment—that settlement as a general rule is a social good. Fiss contends that
settlement necessarily involves a compromise of legal entitlements, which
is of particular concern when there is a sharp power disparity between the
parties (Goldberg et al. 1986:292–293).

It is also argued that by focusing resolution of individual disputes, aggregate
solutions are minimized.

It has also been observed that:

This segregation of alternatives from the judicial process also has other ad-
verse consequences, such as the common absence of public funding, which
sometimes requires disputants to pay for alternative dispute resolution ser-
vices even as the judicial ones are provided free. More subtle discouragement
derives from the distrust that often accompanies processes that are new and
unfamiliar and that appear to be unaccompanied by the legal protections that
disputants have been taught over the years to value so highly. A related deter-
rent may be the absence of mechanisms for ensuring high standards in the
provision of alternatives (Goldberg et al. 1985:291).
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The method of dispute resolution in both Kenya and Zambia is quite cen-
tralized. Although both of the industrial judges emphasize the importance of set-
tlement at the workplace level, there still tends to be a great reliance on bringing
the hearing to the highest level possible. Despite the attendant delay because of
the crowded court calendars, the system appears well accepted by the individual
grievants, the union, and the managers. It is perhaps the very formality and sense
of ceremony that makes this approach more desirable. The outstanding reputation
of both judges may make it difficult to separate the system from its individual
leaders. The first incumbent in a position has a unique ability to mold the organi-
zation. The countries will be well served if the successors to these individuals
will earn the same high degree of eminence and national regard.

The reliance on alternative dispute resolution becomes more relevant when
the existing dispute resolution systems are easily and efficiently used. Given the
small number of employees working for wages, the absence of full literacy, and
the varying tribal allegiances at this time, the Industrial Court may well be the
most responsive solution.

Before one can consider any other alternatives, such as ad hoc arbitrators
or mediators, it will be necessary for the population to gain greater experience
and ease in dispute resolution at the plant level.

As indicated earlier, both Kenya and Zambia are very much obliged to
consider national goals and purposes which is indeed reasonable when the courts
are called upon to deal with issues that may have greater implications for different
sectors of the economy. The motion of expedited hearings or individual arbitra-
tors might be more feasible in those instances where individuals press grievances
against companies. But here too, union officials may need to upgrade their persua-
sive skills so as to minimize going to court.

Systems develop organically from their own national experience. The in-
fluence of England on India places great stress on formalism. Despite the indepen-
dence of the Commonwealth, both nations have been exposed to a highly ceremo-
nial tradition. In future years there may well emerge new and even more
responsive forms of dispute resolution. For now, the system works well largely
because of the trust that all parties feel in the Industrial Courts.
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I. INTRODUCTION

Since World War II Japan has been regarded as a country of economic miracle.
Following World War II, the Japanese government tried to overcome its technical
backwardness to Western countries while at the same time practicing a high pro-
ductivity and growth-oriented economic policy. It led to a rapid economic growth
during the 1960s. With the collapse of the Bretton Woods system and the two
oil crises in the 1970s, Japan faced severe economic problems. Although the
external economic environments restrained its economic growth, it handled it
wisely. Its reaction was based on industrial rationalization, rationalization of
firms, improvement of industrial structure, and industrial restructuring (Komiya
1984). Through these various policies the Japanese industrial structure shifted
from capital-energy-intensive sectors such as heavy and chemical industries to
knowledge-intensive sectors such as the electronics industry.

On the basis of these policies Japan succeeded in recovering from its eco-
nomic recession faster than any other industrialized country and at the same time
gained an advantage by expanding its world market shares. Additionally, the
Ministry of International Trade and Industry (MITI) created a new phrase, ‘‘in-
dustrial policy,’’ which has been internationally recognized as a perception of
industrial development strategy.
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South Korea, as a latecomer, has followed the Japanese economic develop-
ment. It has imported know-how and capital goods from Japan and has become
a competitor in certain industrial sectors such as semiconductors, steel, automo-
biles, etc., on the world market.

A theory of economic development by Kaname Akamatsu as the ‘‘flying
geese’’ paradigm explains the development of industry from the introduction of
its products to an economy through imports through the establishment of local
production facilities to the emergence and growth of exports. Akamatsu’s model
is a catching-up cycle model based on a latecomer’s point of view. It presupposes
dynamic changes in economic relations among advanced and developing coun-
tries. The ‘‘lead goose’’ (advanced nation) eventually tires out and falls back.
Its position is taken over by a more vigorous one (developing nation). His analysis
focuses on the structural catching-up mechanism of latecomer countries rather
than the decline of a lead country. His basic idea is that a developing country
industrializes and goes through industrial upgrading by capitalizing on the
learning opportunities made available through its external relations with
more advanced countries (Akamatsu 1961). In this case, the role of government
as a major planner of strategic industrial policy is very important (Korhonen
1994).

This paper focuses on the development of Japanese and South Korean econ-
omy, the role of government as planner, and regional development based on high
technology.

II. ECONOMIC RECONSTRUCTION AND RAPID GROWTH

After the end of World War II Japan was confronted with all the same postwar
problems that emerged in many European countries, such as unemployment, de-
stroyed production facilities, lack of energy and food supply, and high inflation.
In Japan there were about 13 million unemployed, mainly demobilized soldiers
and workers from the former weapons industry (Klenner 1989). The challenge
was to shift the war economy to a free-market system in order to rebuild the
country and to create advantageous conditions for growth. To cope with this
challenge, Japan attempted to encourage experienced economic leaders to partici-
pate in business and public institutions, and guided its disciplined workers to
take part in the free-market economy.

In the beginning of the American occupation in Japan, the supreme com-
mander, General Douglas MacArthur, took steps to destroy the political economy
of the prewar time. He tried to break up the Zaibatsu, to eliminate the landlords
as a class, and to create antimonopoly laws. Furthermore, labor unions and left-
wing parties as counterpowers were allowed to build by the American occupation
authority so that Japan could become a democratic country (Cumings 1989).
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These left-wing-orientated organizations were suppressed by the government
after the Korean War (1950–1953).

The Korean conflict helped Japan to realize its economic plans. Just before
the war, the general directions of the economic policy were decided. In 1949
MITI was formed to create an industrial structure for the heavy and chemical
industries that was similar to the one in the Western industrialized countries
(Pauer 1985). For the realization of such a goal, Japan emphasized two different
directions in its economy: First, it should invest huge amounts of capital in those
industrial sectors. Second, it should import the most modern technology, mainly
from the United States.

In spite of attempts at industrial rearranging, Japan had continually huge
trade deficits, a weak capital market, and a low living standard until shortly before
the beginning of the Korean War, in 1950. The war gave the economy a chance
to vitalize a labor market for industries before the government took steps toward
disarmament (Uchiyama 1986). Increasing export quantities and supplies of mili-
tary equipment to Korea created a strong stimulus for the economy, and with it
industries experienced a drastic upswing.

By 1950, manufacturing and mining had already reached a production level
equal to that of the prewar period. During the Korean War the domestic produc-
tion began to overcome the economic recession, and the Japanese living standard
in the middle of the 1950s was higher than in the prewar period. The annual
average growth rate of the GNP in 1946–1955 was around 8.9%. The number
of employees increased from 33.3 million to 39.3 million between 1947 and 1955.
Even more importantly, there was a shift in the structure of employment. During
this time, many farmers left their land and moved into cities, where a large indus-
trial reservoir emerged on the labor market. The government attempted to educate
the labor force to improve its skill.

The economy profited not only by the rise of export and domestic produc-
tion through the Korean War but also by the advantageous currency system during
the Bretton Woods system. The fixed rate of exchange between the U.S. dollar
and the yen in 1949 was $1 to 360 yen. This rate of exchange facilitated export
growth during a sensitive period. Additionally, a new political independence
from the victor powers was achieved through the peace treaty in San Francisco
(1952).

Because there was a shortage of raw materials, the economic change was
based on a search for export orientated economic mechanisms. These mechanisms
made a rapid upswing of exports possible. Furthermore, economic growth was
achieved through high investment and the introduction of modern technologies.
Modern technology contributed greatly to the economic growth. It is no exaggera-
tion to say that more than half of Japan’s economic growth was based on technical
progress. The most powerful economic growth aid was private investment in new
industrial facilities. The portion of private investment in the industrial facilities
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ran up to about 8% of the GNP in the first half of the 1950s. This portion
amounted to approximately 18% of the GNP in the second half of the 1950s.
Productivity that resulted from private investment for industrial facilities
was extraordinarily high in the economy. State investment was also high. It
totaled more than half of the total state expenditures in the middle of the 1960s.
During the systematic increase of technological production and the improve-
ment of efficiency in productivity, the government played an important role.
Traditionally, the policy of research and development in Japan is a part of the
economic policy and the national self participation more than in any other
countries (Kubler 1986). As a result of such a high investment in the indus-
trial facilities, the GNP had reached the second largest in the Western world
in 1968, and the presence of Japanese companies was significant in the world
market.

III. TECHNOCORPORATISM

With the dissolution of Zaibatsu and the passing of antimonopoly laws, medium
and small-size enterprises had the chance to participate in the reconstruction
of the economy. Akio Morita, president of Sony company, established the
Tokyo Telecommunications Engineering Corporation in October 1945 (Tatsuno
1986).

In 1949 the companies (NEC, Toshiba, Fujitsu, Sony, etc.), scholars (Pro-
fessor Hiroshi Watanabe; Akio Kobayashi at the University of Tohoku; Jiro Ya-
masaki at the University of Tokyo, etc.), and MITI focused on developing the
transistor, which was used in electronic implements instead of the vacuum tube.
At that time, almost every participant except Professor Watanabe was very skepti-
cal about the transistor project. Despite such skepticism, Watanabe and his co-
worker Kikuchi had finally succeeded in producing a transistor in their laboratory
in the beginning of the 1950s.

MITI supported the transistor project very strongly. It wanted to reduce
the technological dependence on the United States and increase economic growth
through exports of new transistor products. Related to the strategy of MITI, for-
eign investment laws and the foreign trade control law were passed by Parliament.
With these new laws, the possibility of foreign investment into Japan was in-
creased.

In the beginning of the 1950s, the electronic industry had a boom because
its market was enlarged by the Korean War and a growing domestic consumer
market. A private radio broadcasting company was opened in 1951 and two years
later TV broadcasting was established. To protect the domestic market of the
electronic industry, MITI prohibited foreign investments in this area and transis-
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tor imports from the United States. Instead of transistor imports, MITI recom-
mended companies to procure the new transistor technology from the United
States. For the direct technology transfer, the electronic companies should pay
royalties. Toshiba and Hitachi paid their royalties to the American electronic
companies RCA and Western Electric. With these royalties, Fujitsu, Hitachi, Mat-
sushita, NEC, and Toshiba produced their own transistors in 1955.

The industrial policy of MITI was composed of four different fields. First, it
selected industrial sectors, which would be developed during the planning period.
During this period, certain promotional measures, such as tax benefits, credits
with low interest rate, and tariff barriers against foreign competition were taken.
Secondly, modernization and rationalization through the consolidation of compa-
nies in the selected industrial sectors was supported. Thirdly, it targeted its sup-
port of the iron and steel industry, the cement industry, and the electronics in-
dustry. Fourth, it encouraged the companies to avoid an excessive production
capacity and a rise of extreme competition between companies. The last part of
MITI’s industrial policy was called the Sunset Industry. The mining industry
belonged to this area, which needed state subsidies for the energy production
(Klenner 1989).

After the 1950s, heavy industry, the chemical industry, and the electronic
industry in Japan achieved high growth rates, which were attributed to high in-
vestments and industrial political measures of MITI in these areas. Completely
modern technologies were introduced in those industries. For this reason, ship-
building, petrochemistry, the automobile industry, and the electronics industry
reached extraordinary high growth rates until the end of the 1960s. MITI ordered
the electronic industry to make up for the country’s inability to produce transistors
with the then most modernized electronic product—‘‘IC-Chips’’ (Integrated Cir-
cuit)—in the middle of the 1960s, so that Mitsubishi, NEC, Toshiba, Fujitsu,
and Sharp produced these chips in the late 1960s.

To support the domestic computer industry and to reduce the share of
American computer products on the domestic market, MITI commissioned the
Electronic Industry Deliberation Council (EIDC) to recommend appropriate com-
puter strategies. Additionally, it established a computer institution for data and
analyses. Furthermore, MITI organized the Japan Information Center (JIC), in
which the six biggest electronic companies could exchange information to de-
velop computer technologies together. With the guidance of MITI’s electronics
and technical laboratories, the Super High-Performance Electronic Computer De-
velopment Project (1966–1971) was created.

For the realization of this project, MITI provided legal support related
to new computer technologies. The Diet passed ‘‘Kidenho,’’ a law for electron-
ics and machines in 1971, which contained equitable interest rates from state
banks with a fund of about U.S. $4 million. This support contributed to the
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development of microelectronic and industry robots from 1971 to 1978 (Tatsuno
1986).

IV. ECONOMIC CRISES, INTERNATIONAL TRADE
FRICTION, AND DOMESTIC MARKET OPENING

The prospects for further economic growth seemed to be very positive at the
beginning of the 1970s. Despite positive expectations in Japan, the world eco-
nomic situation restrained the continuous growth figures. The Nixon government
was forced to initiate a reform of the world currency system in 1971 because of
the growing trade deficits and high inflation rates in the United States. That fixed
exchange rate system had provided a stable environment for reconstruction and
helped Japan avoid the reliance on competitive devaluation seen in the 1930s.
The new floating exchange rate system changed the previous favorable rate from
360 yen U.S. $1 to 308 yen U.S. $1. Japan experienced an economic recession
with the revaluation. Companies were afraid of high export prices of their prod-
ucts, which reduced their competitiveness on the world market. Further, eco-
nomic difficulties awaited in the fall of 1973. A drastic price increase in crude
oil affected the whole country strongly, because three-quarters of its primary
energy requirement was covered by imported crude oil. The higher oil price led
to price increases for export products and in the service sectors.

As the result of the high crude oil price, the index of wholesale prices rose
about 7.7% in 1973 and 17.7% in 1974 (International Monetary Fund 1990). In
particular, heavy industry had extreme economic difficulties because this sector
had huge energy requirements. Therefore, these industries tried to conduct mea-
sures of rationalization of their energy consumption in order to reduce costs.

To reduce inflation the government attempted to limit cash flow. In spite
of this endeavor, an economic crisis followed. It resulted in trade deficits with
foreign trade partners. This crisis was resolved at the end of 1975. Thanks to the
industrial adjustment that took into account the new economic conditions, domes-
tic products in the field of machines, motor vehicles, and electronics tools re-
gained their competitiveness on the world markets. During the second oil crisis,
in 1979–1980, the government and industries reacted in time. Therefore, Japan
could conduct adequate adjustments and avoid the price increases that occurred
during the first one.

During the periods of high economic growth in the 1960s and in the second
half of the 1970s, Japan experienced serious environmental problems and con-
flicts between employer and employee. Heavy and chemical industry created en-
vironmental damage, like ‘‘Itai Itai’’ and ‘‘Minamata,’’ which resulted from pol-
luted water from heavy industry (An 1991). The construction of Shinkansen
tracks and a new international airport in Narita also gave rise to huge debates.
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Supply of labor force was another problem. Because of the reduction of labor
forces in cities, companies could no longer employ the required number of work-
ers. At this time, the labor unions demanded higher wages. To avoid conflicts,
companies attempted to open up new markets abroad. These efforts were criti-
cized by the United States and Western European countries because of strong
export activities and the low-valued yen.

In spite of the critics, the United States and Western European countries
could only request Japan cooperate by restricting exports because of the geopoliti-
cal situation in the era of the cold war. To reduce the trade friction, Voluntary
Export Restraint Agreements (VERAs) were negotiated either by government
officials or by industries. They covered a large part of the total of Japanese exports
to the United States and Europe. These exports were radios, tape recorders, tele-
vision tubes, steel, cars, and so on, and were restrained voluntarily (Wilkinson
1991).

Due to a rapidly growing trade surplus with the United States and Europe,
by the end of the 1970s and the beginning of the 1980s the trade frictions between
Japan and the West became a focus of concern again. This time the sensitive
sectors were not only ships, televisions, bearings, and cars, but also machine tools
and computers. To reduce the trade surplus, both the United States and Europe
limited Japanese exports in specific sectors, including numerically controlled ma-
chine tools, color televisions, VCRs, and automobiles. In addition, different forms
of restriction were used, including VERAs, quotas, and antidumping investiga-
tions. On the Japanese side, a Special Committee for International Economic
Measures was set up in the ruling Liberal Democratic Party (LDP). The new
committee got rid of unnecessary ministerial rivalries and announced two sets
of measures to ease access to the domestic market, which included advance tariff
cuts and the removal of 67 of a combined U.S. and E.C. list of 99 nontariff
barriers. Additionally, the committee established a new Office of Trade Ombuds-
man (OTO) to solve specific complaints from foreign businessmen.

Despite efforts of both sides, the trade surplus with the United States and
Western Europe grew continuously, and Japan became the world’s largest net
creditor nation in 1985. In contrast, the United States stopped being a creditor
to the world and became its largest debtor in the same year (Katsuzo and Conquest
1992). Finally, the G-5 countries (United States, Japan, Germany, France, and
the United Kingdom) agreed to meet at the Plaza Hotel in New York in September
1985 and announced a joint effort to limit the global imbalance by cutting the
value of the U.S. dollar, which lost 29% of the exchange value against the yen
within a year. In the same year the yen rose by 22% against European currencies.
By August 1986 the value had soared from 240 yen to the dollar to 160 yen, and
by January 1988 it had reached 120 yen (Steven 1991).

Under these domestic and international economic conditions, the govern-
ment and companies fundamentally changed their economic policy in the 1980s.
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The new economic policy was based on three decisive areas: the new industrial
revolution in the technology of manufactures; the concentration of the service
sectors; and the expansion of activities for research and development. Japan re-
solved to take over the leading position in the process of the new industrial revolu-
tion. That means that Japan leads control systems in the process of productions
through the new microelectronics and laser technology. The electronic control
systems could reduce a large number of employees on the assembly lines and
increase the flexibility in the process of the productions (Vogel 1989).

The pressure of the United States and Europe caused Japan to accelerate
foreign direct investment (FDI) in its manufactures and financial institutions. It
also tried to stimulate domestic demand with boosted imports. These economic
activities had two different effects: first, businessmen were sent overseas to carry
out production from foreign bases; second, foreign business came to Japan to
profit from the high yen (Sadako 1992).

To reconstruct the economy to the new world economic situation, the gov-
ernment provided a macro-economic framework in 1986:

First, slower growth itself forced companies and industries to undergo struc-
tural adjustment. Second, the rapid appreciation of the yen and improved
terms of trade on at least three occasions (in 1972 before the first oil crisis,
in 1978 and after 1985) severely hit export-oriented and import-competing
industries and drastically undermined their competitive edge. Third, trade
imbalance, trade conflicts, and the resulting series of market liberalization
measures encouraged imports and increased competition within the domestic
market. Fourth, the stimulation of domestic demand encouraged more firms
to produce for the domestic market and to search for new products (Ippei
1992).

Under such a macro-economic framework, the government accepted advice
from the Maekawa Committee in 1986, which introduced structural changes in
the economy with the liberalization and internationalization of financial and capi-
tal markets, reducing Japan’s dependence on export-led growth through domes-
tic-led growth. The changes also promoted international cooperation and the con-
tribution to the world economy. The most significant fact about the acceptance
of the Maekawa Report was that it signalled the priority that the government
wanted to place on international harmony. The goal of the government was the
reduction of both economic tensions and imbalances in trade and payments with
its major trade partners.

Maekawa himself described this new tendency of structural change in the
economy as a historical transformation of the traditional policies on economic
management and the nation’s lifestyle. The five-year plan for 1988 to 1992 was
carried out within a global economic context. The plan promoted the domestic-
led growth and aimed to change three different areas:
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First, improvement of individual lifestyles by making more land available
for private housing, reducing work hours and lowering consumer prices by
simplifying the distribution system, and dismantling the protection for agri-
culture, second, development of regional economic centers, and third, recti-
fication of external imbalances and increase of contributions to development
aid and to the cost of the Western alliances (Wilkinson 1991:198).

In 1996, the GDP ran up to 500,356 billion yen and the per capita reached
3,978,657 yen (International Monetary Fund 1997). In spite of this prosperity
the economy had a serious problem with regard to the insecure energy supply
of the world. Japan is totally dependent on the supply of foreign energy, which
makes up about 89% of total energy consumption. In addition, constantly growing
wages, an increasingly aging population, and high individual claims tend to
change the traditional view of the Japanese. On the international level it will not
be possible anymore to concentrate only on its economic expansion without tak-
ing appropriate responsibilities for the securing of world trade, maintaining world
peace, and aid to developing countries (Nojiri 1986).

Japanese direct investments in foreign countries follow roughly two differ-
ent patterns, which can be distinguished by the geographical relocation and strate-
gic capital investments for the internationalization of Japanese industries. The
first is that Japan invests its capital in Asia, which has been a traditional target
due to the problem of escalating costs from the high yen and to the establishment
of production base for labor-intensive manufactures. The second pattern of for-
eign direct investment consists of high-technology projects, new joint ventures,
and technical tie-ups in other industrialized countries. Traditionally, Japanese
manufacturing companies invested in the United States and Europe mainly to
service their export products in these markets. With the growing regional protec-
tionism within the North American Free Trade Agreement (NAFTA) and the
European Communities (EC), Japan must either make these high-tech products
locally or cooperate with local partners.

V. TECHNOLOGICAL INNOVATION AND
DECENTRALIZATION OF THE INDUSTRIAL
DEVELOPMENT

In 1979, MITI decided to carry out a future-orientated project in the 1980s in
order to minimize the effects of the second oil crisis and to reduce the trade
surplus. The minister of international trade and industry, Keichi Konaga, ex-
plained his presentation about the project: ‘‘Technical innovation is a driving
force for economic development. To build a creative knowledge-intensive indus-
trial structure in the next decades depends on our capacity, that leads to develop-
ment of basic technologies’’ (MITI 1980).
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In 1980, MITI prepared a 10-year national project for R & D in the fields
of supercomputers, robots, new materials, biotechnology, and mechatronics. To
carry out this project it would have been more beneficial for MITI to have de-
creased trade protectionism, which prevented Japan’s future-orientated industries
from competing in domestic and international markets. In addition, trade protec-
tionism hindered information exchange about high technologies and improve-
ment of R & D projects with the participation of foreign companies.

Instead, the government launched industry plans in the beginning of the
1980s, which consisted of six different strategies:

Strategy 1: Joint R & D projects
Strategy 2: Strategic alliances with foreign companies
Strategy 3: The technopolis plan
Strategy 4: Telecommunication network
Strategy 5: Venture capital and venture business
Strategy 6: Promotion of selected imports

Among these strategies, the technopolis plan plays a very important role because
it aims to decentralize industrial development and encourage cooperation among
industry, scholars, and technopolises. The strategy of the technopolis should pro-
mote the development of high technology, which could contribute to Japanese
society in the future (Tatsuno 1986). To succeed in this strategy, three steps
should be followed. MITI defined these: ‘‘First, new applications and combina-
tions of existing technologies; second, emerging of new technologies as a result
of new applications and methods from scholars and technologies and third, pre-
paring for epoch-making technical innovations after 1990’’ (MITI 1989).

The development of high technology in Japan has been part of economic
policy. The central government, especially MITI, has played a very important
role by advising industry and leading to the creation of industrial policies.

MITI is deeply involved in the technopolis plan although its role is limited
to serve as a catalyst and moderator. Since national research policies are heavily
centralized, the prefectures cannot enjoy independent research activities. MITI
sets a target in the four major R & D areas of microelectronics, biotechnologies,
new energies, and new materials toward which all of technopolises prioritized
their R & D activities. They also focus on development of existing technologies
in their regions.

VI. SUCCESSFUL MODEL OF TECHNOCORPORATISM
IN JAPAN

Generally speaking, Japanese economic and technological policy seems to be
successful. There are several different reasons for its success. The reasons are
clearly distinct from the experience of Western industrialized countries.
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First, the Japanese government strengthened its influence on economic and
technological policy with the establishment of MITI. MITI could arrange an in-
dustrial policy which was aimed at a growth-orientated economic policy and,
simultaneously, at a market-oriented technology policy. To carry out this policy
successfully, MITI dealt with financial support for chosen economic sectors and
with control of R & D for manufactures.

Second, compared to Western industrialized countries there was stronger
competition and only limited cooperation between Japanese companies because
the domestic market is relatively small in comparison with North America and
the E.C. The Japanese companies improved their competitiveness through high
productivities on the domestic market. The companies competed intensively to
remain competitive not only on the domestic market, but also internationally. At
the same time they avoided unnecessary competition with one another on the
world market, which would have allowed other industrialized countries to take
advantage of this comparative competitiveness and damage Japanese national
interests. The cooperative relationship between Japanese companies on the world
market was recommended by the MITI. On the domestic market, a limited coop-
eration was carried out, mainly in research areas.

Third, universities in technopolis areas contributed to improvements in in-
dustrial technologies through cooperations with companies. A major part of R & D
activity at the universities was the researching for possibilities in manufacturing
and their development. For that, a few Japanese national technical universities
invited private companies and government institutes to launch joint research pro-
grams.

Fourth, the cultural background in Confucianism and Buddhism played an
important role. Confucianism contains a strong loyalty to the state and a high
respect for elders. These principles are applied in the lifelong employment system
and the seniority system. In Buddhism, an achievement of ‘‘No-I’’ is regarded
as an important goal. The group-oriented mentality is based on this Buddhist
influence. It results in the group mentality that families and companies are more
important than the individual. In addition, Buddhism teaches that nothing is per-
manent or absolute. It gives the people reason to continually improve in their
field of work. Continuous progress is a way of life in Japan. As a result, workers
always attempt to improve the quality of products, reduce production costs, and
improve customer services (Kang 1989).

The given reasons were important factors for Japanese technocorporatism
until the end of the 1970s. The close and cooperative relationships among the
government, industries, and universities was called ‘‘Japan Corporation’’ by the
Western industrialized countries. In the beginning of the 1980s, domestic and
international conditions changed. In 1980, MITI published a report called Trade
and Industry Policies for the 1980s, which predicted technical developments for
reliable energy sources and less dependence on oil. It also predicted the devel-
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opment of highly sophisticated technology, using new materials and systems
(Minami, 1991).

With the globalization of the economy and criticism from the West regard-
ing government protectionist policies, the government turned to market liberali-
zation and decreased direct and visible financial subsidies to chosen industrial
sectors after the middle of the 1980s. Instead of being directly involved in indus-
tries, MITI now attempts to support R & D activity for basic research and plays
the role of catalyst in cooperation among regional governments, industries, and
universities.

In the 1990s, the government seeks to attain the high standard of living
demanded by the people through productivity growth and the improvement of
adequate social infrastructure. For productivity growth, a highly skilled work
force and technological innovations are required.

Higher educational standards could make it possible to produce value-
added products and improve the development of the service sector. Technological
innovation will continue to improve productivity levels and R & D activities are
the core area for it. The provision of social infrastructure will contribute not only
to raising living standards but also to increasing economic growth from the supply
side (Economic Planning Agency 1993).

Trade friction and the globalization of Japanese firms have forced the coun-
try to rethink management methods with an international perspective since the
second half of the 1980s. Japanese companies needed to extend their corporate
operations, including investment in plant and equipment, research and develop-
ment; develop production facilities; and establish locally incorporated companies
abroad. To implement these corporate operations, MITI continues to play an im-
portant role in the 1990s. Its future aspects focus on environmental protection
and sustainable development.

VII. TRANSFORMATION OF THE SOUTH KOREAN
ECONOMY

Late industrialization is characterized by three facets of growth—diversification,
stabilization, and growth momentum. The transformation of the South Korean
economy can be explained with these characters. In order to reach these goals,
the government has played a role of entrepreneur which planned what, when,
and how much to produce.

The initiative to enter new industrial sectors has come primarily from the
public sphere. In the 1950s, the economic policy was under control due to its
heavy U.S. foreign aid for Korean War reconstruction. Compared to it, every
major shift in industrial diversification in the 1960s and 1970s was planned by
the South Korean government (Amsden 1989).
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The state masterminded the early import substitution project in cement,
fertilizers, oil refinery, and synthetic fibers. In particular, the last improved
the profitability of the textiles industry. The transformation from light to heavy
industry was also initiated by the state. It was fully responsible for the push
into heavy machinery and chemicals in the 1970s. Hence, it is safe to say that
major milestones in South Korea’s industrialization have been decided by the
state.

In South Korea, as in Japan, a tradition to consider bureaucratic careers
is vital in providing both legitimacy for state initiatives and nonmaterial incen-
tives. The bureaucracy has managed to maintain itself as one of power-elite
groups along with the military. The most privileged bureaucracy organ was the
Economic Planning Board (EPB), headed by a deputy prime minister and chosen
by former president Park Chung Hee to be a superagency in the economic area
(Kim 1987). It coordinated economic policy through control of the budgetary
process and the Economic Ministers Consultation Committee. Additionally, the
managers of EPB were often promoted into leadership positions in other ministers
(Choi 1987).

The government-led economic transformation resulted in strong ties be-
tween the regime and the largest conglomerate business (Chaebol). The Park
regime was dependent on Chaebol to implement industrial transformation, which
guaranteed the basis for its legitimacy (Evans 1995). These strong ties were en-
hanced through the military governments, the Chun regime, and the Roh regime.
Two former army generals, Chun Doo Hwan and Roh Tae Woo, took over politi-
cal power after former president Park Chung Hee was assassinated in October
1979.

VIII. ECONOMIC DEVELOPMENT AND GOVERNMENT
STRATEGIES

A major change in the direction of the South Korean economic development
began with the military government that took power in 1961. Its economic policy
aimed at rapid industrial development based on export-oriented industrialization
strategy, active inducement of foreign capital, and various institutional reforms
(Sakong 1993; Kim 1994).

To carry out the outward-looking development strategy, the government
devaluated its currency in May 1964 by almost 50% from 130 to 214 won per
U.S. dollar, and large-scale foreign borrowing to finance investment in export
industries flowed into South Korea. Furthermore, substantial imports of raw mate-
rials, components, and machinery were also necessary to perform the export drive
policy. It provided the most successful exporters a range of benefits, including
preferential access to loans at subsidized interest rates, tax incentives, discounts
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on power and freight costs, and access to important licenses for machinery and
components (Bloom 1993).

These measures enabled a few major exporters to expand their export and
led to a concentration of economic power into Chaebols, which accumulated
profits and branched into new lines of business across industries to form groups.
They became further diversified and grew faster than the rest of the economy.
The 46 largest Chaebols grew at an average annual rate of 22.8% between 1973
and 1978; the nation’s GDP grew at an average annual rate of 9.9% for the same
period (see Table 1). Their share in GDP also increased from 9.8% to 17.1%
during the same period (Sakong 1993). A major factor in the fast growth of the
conglomerates in the 1970s was the government’s new industrial policy based
on the heavy and chemical industries (HCI). The government supported them
further in order to reach its target of economic growth. HCI’s preferential access
to bank credit enabled big conglomerates participating in the government’s HCI
promotion policies to receive nearly 60% of the total bank loans from 1975 to
1977 and almost 95% of policy loans in 1978. It resulted in the neglect of the
light manufacturing industries that were significant exporters as well as producers
of daily necessities. At the same time, the overinvestment in targeted industries
based on supply-side considerations occurred rather than realistic demand-side
forecasts at the firm level.

Consequently, the government announced a set of comprehensive stabiliza-
tion measures including restrictive aggregate demand management through a
tighter monetary and fiscal stance in 1979. It means that the growth-first strategy
in the 1960s and 1970s turned to stabilization policy in the 1980s, though the

Table 1 Average Annual Growth Rate of Chaebols,
1973–1978 (%)

Total Value added
value added in manufacturing

Top 5 30.1 35.7
Top 10 28.0 30.0
Top 20 25.9 27.5
Top 46 22.8 24.4
1 to 5 30.1 35.7
6 to 10 22.8 16.8
11 to 20 19.9 22.4
21 to 46 12.8 16.4
1 to 46 22.8 24.4
GDP 9.9 17.2

Source: Sakong (1993).
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latter was based on the short-term strategy. The policy shift caused severe prob-
lems in the nontargeted, labor-intensive sectors of the economy and the balance
of payments crisis created by the second oil shock. However, it was well timed
and South Korea took advantage of the boom in manufactured exports in the
mid-1980s.

Moreover, selective industrial promotion laws oriented to sunrise industries
such as electronics and petrochemicals were replaced by the Industrial Develop-
ment Law in 1986 which mainly focused on rationalization of declining industries
such as the textile industry, ferro-alloys, and fertilizers. The new law also sup-
ports technological upgrade instead of providing only credits. It enabled the gov-
ernment to establish a basic principle. The government was ready to be involved
in industries only in cases of obvious market failure. In the second half of the
1980s trade liberalization became essential for maintaining a cooperative relation-
ship with the United States in particular, and a liberalization in financial sector
began with a limited form.

The close association of government and business in South Korea’s eco-
nomic development has been regarded as Korea Inc. (Cumings 1987; Wade
1990). However, although this government-business relationship contributed to
the rapid industrialization, the national economy suffered from fundamental dis-
tortion of the competitive market structure, misallocation of resources, severe
inflationary pressure, and imbalanced development of the industrial structure cre-
ated by excessive government intervention until the first half of the 1980s (Kim
1994).

Furthermore, the domestic environment has changed rapidly since the end
of the 1980s. The technology-intensive sector has continuously expanded at the
same time as the manufacturing sector has become more sophisticated and diver-
sified. Big conglomerates such as Hyundai, Samsung, Lucky Goldstar, Daewoo,
etc., are becoming more integrated into the world economy through corporate
alliances and foreign direct investments that enable them to evade government
directives. Thus, the new directions of the economy ought to concern themselves
with technology-related market failures based on the lack of human and relatively
underdeveloped subcontractors.

In the beginning of the 1990s external environment also changed rapidly
through new regional alignments and new order of world trade system based on
the World Trade Organization (WTO). In order to overcome trade barriers, the
government and businesses promote overseas direct investments on the one hand,
and they are keen to increase their competitiveness against foreign firms on the
domestic and international market on the other. Hence, the role of the government
is focusing on supporting for research and development activity to upgrade tech-
nological standards. The present government has been also keen to upgrade in-
dustrial structure oriented from industrial widening toward industrial deepening,
and to improve industrial competition environment created by well-developed
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infrastructure, stable labor and land supply, etc. (Ministry of Trade, Industry, and
Energy 1994).

IX. SOUTH KOREA’S INDUSTRIAL CHALLENGE AND
TECHNOLOGICAL STRATEGIES

South Korea’s key industrial challenge is to keep ahead of the ASEAN-4 and
mainland China by maintaining and expanding the existing technological gap
and at the same time achieve higher levels of product sophistication in order
to compete with other NICs as well as with Japan, the United States, and Eu-
rope. With a new global economic order, triple blocs, South Korean industry
faces severe trade barriers in other blocs on the one hand, and new intraregional
competition based on a rapid increase of intraregional trade connections in high-
technology and knowledge-intensive goods and services in its own bloc on the
other. Thus, South Korea needs to develop technology-intensive industries to sur-
vive in a dynamic international and regional environment.

Historically, Chaebol-dominant industrial structure has restricted the entry
of small and medium-size firms that has resulted in serious technological depen-
dence. Activities of small and medium-size firms based on their flexibility play
an important role for innovation. To slow down Chaebol dominance and to em-
phasize small and medium-size firms, the government launched two strategies
aimed at rapid and sustained technological development. First, South Korea strug-
gles to upgrade its technological capacity through using imported technologies;
that is, a part of the strategy is to form the nation’s linkages with key multinational
companies in various industrial areas. Secondly, South Korea is keen to strengthen
the country’s technological self-sufficiency by deepening its existing industrial and
technological capabilities. To carry out this strategy successfully, an increase of
R & D activities is necessary. The government promotes a participation of local
industries in R & D activities through offering a large number of incentives such
asdepreciationallowances, investment taxcredits,deferralof incometaxpayments,
and duty-free import of selected capital goods (Simon and Soh 1994).

X. REGIONAL DEVELOPMENT STRATEGY BASED
ON HIGH TECHNOLOGY

Considering that South Korea is a newly industrialized country, its industry has
developed rapidly in the past 30 years. It has become a major power in electronics
manufacturing and some areas of information technology (Castells and Hall
1994). South Korea has continuously upgraded its technological foundation, and
the quality of technical and engineering work forces as well. This success story
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is based on providing necessary governmental support for the industrial and com-
munications infrastructure, labor training credit, and trade policy, on the one
hand, and the willingness of South Korean companies to increase their competi-
tiveness in the world market on the other.

This technology policy focused on targeted fields contributing to national
economic development. At the same time Chaebol-oriented economic policy
based on heavy and chemical industries caused a severe regional imbalance in
the territory. The government realized the need for regional decentralization. The
symbolic value of national R & D facilities contributed to regional development
as well as to upgrading national technology standards. Former President Park
Chung Hee decided on building a new science town (Taedok Science Town) in
central South Korea in 1973 (Park 1997).

In 1995, about 14,000 of South Korea’s leading researchers and engineers
were working on R & D activities. The total residential population has reached
about 70,000, of whom about 40,000 were employees in R & D units, R & D
support organizations, and their families. About 16,000 housing units have been
constructed for them. The numbers of in-town organizations have reached 48 and
18, mostly industrial labs to be set up in the near future.

In addition, the Technobelt Concept was launched to connect research and
industry through information and telecommunication technologies. According to
the plan, Seoul and Taedok are to become technological diffusion centers con-
necting networks along four major technobelts. The west coast belt from Seoul
to Kwangju is to specialize in energy and food production; the south coast belt
from Kwangju to Pusan is to focus on heavy industry; the north-south belt con-
necting Seoul, Suwon, Taedok, and Pusan will be based on electronics, semicon-
ductors, and textile industries; and the east-west belt linking Kwangju, Taedok,
and Kangnung will concentrate on medical and social services research and pro-
duction. This technobelt concept will contribute to the formation of a productive
structure for the 21st century, and at the same time the role of Taedok Science
Town will be strengthened due to its geographical location and innovative milieu
as an R & D center.

To become an R & D Center and create synergy effects, Taedok Science
Town has intensified the cooperative relationships among government supported
institutes, universities, and industrial laboratories. The Technological Innovation
Center (TIC) at KAIST carries out industry-oriented projects and facilitates tech-
nology developments in the industrial sector (Park 1997).

XI. CONCLUSIONS

The success of Japanese exports in the 1950s and the 1960s was mainly based
on price advantages. In 1960, Japanese exports accounted for $40.8 billion and
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increased to $144.6 billion in 1980. In 1985, Japan had a huge trade surplus,
almost $47 billion, with its partners. The Japanese trade surplus was increasing
continuously until the beginning of the 1990s. It reached $103 billion in
1991 and increased to $144 billion in 1994. However, due to the depreciation
of the yen during the second half of 1995, after the peak value of 79 yen per
dollar in April, the total Japanese trade surplus for 1995 ended up with $132
billion.

Japanese economic policy represented an outward-looking strategy concen-
trating on exports and economic growth from the 1950s until the middle of the
1970s. During that time, the Japanese export sector used methods of mass produc-
tion to better compete on the international market. Since 1975 the Japanese gov-
ernment has attempted to adapt its economic policy to changes in the international
economy, and reached a stable economic growth rate in the 1980s.

The main goals of the Japanese technology policy are the promotion of
development for creative technologies, the refinement of industrial structure, the
securing of sufficient supplies of energy and raw materials, and the promotion
of regional economic structures. Additionally, this policy demands an improve-
ment of general living conditions in cities and in the industry. As a further goal,
it promotes the transfer of science and technology to developing countries and
strengthens Japan’s cooperation with industrialized countries in the achievement
of scientific and technological progresses.

Following a late industrialization based on state intervention, foreign loans,
borrowed technologies, etc., South Korea has become one of the major economic
powers in the Asia-Pacific region. Its economic development is regarded as a
miracle of East Asia and a model for other developing nations. In the rapid eco-
nomic growth period, the government chose strategic industrial sectors, which
contributed to improving national competitivenesses on the world market. This
government-led economic development strategy resulted in strong ties between
government and industry, which enabled them to form Chaebols.

A Chaebol-oriented economic structure contributed to the rapid economic
growth and at the same time faced severe trade barriers from EU and NAFTA
due to its mass production system. Furthermore, domestic production costs have
continuously increased because of well-organized labor unions and rocketing land
prices. These negative factors pushed the industries to reorganize their structures.
South Korea struggles on the technological upgrading of the industry and foreign
direct investment in the region as well as in the advanced industrialized countries.
In addition, the technological upgrading of the industry and regional development
will make the South Korean economy grow further.

Overall, industrial policy and regional development in Japan seem to be
cooperative and efficient to implement because of its matured economic level,
while the regional development in Korea is regarded as a showcase for the techno-
logical upgrading in specific areas.
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Deregulation for Whom?
Reexamining the Retail
Deregulation in Japan

Yoichiro Sato
University of Auckland, Auckland, New Zealand

I. INTRODUCTION

Small store owners and farmers in Japan were well protected throughout the
post–World War II period. Johnson sees this protection as a payoff for the mainte-
nance of the Liberal Democratic Party’s (LDP) rule.1 Dramatic social changes
in Japan during postwar economic development lessened the LDP’s reliance on
these two groups. Nevertheless, they still exercise a significant influence both
through individual LDP members and the bureaucracy, resisting and delaying
necessary policy changes in the retail sector. Jurisdictional battles within Japan’s
central bureaucracy, and between central and local governments, further make a
meaningful policy change difficult.

This study of the amendment and the eventual abolition of Japan’s Large-
Scale Retail Store Law (LSRSL) will reveal a strong influence of small retailers
and the MITI’s dilemma in implementing a major retail policy change. A broad
consensus on retail rationalisation has been stalled by bureaucratic and intergov-
ernmental disagreements, thereby inviting external pressure. Despite changes in
the law and MITI’s administrative guidance, informal sabotage by the local status
quo interests watered down policy changes.

While the strict government regulation has failed to reverse the lack of
successors for mom-and-pop stores, blind deregulation is not the answer. The
recent deregulation has increased the total number of department stores and super-
markets, and their stronger bargaining power has resulted in a sharp drop on
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wholesale prices. However, the simultaneously expected drop in consumer prices
has so far been limited to certain durable products, and this suggests that the
drop is largely due to the prolonged recession of the 1990s, not the retail liberal-
ization. As many observers have optimistically equated the retail liberalization
of the 1990s with the realization of consumer interests, little attention has been
paid to the increasing oligopolistic tendency in Japan’s retail industry.

This chapter will review the history of the large-scale retail regulations in
Japan. Political processes which led to policy changes at different stages will be
analyzed. The amendment of the Large-Scale Retail Store Law in 1991, the
changes in its implementation since 1994, and the new decentralized regulation
to be effective in the year 2000 will be analyzed in relation to wholesale prices,
retail prices, and the structure of the retail industry. Finally, based on the preced-
ing analysis, the paper will seek a possible direction of the future reforms for
Japan’s retail regulations.

II. HISTORY OF LARGE-SCALE STORE REGULATION

Japan’s large-store regulation has its origin in the prewar period. Expansion of
department stores in the early 1900s caused conflicts with smaller retailers. Vol-
untary restrictions by the Department Store Association (DSA) after 1932 failed
to calm the disputes, and small retailers mobilized anti–department store cam-
paigns. In the wartime-disciplined economy, the Department Store Law, passed
in 1937, regulated stores larger than 3000 m2 in the six largest cities, and larger
than 1500 m2 in other areas. Opening new stores and expanding existing ones
required a permit from the Ministry of Commerce and Industry, which examined
population, number of small retailers, and other related variables in the area.2

The law was abolished under the Allied occupation in 1947, but renewed conflicts
between large and small retailers revived the old Department Store Law in 1956
with some modifications.3

The emergence of supermarkets and their unregulated growth during the
1960s irritated both small retailers and the already regulated department stores.
MITI initially optimistically predicted that economic development and the re-
sulting enlargement of the market would ease tension between supermarkets and
small retailers, and hoped that supermarkets would be the leading force in the
retail reform. However, increasing political pressure from small retailers forced
MITI to issue several administrative guidance to regulate supermarkets. The DSA
took the lead in discussion in the Small Commission on Retail Problems of the
Distribution Division of the MITI Industrial Structure Council.4

Taking into consideration the interests of the DSA, the division recom-
mended extension of the regulation to supermarkets. The division also suggested
that the existing permission system be replaced by a mandatory advance reporting
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system. However, facing an organized protest by small retailers, the Socialist and
Communist parties, and members of the Commerce and Industry Committee of
the LDP’s Policy Affairs Research Council (PARC), the bill was redrafted to
enable MITI to screen the reporting and decide not to accept it, thereby reinstitut-
ing a de facto permit system. MITI was to consult the Large-Scale Retail Store
Advisory Council (LSRS-AC) made up of people of ‘‘learned experience,’’ in-
cluding scholars and journalists, and issue recommendations or orders when nec-
essary.

The Large-Scale Retail Store Law was passed in 1973 (see Figure 1).5 How-
ever, the LSRS-AC remained inactive, and MITI, through an administrative guid-
ance, forced mediation in local conferences on Commercial Activity Adjustment
(CCAA), which consisted of local merchants, consumers, and scholars. The
CCAA was to mediate conflicting interests through unanimous decisions. To
avoid disagreements in the CCAA, it was common for large retailers to hold
informal pre-CCAA meetings with local small retailers before mandatory re-
porting of a planned opening of the store (LSRSL, section 5) or reporting con-
struction of the building (LSRSL, section 3).6

The CCAA aggregates diverse opinions in the area of planned store opening
and presents a collective recommendation to the directors of the chambers of
Commerce and Industry (CCI) and the Commerce and Industry Meetings (CIM),
and the CCI and CIM in return report to MITI. However, informal pre-CCAA
meetings had no clear rule of member selection and operation. The informal
meetings became the de facto arena for interest adjustments.7

Opening of new supermarkets continued during the 1970s, and some stores
scaled down their sizes to evade the MITI regulation (see Appendix). Many local
governments passed their own ordinances to regulate these middle-size stores.
MITI intended to integrate the LSRSL and other retail regulations into one law
and regulate the opening of middle-sized stores based on voluntary reporting.8

However, the plan backfired in the LDP-PARC Commerce and Industry Commit-
tee. In 1978, a new category, Class II Large-Scale Retail Store, was added to the
law in order to regulate stores between 500 and 1500 m2. Prefectural governors
were given authority to screen the reporting from these middle-size stores and
express their objections in consultation with prefectural Large-Scale Retail Store
Advisory Council (LSRS-AC). This enhanced the authority of local govern-
ments.9

III. SMALL RETAILERS AND MITI

The 1979 law already indicated MITI’s general direction toward retail rationaliza-
tion. Ito Keiichi of the MITI Industrial Policy Bureau pointed out the variation
of consumer needs, selective attitudes of consumers, extended shopping distance
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Figure 1 Large-scale retail store law. (Translated and reproduced from Nihon Keizai
Shimbunsha, ed., Daitenho ga kieru hi, Tokyo, 1990, p. 72.)
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due to motorization, and increased spare time. He stated, ‘‘In retailing, large and
small enterprises will be able to co-exist, and small enterprises may enjoy pros-
perity depending on their innovation.’’10

However, MITI soon faced fierce resistance from small retailers. Increased
local authority in the amended LSRSL intensified the conflicts between large and
small retailers, and MITI requested voluntary restriction on opening of new large
stores in 1981. The Discussion Group on Large-Scale Store Problems was estab-
lished as a private advisory body of the chief of the MITI Industrial Policy Bureau
and the director of the Medium and Small Enterprise Agency. Along the lines
of the Group’s recommendation, MITI in 1982 placed a one-per-year quota on
the opening of new stores for each of the 10 department store enterprises, and
set upper limits on the total floor size increase for each of the 13 supermarket
enterprises.11

Small retailers were, furthermore, seeking a revival of the ‘‘permit sys-
tem,’’ which existed under the old Department Store Law. The National Shopping
Districts Promotion Meeting (Zenkoku Shotengai Shinkokai), the National Shop-
ping Districts Union (Zenkoku Shotengai Rengokai), and five other small retail-
ers’ organizations in 1981 formed the National Retailer Promotion Meeting for
Amending the LSRSL and other purposes.12

In 1982, MITI started drafting the Vision of Retailing in the 1980s in a
collective meeting of the Industrial Structure Council’s Retail Division and the
Medium and Small Enterprise Policy Council (MSEPC)’s Small Commission on
Retailing. Whereas the 1981 discussion consisted of the Industrial Policy Bureau
and the MSEA, the MSEPC was an advisory body of the Prime Minister, indicat-
ing an increased political intervention in the area of normally routinized adminis-
trative regulations. Sekio Sugioka interprets this as evidence of declined influence
of the MSEA within MITI.13 Despite the gradual consolidation of pro-reform
forces within MITI, it was not the time to attempt any amendment to the LSRSL.
Had the LDP got its hands into the process, a more restrictive bill would have
passed with the support of all opposition parties.14 The best MITI could do was
to issue administrative guidance to appease the pressure from small retailers and
the LDP without hurting the existing large stores.

Diversifying consumer tastes demanded rationalization of retailing.15 Small
retailers gradually switched their objective to compensation measures. MITI of-
fered ‘‘special loans for computerisation,’’ promoted grouping of small stores for
information sharing on market trends, and helped ‘‘redevelopment’’ of shopping
districts. In 1984, MITI helped small retailers plan four new shopping districts,
and the number jumped to 14 in 1985. Due to rising foreign pressure to increase
imports, these shopping districts were also subsidized in the name of staging
‘‘import fairs,’’ and individual stores received loans for setting up ‘‘import cor-
ners.’’16 Projects for revitalization of shopping districts were able to finance up
to 65% of the cost with a low 2.7% interest rate, and under certain conditions,
80% with no interest.17
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Not all small retailers were satisfied with these MITI payoffs. Some groups
did not trust MITI at all and continued resisting relaxation of the LSRSL by relying
on the increased local authority and the informal delay tactics. In many cases, an
agreement with existing local shopping districts was a de facto requirement for
large retailers to file a report on planned construction. According to MITI, 12 prefec-
tures and 105 other local governments (cities, towns, and villages) had such de
facto requirements. While an agreement was to be sought in informal pre-CCAA
meetings, the length of the discussion there was unspecified. In some cases, more
than 10 years was spent from the announcement of a plan until the actual opening
due to prolonged discussions. Twenty-three prefectures and 991 other local govern-
ments had extended restrictions, regulating stores smaller than 500 m2.18

The strict but informal nature of regulations tempted some large retailers
into corruption. In 1981, small-store owners in Kitakami city filed a lawsuit with
the Tokyo regional court for a cancelation of MITI’s recommendation, complain-
ing about the biased representation in the CCAA. Among the 18 members, three
had a clear conflict of interests, and 15 were chosen from supporters of the
planned construction of a shopping center.19 While subsidies to small stores gave
them much-needed breathing space, the tightened regulations against the large-
store openings also allowed oligopolistic market control by the existing large
retailers, especially the six dominant supermarket chains, during the 1980s.20

IV. POLITICS OF THE RETAIL VISION OF THE 1990s

Facing the paralysis during the 1980s, MITI concluded its Retail Vision of the
1990s in June 1989. The Vision recommended elimination of the local consent
requirement and an eight-month limit on the length of CCAA meetings. MITI,
local governments, Chambers of Commerce and Industry (CCI), and Commerce
and Industry Meetings (CIM, or Shokokai) were to be authorized to close CCAA
meetings after eight months without unanimous agreement. Additional restric-
tions by local governments were to be abolished.21

MITI was to issue an administrative guidance to implement these changes
in the Vision. However, LDP members from districts with many small retailers
demanded that MITI delay the guidance, in the wake of LDP’s defeat in the
June 1989 House of Councillor election due to LDP’s introduction of a new
consumption tax. However, the influence of the rank-and-file LDP Commerce
zoku (politicians with interests in specific policy areas) members had declined
by this time, and the leaders among the Commerce zoku were committed to a
more market-oriented retail reform.22 The Ministry of Home Affairs also opposed
the Vision because it called for invalidation of locally imposed regulations and
would ‘‘lead to encroachment of local autonomy.’’23 While the MITI generally
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supported relaxation of the large-store regulation, abolishing the LSRSL would
reduce its jurisdiction. Abolition could also mean undisciplined growth of local
ordinances to regulate large stores.24 Lacking political control over this turf battle,
the Japanese government was incapable of making anything more than an incre-
mental change.

V. FOREIGN PRESSURE MADE IN JAPAN?

Complaints by foreign exporters about Japan’s complex retail system have been
heard since the 1970s. However, it was only after the 1980s that the matter came
up in official bilateral discussions between Japan and the United States. It is
reported that an executive of one of Japan’s largest supermarkets informed the
U.S. government about the LSRSL, and this triggered a detailed analysis of the
law by the American negotiators.25 The LSRSL became the symbol of Japan’s
complex retail system, and its abolition was thought to be a part of Japan’s eco-
nomic liberalization and import expansion.

The U.S.-Japan Structural Impediment Initiative (SII) talks, beginning on
5 September 1989 in Tokyo, addressed the LSRSL issue.26 On 26 September
1989, Toys R Us Inc. announced that it was going to open four to six stores in
Japan in 1991 in cooperation with McDonald’s Japan.27 Toys R Us’s chairman,
Charles Lazarus, and President Fujita Den of McDonald’s Japan, met U.S. Trade
Representative Carla Hills on 4 October 1989 and received her backing.28 In the
third SII talk in February 1990, the U.S. negotiator officially demanded abolition
of the LSRSL.

Expecting this U.S. demand, the LDP had postponed the SII talk, which
was due in mid-January, to avoid its negative influence on the February 1990
House of Representatives election.29 LDP’s victory in this election reduced the
bargaining power of small retailers. While Prime Minister Kaifu Toshiki and
senior LDP members sought abolition of the law, some LDP members sympa-
thized with small retailers. MITI and the Ministry of Home Affairs were united
against abolition.30

While retail discussion was under way, a real-estate developer, Shuwa, and
a supermarket chain, Life Store, reportedly planned a merger of four supermarket
chains.31 Shuwa’s president had proudly talked about his close relationships with
high U.S. officials.32 Life Store’s president was also ‘‘well connected’’ with LDP
leaders. He publicly said ‘‘using gaiatsu [foreign pressure] is the fastest way for
reforming the Japanese system.’’ 33 U.S. Ambassador Michael H. Armacost had
reportedly indicated the lobbying by Japanese large retailers.34 Other U.S. diplo-
mats also said that the U.S. demands were based on the ideas of ‘‘thoughtful’’
people in Japan.35



138 Sato

VI. JAPAN FEDERATION OF ECONOMIC ORGANIZATIONS

Ambiguity within the Japan Federation of Economic Organizations (JFEO) on
the LSRSL also delayed retail rationalization. Retailers had only limited influence
within the JFEO until Isao Nakauchi of Daiei, a supermarket chain, took the
chairmanship of the Public Affairs Committee in 1989.36

Major corporations in the industrial sector had their own inefficient retail
networks. For example, Matsushita Electronics had 27,000 affiliated stores, and
Toshiba, 14,000. These companies, therefore, could not loudly advocate retail
rationalization.37

The interest group of trading corporations, the Japan Trading Association,
supported the revision of the LSRSL to ‘‘raise a strong retail industry’’ which
would encounter manufacturers’ dominance in retailing.38 Japan’s largest super-
market chain, Daiei’s President Nakauchi Isao, criticized the industrial sector for
its closed distribution practice and MITI for its interest in the preservation of its
regulatory power.39

However, recession in the wake of the bursting-bubble economy in the
1990s forced Japanese industries to quickly rationalize. Symbolic significance of
the LSRSL in U.S.-Japan disputes also made it necessary that Japan makes a
meaningful concession. Thus, the JFEO shifted in favor of curtailing excessive
regulations by the local governments and possible revision or abolition of the
LSRSL.40

VII. POLITICS VERSUS ADMINISTRATION

MITI did not officially admit that the LSRSL constituted a structural impediment
to American exports, because it might endanger the very existence of the law.41

A rebuttal to foreign accusation of the LSRSL was also presented by the Japan
Chamber of Commerce and Industry, in both English and Japanese, to chambers
of commerce in 31 countries and foreign embassies in Japan.42 MITI’s objective
was to pursue the planned retail rationalization without abolishing the LSRSL.

Facing an American demand for the abolition of the LSRSL, the LDP was
divided. Prime Minister Kaifu and senior leaders sought abolition. At one point,
even the LDP members elected with the support of small retailers gave up their
resistance against the party leaders, shutting off the petitions by small retailers.
A MITI official is reported to have called up a leader of the National Shopping
Districts Promotion Meeting, leaking LDP’s movement toward abolition of the
LSRSL and triggering an organized protest by the Promotion Meeting, the Japan
Shopping Districts Union, the Japan Specialized Store Associations League, and
other groups on 19 March 1990.43 Shocked by such an organized protest, members
of the LDP-PARC Commerce and Industry Division reversed their reform-
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leaning stance and unanimously opposed the abolition on 28 March 1990.44 The
LDP Economic Adjustment Special Research Council also met on 29 March.
The Council even opposed relaxation of the LSRSL limited to major cities.45 The
decision reflected the petition by about 150 leaders of small retail organizations
at the LDP headquarters on the same day.46 The LDP Large-City Diet Member
League also decided to refuse both abolition of the law and partial relaxation.47

As the antiabolition force regained ground within the LDP, a compromise
was reached on 2 April. A new administrative guidance was to set the upper limit
to the ‘‘adjustment period’’ at 18 months. Partial relaxation (or abolition) of the
law in ‘‘specific regions’’ was to be done through an amendment in two years.
‘‘Specific regions’’ was left undefined, indicating a disagreement within the
LDP.48 The U.S. side accepted this plan, while reserving the right to reraise the
issue, if the plan did not produce visible results. After the SII talk, MITI de-
manded an increase in personnel to ‘‘supervise the management of local Adjust-
ment Conferences.’’ 49 According to Upham, this personnel increase indicated
that MITI was now ready to take up the legally mandated task of evaluating store
opening applications and making decisions on them: a task which MITI previ-
ously delegated to informal dispute settlements among private parties during the
1980s, partly due to the lack of financial and personnel resources.50

The process of the 1991 amendment reveals several interesting points. First,
LDP rank-and-file members had to be more sensitive to the demands of the small
retailers than their senior leaders, whereas the senior leaders had to prove their
political skills by rising above parochial interests.51 Second, small retailers’ votes
were less important to the LDP, when Kaifu’s ‘‘clean’’ image somewhat eased
the tarnished party image of the late-1980s. Finally, despite LDP leadership’s
clear involvement in the issue, the process which resulted in amendment, rather
than abolition, of the LSRSL in 1991 indicated that MITI bureaucrats were at
the ultimate helm.

VIII. AFTER THE AMENDMENT

While MITI successfully manipulated interest groups under its jurisdiction, it
could not totally eliminate the influence of interest groups. A collective meeting
of the Industrial Structure Council’s Retail Division and the Medium and Small
Enterprise Policy Council’s Small Commission on Retailing concluded its report.
The report emphasized the shortening of the adjustment period to one year (in-
stead of 18 months), integration of the official AACC process and informal pre-
AACC meetings into the previously inactive LSRS Advisory Council (LSRS-
AC), and the relaxation on floor enlargement for import corners. Additional
restrictions by local governments were to be limited in a new section under the
amended LSRSL.52
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Local chambers of commerce, in which small retailers were predominant,
exercised strong influence in the informal pre-AACC meetings. The new law,
consolidating the adjustment functions into the MITI-controlled LSRS-AC,
would reduce the chambers’ effectiveness in bargaining vis-à-vis large retailers.
Therefore, the Japan Chamber of Commerce established an extralegal Commerce
Problem Discussion Group (CPDG), in which the role of local chambers in ‘‘con-
solidating local opinions when necessary’’ would be preserved.53 MITI’s intent
to reactivate the LSRS-AC and consolidate regulatory power into it was thus
compromised when it was made mandatory for the LSRS-AC to consult the CCI
and/or the CIM in case of disagreements in the LSRS-AC. Minutes of the meet-
ings called by the CCI and/or the CIM were not disclosed to the public.54 How-
ever, members of the LSRS-AC under the new law were appointed by MITI
minister as quasi-public servants subject to confidentiality requirements and anti-
bribery laws.55

The disagreement between MITI and the Ministry of Home Affairs was
left unsolved. Among about 400 ‘‘overly strict’’ local restrictions pointed out by
MITI, only 39 were abolished by May 1991.56 Small retailers thus maintained a
considerable degree of protection, despite the amendment.

IX. INCREMENTAL CHANGES AND THE CRUMBLING
OPPOSITION

Within the opposition camp, a gap was widening between the ‘‘pragmatists’’ and
the ‘‘dogmatists.’’ The National Shopping Districts Promotion Meetings took a
pragmatic position, cooperating with MITI to obtain as much budget as possible
for shopping district revitalization plans. This close working relation with MITI
may be due in part to the fact that the meeting’s board included a retired bureau-
crat from MITI.57 On the other hand, the Japan Specialized Store Associations
League focused on ‘‘political performance,’’ such as ‘‘standing opposition meet-
ings.’’ 58

The pragmatism attracted increasing support in light of the continued de-
cline of small retailers. The tight restriction in the early 1980s ironically reduced
competition among large retailers and allowed them breathing space to improve
their floor efficiency. As a result, their sales per floor space increased after 1983.
On the other hand, the efficiency of small retailers suffered, while some benefited
from the consumer-attracting power of large stores.59

The structure of retail forces has also changed. According to Nihon Keizai
Shimbun research, the proportion of retailers with a second job reached 43.7%
in 1990, up by 18.5% in five years.60

At the same time, motorization and extended shopping distances caused
conflicts between neighboring commercial zones. Commercial zones had been
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set for an administrative purpose. However, as shopping distances increased, reg-
ulation in one zone became meaningless when large stores opened in the neigh-
boring commercial zones. Thus, competition among neighboring zones led to the
weakening of opposition solidarity.61

According to a survey by the Disaster Relief Project for Medium and Small
Enterprise Owners in 1990, only 17% of the respondents answered that they
would not accept an opening of a large store in their commercial areas under
any condition, whereas 60% said they might conditionally accept such an open-
ing. The conditions included a regulation on operation hours, cohosting of sales
campaigns and events (by large stores with local shopping districts), joining (of
large stores) into local shopping districts, and payment of restructuring funds (by
large stores to local shopping districts).62

In the 1989 supplemental budget, 26 billion yen was allocated for reactiva-
tion of small retailers, in compensation for relaxation of the regulation announced
in the Retail Vision.63 This raised the total amount of funds available to small
retailers to about 45 billion yen for fiscal year 1989. One MSEA official is re-
ported to have admitted that such a small amount of money was not for practical
use but for a cosmetic purpose.64 The MSEA worked on an additional amount
in the 1990 supplemental budget in compensation for additional relaxation during
the SII talk.65

National Union of Commerce and Industry meetings (Zenkoku Shokokai
Rengokai) drafted ‘‘Small Retailer Promotion Measures under the LSRSL relax-
ation.’’ In the report, the Union. asked MITI and the MSEA for increased subsi-
dies, long-term/no-interest loans, and preferential tax treatment for shopping dis-
trict reconstruction and construction of parks and parking spaces, regrouping of
stores, and job training.66 These demands were included in a report by the Indus-
trial Structure Council’s Retail Division and the Medium and Small Enterprise
Policy Council’s Small Commission on Retailing.67

X. FURTHER DELAY IN REFORMS

Prospect of retail deregulation caused a temporary rush of applications for open-
ing large-scale retail stores during the 1990–1991 period. However, economic
recessions and saturation of the retail market slowed down store openings in
1992.68 Despite the simplified formal application procedure, informal ‘‘root-
binding’’ with local merchants continued. At the same time, department stores
and supermarkets, which had already opened stores in key strategic locations,
switched their focus to relaxation of the regulations on operation hours/day rather
than demanding abolition of the LSRSL, which would invite further competition
from other large retail chains and specialized stores.69

In summer 1993, the LDP lost majority in the House of Representatives,
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allowing a coalition of former opposition parties to place, as Prime Minister,
Hosokawa Morihiro of the Japan New Party. The Hosokawa cabinet launched a
series of economic deregulation programs, including revision of the LSRSL. The
CCI, CIM, and other groups of small retailers insisted that there was no need for
change.70 The JFEO (keidanren), on the other hand, moved toward deregulation,
demanding relaxation of the floor size limitation, abolition of the restrictions on
business hours and days, and eventual abolition of the LSRSL.71 During the SII
talk in 1991, the United States and Japan had agreed on revision of the LSRSL
within two years, including possible removal of specific cities from the applica-
tion of the LSRSL. The Economic Reform Study Group, an advisory body of
Prime Minister Hosokawa, was to recommend abolition of the LSRSL by 1998.72

Nevertheless, resistance from the bureaucracy and several LDP members blocked
such initiative, and the reform implemented in May 1994, for cities defined by
an ordinance, was limited to raising the lower limit of the store size under regula-
tion to 1000 m2 (previously 500 m2) and relaxing the regulations on business
hours and days.73 Still, the deregulation for stores between 500 and 1000 m2 and
the extended business hours/days contributed to a rush of new store opening
applications and increased sales for existing stores.74

The Socialists left the coalition in early 1994 and eventually allied with
the LDP. Although deregulation had become an irresistible political trend, the
LDP was reluctant to rock the boat on the retail issue as its support was declining
among its major support groups: urban salaried workers, rural farmers, and small
retailers. Socialists were in a worse position as they failed to attract support
among urban workers and their reliance on the shrinking population of organized
farmers and small retailers increased. As Japan’s economy struggled through re-
cession, further relaxation and/or possible abolition of the LSRSL was not in-
cluded in the deregulation plan in 1994 and 1995.75 Decline in efficiency among
department store establishments after the 1991 relaxation, measured through sales
per square meter and sales per employee, also seemed to have contributed to the
government reluctance for further deregulation (see Table 1).

Nevertheless, both internal and external pressure for the abolition intensi-
fied. As a large number of municipal regulations remained, the supermarket in-
dustry was shifting toward total abolition of the large-scale retail regulations.76

Capping on the length of adjustment discussions in the 1991 reform did not elimi-
nate local small retailers’ resistance in the process, but prevented them from
stalling it. Nevertheless, municipal regulations of stores below 500 m2 could not
be invalidated, since the LSRSL did not clearly preempt local municipalities’
authority to do so.77

Changes in the structure of the retail industry steadily eroded the effective-
ness of the regulations. The number of stores under 50 m2 has declined. On the
other hand, middle-size stores, not regulated by MITI or prefectural governor
(between 50 and 500 m2), as well as the larger stores regulated by the LSRSL,
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Table 1 Department Stores in Japan

Floor Annual
Year #Establ #Employees sizea salesb Sales/emplb Sales/m2b

1984 360 170,961 6,076 7,643,754 44.1 1.27
1985 360 170,387 6,201 7,982,465 46.8 1.29
1986 365 169,989 6,310 8,416,439 49.5 1.34
1987 368 170,570 6,414 8,879,340 52.1 1.38
1988 371 175,854 6,563 9,551,819 54.3 1.46
1989 377 180,998 6,776 10,516,550 58.1 1.55
1990 378 181,613 6,942 11,456,083 63.1 1.65
1991 416 192,534 6,964 12,085,175 62.8 1.74
1992 421 194,643 7,229 11,930,277 61.2 1.65
1993 424 192,824 7,430 11,263,552 58.4 1.52
1994 428 185,790 7,571 11,024,892 59.3 1.46

a In thousands of square meters.
b In millions of yen.
Source: MITI. Monthly Commerce Statistics, adopted from the Distribution Economics Institute of
Japan, Statistical Abstract of Japanese Distribution, 1996, 51.

increased in number between 1985 and 1991 (see Table 2). Smaller stores’ share
in the total retail sales also declined, as the number of large stores increased (see
Table 3).

Efficient sales do not necessarily guarantee cheaper consumer prices. Revi-
sion of the LSRSL in the 1990s must, as MITI claims, take into account consumer
interests. Larger retailers, taking advantage of the scale merit, play better bargains
vis-à-vis wholesale distributors, or even get rid of the middlemen by directly
purchasing from the producers. The supermarket industry was playing this role
by cutting into the vertically integrated retail keiretsu organized by the major
manufacturers.78 Major department stores and general merchandise supermarkets
have consolidated buying groups for this goal.79 In fact, Japan’s wholesale price
index has declined during the 1990s, and this tendency is more true for the im-
ported products (see Table 4).

Upham showed his optimism in Japan’s retail reform in the 1990s by point-
ing out the increase in parallel imports since the late 1980s, among other factors.80

However, as the large retailers choked the smaller ones, the absolute number of
retail outlets has declined, and they are controlled by fewer enterprises. As a
result, the Japanese consumer market has become more oligopolistic, and the
benefits from the reduced wholesale prices are not shared by the consumers. The
largest supermarket chains in Japan, expected in the 1970s to break the hold of
the oligopolistic department store industry, have established their own oligopoly
(Table 5) and now control the chains of smaller convenience stores, which skill-
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Table 2 Number of Retail Outlets by Sales Space

Number of establishments

Floor sizea 1985 1988 1991

under 10 85,318 83,510 72,387
10�20 308,018 280,761 246,657
20�30 287,169 267,077 239,425
30�50 376,850 367,266 360,059
50�100 263,107 271,227 282,388
100�200 88,866 96,260 109,050
200�500 36,350 48,423 56,490
500�1000 8,161 8,408 8,799
1000�1500 3,400 3,888 4,358
1500�3000 1,910 2,047 2,269
Over 3000 1,980 2,107 2,371
Unknown 167,515 188,778 206,970
Total 1,628,644 1,619,752 1,591,223

a In square meters.
Source: MITI. Census of Commerce, adopted from the Distribution Economics
Institute of Japan, Statistical Abstract of Japanese Distribution, 1996, 19.

Table 3 Retail Sales by Sales Space

Salesb Sales %

Floor sizea 1985 1988 1991 1985 1988 1991

Under 10 927,803 995,322 1,028,281 0.9 0.9 0.7
10�20 4,209,588 4,228,601 4,337,198 4.1 3.7 3.1
20�30 5,681,694 5,681,385 5,806,867 5.6 4.9 4.1
30�50 11,329,360 11,706,467 12,845,380 11.1 10.2 9.1
50�100 13,804,385 15,480,074 18,081,011 13.5 13.5 12.9
100�200 8,867,116 10,064,410 12,742,469 8.7 8.8 9.1
200�500 8,926,837 11,541,579 15,246,901 8.8 10.1 10.8
500�1000 4,651,839 4,811,985 5,452,639 4.6 4.2 3.9
1000�1500 3,232,403 3,774,570 4,539,363 3.2 3.3 3.2
1500�3000 2,708,741 3,124,023 3,732,774 2.7 2.7 2.7
Over 3000 14,351,668 16,701,795 21,096,550 14.1 14.5 15.0
Unknown 23,027,629 26,729,716 35,728,670 22.6 23.3 25.4
Total 101,721,048 114,839,927 140,638,103 99.9 100.1 100.0

a In square meters.
b In millions of yen.
Source: MITI. Census of Commerce, adopted from the Distribution Economics Institute of Japan,
Statistical Abstract of Japanese Distribution, 1996, 19.
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Table 4 Indexes of Wholesale Prices and Consumer Prices

Wholesale price

Domestic Consumer price
products for Imports

Year General domestic demand (yen basis) General

1985 110.4 105.3 152.2 93.5
1986 100.3 100.3 97.7 94.1
1987 96.5 97.2 89.7 94.1
1988 95.6 96.7 85.6 94.8
1989 98.0 98.5 92.0 97.0
1990 100.0 100.0 100.0 100.0
1991 99.4 101.0 91.8 103.2
1992 97.8 100.1 86.2 104.9
1993 95.0 98.6 77.3 106.3
1994 93.1 96.9 73.0 107.1
1995 92.2 96.1 72.9 107.0
1996 92.8 95.3 79.9 107.1

The Bank of Japan; Management and Coordination Agency.
This table has been reconstructed from Management and Coordination Agency of Japan, Statistics
Bureau and Statistics Center, Indexes of Wholesale Prices, Consumer Prices, and Land Prices.

fully evaded the tight floor size regulations under the LSRSL during the 1980s
(Table 6).

Japan’s consumer price index after the 1991 relaxation of the LSRSL has
in fact mostly risen, despite its prolonged recession (see Table 4). A possibility
that consumers are buying more expensive brands of the same product category
cannot be empirically falsified, due to limited data. However, this does not seem
to be the case during the current recession. Even after the additional relaxation
of the LSRSL in 1994, most retail products show no price drop, with a few
exceptions in furniture, household utensils, and recreational durables (Table 7).

The LSRSL’s floor size–based regulations also face challenge from cata-
logue, television, and Internet shopping services, which have no physical stores.
Proliferation of membership stores also effectively demolished the border be-
tween wholesale and retail stores, making the LSRSL obsolete.81 The American
Chamber of Commerce in Japan officially demanded abolition of the law in Octo-
ber 1995, and the U.S. government also demanded abolition by the year 2000.82

The Hashimoto cabinet had set the administrative reform as its top priority, and
it announced a ‘‘program for Transformation and Creation of Economic Struc-
ture’’ on 16 December 1996. In the program, the government promised a start
of the preparation toward review of the LSRSL in 1996, but no detail of possible
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Table 5 Japan’s Top Retail Enterprises, 1993

General merchandise/
supermarket chains,

Department stores co-ops

Ranking Company Salesf Company Salesf

1 Mitsukoshi 842,372 Daieia 2,015,230
2 Seibu Department Storesb 808,074 Ito-Yokado 1,511,553
3 Takashimayac 788,462 Seiyub 1,103,778
4 Daimaru 569,799 Jusco 1,005,664
5 Matsuzakaya 491,367 Nichii 789,462
6 Isetan 442,895 Uny 569,799
7 Tokyu Department Stored 378,841 Nagasakiya 414,563
8 Hankyu Department Stores 344,729 Izumiya 400,844
9 Kintetsu Department Stores 284,142 Coop Kobe 351,707

10 Sogoe 280,039 Chujitsuyaa 321,911
11 Yokohama Takashimayac 269,489 Maruetsua 321,045
12 Odakyu Department Stores 235,241 Uneed Daiela 298,149
13 Tobu Department Stores 188,686 Kotobukiya 281,347
14 Yokohama Sogoe 167,000 Tokyu Stored 275,691
15 Keio Department Stores 146,801 Heiwado 208,987

a Daiei Group.
b Saison Group.
c Takashimaya Group.
d Tokyu Group.
e Sogo Group.
f In millions of yen.
Source: Larke. Japanese Retailing, 178, 200.

revision was included. A senior MITI source was quoted for internal division
within MITI.83 As the LDP foot-dragged on the issue throughout 1996, the U.S.
government repeated its demand in early 1997. MITI replied that comprehensive
review of the law would be done by the end of December 1997, after which
immediate actions would take place.

MITI started a joint meeting of the Industrial Structure Advisory Council
and the Medium and Small Enterprise Policy Advisory Council on 21 May 1997
to have them report to the MITI minister a plan of revision. A national survey
by the Prime Minister’s office and a series of public hearings were planned in
June.84 Large stores were interested in abolition of the mandated number of clos-
ing days (set at 24 days per year by the 1994 revision) and the regulations on
operation hours (closing at 8 PM set by the 1994 revision). However, relaxation
of the regulation on new store openings did not receive much support from the
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Table 6 Leading Convenience Stores Chains and Mini-Markets, 1992

Rank
by sales Store chains Sales #Stores Parent company

1 Seven-Eleven 1,194,913 5,058 Ito-Yokado (1)
2 Lawson/Sun Chain 666,400 4,448 Daiei (2)
3 Family Mart 413,939 2,311 Saison Group (3)a

4 Sun-shop Yamazaki 321,950 2,427 Yamazaki Bread
5 Zennishoku Chain 265,900 1,878 Zennihon Shokuhin
6 Circle K 193,599 1,255 Uny (4)
7 K-Mart 142,640 1,096 Kittaka
8 Sunkusu 137,900 804 Nagasakiya (5)
9 Community Store 84,520 575 Kokubu

10 Monmato 74,718 442 Monmato Suto
11 Mini-Stop 74,279 440 Jusco (6)
12 Hot Spar 69,980 517 Kasumi
13 Seicomart 68,100 425 Nishio Maruyo
14 Coco Store 60,000 483 Izumikku
15 Spar/Hotspar 43,991 190 Tokan
16 3-8/Hi-mart 43,034 253 Hiroya
17 3-F 39,845 239 Fuji Shitio
18 Sebuon 37,770 366 Iseya
19 Spar 33,778 131 Osaka Spar
20 Family Mart 27,955 209 Chubu Family Mart

Bold indicates that the parent company is ranked within top 20 in sales for general merchandise
chains.
The number in parentheses indicates GMS ranking.
a Saison Group also includes Seibu Department Stores, ranked No. 2 in sales among department

stores.
Source: Larke. Japanese Retailing, 146.

large retailers due to the concern of overcompetition.85 Some retailers also thought
that total abolition of the LSRSL would lead to a rush of regulatory ordinances
by municipalities in the total absence of the preempting MITI regulations.86

The joint meeting of the Industrial Structure Council (MITI) and the Me-
dium and Small Enterprise Policy Council (Prime Minister’s office) concluded
its report in December 1997, recommending that the LSRSL be abolished. As a
related measure, amendment to the City Planning Law (Toshi keikaku ho) was
also recommended to enable local municipalities to regulate store opening from
the viewpoints of traffic control, environmental protection (including garbage
collection), and regional planning. These municipalities would publish zoning
and size limits for land use under the new City Planning Law. Then, municipali-
ties would evaluate individual applications for store opening in light of their
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Table 7 Index of Consumer Prices, Subgroup

Item 1995 1996 1997

Food 100.0 99.9 101.7
Fresh food (fresh fish & shellfish, fresh vegetables & 100.0 100.4 100.8

fresh fruits)
Food, excluding fresh food 100.0 99.8 101.8
Cooked food 100.0 100.5 102.9
Beverages 100.0 99.6 101.3
Alcoholic beverages 100.0 99.6 100.5

Furniture & household utensils 100.0 98.0 97.1
Household durables 100.0 95.8 93.3
Other furniture & household utensils 100.0 99.2 99.1

Interior furnishings 100.0 99.0 98.5
Bedding 100.0 98.0 97.8
Domestic utensils 100.0 100.0 100.6
Domestic non-durables 100.0 97.3 95.4

Clothes & footwear 100.0 101.1 103.4
Clothes 100.0 101.4 103.7

Japanese clothing 100.0 101.8 102.7
Clothing 100.0 101.4 103.9

Shirts, sweaters, underwear 100.0 101.4 104.1
Shirts & sweaters 100.0 101.3 103.8
Underwear 100.0 101.5 104.8

Footwear 100.0 100.1 102.4
Cloth & other clothing 100.0 100.2 102.1

Cloth & thread 100.0 98.9 100.3
Other clothing 100.0 100.2 102.5

Reading & recreation 100.0 98.9 100.4
Recreational durables 100.0 88.9 83.6
Other reading & recreation 100.0 99.9 102.1
Recreational goods 100.0 98.8 100.6
Books & other reading materials 100.0 100.7 102.9

Miscellaneous 100.0 100.4 102.0
Toilet articles 100.0 99.7 99.7
Personal effects 100.0 99.7 102.1
Cigarettes 100.0 100.0 101.7
Other 100.0 107.2 110.0

Based on Management and Coordination Agency of Japan, Statistics Bureau and Statistics Center,
Japan in Figures, ‘‘Indexes of Wholesale Prices, Consumer Prices and Land Prices,’’ Subgroup Index
for Japan.
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Figure 2 Large-scale retail store site law (to be implemented in 2000). (From Nihon
Keizai Shimbun, 25 December 1997, p. 10; 24 May 1998, p. 8.)

social impact, and if necessary, issue recommendations of changes, under the
Large Store Site Law (see Figure 2). Large supermarket interests, suspicious of
subjective and extended regulations by municipalities in the absence of a specific
definition of ‘‘serious and irreversible’’ social impact, opposed the plan. Mean-
while, small retailers also opposed the plan in the absence of a clear assurance
of their participation in the municipal evaluation process.87 However, these reform
measures passed the Diet in May 1998, and the new law will be implemented
in 2000. MITI is to issue guidelines to municipalities, which include uniform
criteria for large retailers to consider in opening new stores.88

XI. CONCLUSION

The relaxation of the LSRSL involved both external and internal pressure, but
MITI’s control over its jurisdiction prevented abolition of the law. Relaxation of
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the law was more incremental than it looked due to informal sabotage at the
implementation stage. Under the new law, extended local autonomy may still
prevent large stores from opening. Small retailers derived their political strength
through their plural access channels to the LDP, the MSEA, local governments,
and the Ministry of Home Affairs. With the declining influence of the MSEA
within MITI, small retailers’ alliance with MITI was possible only to the extent
that neither liked complete abolition of the LSRSL.

The LDP’s role, backed by its political strength during the 1980s, remained
that of a mediator among the status quo interests of the bureaucracy, small retail-
ers, department stores, and supermarket chains. As small retailers declined in
number, their political strength was destined to decline. Nevertheless, general
decline of the LDP popularity since the late 1980s slowed down the decline of
relative strength of small retailers well into the 1990s. However, the LDP in the
1990s let the MITI take a lead in deregulation, contrasting its own reregulation
initiative until the early 1980s.89

The LSRSL failed to solve conflicts between large and small retailers. Ex-
tended shopping distance, specialization, cooperation among large and small
stores, and proliferation of membership stores have made the LSRSL obsolete.
However, the whole process is characterized by the absence of a consumer per-
spective. Incremental reforms have advanced large retailers bargaining power
vis-à-vis wholesale distributors, at the cost of small retailers. However, the cost
advantage gained by the large retailers has not been enjoyed by Japanese consum-
ers. A more meaningful retail reform seems to lie in the area of antimonopoly
laws.

Small retailers’ resistance seems to have exhausted their ammunitions at
the national level, but they have acquired a potentially strong influence via local
municipalities. The structure of the retailing industry has been defined by cultural,
historical, and natural conditions, and varies from one region to another.90 The
delegation of the retail regulation authority to local government levels has the
potential to allow regionally unique evolution of the retail industry. However,
whether MITI will set clear criteria for large stores, and whether local municipali-
ties will refrain from setting additional criteria in evaluating store opening appli-
cations, are yet to be seen.

Keeping the above analysis in mind, I would like to conclude this chapter
with some proposals. Further reform of the retail regulations should encompass
all of the following goals:

1. MITI should set the minimum store size, under which store opening
cannot be regulated by local municipalities.

2. Establishment of larger commercial zones for driving consumers, and
smaller urban commercial zones for nondriving consumers within each ‘‘driv-
ing’’ zone by municipalities.
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a. Relaxation in store size and operation hours/day regulations in the sub-
urban driving zones.

b. Relaxation in operations hours/days, but maintain moderate store size
limit in the urban nondriving zones under the local government’s au-
thority.

3. Antimonopoly monitoring and enforcement in each driving zone. The
enforcement should be based not on each store’s sales, but on each enterprise’s
sales within the zone.

All of the reform initiatives require a strong political leadership, since they
will inevitably have to redraw the existing jurisdictional boundaries. Without a
strong leadership, neither small retailers nor consumers would enjoy prosperity.
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Democracy, Development, and the
Welfare State in India
A Win-Win Policy Analysis

Noorjahan Bava
University of Delhi, New Delhi, India

I. INTRODUCTION: INDIA’S DEVELOPMENTAL GOALS

Since independence India has been preoccupied with the pursuit of the fourfold
goals of democracy, planned socioeconomic development, nation building, and
welfare state. These cherished values and objectives emanating from the Consti-
tution of India have become the alpha and omega of public policies of the gov-
ernment for the past 50 years.

The Constitution ordains that ‘‘The State shall promote the welfare of the
people by securing and protecting as effectively as it may a social order in which
justice—social, economic and political—shall inform all the institutions of the
national life’’ (Article 38). The Directive Principles of State Policy embody the
objective of the State under the Republican Constitution, namely that it is to be
a Welfare State and not a Police State. These directives aim at the establishment
of economic and social democracy pledged for by the preamble. They emphasize
that the goal of the Indian polity is not unbridled laissez-faire but a welfare state
where the state has a positive duty to ensure to its citizens social, economic, and
political justice with the dignity of the individual and consistent with the unity
and integrity of the nation. By making them fundamental in the governance of
the country, the founding fathers have enjoined upon all future governments in
India the responsibility to find a middle way between individual liberty and the
public good, between preserving the property and privilege of the few and be-
stowing benefits on the many in order to liberate the powers of all men and

159
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women equally for contribution to the common good. To achieve these grand
goals of development, welfare, and democracy, the policy makers and planners
of India have adopted two different sets of win-win policy packages: (1) the state-
led, public sector–dominated socialist model, and (2) economic liberalization or
the market-led Structural Adjustment Programme (SAP).

II. CONCEPTUAL FRAMEWORK OF STUDY

To talk of welfare/development/democracy is to talk at once of public policies
in general and sectoral policies like social, economic, political, and cultural devel-
opment policies in particular. A clear normative foundation and a general inter-
pretative framework together are necessary for the assessment of social policy.
None has emphasized the need for this linkage better than Max Weber1:

The distinctive characteristic of a problem of social policy is indeed the fact
that it cannot be resolved merely on the basis of purely technical consider-
ations which already assume settled ends. Normative standards of value can
and must be the objective of dispute in a discussion of the problem of social
policy because the problem is in the domain of general cultural values.

The values of democracy, development, and welfare state are closely and
positively correlated, as the following pages show. The relationship among these
ideals can be hypothesized as follows:

1. Welfare state and development are closely linked as means and ends,
respectively.

2. Welfare state is a short-term goal while development is a long-term
achievement.

3. Welfare state enhances and strengthens democracy.
4. Democracy being a goal of development, its achievement in political,

economic, and sociocultural spheres constitutes all-around develop-
ment.

5. Citizen participation in all the interfaces of the decision-making pro-
cess is the sine qua non of both democracy and development.

The value-loaded2 umbrella concept of development is a multidimensional
one involving normative, empirical, environmental, moral, legal, material, spiri-
tual, individual, group, spatial, and temporal aspects essential for human develop-
ment.3 Development is measured by the extent to which the skewed distribution
of factor ownership is corrected by the number of people who are lifted above
the poverty line; by the education, health facilities, and housing provided to them;
by the range of employment generation; by economic growth, price stability,
political participation by the unorganized and disinherited majority; and by cul-
tural progress.4 For the purposes of this study development is operationalized as
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removal of poverty, unemployment, and inequality. From Third World perspec-
tive,5 development signifies the shift from industrialization and urbanization to
agriculture and rural development, from market-determined priorities to state-
determined basic needs, from GNP per capita to individual/group welfare, and
from centralized planning to decentralized participative planning.

Given the fact that the concept Welfare State is a confluence of many philo-
sophical streams—conservatism, laissez-fairism, liberalism, and Fabian social-
ism—an undefinable abstraction,6 there is no positive comprehensive philosophy
or ideology that underlies the many policies and programs that form part of the
welfare state.7 However, it has been equated with a political system with a high
degree of responsibility for the welfare of the population,8 a kind of socioeco-
nomic system with a dominant public sector seeking to change the conditions
and circumstances under which families live but without basically changing soci-
ety. The two essential characteristics of a welfare state are (1) its intense individu-
alism which confers on the individual an absolute right to receive welfare, and
(2) its collectivism that imposes a duty on the state to promote and safeguard
the whole community.9 Since the welfare state has not rejected the capitalist econ-
omy, it is a kind of capitalism softened by an injection of socialism—a mixture
of semisocialism and semiliberalism. The welfare state to be worthy of name has
to be at least a social security state with its assurance of a minimum standard of
life (e.g., Britain before Thatcher) or at least the radically democratic and egalitar-
ian social welfare state (e.g., Sweden) and not like ‘‘the corporate-oriented posi-
tive state’’ like the United States, whose primary aim is to protect the holders
of property from unregulated markets and from potential redistributive de-
mands.10 For operational purpose the essence of a welfare state lies in govern-
ment-protected minimum standards of income, nutrition, health, housing, and
education and assured to every citizen as a political right, not as charity.11

Social development, which is an integral part of economic development,
calls for human resource development. For, the human beings are the most pre-
cious assets and their all-around development leads to the generation of human
capital. The basic objective of the welfare state being the concern and care of
the poor and needy in particular and promotion of welfare of all citizens in gen-
eral, the concept, when translated into action, can facilitate the uplifting of the
poor and weaker sections of society from poverty, unemployment, and inequality,
thereby paving the way for true development in society in the long run.

Economic development is concerned with how the well-being (or welfare)
of people improves over time. The dominant approaches to the idea of well-
being in welfare economics are fundamentally deficient. One approach based on
utilitarianism focuses on ‘‘utility,’’ and well-being is seen in terms of happiness/
pleasure. The other approach sees well-being in terms of ‘‘opulence’’ and seeks
to measure it by incomes, commodity possessions, and affluence. Under the opu-
lence approach, economic development is seen as expansion of the availability
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of goods and services. The focus on the growth of GNP per capita is an especially
simple version of that approach. Under the utility approach, removal of inequal-
ity, exploitation, poverty, hunger, illiteracy, and other deprivation is seen as ren-
dered important only if, and to the extent that, there is a net utility gain through
that removal. It is this obsession with utility—judging the importance of every-
thing in the scale of utility—that is fundamentally inadequate.12

Under the basic-needs approach advocated by Paul Streeton,13 ‘‘The basic
needs concept is a reminder that the objective of development effort is to provide
all human beings with the opportunity for a full life.’’ The basic needs are also
defined in terms of commodities, i.e., ‘‘particular goods and services required to
achieve results.’’

There are many factors that impinge on people’s welfare: consumption of
goods and services, level of health, leisure, freedom rights, etc. The greater the
amount consumed, the higher the level of welfare. If the process of economic
development enables a person to consume more of at least one good, without
requiring him to curtail the consumption of any other thing, then one can conclude
that the person’s welfare is improving.14

III. METHODOLOGY: A WIN-WIN POLICY ANALYSIS

At this juncture a brief explanation of the methodology followed by the author
is in order. To achieve the goals of democracy, development, and welfare state,
the policy makers and planners in India have adopted two different win-win pol-
icy packages which are popularly known as the Nehruvian (named after the first
Prime Minister of India, Pandit Jawaharlal Nehru) Model from 1947 to 1991,
and the Economic Liberalization Model from July 24, 1991, onward.

As evaluation of the impact of the two policy paradigms on the country’s
anticipated goals has been the principal objective of this study, both models have
been subjected to a thoroughgoing public policy analysis in the following pages.
The interdisciplinary field of public policy studies focuses attention on the nature,
causes, and effects of alternative public policies addressed to specific social prob-
lems.15 Since policy analysis by definition involves seeking to achieve or max-
imize given values or social goals rather than ignoring them,16 the policy analyst
has to strictly adhere to the parameters of policy studies. These include (1) an
obligation on the part of the policy analyst/evaluator to be ‘‘objective’’ in the
sense of not allowing his/her own values or biases to influence the collection,
recording, presentation, and analysis of the data; (2) at least a minimum level of
acquaintance with the subject matter, tools, techniques, and methods of various
social sciences that impinge on public policy; and (3) skill for interdisciplinary
research. Although methods of policy analysis consist of both quantitative and
nonquantitative ones,17 for the purpose of this study the interdisciplinary and mul-
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tidisciplinary methodology involving a mix of philosophical, historical, legal,
constitutional, political economy, political sociology, social psychology, and
management approaches combined with a sprinkling of statistics has been de-
ployed. The adoption and application of a truly integrated holistic systems ap-
proach is imperative when one embarks upon evaluation of public policies for
development.18

A. Win-Win Policy

A win-win policy is a public policy that is capable of achieving conservative and
liberal goals simultaneously; it is not a compromise policy, and above all it must
be feasible in theory and practice.19

B. Super-Optimum Solutions (SOS)

Those win-win solutions through which all major actors or parties gain are re-
ferred to as Super-Optimum Solutions.20 They are a special form of win-win
solutions in the sense that gain exceeds the best initial expectations of each side
and thus excludes a nonsubstantial gain.

C. Methodological Problem in Evaluation

The evaluation of the Nehruvian/socialist/public sector–dominated (state-led)
model is based on project management methods since all the eight Five Year
Plan development programs, projects, and schemes aimed at microeconomic
changes in the primary, secondary, and tertiary sectors of the economy. On the
other hand, structural adjustment program involved both macroeconomic changes
through policy conditionalities aimed at stabilization and microeconomic re-
forms. Therefore the project management method is used only in respect of the
latter whereas the evaluation of macroeconomic reforms is based on judgment
in this paper. In fact the Bretton Woods financial institutions are themselves in
a quandary as far as the selection of the appropriate methodology for evaluating
the SAP is concerned.21

It is only after the UNICEF Report on Adjustment with a Human Face
1987 emphasized the need to protect the poor and vulnerable from the burden
of the SAP that the ‘‘Social Safety Net’’ provision was included in the policies.

D. Benchmark Data

Before the evaluation of the profile of India as a welfare state begins, it will do
well to recall the benchmark data about the country on the eve of independence.
As far as the basic needs of life in general, and food in particular are concerned,
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India was short of not only cereals but also pulses and oil seeds. In 1945–46,
the per capita availability of food grains had declined steadily from 195 kg to
152 kg per year! As far as cloth was concerned, the per capita availability was
17 m in 1951. After spending Rs. 100 crores (1000 million) in producing drinking
water supply in 1971, as many as 325,000 villages out of a total of 576,000
villages were without this facility. On the housing front it was estimated that in
urban areas alone, which had only a little more than one crore (10 million) fami-
lies, there was shortage of more than 18 lakh houses in 1951. In addition, 10
lakh houses were required for displaced persons from Pakistan.

In 1951, only 17% of the population was literate, and of every 100 children
in the school age of 6 to 11, only 43 attended school. As far as health and medical
facilities are concerned, the position in India was thus:

One doctor for 6300 persons againt 1000 in U.K.
One nurse for 43,000 people against 300 in U.K.
One trained midwife for 60,000 women against 618 in U.K.
One health visitor for 4 lakh against 4710 in U.K.

In short, immediately after independence India was one of the most under-
developed countries in the world. Its per capita income was extremely low. Most
people were engaged in overcrowded agriculture at a low level of productivity.
There was no infrastructure for industrialization. Life expectancy was low and
infant mortality high; inequalities between various sections of people; exploita-
tion and oppression of women; scheduled castes and tribes existed.22

IV. WIN-WIN POLICY I: STATE-LED DEMOCRATIC
SOCIALIST (NEHRUVIAN) MODEL

India adopted the strategy of development through democratic planning within
the framework of a mixed economy to reach the Nehruvian vision of socialistic
pattern of society. Rejecting the orthodox model of the Western capitalist econo-
mies and the radical approach of the socialist command economies, India took
the middle path of ‘‘growth with equity’’ based on the belief that developing
countries like her, where the majority still live in rural areas and where the poor
are concentrated, more governmental intervention and action than the orthodox
(market economy) approach advocates is required if growth with equity is to be
achieved. Plan after plan reiterated India’s faith in growth-with-equity approach,
the chief components of which are: expansion of employment opportunities; cor-
rections of market distortions through governmental policy and administrative
action; emphasis on rural development; meeting basic needs of people; and devel-
oping small/cottage/rural industries and new international economic order which
will help the poor nations of the world to receive a fairer share of the world’s
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wealth. The Indian state assumed a lion’s share of responsibility to achieve a
socialistic pattern of society and its multidimensional role as planner, policy
maker, catalyst, participant, regulator, manufacturer, importer, exporter, finan-
cier, and distributor under the Industrial Policy Resolution, which resulted in
1956 in the growth and dominance of the public sector undertakings (PSUs) num-
bering 243 units with a capital investment of Rs. 178,628 crore (1,786,280 mil-
lion) as on March 31, 1991, vis-à-vis 5 PSUs worth Rs 29 crore (290 million)
in 1951, and their control over the commanding heights of the Indian economy.
The underlying rationale/philosophy of the expanding public sector was that the
PSUs were expected to generate employment opportunities, generate surplus
wealth, alleviate poverty, remove regional disparities, promote welfare, and en-
able India to contribute to international understanding and peace.

V. IMPACT OF THE NEHRUVIAN MODEL

In a democracy everything that the government does has to be for the welfare
of the people. Planning was started with a view to improve the quality of life of
the people. After four decades of planning for socioeconomic development, wel-
fare, and nation building, India’s experience is neither a runaway success nor a
dismal failure.23 Indeed India today is a major industrial and military power. It
produces a wide range of different industrial goods, including sophisticated com-
puters, military aircraft, and automobiles. It has launched its own weather satel-
lites into space. We have one of the largest pools of scientists and engineers in
the world. India is self-sufficient in food production. India has now become a
nuclear power since May 1998.

A. Alleviation of Poverty

Considering the critical importance of rural development for India, our planners
and policy makers had given the highest priority to it in the national agenda
right from the commencement of the era of planned development. A whole lot
of programs ranging from the Community Development and National Extension
Services, Panchayat Raj, IAAP, IADP, to special programs for weaker sections
like the Small Farmers, Marginal Farmers, and Agricultural Laborers Develop-
ment Program, Command Area Development Program, Tribal Development, Hill
Area Development Program, Minimum Needs Programs, Integrated Rural Devel-
opment Program, Integrated Child Development Program, National Rural Em-
ployment Program, Rural Landless Employment Guarantee Program, Training
Youth for Self Employment Program, Jawahar Rozgar Yojana, etc. had been
implemented in order to achieve self-reliance, removal of poverty, employment
generation, and all-around integrated development of rural/urban areas.
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As Sukhmoy Chakravarty observes: While India had doubtless scored some
success, it had left a number of people below the poverty line. The 32nd National
Sample Survey showed that in 1977–78 the proportion of population in rural
areas living below the poverty line was 51.2%, whereas the corresponding figure
for urban areas was 38.2%. According to the 38th survey (1983–84), the figures
had nosedived to 40.4% for rural and 28.1% in urban areas. This indicated the
gross poverty that existed in the country, as the norm used for these purposes
was based principally on caloric intake.

In terms of nutrition the average per-person availability of cereals had gone
up from 334 to 429 g/day in 1986–87, though this is still not adequate to provide
two square meals to the entire population. The per capita availability of oilseeds
had remained static at 14 kg/year, while the availability of pulse, the main source
of protein in India, had declined from 22 to 13 kg/year. Thus the economic condi-
tion of half of the farmers of India who grew coarse cereals, pulses, and oilseeds
in the dry regions has not improved in the four decades since independence.

B. Employment

During the 1947–90 period the unemployment scenario of India was neither
healthy nor sound. Vitiated by chronic unemployment both absolute and seasonal,
the situation was quite grim. The position of unemployment within agronomy
was further aggravated by wide underemployment, with 10 persons competing
for every job opening. Labor being mostly landless and disorganized, wages were
poor and verged on exploitation. In the industrial, mining, and infrastructural
areas, the bulk of labor is unskilled, and, education being largely nonvocational,
there is large-scale educated unemployment, wage differentials, deep-seated labor
unrest, and militant trade unionism (undermining production and productivity in
the nation).

Since an overwhelming proportion of the Indian population lives in the
villages, the bulk of the unemployment is rural. The backwardness of Indian
agriculture and the failure of land reforms aggravate the situation. From 1970
onward, 5 million more were added to the rural unemployed. The level of unem-
ployment was high all over the rural sector; it was equally rapidly rising in the
urban sector, and public sector employment and public works program–based
palliatives failed to check this additional alarming rise.

The main factor causing the problem of unemployment had been identified
as structural disequilibrium, distortions in planning, deficient employment plan-
ning, population explosion, and faulty education cover.

C. Economic Growth

While independence certainly broke the spell of stagnation in the Indian econ-
omy, the national income showed a trend growth rate of 3.6% per annum over
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the period of 1950–84. India’s macroeconomic performance had been only
‘‘moderately good’’ in the terms of GDP growth rates. Allowing for the fact that
for the better part of the entire plan period, population increased by more than
2% per annum, the growth in per capita income on an average basis had been
somewhat less than 2% per annum. The rise in the domestic savings rate from
around 10% of GDP in the early 1950s to 23% currently was quite impressive.
Secondly, while India had to reckon with a fair measure of inflation from time
to time, the average rate of inflation had been a ‘‘modest’’ one by international
standards. Most often such periods were triggered by harvest failures and brought
under control without resort to large-scale foreign borrowing.

There are two major reasons for this success. One is the ability to maintain
a rate of growth of food production of around 31% over the period as whole.
The other is the financial deepening that was experienced by the country, which
allowed domestic savings to go up in monitized form. As Nicholas Kaldor and
others have emphasized in the analysis of Latin American inflation, the proneness
of these countries to inflation has been in large part due to their neglect of food
grain agriculture. The policy of the government to tackle the problem of inflation
from both demand and supply sides whenever inflation exceeded single digit
coupled with political legitimacy (a poor but open democratic system is generally
less tolerant of inflation than authoritarian regimes), it has in the long run helped
to increase the savings rate by helping to maintain confidence in the standard of
value. However, much of the saving had taken place in the housing sector and
not in the public sector. Most of the public sector undertakings became white
elephants.

While the trend growth rate of the industrial sector was 5% per annum
during 1950–84, that of agriculture was only 2.2%, the same as the rate of popula-
tion growth. Consequently, the contribution of the industrial sector to the national
income had increased from 15% in 1947 to 261% in 1988, but it had not resulted
in a significant increase in the percentage of total labor employed. In industry,
the change had been from 10% to 15% in 40 years. Consequently, the percentage
of India’s labor force employed in agriculture and allied activities had changed
only from 74% to 66% in the same period.

D. Health Services

India is one of the very few countries that had from the very beginning planned
health services as a part of general socioeconomic development. The broad objec-
tives of the health plans had been the strengthening of the health infrastructure
and complete eradication of diseases and their integration into basic health ser-
vices. The health care system was coordinated with other nation-building activi-
ties and was made a part of the community development programs and adminis-
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tered through a network of primary health centers, which formed the nucleus for
a minimum standard of health services for the rural community.

During the First and Second Five-Year Plans, emphasis was laid on control
of communicable diseases, improvement of environmental sanitation, organiza-
tion of institutional facilities, training of medical and paramedical personnel, pro-
vision of maternity and child health services, health education and nutrition, and
family planning. From the Second Plan onward greater emphasis on family plan-
ning had been laid by the government. During the Third Plan a shift in the ap-
proach took place from a narrow clinical to one of exclusive community educa-
tion, provision of facilities near the homes of the people, and widespread effort
in rural and urban communities. The Family Planning Department was estab-
lished in the Ministry of Health. The Medical Termination of Pregnancy Act was
placed on the Statute Book in 1972. Since 1975–76 the government has been
actively implementing and expanding the Integrated Child Development Services
(ICDS) which provides supplementary nutrition, immunization, health checkups,
referral service, treatment of minor illness, nutrition and health education, pre-
school education, and other services. Out of the 5143 community development
blocks in the country, the ICDS have been covered in 1551!

The experience of ICDS during the first 12 years indicated that it had the
potential of bringing about a silent revolution—a profound instrument of commu-
nity and human resource development. Its achievements include a decrease in
malnutrition and anemia, better nutritional assessments, a significant decrease in
preventable diseases, effective Anganwadi workers, fall in infant and child mor-
tality, and positive results of community participation. The health services also
include maternity and nutritional services to women. The central expenditure on
the ICDS has increased over the years from 6.02 crore (60.2 million) in 1980–
81 to 144 crore (1440 million) in 1987–88. There were 1054 rural projects and
497 tribal projects and 187 urban projects in the country covering 87.78 lakh
children in 1988.

The fruits of development had been neutralized by the failure of the family-
planning program to arrest the population growth during the period under review.

E. Weaker Sections

The Constitution of India provides for the promotion of welfare of the weaker
sections through socioeconomic policies embodied in the Directive Principles of
State Policy. Article 46 states: ‘‘The State shall promote with special care all the
educational and economic interests of the weaker sections of the people and in
particular, of the Scheduled Castes and Scheduled Tribes and shall protect them
from social injustice and all forms of exploitation.’’

The weaker sections include not only the SCs and STs but also the physi-
cally and mentally handicapped, women, widows, orphans, socially and educa-
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tionally backward classes, minorities, and so forth. Although Article 17 of the
Constitution declares that untouchability is abolished and the Untouchability (of-
fenses) Act provides penalties for preventing a person on the grounds of untouch-
ability from entering a place of worship or taking water from a sacred tank, well,
or spring and enforcing all kinds of social disabilities, the implementation of the
law has been ineffective resulting in atrocities against SCs, STs, women, and
others which are on the increase. Though the SCs and STs enjoy constitutionally
laid down reservation of seats in Parliament and state legislatures, in public ser-
vices, and for admission in colleges and universities, after the Supreme Court
judgment on the Mandal Commission Report, OBC (other backward classes) have
also been entitled for reservation not exceeding 27% in public employment.

The Ministry of Welfare of the Government of India administers several
welfare programs for the SCs, STs, and the physically and mentally disabled. It
provides financial assistance to organizations for disabled persons for the purpose
of construction of building, purchase of furniture, equipment, salaries, allowances
of the staff, books, contingencies, transport, journal publication, and maintenance
charges; for purchases/fitting of aids of appliances and scholarship to various
types of the physically handicapped—visual, hearing, orthopedic, and multiple—
and the mentally handicapped for studies under its scholarship scheme.

Although women constitute roughly 50% of the population of India and
the Constitution guarantees the same fundamental rights that are bestowed on
men, women continue to suffer from serious social and economic disabilities.
Their participation in various political, administrative, and social institutions of
national life and in the process of production is negligible. Unless women are
treated equally and their right to participate in the process of production, gover-
nance, and administration is vigorously enforced, and the social evils against
them such as dowry, child marriage, etc. are removed, they will have to remain
outside the orbit of development and its fruits. Thus participation of 50% of the
women in the development process which is not there needs to be corrected.

F. Social Security

The Constitution of India provides for social security and assistance in the case
of unemployment, old age, sickness, disablement, and other cases of want. It
provides that the state shall within the limits of its economic capacity and devel-
opment make effective provision for security; the right to work; education and
assistance in the case of unemployment; old age; sickness; and disablement. The
welfare state in India has been strengthened by the enactment and enforcement
of the Retirement Benefit Act—Employees Provident Fund Scheme, Payment of
Gratuity Act, 1972, and Family Pension—Cum Life Insurance Scheme applying
to employees drawing salary up to Rs. 1000 p.m. in every factory, mine, port,
oil field, plantation, shop, etc., employing 10 or more persons. The state has
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passed a number of labor legislations regulating the conditions of work of em-
ployees which also provide for social security. For instance, the Employees State
Insurance Act 1948 covers all power-using nonseasonal factories wherein 20 or
more persons are employed for a period of 12 months except in mines and railway
sheds. The benefits include sickness, extended sickness, maternity, disablement,
dependency, and medical benefits.

There is no dearth of social security and welfare legislation in India. But
the effective and efficient enforcement of these legal measures is far from satis-
factory. The chief obstacles in the way of the full blossoming of the welfare state
in India are: lack of welfare society, willpower, and resources, and participation
of people; corruption and inefficiency in social, political, administrative systems;
the new economic policy of the government; poverty and the low position of
women and workers in the unorganized sectors; the failure of the family planning
program to arrest the population explosion and illiteracy.

A comparison between India’s record of performance at the developmental
front with those of her Asian sisters leads to the startling revelation that although
India and South Korea had almost the same per capita income at about 7% that
of the United States in 1950, it has gone up for South Korea to 25% in 1980
while it has remained virtually unchanged for India. Countries like Malaysia and
Thailand have also shown higher performance than India with 25% and 15%,
respectively. The better performance of the Asian Tigers was attributed to the
economic liberalization policy implemented in those countries.

By the end of 1990 not only did India remain a very poor country, but also
its income was unequally distributed as in many other countries of the world.
The top 20% of the population in India had a share of more than 40% of the
total consumption expenditure (income minus savings) while the share of the
bottom 40% is less than 20%. The distribution of income was even more skewed
than that of consumption expenditure. As a result the poorest in India, typically
the landless agricultural workers, are exceedingly poor. Even by the most conser-
vative estimate, over 35% of Indians were below the official poverty line in 1987.
(The Sixth Five Year Plan defined an all-India poverty line as a per capita con-
sumption expenditure of Rs. 65 of 1977–78 prices in rural areas corresponding
to a calorie intake of 2100.) According to World Bank data for 1985, the poverty
condition of India was worse than that of sub-Saharan Africa. What is even more
alarming is that the percentage of population below the poverty line is higher
and yet falling more slowly in India than in other, less developed Asian countries,
such as Indonesia, Malaysia, and Thailand.

A significant percentage of the population is so poor that its basic needs—
e.g., adequate diet, clean drinking water, health care—are not being satisfied;
health indicators such as child mortality and life expectancy reflect this fact. On
the literary front India’s performance is one of the worst in the world. In 1947,
19% of India’s population could read and write. By 1985, this had improved to
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only 43%, whereas during the same period China improved the literacy rate from
30% to 70%, and South Korea from 32% to 95%. India’s performance is espe-
cially shocking in the light of her achievement in higher education. While the
slums lacking drinking water and sanitation are increasing in metropolitan cities,
thousands flee to cities every day from villages in search of better life. The stark
reality and most oppressive fact of life in rural areas being the scarcity of employ-
ment opportunities, India is far from reaching the goal of a welfare state. The
hypotheses of the study thus stand vindicated.

VI. WIN-WIN POLICY II: MARKET-LED LIBERALIZATION/
GLOBALIZATION PARADIGM

India witnessed a policy paradigm shift to the Structural Adjustment Program
(SAP) in 1991 when the Congress under Prime Minister P.V. Narasimha Rao
assumed power. The policy continued under the 13-party United Front Coalition
Government as well. The SAP, which is rooted in neoliberalism, was advocated
by the World Bank and IMF as the international model of development for the
Third World under the influence of the new monetarists (Friedman), the new
political economy, Public Choice School (Buchanan and Niksanan), and the New
Right, who gave the clarion call for the rolling back of the state, reinventing the
government, and establishment of the free-market economy based on liberaliza-
tion. The World Bank’s World Development Report, The Challenge of Develop-
ment 1991, called for market-friendly development.

The components of liberalization are as follows:

1. Privatization of state and parastatal enterprises to reduce inefficiencies
and government-protected monopolies

2. High interest rates and credit squeeze to reduce inflationary tendencies
3. Trade liberalization to open up the internal market and expose local

industry to world market competition and boost foreign trade exchange
4. Domestic demand management leading to a lowering of state budgets

and decreasing expenditure in the social sector
5. Currency adjustment to improve the balance of payments by raising

import prices and making exports more competitive
6. Free-market prices to remove distortions resulting from subsidized

food and fertilizers and from import taxes on luxury goods

Liberalization can be either internal or external or both. Internal liberaliza-
tion signifies privatization, marketization and minimalization of the state’s eco-
nomic role. It calls for unfettered role for private enterprises and market forces
and substantial withdrawal of the state from its regulatory, directly participative,
enterpreneurial role. In contrast, external liberalization denotes globalization in
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terms of import liberalization; exchange rate adjustment; generally devaluation
of the currency of the poorer, debtor nations; free flow of foreign direct invest-
ment (FDI) induced by liberal incentives; tax concessions; political guarantees
and unfettered activities of the MNCs on the basis of their unfettered reading of
market signals and profit calculus and continued curbing of labor mobility. Exter-
nal liberalization provides increased space freely accessible to foreign capital,
goods, and services; finance and technology on favorable terms. The MNCs tran-
scending the national barriers have become the vehicles of global economic he-
gemony with command over huge capital, technology, and diversified and geo-
graphically dispersed production mix; huge R & D outlay; and global markets
in which Third World nations and former command economies are holding prom-
ising prospects (the emerging markets).

VII. IMPACT OF THE LIBERALIZATION MODEL

In India the implementation of the liberalization policy since July 1991 has led
to decontrol, deregulation, privatization/disinvestment of the public sector enter-
prises; and abolition of industrial licensing for all projects except in a few strate-
gic and environment-concerned industries. As against 17 industries that were
reserved for public sector investment under IPR 1956, now only eight industries
concerned with defense and strategic matters are reserved. Foreign equity partici-
pation limit has been increased from 40% to 51% under the Foreign Exchange
Regulation Act; grant of automatic permission of the facility to specified list of
hi-tech and high-priority industries; automatic approval of foreign collaborations
in high-priority industries up to 5% of domestic sales or 8% of export sales or
up to a limit of Rs. 10 million; and reduction of political and bureaucratic control
and influence through measures such as:

1. Removal of the requirement of prior clearance from the government
for the location of projects except in the case of large cities.

2. Allowing small-scale enterprises the option to offer up to 24% of equity
in large-scale undertakings while still retaining their small-scale status.

3. Removal of the mandatory requirement that loan agreements of finan-
cial institutions with private firms formally provide for the conversion of loans
into equity (convertibility clause).

4. Liberalization of the procedure for foreign exchange remittances.

A. Financial Reforms

Since the globalization policy will open up the Indian economy, changes in the
EXIM policies and convertibility of the rupee have been effected. The new credit
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policy announced by the RBI aims at increasing the supply of money in the
financial market which was subjected to liquidity crunch.

Considering the Southeast Asian currency turmoil (slide) involving devalu-
ation of the currencies and collapse of the share markets and the resultant political
crisis (e.g., Thailand), India should not rush for full convertibility of the capital
account even though one of the conditions for full convertibility, i.e., inflation,
has been brought down to 3.75%. India should wait till her fiscal deficit falls to
3% of GDP.

B. Removal of Import-Export Curbs

The government of India has further liberalized the import of gold. Eleven agen-
cies have been permitted to import unlimited quantities of the precious metal for
sale in the domestic market as well as for export of gold jewelry which will
generate a lot of foreign exchange for the country besides preventing smuggling
of gold.

C. Economic Growth

It has been argued that liberalization and globalization will open up the Indian
economy, thereby facilitating faster rate of economic growth, the fruits of which
will trickle down to the poor. According to the present estimate the growth rate
has shot up to 6.5% thanks to the reforms vis-à-vis 3.5% before the reforms.
However, economists say that India will not be able to sustain the 7% rate for
long. The governor of the RBI feels that India has the potential to reach a 7%
growth rate.

India has already started experiencing the inevitable negative consequence
of liberalization, namely, the trade cycles. Since the economy has been hit by a
sharp industrial slowdown, low business confidence, and sluggish investment,
private sector magnates have urged the government to increase public expenditure
to shore up demands in the economy. The recession of the economy is bound to
increase the unemployment in the country as the private entrepreneurs resort to
the EXIT policy.

D. Subsidy

The policy of the government toward subsidy has been denounced by both inter-
nal and external critics. While the latter (World Bank and IMF) advise the govern-
ment to completely stop the subsidies so that the government can reduce its fiscal
deficit, the domestic detractors have questioned its basic approach to the subsidy
question which is based on a particular conceptualization of merit and nonmerit
goods resulting in skewed subsidies. All merit goods are entitled at present to
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automatic subsidy. Under this policy the government has brought primary educa-
tion and R & D under merit good entitled to subsidy and education beyond pri-
mary level under nonmerit good and therefore no subsidy. R & D is entitled for
subsidy but not higher/university education. In a developing country like India,
with one-third of people living below the poverty level, the ‘‘social safety net’’
and the ‘‘human face’’ of the new policy taking the form of subsidies to the
Public Distribution System, to small, marginal farmers, and agricultural laborers,
subsidy given to social services should continue. Recently the government hiked
subsidy on a renewable energy program with a special focus on SCs and STs
and poor.

E. Weaker Sections

Several ‘‘human face’’ measures have been taken up by the government. Thanks
to the reservation policy, the proportion of SC and ST in central government
services has gone up to 16.90% and 5.48% in 1994, respectively. Their literacy
rate has also gone up to 37.41% for SC and 28.6% for the ST. A five-member
National Commission for Backward Classes has been established under the 1993
Act. Preexamination coaching classes for OBCs and facilities for their economic
development under National Backward Classes Finance and Development Corpo-
ration with a capital of Rs. 156.9 million to provide loans have been created.

Till the end of 1995–96, the National Scheduled Caste Finance and Devel-
opment Corporation established in 1989 to provide support to economic develop-
ment programs of the SC has distributed about Rs. 3000 million. The state level
bodies established for the same purpose have disbursed to 87 lakh beneficiaries in
1994–95. To remove the indignity of the lowest caste and promote its liberation, a
National Commission for Safai Karamcharis (Cleaning Staff) was created in
1992. A National Minority Commission has been established to take care of the
interest of the minorities.

F. Corruption

The protagonists of liberalization do not hesitate to condemn public administra-
tion as the most inefficient and corrupt one. But there is growing evidence to
show that corruption is built into the market economy. In their study on liberaliza-
tion and corruption, Barbara Harves White and Gordon White of the Institute of
Development Studies, London, question the assumption that corruption can be
rolled back by eliminating the state through privatization and deregulation. The
privatization of the Telecommunication Sector alone resulted in scams involving
Rs. 1750 million and the resignations of a cabinet minister and a bureaucrat.
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G. Privatization of the Public Sector

The Government of India’s decision to grant increased financial and operational
autonomy to select PSUs that have been brought under the Navratna scheme is
laudable. The disinvestment and privatization of the PSU shares should be slowed
down as efficiency and accountability will go up with the new policy. The deci-
sion of the government not to offload the shares of PSUs (GAIL and MTNL) in
the context of the global financial crisis is a wise one. The BJP-led Coalition
Government of Mr. Vajpayee is vigorously pursuing the policy of disinvestment
of PSUs and privatization of the insurance to mop up adequate resources to meet
the fiscal deficit of Rs. 6000 crores in the Union Budget as per the conditionalities
laid down by the World Bank and IMF.

H. Unequal Treatment at International Trade

As long as the global economy is characterized by inequalities, international trade
based on the principle of mutual interest of the partners cannot bring benefits to
the weaker partners, i.e., developing countries like India. India’s trade deficit
during 1995–96 stood at $4,056.62 million as against $1,837.41 million during
1994–95. The recent decision taken by India, Malaysia, etc., at the Common-
wealth Heads of Government Meeting and the Group-15 nations that a second
round of trade negotiations at the WTO should be avoided and developing nations
should not submit to the procedures of globalization devised by the advanced
industrialized nations is correct.

I. Unemployment, Poverty, Illiteracy, and Inequality

Economic liberalization involving antilabor and antipoor exit policy, fierce for-
eign competition from MNCS, and emphasis on profit maximizing have resulted
in the creation of greater unemployment and poverty in the country than before.
Thanks to SAP, ‘‘jobless growth’’ has taken place in India as elsewhere. Not
only unemployment and poverty but also inequality and corruption have in-
creased. India’s debt burden has increased. The private entrepreneurs—domestic
and foreign alike—do not want to invest in infrastructural (power/road) projects,
as these entail huge capital investment and long gestation periods. Privatization
has led to undesirable consumerism and cultural invasion of the country. In the
social sector the cost of education and medical treatment and care provided by
the private sector has increased enormously to the detriment of the weak and
poor.

India is destined to march into the new millennium with the largest number
of illiterates in the world. Neither of the win-win policies has resolved the prob-
lem of illiteracy in the country, as they have failed to provide the most basic of
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human rights—education. While 30 million have no access to schooling, of the
14 million who are enrolled, only two-thirds complete the primary stage. Of the
remaining, only half reach the eighth standard. The majority of the dropouts are
girls.

According to the UN World Development Report 1997, India’s vital
development/welfare indices read as follows:

India continues to be a Low Income Country (LIC) with a population of
929.4 million in 1995; a GNP per capita of $340; average annual growth
percentage of 3.2 during 1985–95; 52.5 percent poverty-ridden people living
on less than $1 a day (PPP), life expectancy at birth 62; adult illiteracy 48
percent; Central Government’s current deficit/surplus as percentage of GDP
minus 1.6; average annual lending rate 16.3 percent; average inflation 9.8
percent in 1985–95; Current Account Balance minus 1.8; and net present
value of external debt 23 percent of the GDP.

To sum up, the debit side of the economic liberalization policy weighs
more heavily than its credit side. Dissatisfaction with the new policy is growing
among different sections of the people for different reasons. The small indigenous
industrialists, business community, and farmers who have contributed their might
to the economic/industrial development for the 50 years since India’s indepen-
dence are now faced with the threat of extinction—the big fish swallowing the
small ones in the face of fierce competition from powerful monopolist foreign
companies/MNCs. In all fairness the government has to provide a level playing
field to the Indians through protection and concessions while simultaneously mo-
tivating them to modernize their enterprises with the latest technology which will
help them and the country in the long run.

VIII. CONCLUSION

Under win-win policy model II, though the state activities in the Indian economy
have shrunk, it does not mean that government has rolled back or that it has no
function to perform. Under the impact of the new economic reforms, the Indian
bureaucracy has to bring about debureaucratization, deregulation, delicensing,
and decentralization of development administration. However, its performance
in this regard has been far from satisfactory. India’s main development goal of
building a welfare state is still a distant goal. The new economic reforms have
not been able to make a dent in unemployment, poverty, or inequality in the
country. The gaps between rich and poor and crime and violence are increasing.
Agriculture, the backbone of the Indian economy, has been neglected under the
new regime of economic liberalization. The recent shortage of essential commod-
ities and mismanagement of this sector by the Union Government points to the
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poor performance of the second win-win model of development, in force in the
country since 1991.
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I. INTRODUCTION

Few problems confronting humanity are as baffling and complex as that of child
labor. The most common cause for child labor is poverty. Poor families depend
on the income of their children, who may be as young as 5 years. This is com-
pounded by the lack of access to education.1 How to combat child labor is a
complex problem. Most countries have legislation seeking to prevent child labor.
In practice, however, these are not always implemented and many developing
countries continue to put their children to work. There are several challenges that
developing countries encounter in the area of combating child labor. These in-

* This chapter is based on information gathered from the United Nations in India. The section on
the activities and views of the various UN agencies in the area of child labor are excerpted from
an ILO report titled, ‘‘UN System in India: Position Paper on Child Labour.’’ This report was
prepared for the United Nations’ Operational Activities for Development in India, ILO Area Office
for India and Bhutan, on behalf of the UN in New Delhi, India, 1998. The authors are grateful to
the UN for sharing valuable information and for suggestions and comments which helped shape
this chapter. The views expressed here are solely those of the authors and not of the UN/ILO.
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clude poverty, lack of access to basic and vocational education, cultural accep-
tance of norms such as apprenticeships and bonded labor, etc.

At what age should children be allowed to work? The minimum age at
which a child should be allowed to work in a salaried position is a much debated
one. In 1973, the ILO convention 138 on minimum age for employment provides:
‘‘The minimum age . . . should not be less than the age of compulsory schooling
and, in any case, shall not be less than 15 years.’’2

According to one estimate, there are 120 million children between the ages
of 5 and 14 working full time. Most of them are in developing countries. The
number is higher when secondary activities are included.3 India accounts for the
largest number of child workers in the world. According to the 1991 census
estimates, about 13 million children between the ages of 5 and 14 are engaged
in child labor. This figure is considerably lower than other estimates of child
labor in India, which range from 40 million to over 100 million.4

Child labor occurs in many countries, developed and developing alike. But
it is more widespread in the developing world. In today’s interdependent world,
a problem like child labor transcends national boundaries. As such, it becomes
critical to see how international agencies cope with the issue and the challenges
they encounter from national governments in doing so. This chapter examines
the role of international organizations such as that of the United Nations system
in implementing programs and policies to combat child labor in India.

II. CHILD LABOR IN INDIA

Accurate data on child labor is difficult to obtain. Quite understandably, many
governments downplay the extent of child labor. This is true in the case of India
as well. Noted social scientist Myron Weiner explains in his 1991 study on child
labor in India:

Given the uncertainties of definition and the complexities of remuneration,
it is no wonder that estimates of child labor vary so greatly in India. . . . The
official National Sample Survey of 1983 reports 17.4 million child laborers,
while a study by the Operations Research Group of Baroda, sponsored by
the Labor Ministry, concluded that the child labor force was 44 million, in-
cluding children paid in kind as well as cash.5

As in the international context, the total magnitude of child labor in India
is very difficult to estimate. As already stated, the latest census indicates that
some 13 million children between the ages of 5 and 14 are engaged in child
labor.6 Other estimates of child labor in India show the range from some 40
million to over 100 million. These higher numbers may be correlated with the
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number of children not attending primary schools. Over 80% of child labor in
India is found in the rural sector with the remainder in the urban informal sector.
About 2 million or so children are believed to be engaged in hazardous employ-
ment.

The rural child labor force is mainly engaged in agriculture and its allied
activities, and in household chores. In the urban informal sector, child labor is
found in small-scale cottage industries; in tea stalls, restaurants, workshops, and
factories; as domestic servants; and on streets. In the nonagricultural sector, child
labor is found in many activities such as:

The carpet industry in the Mirzapur-Bhadohi belt of UP
Match and fireworks industry of Sivakasi, Tamil Nadu
Diamond-cutting industry of Surat
Glass industry of Ferozabad
Pottery industry of Khurja
Brassware industry of Moradabad
Tea plantations of Assam and West Bengal
Silk-weaving industry of Varanasi
Sports goods industry in Meerut and Jullunder

Statewise, child labor is predominant in the states of Uttar Pradesh, Bihar,
Madhya Pradesh, Andhra Pradesh, Orissa, Karnataka, and Tamil Nadu, and is
mainly found in poor areas and among the most disadvantaged and marginalized
groups in society.

There is a deep-rooted view in Indian society that child labor is caused by
poverty and that elimination of child labor is not possible without first eradicating
poverty. Thus, child labor is an accepted socioeconomic reality that is perpetuated
by traditional attitudes and also institutionalized in practice in many parts of the
country. However, as in the international context, some major causes of child
labor are the exploitation of poverty made possible by unequal access to principal
productive resources and assets, the lack of education, and societal attitudes.

Of late, a consensus is gradually emerging in Indian society on the impor-
tance of these factors and thus on the strategies required to eliminate child labor.
Compulsory and universal primary education is increasingly being recognized as
the most relevant instrument to combat child labor, along with strategies for in-
come generation, empowerment of women, enforcement of child labor laws and
minimum wage legislation, and overall convergence of social services on families
with child labor.

One of the most common forms of child labor in India is bonded labor.
Usually when a person or a family needs a loan and has no asset to stand as
security, they pledge their labor or that of their children as security against a
loan. In most such cases, when the debt becomes too high, it is transferred from
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one generation and children are ‘‘lent’’ as repayment of loans. Because of the
high amount of the loan, the service or ‘‘labor’’ that was originally pledged usu-
ally increases with time and the children remain bonded sometimes for life. The
service time also increases arbitrarily when the moneylenders punish their
‘‘slaves’’ by increasing the time they have to serve because they have either been
slack or slow in their work or have disobeyed them. Bonded labor is widely used
in many industries. It is especially widespread in the carpet industry; 85% of
India’s carpet exports come from Uttar Pradesh in northern India. Children age
6 to 9 were reportedly employed in the weaving looms in Uttar Pradesh and other
parts of India.7

The fireworks industry in Sivakasi in the southern state of Tamil Nadu also
employs large numbers of children, sometimes very young. More than a decade
ago, it was estimated that 45,000 children between the ages of 31/2 and 15 were
employed in the match industry. Children as young as 31/2 years were picked up
in buses early in the morning and sent to work in match factories. Accidents are
common in fireworks factories and there have been several reports of accidents
and evidence of ‘‘children being roasted alive.’’ Poverty is a major cause for the
large concentration of child labor in such areas. There is also a complex mix of
economic and social constraints that contribute to the perpetuation of the problem.
The fireworks industry is owned by the Nader caste, which capitalizes on the
fact that the region is barren and drought prone. They prevent the spread of agri-
culture into the area so the people are forced to depend on the fireworks industry
as a means of livelihood. Thus whereas child labor is common in farmlands,
where children help out on the farms, children in this region have no alternatives
to working in the fireworks factories.8

The Indian constitution bans the use of child labor in factories and mines.
For instance, Article 24 prohibits the use of children for work in factories and
mines. Under Article 45, the state shall try to provide children up to the age of 14
with free and compulsory education. In addition to these and other constitutional
guarantees, several laws sought to protect the underage children in factories and
mines. These included the Labor Act of 1951, the Mines Act of 1952, and the
Factories Act of 1954. The 1979 Committee on Child Labor appointed by the
government to review the status of children concluded that despite the legislation
and constitutional prohibition on using child labor under certain ages and in haz-
ardous employment, the government had not enforced legislation banning child
labor.

More recent efforts by the government to prohibit child labor have not been
very effective either. For example, the Child Labor Act of 1986 does not deal
with the causes of child labor but only with its consequences.9 Also, it makes
recommendations about not using children in hazardous employment without
clearly defining what constitutes hazardous. This means that many employers
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continue to employ children in various industries for long hours in unsanitary
and unhealthy conditions without violating the law.

Administrative short-sightedness and unwillingness to deal with the prob-
lem are exacerbated with the social and economic pressures by families that have
to send their children to work for economic reasons.10 Furthermore, the govern-
ment has passed several laws dating back to the inception of the constitution
prohibiting the use of child labor in factories but not in agriculture or the informal
sector, including domestic helpers, cottage industries, and restaurants. Leading
social scientists have repeatedly argued for compulsory primary education. They
argue:

No country has successfully ended child labor without first making education
compulsory. As long as children need not attend school, they will enter the
labor force. But Indian officials and politicians reject compulsory education,
arguing that poor families need the labor and income of their children.11

Given the magnitude of the problem and the relative ineffectiveness of
the government, many nongovernmental organizations (NGOs) and collaborative
efforts by the government and nongovernmental agencies have become more
prevalent in recent years.12 Many organizations are focusing on eradicating child
labor by mobilizing community participation for universal primary education.13

Draft papers and background notes of NGOs often shed light on various aspects
of the national initiatives on child labor, the existing legislation, national projects
(such as the National Child Labor Projects, the Child Labor Action and Strategy
Program, and the ILO’s International Program on the Elimination of Child La-
bor). One such paper is C.J. George’s ‘‘Child Labor: The Inadequate Responses
and Prevalent Myths,’’ which came out in January 1996. It looks at legislation
to deal with bonded child labor, the work of local activists, different approaches
that have been taken to address the problem including outright abolition, and
compulsory primary education. Such efforts attempt to complement the gaps still
to be overcome by legislation alone. Community activism has proven to be very
effective in the drive toward eradicating child labor.

III. THE UNITED NATIONS AND CHILD LABOR14

The United Nations and its affiliate agencies such as UNICEF and the Interna-
tional Labor Organization are at the forefront of the movement to eradicate child
labor. When we examine the role of the UN in eradicating child labor in India,
we find that it is broad and comprehensive.15 There is a common concern for the
problem in terms of protecting the child directly from exploitation, and in noting
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the adverse consequences of such exploitation and the factors leading to such
exploitation.

The UN’s comprehensive view of child labor is well reflected in some of
its agencies’ definitions of child labor. For instance, according to UNICEF, any
child who is out of school is a child laborer or a potential child laborer. UNIFEM
views child labor as any work that prevents children from enjoying their child-
hood. UNESCO’s perspective on child labor is in terms of a group with special
needs. The UN system’s holistic view of child labor is also reflected in the agen-
cies’ recognition of the complex range of demand-and-supply factors that give
rise to child labor. The 1996 ILO publication Child Labor: Targeting the Intolera-
ble highlights numerous factors such as lack of education, societal attitudes and
norms, inequities in economic and social conditions, and economic motivations
as contributing to child labor. Likewise, the UNICEF report The State of the
World’s Children, 1997, presents the issue in all its complexity, discussing its
various causes and solutions and exposing several myths which exist on child
labor.

A. Programs and Projects Initiated by UN Agencies

There are many UN agency–supported programs specifically on child labor
which are implemented by the government and by NGOs. These relate mainly
to the ILO and UNICEF. Some of these programs are discussed below.

1. ILO and Programs to Eliminate Child Labor

In 1992, the ILO has introduced the International Program on the Elimination
of Child Labor (IPEC). It is a major initiative and the main UN program targeted
specifically at this issue. The ILO implements IPEC through various so-called
action programs. IPEC aims at progressively eliminating child labor. It also em-
phasizes making the agencies and the public aware of the negative effects of
child labor. As of 1997, 121 agreements were signed for implementing action
programs under IPEC in India. Most of these programs are implemented through
NGOs.

The programs that IPEC has launched are comprehensive and far-reaching.
For instance, the action programs focused on the setting up of nonformal educa-
tion centers, drawing local working children into these centers, and often supple-
menting the basic curriculum with low level vocational skills, supplementing
the diet of the children, providing health care, and conducting awareness-raising
campaigns for the children, their parents, the community, and employers.

Since 1993 there has been a change in focus of the programs. They shifted
from providing welfare inputs to combating child labor at the local level through
community support and involvement. There was more emphasis on ensuring sus-
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tainability of these initiatives. During this second phase, preventive strategies
have also been included, such as enrolling children into schools before their entry
into the labor force, mainstreaming children into formal schools, and providing
follow-up assistance to prevent dropping out.

In addition, IPEC and Indian agencies have launched joint initiatives to
combat child labor. They have established links with many new partners, includ-
ing trade unions such as the Indian National Trade Union Congress (INTUC),
Centre of Indian Trade Unions (CITU), the All India Trade Union Congress
(AITUC), and the Bharatiya Mazdoor Sangh (BMS). They have also sensitized
the national trade union leaders about the nature and magnitude of the problem
of child labor under action programs. Between 1992 and 1995, at least five nation-
wide trade unions have taken a stand against child labor within and outside their
organizations. They have made efforts to educate their workers about child labor
and are influencing the central and state governments to intervene against this
problem.

IPEC has also involved national employers’ organizations such as the Fed-
eration of Indian Chambers of Commerce and Industry (FICCI), the Confedera-
tion of Indian Employers (CIE), and regional employers’ organizations such as
the Punjab, Haryana, and Delhi Chambers of Commerce and Industry (PHDCCI)
in combating child labor in India.

Training inspectors is an essential step in the process of eradicating child
labor. IPEC has provided support to the government through training programs
for labor and factory inspectors. Under these programs, inspectors have been
sensitized about the negative impact of child labor on the development of children
and on the society and economy as a whole. These training programs have had
a significant impact on the law enforcement machinery in the country.

To be sure, IPEC has played an important role in developing the institu-
tional capacity of training and research institutions in combating child labor. Un-
der its action program with the Central Board of Workers’ Education (CBWE),
educational modules were developed and introduced on child labor into all the
CBWE’s workers’ training programs with a reach of 105 million workers per
year. As one of its projects, the program improved the library and made it the
focal point for distributing information about child labor. This strengthened the
CBWE section on women and children. Many workshops on awareness raising
and sensitization have also been conducted through institutes such as the National
Institute of Rural Development and the National Safety Council which have been
important for capacity building in the country.16

Another very important project that the ILO has implemented is the Child
Labor Action Support Project (CLASP). This was a three-year project supporting
nine specified national child labor projects. Its objectives were to enhance the
central government’s policy, its planning and implementation capacity, and its
ability to support ongoing and future projects by state governments and NGOs.
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CLASP also aimed at mobilizing communitywide support against child labor and
at facilitating more efficient use of government resources. The goal was to enable
a more rapid abolition of child labor in accordance with the ILO’s Minimum
Age Convention Number 138 of 1973.

2. UNICEF and Programs on Child Labor

UNICEF has a long history of cooperation with the government of India. Since
the country’s independence in 1947, it has supported programs for women and
children. While UNICEF’s interface with the government is through the Depart-
ment of Women and Children, its various sections have regular working contacts
with the Ministries/Departments of Education, Health, Rural Development, Ur-
ban Development, Welfare, and Information and Broadcasting. UNICEF’s coop-
eration with the Ministry of Labor on the issue of child labor began in 1983.

Since then, UNICEF has been involved in a variety of activities concerning
the elimination of child labor. Its main emphasis in this area has been on the
prevention of child labor through primary education and other actions. UNICEF
has also provided support to the setting up of the child labor section within the
National Labor Institute and provided financial and technical assistance for the
training of factory and labor inspectors, government officials, and NGOs, for the
organization of meetings and workshops, and for studies on street children in
various cities and child labor in various occupations. UNICEF field offices lo-
cated in 10 states have supported state level workshops on child labor in almost
all the states. In several states, UNICEF has also supported studies to compile
state profiles of child labor which have been important for creating awareness
about the issue and generating actions by state governments and NGOs.

UNICEF has focused on the 13 states that have the highest incidence of
child labor in the country. These include Andhra Pradesh, Tamil Nadu, Uttar
Pradesh, and Bihar. In Andhra Pradesh, UNICEF has supported state level studies
on child labor, orientation workshops for government officials, meetings of trade
unions, innovative NGO projects, and efforts for the convergence of programs.
In Uttar Pradesh, UNICEF provided supplementary funds for an initiative focus-
ing on the elimination of child labor in carpet weaving in the three main carpet-
weaving districts. In Bihar, UNICEF initiated a UN interagency effort to assist
the Bihar government in developing a strategy for the prevention and elimination
of child labor. In Tamil Nadu, the state government and a UNICEF task force
formulated a plan of action for the elimination of child labor in Sivakasi. Also,
in the context of the state government’s Child Labor Action Support Scheme
(CLASS) in North Arcot district, aimed at eliminating child labor in the beedi-
rolling industry, UNICEF provided technical input and seed capital for sensitiza-
tion, education, and training; supported the district administration in developing
an elimination strategy; and helped bring out a video on the project.
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More recently, UNICEF has been involved in the area of child prostitution
and trafficking. In 1996, it supported six regional workshops on this issue and
is now working with the National Human Rights Commission to coordinate pol-
icy action and do advocacy work in this respect. In 1995, along with some other
organizations, UNICEF organized a national consultation on child prostitution
and will be part of a working group in this area.

UNICEF has also played an important role in the Rugmark labeling initia-
tive. Rugmark Foundation is a joint international initiative which began in 1992.
It involves UNICEF, the Indo-German Exporter Promotion Program, carpet man-
ufacturers, and NGOs such as the South Asian Coalition on Child Servitude
(SAACS). Rugmark has become a very effective mechanism to monitor, control,
certify, and label carpets that are made without using child labor.17 This was
initiated in response to threats from industrialized countries of sanctions on im-
ports of goods made with child labor. Thus, UNICEF together with Rugmark,
has helped to develop an inspection system to ensure that Indian carpets are
child labor free. UNICEF is a board member of the Rugmark Foundation which
supervises this system and it manages the rehabilitation funds collected under
this scheme.18

3. Other UN-Supported Programs with Bearing on Child Labor

There are UN agency programs that are not directly concerned with child labor
but include the issue as a component within the overall program, or have an
indirect impact in this area through some of their activities. Some of these are:

1. The UNDP’s South Asia Poverty Alleviation Program, currently being
implemented in three districts, focuses on institution building at the grass roots
level, and includes child labor among several other issues. In Andhra Pradesh,
under this program, UNDP is supporting the MV Foundation in various activities
that have bearing on child labor. These include social mobilization, development
of community infrastructure (including schools), and training of teachers and
volunteers. Similar social mobilization initiatives are being considered in Madhya
Pradesh, with a focus on getting children out of work and into schools through
community involvement and infrastructure building.

2. The UNDCP program for street children focuses on children involved
in drug and substance abuse. Its aim is to provide these children with access to
services and information to reduce their vulnerability to drug-related risks. Al-
though there is no direct focus on working children, since many street children
are employed in ragpicking, peddling, and other activities that make them prone
to drug and substance abuse, the program necessarily touches upon child labor.
It addresses their working conditions on the street and tries to prevent some of
the adverse consequences of such work on their health and well-being.19

3. UNESCO’s Learning Without Frontiers (LWF ) program, to be imple-
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mented in six selected districts of three states in India, also has bearing on child
labor. It targets the unreached and the disadvantaged who have no formal access
to education, be it in the geographic, social, or economic sense. It aims to provide
them with innovative and alternative learning opportunities at the basic and pri-
mary level, and in this context to strengthen community institutions and facilitate
transition to formal schooling utilizing open schooling and distance education
where appropriate. The campaign approach for literacy and neoliteracy programs
is also supported. Since child workers are often among the marginalized and
disadvantaged, the LWF program’s activities have implications for child labor.20

4. The UNFPA’s support to the government of India’s adult literacy pro-
gram includes the preparation of booklets and materials for literacy campaigns
targeting the 9 to 15 age group. Many of the latter group are child laborers or
have been in the past.

5. UNIFEM’s Entrepreneurship development programs for women, such
as its sericulture project in Udaipur and fisheries project in Orissa, are explicit
about the positive impact on the child’s well-being from an improvement in
women’s status in the community.

6. WHO’s projects on street children include running informal courses
on health awareness for this target group with the help of NGOs. They also aim
to develop minimum standards of quality for services provided to street children.

7. UNAIDS’ activities on child trafficking include assisting the govern-
ment to obtain information regarding this problem. They also include facilitating
the National AIDS Control Organization’s role in strengthening State AIDS pro-
grams and in working with NGOs on social mobilization and advocacy concern-
ing HIV/AIDS.

8. The World Bank’s sericulture project in Karnataka, cofinanced by the
Swiss Development Corporation and implemented by the state government, made
a conscious effort to replace child workers in the silk industry with other means
of production.

B. Joint UN System Initiatives Relevant to Child Labor

There are several joint initiatives within the UN system in India that have rele-
vance to child labor and its elimination. Some take the form of cofinancing ar-
rangements with allocation of responsibilities across the partner agencies. Others
involve funding by one agency and implementation by another. Some others are
very informal in nature and based only on exchange of information and expertise.
A few of these joint initiatives are highlighted below.

1. The Joint UN System Support for Community-Based Primary Educa-
tion is a collaborative effort including UNICEF, UNDP, ILO, UNESCO, and
UNFPA. It is proposed to be implemented in selected blocks of districts in the
states of Rajasthan, UP, Bihar, Madhya Pradesh, Maharashtra, Karnataka, Orissa,
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and Andhra Pradesh. The aim of the program is to provide support to ongoing
government efforts on universal elementary education and to make primary edu-
cation more accessible and effective for primary school–age children, especially
girls and children from deprived and disadvantaged communities or groups. The
general objectives of this program are to enhance capacity for community partici-
pation in effective school management, improve the performance of primary
school teachers, and improve the social conditions that affect attendance and
performance of school-age children in selected districts through integrated social
sector development programs. Of significance to child labor is that one of the
criteria for selecting districts is their designation as a child labor area. Also, since
this program targets the most disadvantaged and backward groups, it necessarily
also covers child workers who are often from the marginalized and deprived
groups in society.

2. The UNICEF-ILO protocol has direct bearing on child labor. It is based
on the recognition that the ILO and UNICEF have complementary and mutually
supportive roles to play in the progressive elimination of child labor and protec-
tion of working children. The framework for cooperation between the two agen-
cies includes: regular consultations and coordination of policies regarding priority
categories of child labor; encouraging member states to ratify and implement
international standards; collaboration on research and exchange through regional
and subregional workshops as well as development of methodologies for assess-
ing and improving the condition of working children; and technical cooperation,
especially in field activities of the two agencies.

3. Under the UNDP’s South Asia Poverty Alleviation Program, UNICEF
has supported initiatives with bearing on child labor in Mehboob Nagar district
of Andhra Pradesh.

4. ILO and UNESCO have a Joint Convention on the Status of Teachers
and a collaborative unit in Geneva to implement its recommendations. Enhancing
the quality of teachers as a vital human resource has significant implications for
school effectiveness and thus student participation and retention.

5. In the prevention of child trafficking, UNAIDS has provided technical
inputs to the UNICEF in the latter’s advocacy work and regional initiatives in
this regard.

6. In the health area, UNDCP in conjunction with UNICEF and others
(ODA, Ministry of Health) has helped carry out a survey on the behavioral and
health aspects of children involved in drug abuse and HIV/AIDS.

7. UNDCP is cooperating with the ILO for the prevention of drugs at the
workplace.

8. UNAIDS is working with UNICEF, UNESCO, and WHO to put HIV/
AIDS-related information into the school curriculum. With funding from the vari-
ous co-sponsors, UNAIDS is assisting NGOs to mainstream STD/HIV/AIDS
into their activities and helping to provide targeted interventions for HIV/AIDS



190 Chanda and Datta

to prevent risk behavior in the general population as well as defined groups such
as sex workers, mobile populations, and migrants.21

IV. CONCLUSION

As in many other parts of the world, child labor has become a serious and wide-
spread problem in India. It is all the more problematic because even though there
is widespread concern about child labor, not everyone agrees on the solution.
Especially in a poor country like India, where the majority of the population are
struggling to remain above the poverty line and where a large portion of the work
force is engaged in agriculture, engaging children in family farms and businesses
seem the only feasible alternative to many. Instead of going to school, millions
of children go to factories and farms every morning.

As already stated, making education compulsory has been suggested as a
solution to ending child labor. In spite of several pleas, the government is reluc-
tant to make compulsory education a priority. There is vested interest from many
who use and employ child labor for their gains, and the government needs to be
more forthright about its role if it is serious about eliminating child labor.22

Researchers and analysts have made several recommendations about the
impact of education in eradicating child labor. Among them are suggestions that
the entire primary education system be overhauled. Compulsory primary educa-
tion has met with resistance in the past and the government has conveniently
used it as a rationale not to implement it; the argument has been that poor families
may need to put their children to work in order to survive economically.23

In the absence of government initiative, international pressures, public
awareness, and nongovernmental organizations’ efforts are going far in ensuring
the steady consciousness about the cruel practice of using child labor to cut costs,
pay low wages, and increase productivity. One such enterprise is Rugmark Foun-
dation, which was founded in India in 1994 and has extended to Nepal. It gives
license to companies to use their logo that no child labor was used in the manufac-
ture of the carpets carrying the logo. In return, the companies have to comply
with surprise inspections and other codes to ensure that child labor was not used
in the manufacture of the carpets.24 Individual success of Rugmark notwithstand-
ing, it is a step in the direction of using public pressure and individual and group
initiative to bring about changes in people’s attitude toward child labor. Similar
ventures are now in operation in other South Asia countries, such as Nepal and
Bangladesh, and in Brazil.

The structure of the labor market will also determine whether eradicating
child labor will meet with a whole lot of resistance. In markets where wages are
flexible, employers will tend to hire children at lower wages. Where minimum
wages are firmly determined and practiced, employers will tend to hire adults
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who can deliver more with the same wages. Thus, stabilizing wages may go a
long way in eradicating child labor, especially in developing countries.

In the changing environment of globalization of the market, many devel-
oping countries are finding it almost imperative to engage in structural adjustment
programs to compete and to qualify for various kinds of financial assistance from
international lending agencies such as the World Bank and the IMF. Structural
adjustment programs have also had an impact on child labor.25 Economic liberal-
ization has attracted more foreign investment, and the demand for labor has in-
creased, making it easier for many industries to hire children at lower costs and
meet the demands of increased production.
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Gradual political decentralization and economic liberalization policies are having
a tremendous impact on India’s federal system. However, the literature on com-
parative federalism has not explored how economic and political changes affect
federal relations in India. In this paper I will first discuss India’s political decen-
tralization by way of a gradual political party realignment in the 1980s. I will
then examine the dimensions of India’s economic liberalization policies. I will
then show how India’s political reform and economic liberalization policies have
impacted federal relations in India. I will argue that the political party realignment
in the 1980s combined with the economic liberalization policies in the 1990s has
prompted a change in federal relations from cooperative federalism to interjuris-
dictional competition.

The paper will show that the transformation from cooperative federalism
to interjurisdictional competition will have three significant implications. First,
interjurisdictional competition is bringing about striking financial disparities
among states. These financial disparities may prompt greater subregional conflict.
Second, the transformation in federal relations has affected the effectiveness of
institutions of intergovernmental cooperation. Third, the transformation in federal
relations in India has affected the ability of the Indian state to address develop-
mental challenges.
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I. TIMING AND PACE OF REFORM

The change in India’s party system featured a transformation from a one-party-
dominant system through the 1970s to a multiparty system of governance at the
state level in the mid-1980s. The Congress Party has had episodic periods of
rapid decline at the polls, particularly during the 1967 state assembly elections.
These periods of sharp decline, though, have been followed by equally sudden
periods of extraordinary electoral performance. The 1971 election was a period
of extraordinary electoral success of the Congress Party at both the national and
the regional levels. However, following its victory after the 1985 general elec-
tions, support for the Congress Party appears to have been irreversibly eroded.
Since 1985, the once dominant Congress Party suffered a steadily diminished
aggregate share of seats and votes in India’s state legislatures (See Fig. 1).

The political party realignment in its state legislatures has had dramatic
effects on India’s federal system. In the 1980s there was a notable rise of regional-
ist political parties. These regionalist parties increased demands for a more decen-
tralized federal system. Moreover the political party realignment has helped out
the establishment of different types of party systems in India’s state legislatures.
At the regional level, there are still significant variations in the electoral strength

Figure 1 Congress Party’s aggregate share of seats and votes in state assembly elections
(1952–1996). (From Rudolph and Rudolph, 1987, 130–131; Butler et al., 1995, 133–326;
Aggarwal and Chowdhry, 1996; Frontline, various issues (June 14, June 28, July 12,
1996); India Today (August 16–31, 1996).)
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of the Congress Party. As James Manor has recently written, one cannot refer
to the continuance of a one-party dominant system at the regional level. There
has been an emergence of various types of party systems at the regional level.
According to Manor, some states in India could be characterized as being one
party dominant systems, some as two party systems, and others as fragmented
party systems.1 The Congress Party continues to be a prominent electoral player
in states with a bipolar party system. In fragmented party systems (Assam, Bihar,
Punjab, and Uttar Pradesh) the Congress begins to play a gradually insignificant
role.

These parties have seized on the gradual weakness of the Congress Party
to issue demands for greater decentralization. As a result of the mode of India’s
unique pattern of party realignment at the state level, the coordination of legisla-
tive relations and the development and implementation of economic policies has
been affected. The transformation in the party system in the mid-1980s appears
to be durable.

The political party realignment has been accompanied by an unrelated de-
velopment, India’s gradual economic liberalization in the 1990s. Some authors
claim that Prime Minister Indira Gandhi began to enact some modest industrial
policy reforms in 1975 and 1980 followed by additional industrial reforms and
some trade liberalization policies in the mid-1980s under Prime Minister Rajiv
Gandhi.2 However, these nominal economic reforms were principally aimed at
domestic industrial reform. They also featured moderate trade reforms though a
slow shift from import substitution to an export-oriented strategy of growth. This
strategy included the gradual rationalization of the tariff structure and the import
licensing policy.3 These modest efforts to redress India’s growing current account
deficit increased India’s exports but also aggravated India’s trade deficit (see
Fig. 2).

A more substantive set of economic liberalization policies were enacted
following a mounting economic crisis which reached its peak during April–July,
1991. By July of 1991, India’s foreign currency assets touched a record low of
$560 million, the fiscal deficit peaked at 8.4% of the gross domestic product, and
the inflation rate increased to 16.7%.4 The Congress Party government, which
came to power in June 1991, introduced a new economic strategy eventually
labeled as the New Economic Policy (NEP). NEP used a combination of measures
aimed at economic stabilization as well as structural reform. The reforms were
masterminded by Narasimha Rao’s Finance Minister, Manmohan Singh, and pre-
sented before the Lok Sabha. Manmohan Singh warned that the process of macro-
economic adjustment would take at least three years to implement.5

The NEP included short-term stabilization measures to reduce the current
account deficit in the balance of payments (BOP) and to control inflation. Long-
term measures of structural reform included the elimination of import restrictions
on intermediate and capital goods. Other current account liberalization measures
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Figure 2 India’s Exports and Trade Balance 1984–1990 (crore rupees). (From Centre
for Monitoring of Indian Economy, Basic Statistics Relating to the Indian Economy, Vol. I
(August 1991).)

included the gradual reduction on the average tariff protection on most goods
from 300% in 1991 to 50% by 1995. These initial reforms were supplemented
by financial sector reforms including adjustments in the exchange rate and on a
partial convertibility of the rupee on the trade account. In addition, partial capital
account reforms were introduced in the secondary capital market to facilitate
portfolio investment in India’s stock markets.6

India’s conceptually sequenced economic liberalization policy has suc-
ceeded in increasing foreign direct investment inflows into India. Similarly, total
portfolio equity investment, which includes foreign institutional investment,
Euro-issues/GDRs, portfolio investment by nonresident Indians (NRI), and off-
shore funds have increased dramatically (see Fig. 3).

The dramatic increases in foreign direct and portfolio equity investments
have aided in the recovery of private investment in India. For instance, gross
domestic investment (as a percentage of the gross national product) has increased
from 23.1% in 1991 to over 29% in 1997.7 Moreover, according to International
Finance Corporation statistics, market capitalization in India has increased from
$38 billion in 1990 to $128 billion seven years later.8

The period of economic liberalization prior to NEP has typically been re-
ferred to as a period of ‘‘reform with reluctance’’ or ‘‘half-hearted liberaliza-
tion.’’9 Others have labeled the period of economic liberalization after the intro-
duction of NEP as ‘‘galloping’’ liberalization. In contrast to other countries that
have adopted ‘‘shock therapy’’ economic liberalization packages, India’s eco-
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Figure 3 Foreign Direct Investment (FDI) and Portfolio Equity Investment (PEI) into
India from 1991 to December 1997 (actual receipts). (From Centre for Monitoring of
Indian Economy, Annual Indicators (December 1997), p. 8.)

nomic reforms, although crisis driven, have been comparatively gradual.10 The
gradual nature of India’s economic reform process was intentional. In an inter-
view during the initial stages of NEP, then Finance Minister Manmohan Singh
forecast that the reform process had ‘‘to go on for a decade if India is to achieve
her full development potential.’’11

The gradualness of the economic reforms was a matter of necessity given
that the Congress Party that initiated NEP was a minority government. Prime
Minister Narasimha Rao had to reach support for Manmohan Singh’s economic
reform package within and outside the Congress Party.12 In contrast, although
Prime Minister Rajiv Gandhi had enjoyed a clear mandate during the 1985 gen-
eral elections, he later failed to capitalize on this electoral victory to lobby for
internal party support for his moderate trade liberalization policies. In an analysis
of Rajiv Gandhi’s modest economic reforms, Atul Kohli has argued that the oppo-
sition to Rajiv Gandhi’s trade liberalization policies surprisingly came from the
rank and file of the Congress Party. The diffuse opposition to further economic
liberalization efforts was stalled by a return to populist policies.13 Other observers,
such as Prem Shankar Jha, have noted that since the enactment of NEP, ‘‘the
opposition to the reform programme within Congress seems to have virtually
disappeared.’’14 Moreover, the consensus-driven economic reforms have weak-
ened the opposition to the reforms from outside of the Congress Party.

One of the advantages of India’s gradual economic liberalization policies
is that a consensus has been built around some key policy proposals. Instead of
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harming the credibility of the reforms, gradualism appears to have cemented a
broad, multipartisan political consensus in favor of measured economic liberal-
ization. The last two minority governing coalitions have coincided in their interest
for increased foreign direct investment in a graduated manner, with an emphasis
on investment into infrastructure development and removal of unemployment.15

The support for increased foreign direct investment has had some unlikely advo-
cates. Jyoti Basu, the Chief Minister of West Bengal’s Communist (Marxist)
Party of India controlled government, has argued in favor of economic liberaliza-
tion that also protects domestic industries. Similarly, L.K. Advani, the president
of the Hindu nationalist Bharatiya Janata Party (BJP), expressed that India has
‘‘to be cautious and a phased movement towards globalisation is better. I am all
for liberalisation, as rapidly as possible.’’16 Former Indian Prime Minister H.D.
Deve Gowda argued that ‘‘the movement towards economic liberalization and
foreign investment is a process that cannot and will not be stopped.’’17 According
to Jagdish Bhagwati, an economic adviser to former finance minister Manmohan
Singh, the NEP reforms are sustainable. He argued that ‘‘the question now is not
whether the reforms will be reversed but how rapidly they will be extended.’’18

At this stage there are several areas of economic policy that various political
parties have been reluctant to enact legislatively at the federal level. For instance,
the full convertibility of the rupee, public sector reform, the privatization of state-
owned enterprises, and the opening up of certain core or strategic sectors of the
economy (such as the insurance industry) to foreign investment have remained
areas of disagreement. A full-fledged debate on more dramatic structural adjust-
ment has not taken place due to the continuing shift in coalition governments at
the center. Since 1989, India has had four general elections and five different
minority governing coalitions. Therefore, the gradual nature of India’s NEP is
likely to continue as a result of coalitional entanglements in the central govern-
ment because no clear support or opposition to NEP can be sustained for long.

II. INDIA’S UNIQUE BRAND OF COOPERATIVE
FEDERALISM

The dual transformation of the political party realignment in the mid-1980s and
the economic liberalization policies in the early 1990s has altered the structure
of India’s federal system. As is the case in other federations, competition and
cooperation are often overlapping facets in India’s federal system. India’s federal
system is textured by its unique historical and constitutional features. Several
authors have attempted to find a theoretical middle ground between the centraliz-
ing, hierarchical features of the Indian Constitution and the demands for decen-
tralization that eventually arose from its sociocultural diversity. Granville Austin
was instrumental in addressing this continuous tension by labeling India’s federal
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system as an example of ‘‘cooperative federalism.’’ Austin argued that ‘‘coopera-
tive federalism produces a strong central, or general government, yet it does not
necessarily result in weak provincial governments that are largely administrative
agencies for central policies.’’19

The British political scientist W.H. Morris-Jones also pointed to the unique
discrepancy between India’s formal constitutional structure and the demands for
decentralization. He argued that ‘‘whereas the emphasis on the Constitution is
on demarcation, that of practical relations is on co-operative bargaining.’’20 As
a result of India’s socioeconomic diversity, Morris-Jones has stressed the bar-
gaining aspects of federalism rather than its cooperative elements, as suggested
by Granville Austin. Cooperative federalism, for Morris-Jones, has implications
of a semblance of friendly commonality of interests, whereas bargaining implies
the conflictual aspects of cooperation resulting from conflictual interests. Both
Morris-Jones and Granville Austin have illustrated the practicality of cooperative
federalism by showing that although the Indian Constitution imposed a stronger
national government on the states, the states have been strategically essential to
carry out nationally defined goals.21

III. RELATIONS BETWEEN THE CENTER
AND THE STATES

Functionally, the relationship between the central government and the states has
been occasionally coercive, particularly through the application of President’s
Rule. In turn, acrimony has been a defining characteristic of some other facets
of federal relations in India. An area of disagreement in federal relations has been
the issue of financial relations. The disparities in the distribution of resource
transfers from the central government to the states have often become central in
the debates about fiscal federal relations, mainly because the Constitution of India
has circumscribed the tax-raising abilities of the central and state governments.

Indian states receive about 60% of their total revenue from tax receipts.
The primary component of the state’s total tax receipts are received from the
states’ sales tax. Nearly a quarter of all states’ total revenues come from the
sales tax. However, there is wide variation between the states’ tax-raising ability.
Approximately one-third of the state’s total revenue constitutes the state’s share
of taxes collected by the central government.22 These revenues are supplemented
by direct grants and loans from the central government. In the past, in order to
alleviate the state’s perceived dependence on assistance from the central govern-
ment, some state governments demanded more powers to impose taxes of their
own. Moreover, some state governments argued that their inability to raise an
adequate level of resources prompted unwanted interference from the central gov-
ernment into the affairs of the state governments.
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Table 1 States’ and Union Territories’ Share of Tax Revenue (Rs. crore)

1992–93 1993–94 1994–95 1995–96 1996–97 1997–98

20,593 22,294 24,840 29,298 35,107 40,253
(27.6%) (29.4%) (26.9%) (26.3%) (26.5%) (26.2%)

Source: CMIE, Public Finance (May 1998), p. 508. Economic and Political Weekly (May 17–24,
1997), p. 1207. (Percentage of the center’s gross tax revenue in parentheses.)

India’s gradual move to a market economy has not significantly altered the
central government’s financial relationship with the states. The Finance Commis-
sion, the national government agency that reviews tax devolution and determines
resource transfers, arranges the allocation of nonplan transfers to the states.
Nearly three-quarters of central government transfers to the states are approved
by the Finance Commission. Despite recent efforts by the central government
to reduce its fiscal deficit, the states’ and union territories’ percentage share
of income tax revenue and Union excise duties has remained constant (see
Table 1).

Table 1 shows that the states’ and union territories’ share of tax revenue
has remained at approximately 26% of the center’s gross tax revenues. The Tenth
Finance Commission recommended an increase to 29% in the transfer of the
center’s gross proceeds of all taxes to the states. This offer was rejected by some
states as being ‘‘too meager.’’23

About half of the states’ nontax revenues are received as plan outlays in
the form of direct grants from the central government to the states. These transfers
are determined by the Planning Commission, and often serve to finance the plans
of states. Since the enactment of NEP, central governmental assistance to state
plans as a percentage of the center’s total plan transfers has decreased slightly
while assistance to union territories has remained constant (see Table 2).

Tables 1 and 2 suggest that the center’s financial relationship with the states
has not been substantially altered by economic liberalization. However, central
government loans to finance the fiscal deficits of states have increased as a propor-
tion of nonplan expenditures. Moreover, loans and advances to the states have
increased as a proportion of the actual governmental capital receipts. However,
the increase in loans and advances to the states have been offset by a decrease
in capital receipts as a proportion of the central government’s tax revenues (see
Table 3).

Ironically, as tighter hard budget constraints have affected federal-level
plan expenditures to the states, the debates about fiscal federalism have decreased.
It appears that the resulting influx of foreign investment inflows in the 1990s has
gradually diminished the importance of the central government as a principal
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Table 2 Central Governmental Assistance to State and Union Territory Plans
(Rs. crore)

1992–93 1993–94 1994–95 1995–96 1996–97 1997–98

Assistance to state plans
15,664 19,021 20,905 18,073 21,220 25,885
(12.85) (13.45) (13%) (10.1%) (10.4%) (11.1%)

Assistance to union territories
1,220 956 673 688 796 837
(1.0%) (0.7%) (0.4%) (0.4%) (0.4%) (0.4%)

Source: Ministry of Finance; Economic and Political Weekly, 32:20 (May 17–24, 1997), p. 1209.
(Percentage of the center’s total plan outlays in parentheses.)

source of revenues for some states. Instead, NEP has pushed some states to lobby
for alternative sources of revenue, mostly in the form of additional foreign direct
investment or other forms of mobile capital stock. This explains the paradoxical
fact that some states, such as West Bengal’s CPI (M) state government, are ac-
tively competing for foreign direct investment into their states. At the same time,
the central government has recently threatened to dismiss the Rabri Devi state
government in Bihar as a result of that state’s continuing fiscal mismanagement.

The impact of political party realignment has been widespread across the
states of India. However, the accompanying economic liberalization in the 1990s
has tended to be concentrated toward a few states, mostly middle-income and
high-income states (see Fig. 4).

NEP has had direct spillover effects in some states. As Figure 4 shows,
three states (Maharashtra, Gujarat, and Tamil Nadu) account for nearly a quarter
of the foreign direct investment proposals made in India from August 1991 to
September 1996. If one also includes FDI proposals in the union territory of
Delhi, three states (and Delhi) account for nearly 50% of all approved foreign
direct investment approvals made in India.

Outside of foreign investment magnets, there is wide dispersal of FDI in-

Table 3 Loans and Advances to the States and the Union Territories (Rs. crore)

1992–93 1993–94 1994–95 1995–96 1996–97 1997–98

4,728 6,264 9,753 10,538 10,771 11,396
(3.9%) (4.4%) (6.1%) (5.9%) (5.3%) (4.9%)

Source: Ministry of Finance; Economic and Political Weekly, 32:20 (May 17–24, 1997), p. 1208.
(Percentage of the center’s total nonplan expenditures in parentheses.)
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Figure 4 Comparison of FDI Proposals Approved from August 1991 to September 1996
in Selected States with All-India Totals. (From Ministry of Finance; Economic and Politi-
cal Weekly, ‘‘Foreign Investment Approvals and Actuals’’ (May 10–16, 1997), p. 987.)

flows into other states in India. It is dispiriting to note that four of India’s most
populous states (Uttar Pradesh, Madhya Pradesh, Rajasthan, and Bihar) are also
low-income states with comparatively minuscule FDI inflows. Since August of
1991, the combined proposed foreign direct investment to these politically power-
ful ‘‘Hindi-belt’’ states (Rs. crore 5058) approximates the proposed foreign direct
investment to the southern state of Tamil Nadu (Rs. crore 5006). Moreover, there
has only been one proposed FDI project in the politically troubled state of Jammu
and Kashmir worth Rs. 8.01 crore. Assam, another state with a continuing legacy
of law-and-order problems, has only received four FDI proposals worth Rs. 1.5
crore in six years.24 Finally, the small northeastern states of Arunachal Pradesh,
Meghalaya, Mizoram, and Nagaland complete the landscape of foreign invest-
ment laggards in India.

Similarly, there appears to be a high regional concentration of foreign in-
vestment in other sectors of the economy. One important sector of private invest-
ment in developing countries has been investment and remittances by expatriate
communities. Since the enactment of economic liberalization measures, nonresi-
dent Indians (NRIs) have been a growing source of FDI inflows to India. From
August 1991 to July 1996, the destination of nearly 50% of all investment by
NRIs has gone to two states (Maharashtra and Gujarat).

Finally, another area of growing investment has been investment into
export-oriented units (ESUs). ESUs serve as export promotion zones and leading
states typically offer special tax incentives to foreign investors. From August
1991 to November 1996, four states (Andhra Pradesh, Orissa, Tamil Nadu, and
Maharashtra) account for nearly 50% of the proposed investment into export
oriented units (see Fig. 5).
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Figure 5 Percentage Comparison of Nonresident Indian (NRI) Investment Destination
and Distribution of Investment into Export-Oriented State Units (ESU). (From Indian Ex-
press (August 14, 1996); Times of India (February 1, 1997), p. 15.)

Although NEP has not altered the magnitude of transfers to the states, some
states have successfully supplemented their revenues elsewhere. The noteworthy
concentration of FDI as well as NRI investment and investment into export-
oriented state units is one of the most significant features of NEP.

A second, related feature of NEP is that political party realignment appears
to have been a key factor in some states’ ability to attract foreign investment.
States that have developed a competitive two-party system (Andhra Pradesh,
Delhi, Gujarat, Haryana, Kerala, Madhya Pradesh, Maharashtra, Orissa, and Ra-
jasthan) have been more successful than states with unstable multiparty systems
(Assam, Bihar, Punjab, and Uttar Pradesh). Thus, in addition to high income,
there appears to be a correlation between political stability and ability to attract
foreign investment.

IV. ECONOMIC LIBERALIZATION AND A TAXONOMY
OF FEDERALISM

In light of the recent changes in India’s political and economic regime types, the
problems in attempting to define the application of the concept of cooperative
federalism have become more perplexing. These changing circumstances force
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a reevaluation of federal relations in India. My analysis of the impact of economic
liberalization policies on India’s federal system begins with a schematic chart of
federalism. This composite model combines differing approaches to the study of
federalism.

In this paper federalism has been modeled along a basic distinction between
the participating levels of government and the nature of their relationship.25 Thus
intergovernmental institutions (or institutions of vertical integration) represent
the different tiers of government (central government and the constituent units).
Interjurisdictional institutions (or institutions of horizontal integration) represent
the similar tiers of government (constituent units) or governmental institutions
among localities within a region.

The character and pattern of this relationship can be cooperative or compet-
itive. Thus cooperative federalism has been defined by Jane Clark Perry, Morton
Grodzins, and Daniel Elazar as the sharing of governmental functions and author-
ity.26 Competitive federalism has been defined by Albert Breton and John Kincaid
as the rivalry and contention for resources or avoidance of a particular cost.27

This schematic chart of federalism may be diagrammed as shown in Figure 6.
The model of federalism shown above is merely a heuristic device to -

illustrate a broad transformation in the pattern of federal relations in India. The
dual transformation (political party realignment and economic liberalization)
has altered the traditional structure of federal relations in India. Although the
diminished significance of the central government for a state’s development
of economic plans could encourage greater opportunities for grassroots local de-
velopment and increased interjurisdictional cooperation, the impact of massive
foreign investment inflows will instead push the debates about federalism in a
different direction. This altered trajectory is from intergovernmental cooperation
to interjurisdictional competition, which is the rivalrious and contentious relation-

Figure 6 Schematic Chart of Federalism.
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ship for resources among similar tiers of government (constituent units) or among
localities within a region.

V. IMPLICATIONS OF ECONOMIC LIBERALIZATION
ON FEDERAL RELATIONS

Although economic liberalization has allowed some states to compete for alterna-
tive sources of revenues, the transformation of federal relations from intergovern-
mental cooperation toward interjurisdictional competition has several implica-
tions for federal relations in India. These implications may include social unrest,
institutional design, and development.

A. Regional Inequality and Social Unrest

The concentration of foreign direct investment inflows into a few states has raised
concerns about the aggravation of financial disparities among states. Some promi-
nent critics of NEP, such as C.P. Bhambhri, have suggested that economic liberal-
ization has ‘‘aggravated regional imbalances and it has generated inter-state ruth-
less competition to attract foreign capital.’’28 In turn, some worry that these
asymmetries could spark growing domestic conflict in low-income states and
special-category territories that have not been destinations for foreign direct in-
vestment. Some critics of NEP, such as Amit Bhaduri and Deepak Nayyar, worry
that the uneven development could result in the surfacing of religious, linguistic,
and caste conflicts.29 Similarly, Asghar Ali Engineer has also postulated that rapid
economic development is often accompanied by communal violence in South
Asia, largely because capitalist development ‘‘either brings significant shifts in
the socio-economic and political structure or completely transforms it.’’30

Comparatively, magnets for foreign direct investment have higher average
growths of rate in net state domestic product (NSDP) than those that have not
been. For instance, Maharashtra had an average growth rate in NSDP of 11.8%
for 1980–1985. Maharashtra’s average NSDP growth rate has increased to 17.8%
in 1990–1995. Gujarat has had an average growth rate of NSDP of 13.6% in
1980–1985 compared to 17.9% in 1990–1995. The growth rate of states that
have not been magnets for foreign investment have declined in the 1990s. For
instance, Bihar had an average NSDP growth rate of 11.8%. It had suffered a
drop from 12.2% for the same period in 1980–1985. Assam’s average NSDP
growth rate has also declined from 17.8% in 1980–1985 to 11.2% in 1990–199531

(see Table 4).
The impact of economic liberalization on social dissent in the states needs

to be evaluated in more detail. Nevertheless it is not entirely clear that economic
liberalization has fostered socioeconomic dislocations in those areas that have
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Table 4 Comparison of the Net State Domestic Product (NSDP) of Selected States
(Rs. crore)

Year

State 1980–81 1985–86 1990–91 1994–95

Andhra Pradesh 7,324 13,412 31,165 50,679
Assam 2,298 5,175 9,498 14,538
Bihar 6,349 12,366 22,828 35,653
Gujarat 6,547 12,103 24,285 46,588
Himachal Pradesh 723 1,237 2,521 4,306
Jammu & Kashmir 1,050 129 2,763 3,471a

Karnataka 5,587 10,217 20,580 38,420
Maharashtra 15,163 26,467 57,577 111,028
Tamil Nadu 4,126 7,669 18,281 24,285a

Uttar Pradesh 14,012 24,669 49,496 79,024
West Bengal 9,594 17,415 31,753 49,780

a Latest available data for fiscal year 1993–1994.
Source: CMIE, Profiles of States (March 1997).

been magnets for foreign investment. Historically, Delhi and Bombay have had
the largest incidence of crime compared to other metropolitan cities in India.32

According to a study of white-collar crime patterns of India, the states of Gujarat,
Rajasthan, and Karnataka accounted for 73.2% of the incidence in white collar
crime for 1988 through 1992.33

On the other hand, there is no evidence that economic liberalization has
directly served to increase crime incidence or aggravate communal conflict. The
incidence of crime is not highly correlated to economic development in urban
centers. The cities of Bangalore and Nagpur have the highest per capita incidence
of crime. On the other hand, Hyderabad and Calcutta have the lowest per capita
incidence of crime.34 Communal conflict in India precedes the enactment of eco-
nomic liberalization policies. Moreover, the occurrence of communal conflict has
been dispersed and unpredictable. Communal rioting and caste-based unrest have
often occurred in cities (notably Bombay) but they have also occurred in rural
areas. For instance, medium-size rural cities such as Moradabad and Ayodhya
have been the scene of communal riots.

B. Institutional Design

The second significant implication about this transformation will be the growing
obsolescence of existing institutions of intergovernmental cooperation, such as
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the Planning Commission, the National Development Council, and the Zonal
Councils. The Planning Commission is a national advisory body (composed of
eight members appointed by the Prime Minister) which provides expertise in
drawing up national development plans. The National Development Council is
a body (composed of the Prime Minister, all Chief Ministers from all of the states,
and members of the Planning Commission) which reviews and approves the de-
velopment plans of the Planning Commission. The Zonal Councils are five re-
gional advisory bodies which makes recommendations on an array of matters
relating to its region’s economic and social planning.

The Planning Commission and the National Development Council have
at times assumed an important role in Nehruvian economic planning. Although
extraconstitutional in nature, the bodies have not for that reason remained ineffec-
tive. They represent forms of ‘‘executive federalism’’ which have promoted regu-
lar and useful center-state consultation and coordination on sectoral issues. So
long as the Congress Party dominated the central government and a substantial
majority of the state legislatures, federal relations in India were essentially an
intraparty affair. Thus, during the period of Congress Party dominance, de-
velopment planning institutions, such as the National Development Council
or the Planning Commission (and to a lesser extent the Zonal Councils), were
tightly controlled by the Prime Minister and by influential Congress Party Chief
Ministers.

In light of changes in the party system, the central government was forced
to reevaluate these institutions of central planning. In 1988, an Indian government
commission, the Sarkaria Commission, examined the state of federal relations in
India and issued over 247 recommendations with respect to proposed changes in
its administrative, legislative, and financial structure.35 The Sarkaria Commission
made modest recommendations regarding institutional design, namely the estab-
lishment of an Inter-State Council (ISC), the reconstitution of the National Devel-
opment Council (NDC), and the revival of the regional Zonal Councils.

The demands from some state governments in the Sarkaria Commission
represented what two theorists of comparative federalism, Amal Ray and John
Kincaid, have called ‘‘second-generation strains’’ in India’s federal system.36

These strains originate from a redefinition of state demands on the center based
on an attempt to bring about structural changes in India’s federalism rather than
on reinforcing constitutional restraints on the national government.

Unfortunately, with the transformation in federal relations from intergov-
ernmental cooperation to interjurisdictional competition, changing the institu-
tional design of intergovernmental institutions will not be able to mediate con-
flicts arising out of intergovernmental cooperation. Intergovernmental institutions
may weaken state capability. These conflicts may represent what may be termed
‘‘third-generation strains’’ in India’s federal system. Third-generation strains are
neither an attempt to reinforce the constitutional restraints on the national govern-
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ment nor an attempt by state governments to bring about structural changes in
India’s federal system. Instead, third-generation strains on the federal system
will be an attempt to define and mediate interjurisdictional competition through
interjurisdictional institutions. However, at present there are no functioning inter-
jurisdictional institutions other than ad hoc conferences of Chief Ministers and the
Inter-State Water Commission. In light of the increasingly competitive patterns of
federal relations in India, this absence creates a problem for horizontal integra-
tion.

In turn, this transformation explains why functional institutions of intergov-
ernmental cooperation have not been effective. For instance, once established,
in October 1990, the ISC has not lived up to its promise of serving as a significant
intergovernmental forum.37 One of the most prominent scholars of India, Francine
Frankel, has suggested that the ISC is ‘‘virtually defunct.’’38 Moreover, a report
by the Economic and Political Weekly has even suggested that the meetings of
the Inter-State Council were an ‘‘empty ritual.’’39 Other formerly prominent gov-
ernmental planning bodies such as the Planning Commission or the National
Development Council have come under increasingly negative scrutiny. For in-
stance, a report from India Today suggested that the Planning Commission was
merely a gathering of ‘‘academic deadwood.’’40 For this reason, the institutional
reforms that the Sarkaria Commission proposed will be increasingly anachronistic
because they will be unable to mitigate interjurisdictional competition.

C. Development

The third implication of the transformation of federal relations in India from
cooperative federalism at the intergovernmental level is that the Indian state has
been faced with new developmental challenges. The Sarkaria Commission sur-
veyed a wide range of legislative, administrative, and financial views from state
governments.41 These issues have traditionally involved controversies about,
among others, emergency powers, the role of the governors, and taxation author-
ity. However, the Sarkaria Commission was not able to foresee the dramatic
change brought about by NEP.

NEP has forced states to adopt major strategic and structural changes to-
ward internal development. These developmental policy changes vary from state
to state and have concentrated on foreign direct investment, investment by NRIs,
and the state’s industrial policy.42 Not surprisingly, the states that have responded
aggressively to implement the central government’s economic reforms, particu-
larly through the adoption of ‘‘single window clearance’’ to expedite clearances
for industrial ventures, have been magnets for foreign investment. For instance,
Andhra Pradesh and Karnataka have adopted industrial policies far more exten-
sive than those pursued by the national government. They include special incen-
tives for projects with investments exceeding Rs. 100 crore and sales tax defer-
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ment for new industrial units. Similarly, the state of Orissa took the initiative of
privatizing its state electricity boards in 1996. Some states, like Maharashtra and
West Bengal, have set up industrial promotion institutions to attract foreign in-
vestment.43

On the other hand, states that have adopted ‘‘green channel scheme’’ strate-
gies for selected investments or states that have not responded positively to
economic liberalization in the industrial sector have fared less favorably.44 For
instance, Assam has offered sales tax exemptions to small investment units
and subsidizes feasibility studies. The state of Bihar offers special facilities for
minority-owned (scheduled caste and scheduled tribes) enterprises.

The Indian central government continues to maintain a cooperative rela-
tionship with states on redistributive policies, notably in the field of education.
States with higher FDI inflows continue to finance education with central govern-
ment revenues. However, the influx of foreign direct investment has diminished
some states’ willingness to cooperate with the central government on develop-
mental policies, notably in energy. High recipients of FDI are increasingly relying
on extragovernmental sources of finance for developmental energy projects (see
Fig. 7).

Figure 7 shows that economic liberalization has not significantly altered a
state’s budgetary expenditure on education. However, there is a notable reduction
of budgetary expenditures on energy infrastructure by states that are high recipi-
ents of FDI. In this sense, state governments no longer cooperate with the central
government but instead compete with other states for an increased share of FDI.

Similarly, India’s ability to utilize revenues for development use are going

Figure 7 State’s Budgetary Expenditure on Education and Energy as a Proportion of
the state’s Total Expenditure. (From CMIE, Public Finance (March 1997), p. 21.)
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Table 5 Foreign Collaboration Approvals from August 1991 to December 1996
by Industry Sector

Industry Amount (billion rupees) Percentage of total FDI

Basic goods 312 32.70
Capital goods 93 9.79
Intermediate goods 19 2.01
Consumer nondurables 127 13.34
Consumer durables 27 2.86
Services 375 39.30

(telecommunications) (255 billion) (23.55)
Total FDI approvals 955 100%

Source: ‘‘Foreign Investment Approvals and Actuals,’’ Economic and Political Weekly, 32:19 (May
10–16, 1997), p. 987.

to be challenging. Successive Indian governments have attempted to direct for-
eign direct investment toward physical infrastructure projects. Physical infra-
structure projects include a wide spectrum of services such as transportation;
energy generation, transmission, and distribution; and communications. Physical
infrastructure is a precondition for economic growth in other sectors, principally
industrial development. However, the sectoral pattern to foreign direct investment
in India reveals a steady skew toward noninfrastructure areas, particularly in the
consumer and service sectors. Foreign collaboration approvals have favored in-
vestment into telecommunications. This service sector accounts for nearly a quar-
ter of total FDI approvals in India from August 1991 to December 1996 (see
Table 5).

In an early analysis of the NEP and federalism, the renowned economist
S. Guhan foresaw the pitfalls of unmediated competition. He expressed concern
that ‘‘long-term structural adjustment will entail considerable concentration of
policies and action at both levels.’’45 He suggested the development of a ‘‘cooper-
ative positive-sum approach’’ of policy implementation. However, owing to the
ensuing transformation in federal relations, contemporary issues among state gov-
ernments have remained unresolved. They include issues whose unexpected reso-
lution is likely to benefit some states more than others. They include issues of
intergovernmental cooperation regarding further foreign direct investment ap-
provals, energy production, and the privatization of state-owned enterprises.

In practice, instead of the coordination of developmental policy through
cooperative arrangements between the central government and the states, the im-
plementation of developmental policy has served disjointed objectives. This
piecemeal approach to developmental policy has failed to respond to two con-
flicting objectives: the capacity of the central government to meet its develop-
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Table 6 Plant Load Factor of State Electricity Boards Thermal Plants
in Selected States

1990– 1991– 1992– 1993– 1994– 1995–
State 1991 1992 1993 1994 1995 1996

Maharashtra 57.4 61.3 59.7 64.1 61.2 64.9
Gujarat 58.7 57 61.6 60.4 60.5 65.3
Tamil Nadu 63.8 55.4 65.2 69.1 68.4 76.1
Andhra Pradesh 58.3 62.1 65 68.7 70.2 77.4
Uttar Pradesh 58.3 44.4 50.5 50.1 43.9 47.3
Assam 27.7 24.7 24.3 19.9 26.7 28.6
Bihar 24 21.3 25.2 24.4 20 17.4

Source: CMIE, ‘‘Profiles of States’’ (March 1997). Data not available for Jammu and Kashmir.

mental goals, and the state government’s ability to effectively implement its own
industrial policy.

Finally, these dysfunctional objectives explain why the central government
has not been able to coordinate its foreign investment strategy with the states.
Instead, regional forces have been at the forefront of the promotion of foreign
investment whereas others have not. For instance, investitures on energy as a
proportion of the state’s total expenditures have tended to decrease in magnets
for foreign investment, whereas they have increased in laggards. However, the
relative decline in public expenditures in energy production by FDI magnets has
been offset by greater private sector participation in infrastructure development,
particularly in energy projects. Still, state electricity boards continue to control
as much as 60% of transmission and over 97% of the distribution of electricity.

Moreover, the utilization of energy has been more efficient in magnets for
foreign investment. Since the enactment of economic liberalization policies, there
is a growing regional divergence in plant load factor (PLF) of state electricity
boards. PLF is an indicator of electrical generation efficiency (see Table 6).

Table 6 shows that high FDI states have had an increase in plant load factor
(PLF) in state run electricity boards. In contrast, although laggard states in foreign
investment have higher expenditures as a proportion of their state’s total expendi-
tures, they have utilized their resources less efficiently and with the greater losses
in production.

VI. CONCLUSION

This paper has argued that the political party realignment in the mid-1980s com-
bined with the impact of foreign investment inflows in the 1990s has shifted the
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debates about federalism from intergovernmental cooperation to interjurisdic-
tional competition. This transformation has several implications for federal rela-
tions in India.

First, I have shown, though, that the influx of foreign direct investment has
been concentrated into selected states. However, in this paper I have argued that
the financial disparities between states (see Table 4) need not spark new forms
of domestic unrest. Second, the attempt to alter the institutional design of inter-
governmental institutions, such as those recommended by the Sarkaria Commis-
sion, will be largely outmoded. Finally, the transformation from intergovernmen-
tal cooperative federalism to interjurisdictional competitive federalism has not
equipped India with the ability to properly face new developmental challenges.

Given the instability of various minority governing coalitions at the center,
the continuation of India’s gradual economic liberalization program is likely to
remain undisturbed. However, the volatility of India’s party system at the center
may prevent it from addressing some of the unfavorable outcomes derived from
unmediated interjurisdictional competition.
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On the one hand, politics largely determines the framework of economic
activity and channels it in directions intended to serve the interests of domi-
nant groups . . . on the other hand, the economic process itself tends to re-
distribute power and wealth: it transforms the power relationships among
groups. This in turn leads to a transformation of the political system, thereby
giving rise to a new structure of economic relationships.1

The rapidly growing economies of Southeast Asia of the 1990s gave predictive
force to Gilpin’s 1975 statement in that the economic process which drove that
growth fostered two outcomes with the potential to transform the political system:

1. New institutional arrangements to facilitate regional trade in the form
of subregional integrative economic zones popularly known as ‘‘eco-
nomic growth triangles’’

2. An expanding middle class

I. GROWTH TRIANGLES

Economic growth triangles are ‘‘transnational economic zones spread over well-
defined geographically proximate areas covering three or more countries where
differences in factor endowments are exploited to promote external trade and
investment.’’2 Also known as subregional economic zones and natural economic
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territories, they have proliferated in East and Southeast Asia. The original triangle
involved Singapore, southern Johor in Malaysia, and Batam Island in Indonesia
(SIJORI) but in 1996 the Indonesian province of West Sumatra and the Malaysian
states of Negri Sembilan and Pahang were added. Other subregional economic
zones have multiplied rapidly since SIJORI’s establishment and now include the
Southern China Growth Triangle (Taiwan, Hong Kong, Macau, and southern
China); the Tumen River Area Development Program (parts of Jilin province in
China, Siberia in Russia, and the Democratic People’s Republic of Korea); the
Northern ASEAN Growth Triangle (the northern states of Malaysia, northern
Sumatra in Indonesia, and southern Thailand); and the East ASEAN Growth Tri-
angle (Mindanao and Palawan in the Philippines, Brunei, the Malaysian territories
of Sabah, Sarawak, and Labuan, and three provinces of eastern Indonesia).

Growth triangles emerged in response to pressures for regional economic
cooperation and large flows of foreign investment. They are held to illustrate the
increasing influence of market forces in organizing economic production ac-
cording to comparative advantage.3 They are, in short, one manifestation of the
process of globalization. National borders are seen as inconvenient obstacles to
the free movement of factors of production among adjacent territories in different
countries. The growth triangle exploits economic complementarities in produc-
tion and generates economies of scale. Government and multilateral agencies,
especially the Asian Development Bank (ADB), encourage growth triangle for-
mation, but the private sector is supposed to be the driving force, with businesses
creating networks and forging relationships across national borders.

The mobility of factors of production, including capital and labor, and the
liberalization of trading restrictions associated with economic growth triangles
create the conditions for diminished political influence and control over business
by the state.4 However, this may be wishful thinking as growth triangles may
merely represent a continuity with prevailing practice as a ‘‘statist form of region-
alism in response to the challenges and opportunities of economic globaliza-
tion.’’5

II. THE MIDDLE CLASS IN SOUTHEAST ASIA

Experience of the impact of economic growth on the dominant power elite can
be found historically in Western Europe where economic expansion produced a
business class that displaced the ruling aristocracies and transformed social and
political systems.6 A critical issue for Southeast Asian analysis is the role played
by the middle class in such transformation, a topic which has absorbed social
scientists throughout the developing world for many years.7

Most are agreed that a middle class or middle classes are increasingly evi-
dent in Southeast Asian countries, although there is a conceptual problem about
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who comprises the middle class.8 Are entrepreneurs, private sector managers,
airline pilots, teachers, and public servants of all grades all members? If we cate-
gorize by class position there is a major division between owners of capital and
individuals who are appointed to managerial and professional positions. If classi-
fication is made by consumption patterns then the income differentials among
many persons popularly identified as middle class can be considerable. Also, the
different socioeconomic and cultural conditions encountered in the countries of
the region mean that what constitutes a middle class in one place may not do so
elsewhere. What is clear, however, is that in the Southeast Asian countries under
study, economic growth has resulted in the spread of wealth to a group which
has been categorized as the ‘‘middle class’’ even though it might more appropri-
ately be termed the ‘‘new rich.’’9

The trade liberalization and business networking functions of growth trian-
gles will further expand the opportunities for middle-class wealth creation. The
question is whether this will translate into greater political empowerment and
influence for the middle classes in terms of the Gilpin hypothesis.

This paper argues that this is unlikely to happen. The Gilpin hypothesis
takes little account of the political imperatives of an incumbent governing elite
determined to protect its power base. Almost four decades ago, Hoselitz10 made
the astute observation that

It is undeniable that the dominant status group will attempt to prevent the
development of a middle sector and will try to draw individuals in the emerg-
ing middle class under its influence. For an independent middle class, es-
pecially one with independent, self-determined economic sources of social
strength, forms a danger to the leading political and status groups which have
every interest to prevent or counteract this development.

If dominant elites or classes pursue economic growth even only for their
own aggrandizement, it is inevitable that the middle class will grow. It is not
inevitable, however, contrary to much Western democratic theory, that the emer-
gent middle class will acquire the power to influence significant decisions made
by the state. This study gives substantive force to the Hoselitz hypothesis by
demonstrating that dominant elites in Southeast Asia strive to control the levers
of power. While needing a middle class to run the growing and modernizing
economy, the dominant elite formation will restrict access to the management of
socioeconomic development so that they remain the principal beneficiaries and
retain the power to determine significant decisions. The middle class is allowed
only restricted access to such power. This pattern of domination has been
achieved in the following ways:

1. Regularized and regulated corporatist cooption of business to the inter-
ests of the ruling elite, including those small and medium-size business organiza-
tions representative of the middle class.
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2. Patrimonial and clientelistic relationships between the established
dominant economic-political elite and business.

III. BUSINESS, GOVERNMENT, AND THE MIDDLE CLASS

A. Indonesia

Indonesia, anxious to stimulate economic development, particularly in Eastern
Indonesia11 and encouraged by the President’s aspirations for the Asia Pacific
Economic Council (APEC),12 moved to deregulate and encourage private sector
development.13 President Suharto’s 1990 Budget Speech stated that development
of the eastern region was necessary to redress a regional imbalance in wealth
due to low investment, poor infrastructure, and a lack of skilled labor.14 Priority
was assigned to Eastern Indonesia for regional funding,15 and export-oriented
policies were aimed at encouraging expansion within the region.16

Development policies for the region embodied an interest in decentraliza-
tion to facilitate regional economic growth17 including involvement in the emerg-
ing EAGA growth triangle. Participation in EAGA was encouraged by Indone-
sia’s experience in the SIJORI growth triangle with Singapore and Johor in
Malaysia. Following the establishment of EAGA, Eastern Indonesia experienced
a higher rate of growth than Western Indonesia18 although it is difficult to deter-
mine the contribution of EAGA-led activities to that growth. However, it has
maintained the popularity of growth triangles for regional development in Indone-
sia and has provided additional impetus to the introduction of the growth triangle
linking Sumatra in Indonesia with Malaysia and Thailand.

The emphasis on private enterprise as the engine for future growth resulted
in some sections of the business community pursuing greater input into the policy
process through membership of representative business associations.19 Another
effect of sustained economic growth has been the emergence of a substantial
urban middle class.20 One estimate of the Indonesian middle class for 1988 put
it at 14 million persons, 8% of the population21 while Vatikiosis22 regards it as
10% of the population rising to as high as 15% in urban areas. However, the
category is vaguely conceptualized, and the class itself appears to be fragmented.
For example, Mahasin23 identifies upper, middle, and lower fractions while Robi-
son24 observes several internal cleavages which affect the middle class. The most
important of these distinctions are between public-sector and private-sector em-
ployees, Indonesian Indonesians and Chinese Indonesians, and Muslims and non-
Muslims. The effect of such distinctions is to reduce the importance of class as
a mode of group formation and basis for action.

Surveys of the middle class reveal a narrow social and political awareness
and little interest in democracy despite many members of the class being exposed
to Western democracies as students. Liberal reformist groups and organizations
exist and draw their membership from the middle class, but in general the middle
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class is depoliticized. They support the regime because it has brought economic
and social stability, jobs, and desirable patterns of consumption. They are there-
fore satisfied that it remains strong. By supporting the status quo the middle
class is both defending its economic gains and distancing itself from dispossessed
underclasses. Dick25 maintains that this is manifest in ‘‘the mode of consump-
tion’’ which distinguishes the middle class. Consumer items are privatized for
consumption behind fences, window bars, and locked doors rather than being
accessible to a wider group within the community.

By distancing itself from the lifestyle of the kampung, the middle class is
orienting itself toward support of the state and offering no real challenge to the
dominant political elite who have kept their hands firmly on the tiller—and on
the till. It is a situation in which politically the middle classes have nowhere else
to go as the dominant elite maintains tight control over state institutions, including
the parliament, and business representation.26 This does not, however, preclude
the middle class or significant sections of it from raising questions about access
to political power, but as Lev27 observes, ‘‘The relative powerlessness of these
groups by comparison with the state, seems to portend authoritarian regimes long
into the future.’’ Private wealth and independent market-oriented activity do not
translate inevitably into political autonomy from the dominant elite.28 Such views
would not see growth triangles as vehicles for asserting middle class autonomy
and claims for power sharing.

While big business has flourished under the New Order, it operates within
an authoritarian framework of a ‘‘guided democracy’’ underpinned by the pre-
scriptive tenets of the national doctrine of Pancasila, and the paternalistic reach
of patronage surrounding the President and his family and their clientelistic con-
nections.29 Economic development at the national and local levels is guided by
the overarching framework of the National Five-Year Development Plan insti-
tuted by presidential decree.30 Business dealings are dominated by enterprises
involving the presidential family, associates, and hangers-on, assisted through
favorable licensing arrangements and monopolies.31 Vertical and horizontal inte-
gration by large conglomerates owned by members of the presidential family
means their tentacles extend throughout the business sector. It has been com-
mented that ‘‘you cannot get involved in an important deal if you don’t bring in
at least one of the children.’’32 This ‘‘surge of oligarchic corporatism’’33 given
authority and legitimacy by the President reinforces patrimonial involvement as
a critical factor of doing business.

Economic decentralization is unlikely to translate into substantive decen-
tralization of political power because state regional and local administrators who
operate as ‘‘state functionaries’’34 are usually retired military officers or bureau-
crats with strong links to the dominant presidential and military elite.35 These
officials dominate and profit most from local business because of their inside
knowledge and manipulation of government tendering and licensing opportuni-
ties.36 This situation reinforces the lines of central authority and the system of
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patronage that is an intrinsic part of doing business in Indonesia, including si-
phoning off from government funding schemes for personal benefit.37 That eco-
nomic development of Eastern Indonesia was pursued to maintain national unity
and ‘‘extinguish the fires of separatism’’ smoldering from economic inequality38

indicates that trade liberalization to engineer economic growth has been used to
shore up the power of the dominant elite. Because regional elites derive their
economic well-being and political power from their association with the state,
they are unlikely to pose any threat to existing institutional arrangements.

The benefits of economic liberalization which have flowed to Chinese con-
glomerates and other Chinese businesses have not translated into calls for greater
political participation, despite their increased involvement with business associa-
tions, for several reasons. First, business representation has been neutralized po-
litically by its cooption into corporatist structures, such as the Chamber of Com-
merce and Industry (Kadin).39 Second, Chinese entrepreneurs who have benefited
from trade liberalization choose to keep a low political profile for fear of refueling
anti-Chinese sentiment40 while those in provincial areas have been excluded from
the political process.41 Those who rely for their economic success on their close
connections to the President and the military are unlikely to bite the hand that
feeds them.42

Similarly, Suharto responded to discontent within the military elite by
‘‘combining patrimonialistic inclusion with artful division,’’ creating a situation
where those benefiting from presidential patronage would be less willing to chal-
lenge the authority of his regime and weaken the opposing forces through his
strategic use of the powers of appointment.43

Tanter and Young44 have put forward the view that strains are likely to
develop between the rural economic elite and independent landowners and small-
business people increasingly exposed to international competition. Robison45 also
argues that this ‘‘increasingly independent and internationalized middle class and
business sector cannot forever be satisfied with careers and economic growth.’’
Presumably this means they will be seeking a greater share of political power.
Economic growth triangles, if they operate on free market lines as proposed,
could contribute to such a trend but are not sufficient to drive it on their own.
It is more probable that the retirement of President Suharto and a regime change
will provide the catalyst for accelerated demands for political participation, but
it may be difficult for the middle class to mobilize sufficiently or cohesively
enough to break down the barriers of ‘‘crony capitalism’’ underpinned by the
political power of the ruling elite.46

B. Singapore

Because of its limited territorial size, the central government is necessarily the
facilitator and political actor in developing economic relations through subre-
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gional frameworks. The ruling power elite resides not within a presidential fam-
ily, but within a political party, the Peoples Action Party (PAP), which in the
1980s shaped and managed political and state structures, spearheaded by state-
owned enterprise, to induce rapid economic development.47 The controlled utili-
zation of foreign capital as the seedbed for economic growth marginalized local
business from the political process.48

The spurs of trade liberalization and globalization and sluggish domestic
economic growth caused in particular by the smallness of the Singapore market
induced a more pragmatic and reactive approach to economic policy by the Singa-
pore government, including loosening control on local capital49 and encourage-
ment of private-sector activity to maximize export and investment opportunities
within the neighboring Southeast Asian region.

Singapore’s involvement in economic growth triangles is symptomatic of
these trends in expanding its overseas economic activities. Deputy Prime Minister
Loong has stated that in the highly competitive global economic environment it
makes sense for Singapore, Johor and the Riaus to pool their complementary
strengths and compete against other regions for world markets.50 For Singapore,
the growth triangle facilitates the achievement of certain national objectives in-
cluding restructuring the economy, becoming a high-value-added service econ-
omy and hub city, promoting the regionalization and internationalization of Sin-
gapore enterprises, providing leisure areas in close proximity to Singapore,
achieving a secure water supply, and helping to promote the economic advance-
ment of its neighbors and ASEAN out of self-interest.51 Relative to this last point
it has been suggested that the arrangements are less a triangle and more a set of
bilateral agreements between Singapore as the growth pole and its two neighbors.
In this interpretation the ‘‘growth triangle’’ is in fact a Singapore project with
specific Singapore objectives.

While the growth triangle has been successful in securing private sector
investment, the government continues to play a key role. Singapore’s involve-
ment in the Singapore-Johor-Riau Growth Triangle was negotiated by the Singa-
pore government in 1989 following on a bilateral arrangement with the Johor
state government and an agreement with Indonesia on liberalization of investment
on Batam.52 Private companies are encouraged to invest in the region with a
range of incentives from the government’s Economic Development Board, and
Singaporean government-linked companies have been heavily involved in invest-
ment and joint ventures.53 The government is directly involved in the capital and
financial markets.54

Chalmers55 argues that these initiatives to promote local business have re-
sulted in the intrusion of domestic class forces into the policy-making process
and less autonomy for the state. Economic development has seen the emergence
of an affluent middle class56 which has adopted a higher political profile seeking
a gradual lessening of government controls.57
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These changes have not been sufficient, however, to challenge the domi-
nance of the PAP over the political system. The government has harnessed eco-
nomic development and trade liberalization to the political purpose of retaining
office,58 assisted by effective one-party rule over a long period and the absence
of a credible alternative ideology and political opposition.59 The strong leverage
of this ‘‘controlled democracy’’60 provides a significant constraint on outside
intrusion into the policy process and any challenge to the existing regime. This
includes the strictures on freedom of political activism imposed by the imprison-
ment without trial provisions of the Internal Security Act, government censorship
of the media, and, like Indonesia, the cooption of business associations seeking
greater involvement in the decision-making processes into corporatist institu-
tions.61

The apparent political acquiescence of Singapore’s middle class might be
construed as surprising, given that it is relatively the largest in Southeast Asia
and therefore potentially an actor with political clout. One estimate62 put 50% of
the Singaporean population into the middle class, a result of high-sustained eco-
nomic growth which has propelled Singapore’s GNP per capita above countries
such as Australia, Canada, and the Netherlands.63 But it has been argued that the
middle class has not called for a transformation of political life in Singapore
because of the state’s success in satisfying their material needs.64 While PAP
hegemony may well be regarded by many in the middle class as a suboptimal
arrangement it is accepted in exchange for such benefits as material wellbeing,
security, and minimal corruption.65 The ‘‘opportunity costs’’ for replacing PAP
rule would be high.

Middle-class compliance is secured less by coercion than by masterful ma-
nipulation of economic and social incentives and disincentives.66 Also, the PAP
is strategically aware and as such has demonstrated a capacity to reform political
structures to maintain dominance in response to perceived societal pressures. It
has accommodated the consumer aspirations of the middle class by mild liberal-
ization. This regulatory relaxation giving greater consumer choice has also af-
fected public housing and public health services. In this climate certain interest
groups are also permitted to operate so long as they are nonthreatening to the
PAP.

This combination of satisfying consumer needs, welfare security, tight reg-
ulation, and a strategic orientation to maintaining political hegemony while
allowing some increased personal autonomy should keep the middle class from
becoming the supporter of a democratic movement. They have benefited from
the imposed meritocratic order and liberalization of the economy has produced
no accompanying demand for liberalization of the political system. The establish-
ment of the SIJORI growth triangle in 1989 has had no political effect on the
middle class. Singapore already had the most liberal trade policies in Southeast
Asia and an outward-looking development policy when the growth triangle was



Southeast Asian Growth Triangles 227

created.67 Political problems could arise less from class forces than from per-
ceived inequities in the distribution of growth among the triangle partners, ques-
tions of equity in investment, sensitivities over national sovereignty, and social
problems resulting from rapid economic growth. The business elite in Singapore
has been the big winners.

C. Malaysia

Malaysia, like its neighbors, has responded to the pressures for economic growth
with trade liberalization and expansion of trading relationships, including its
involvement in emerging economic growth triangles. Likewise, the potential im-
pact of this private-sector economic growth is the development of private busi-
ness interests distinct from those of the state, and changes in class structures.68

This trend may be enhanced by linkages between Malaysian companies and busi-
ness groups within the economic growth triangle sector such as Kemayan Corpo-
ration, a Malaysian company dominated by three Singaporean businessmen, un-
dertaking several large projects in Johor, the Malaysian state closest to Singapore,
and developing air links to Thailand and Singapore through its subsidiary Air
Mandalay. Successful business in cases such as this depends less on the regula-
tory and economic policy framework developed by the government within Malay-
sia, and more on taking advantage of market-driven opportunities within the re-
gion.

As a result of sustained economic growth there has been a corresponding
increase in the size of the Malaysian middle class. But this has not resulted in
any fundamental change to the political system for several reasons: (1) the inclu-
sion of middle class representation within the ruling coalition; (2) ethnic divisions
which have prevented the development of a united and cohesive middle class;
and (3) dependency on the existing political order for economic benefit because
of preferential policies and patronage.69

While rapid economic growth has benefited Malaysian business, there has
been little consequent change to the political system.70 The reasons are very simi-
lar to those existing in Singapore—control of the institutions of government,
including the bureaucracy, the armed forces, and the judiciary; and control of
the business environment by UMNO, the governing party. The government’s
control of economic policy inexorably draws business into a close relationship
with the ruling party.71 Another significant factor has been the inclusion by
UMNO of Chinese parties within its Barisan Nasional coalition government to
help defuse potential points of conflict within a system that has been described
as ‘‘hegemonic with accommodationist elements.’’72

The state and key business groups are interlinked because of the depen-
dence of business on the patronage of the ruling party for access to ‘‘state-created
rents.’’73 The result is that ‘‘virtually all the big Malay tycoons’’ depend on their
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connections with UMNO, while the largest corporations are owned by the party.74

For example, not only is the banking system regulated by the central bank, Bank
Negara, but it also follows highly interventionist policy directives determined by
it. Although some aspects of company financial operations have been liberalized,
the bank can rein in those privileges if that is considered warranted for national
economic policy purposes, such as limitations on loans for property development
if the market for such activity should decrease. The resulting concentration of
ownership within ‘‘political oligopolies’’75 has produced a convergence of inter-
ests between business and the state which makes it difficult for business to chal-
lenge the ruling elite.76

This system of patronage, where the ruling party rewards its supporters
with economic benefits and punishes its opponents by denying that access,77 is
a significant reason why there has been no substantive challenge to the ruling
elite from the expanding middle class. Many Malay and Chinese businesspeople
are dependent upon the patronage of UMNO, in the form of licences, permits,
and other approvals, for their continued operation in the market.78

Chinese businesspeople have been forced to seek Malay partners with links
to the political establishment. For example, Kamayan Corporation is controlled
by Singapore-Chinese businessmen, but includes on the board a Malay with links
to the banking establishment. A ‘‘strong rapport with the state government’’
makes it easy for them to do business in Johor.79 Another major Malaysian com-
pany, Daibochi, is in a similar position, with five Chinese businessmen as major
shareholders and, among its directors, Malays with links to the UMNO establish-
ment.

The same situation occurs at the regional level where UMNO in the 1995
elections retained control of all the state assemblies, with the exception of Kelan-
tan.80 For example, the success of a construction company in Sabah has been
attributed to the Malay owner’s political links in Sabah.81

This dominance of UMNO at the state and national levels tends to enhance
the centralization of power and political patronage within the political system.
For example, in 1988, 10 of the 13 states were under UMNO Chief Ministers
directly appointed by the Prime Minister.82 It has also, as Bowie83 explains, cre-
ated ‘‘a large and influential group of domestic bumiputra companies that are in
fact the vehicles for ensuring continued UMNO political dominance.’’

The risk of challenge is minimized also by what Case has called Malaysia’s
system of ‘‘semi-democracy’’ where the government has limited participation
by opposition parties, professional associations, trade unions, and other groups,
through the Societies Act. Its monopoly of media ownership, and the use of secu-
rity measures also silences public criticism.84

The combination of government party control, patronage, and clientelistic
relationships, assisted by the cooption of business in general through corporatist
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institutions, will ensure that participation in economic growth triangles will main-
tain the economic and political interests of the ruling elite.

D. Philippines

Until recently, the Philippines was ASEAN’s poor performer in the race for eco-
nomic growth and development. It then followed the example of its ASEAN
neighbors by recording GNP per capita growth rates in excess of 5% after 1994.
Elected to a six-year term in 1992, President Fidel Ramos elevated economic
policy to the forefront of his agenda and embarked on an ambitious program of
development guided by the vision of ‘‘Philippines 2000’’ which entails putting
the country on a rapid track to NIC status. Liberalization of the economy has been
the major policy thrust. One of the many ways in which this has been manifest has
been the establishment of EAGA. This growth triangle incorporates the Philippine
islands of Mindanao and Palawan in a subregional economic zone with Brunei
and adjacent parts of Malaysia and Indonesia, and has been enthusiastically pro-
moted and supported by President Ramos.85 In this sense the Philippine experi-
ence replicates those of its neighboring growth triangle partners.

The Philippines, however, is markedly different from the other countries
in this survey in its government-business relations and in the political orientation
of the middle class. It has been categorized as a weak state in which the govern-
ment has not gained effective control of the society. Even under the authoritarian
presidency of Ferdinand Marcos there was central accommodation of provincial
strongmen while a Communist insurgency grew with each succeeding year to
become a significant force in almost every part of the nation. An armed Muslim
secessionist movement in Mindanao further challenged the state’s control of its
subjects and territory.

In its postindependence history the Philippine state has rarely developed
an economic vision and coherent strategy to pursue it. It has, however, through
its financial institutions and policy processes, played a major role in determining
financial and commercial regulations, and in so doing determined who would be
successful in business. In the postindependence years the state extended its
‘‘nominal influence’’ into almost every sector of the economy. Paradoxically,
the weakness of the state allowed and encouraged the penetration and manipula-
tion of the state for personal gain by members of the economic elite.

McCoy86 cites the observation of an American financial consultant in the
1950s that ‘‘business is born and flourishes in or fails not so much in the market-
place as in the halls of the legislature.’’ The state became ‘‘swamped by the
particularistic demands of powerful oligarchic forces.’’87 Members of the busi-
ness elite would influence legislation for the benefit of their own family opera-
tions, sometimes individually, often in blocs. Elite business families would ensure
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the election of one of their number to the Congress thus creating a ‘‘fused elite’’
where political office and substantial wealth were evident in the family.88 If no
family member held political office, then elite families would sponsor talented
representatives from the middle class to look after their interests. As Simbulan89

observed in the 1960s, no national legislator relied on official income alone. All
had multiple occupations and sources of income. The state became the focus of
‘‘booty capitalism’’90 in which elites strove to secure the large material returns
available from rent-seeking opportunities.

The trend toward centralization of the state under Marcos merely gave
greater emphasis to the role of rents within the economy. That is, the government
intervened even more in the economy to provide lucrative opportunities to se-
lected members of the bourgeoisie.91

The overthrow of Marcos in a celebration of ‘‘people power’’ did not lead
to drastic alterations in this pattern of government-business relations. Despite
strong constitutional provisions outlawing the reestablishment of family dynasties
in political office, the names of the new legislators often have a familiar ring.
Of the 199 members of Congress elected in 1992, 164 have been identified as
members of ‘‘political clans’’ while the most prominent legislators were classi-
fied as ‘‘business tycoons and industry leaders.’’92 The percentage of entrepre-
neurs elected had increased from 10% in 1940 to 36% in 1992.

The middle class has played a significant role in recent political events.
The people-power phenomenon in Manila which led to the overthrow of President
Marcos was widely interpreted as an event dominated by the middle class. Such
a predilection to middle class mobilization was not always so. When Marcos
declared martial law in 1972, the middle class was largely acquiescent, even
supportive, as the action seemed to offer stability in an environment of deepening
crisis. Some authors have attributed this crisis in part to middle-class challenges
to traditional leadership. The important lesson from these examples is that the
middle class can exercise considerable influence on the political process in the
Philippines by both action and inaction. Matters relating to the defense of democ-
racy and economic crisis did lead to class action which played a part in determin-
ing the outcome of political processes.

But complicating matters are issues of class boundaries and possibilities
of overdetermination in identifying particular actions as ‘‘class actions.’’93 Some
writers fail to delineate who or what is meant by the term middle class. Some
reject the concept altogether,94 preferring to characterize the Philippines as a two-
class society. Such sentiment was registered in a recent survey where 21% of
respondents in a stratified sample identified only two classes in Philippine soci-
ety.95 Hughes and Woldekidan96 put 7% of the population in the middle class,
the same figure used by Philippine market researchers,97 although estimates of
up to 30% can be found.98 If the middle class is a political actor of increasing
importance, then the population and analysts are not clear about what it is they
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are referring to. It does, however, appear to be ‘‘becoming increasingly a central
arena of political discourse and contention.’’99 It is a variegated presence with
several strands of middle-class consciousness operating at any one time and, in-
deed, changing in content, intensity, and importance over time.100

There are problems, also, with attributing too much influence and power
to the middle class. As has been shown above, ‘‘political clans’’ still crowd the
national legislatures and occupy key positions in cities and provinces. Alternative
avenues of political influence and action have been explored, especially in the
numerous developmental and advocacy NGOs which are ‘‘primarily staffed by,
managed, directed and greatly influenced by a fraction of the urban, educated
middle class,’’101 yet government processes remain widely dictated by pat-
ronage.102

Also, there has been little democratization of wealth. The Philippines has
a more unequal distribution of wealth than its ASEAN neighbors with a few
hundred families dominating its economy. One of President Ramos’s chief advis-
ers described the Philippine economic system as ‘‘more Latin American than
East Asian in the way it has concentrated power in a few families.’’103 In such
situations the elite has little incentive to change the existing political relationships
among legislatures, bureaucracies, and business.

The continued development of the EAGA growth triangle may well benefit
existing business elites and their multinational partners. It will not have a direct
effect on the middle class as a political force, although if the triangle is successful,
the class will increase its membership and relative size in Mindanao. Its power
could also be boosted less by economic liberalization than by the decentralization
program introduced under the Local Government Code of 1991.

This legislation represents the most radical devolution of responsibilities
to subnational governments in Southeast Asia. Functions such as health, agricul-
ture, and the environment have been devolved to local governments while there
is statutory involvement of NGOs in potentially important economic planning
bodies. An autonomous region in Mindanao and a new Special Zone of Peace
and Development (ZOPAD), both headed by former insurgent chief Nur Misuari,
complement the other decentralization measures and seem to offer opportunities
for much greater local determination of affairs. However, the continued volatility
of this region could still threaten economic development and lead to hasty with-
drawals of foreign capital and cautious dealings by triangle partners.104

Despite these decentralization initiatives, the prospects for EAGA creating
the conditions for a change in the relationship between state and capital in favor
of the middle class remain problematic. The constraint will be the continuation,
despite a greater diversity within the business community and an expanding mid-
dle class, of the incumbent clientelistic system of crony capitalism so long as
business operations can only be developed or expanded by means of ‘‘privileged
access to state-controlled licences, monopolies and loans.’’105 What we see is
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the perpetuation of familiar patterns of government-business relations whereby
‘‘access to the state apparatus remains the major avenue to private accumulation
and the quest for rent-seeking opportunities continues to bring a stampede of
favored elites and would-be favored elites to the gates of the presidential
palace.’’106

IV. CONCLUSION

The Gilpin hypothesis is correct inasmuch as political forces have determined
the formation of innovative subregional economic arrangements in Southeast
Asia that have contributed to the creation of wealth and its wider distribution in
society. In the process, the growth of the middle class has been given a boost
although the growth has been differentially experienced among participating
countries and regions.

Gilpin has not been proved correct, however, in his prognosis that this will
lead inevitably to a redistribution of political power among groups. Transforma-
tion of power has not occurred. There has been no erosion of the authority of
established regimes. Trade liberalization has been managed by the governing
elites to sustain and maintain their control of political power. Economic growth
triangles as economic institutions have been the progenitors of managed ‘‘strate-
gic trade policy’’107 rather than vehicles for radical political change.

The weakness of the Gilpin hypothesis in failing to predict these outcomes
lies with an underlying precept that there is a separation of government from
business and no recognition of the capacity of existing institutional actors to
manage external pressures on economic development. His argument is founded
on the assumption that the state withdraws as the market intrudes, yet the evidence
presented in this paper indicates otherwise. In Southeast Asia the term ‘‘market’’
is ‘‘a nominal one because governments often intervene to shape comparative,
and competitive, advantage and market forces.’’108

Southeast Asian economic growth triangles are a functional institutional
response by governments and their associated business elites to manipulate and
take advantage of trade liberalization and complementarities in factors of produc-
tion, rather than engender a dysfunctional attack on state power by market forces.
A former President of the Philippines has said that ‘‘the growth triangle concept
has taken hold because it is a controlled experiment in regional cooperation . . .
it offers the benefits of regional integration without great loss of economic sover-
eignty.’’ Growth triangles, he states, ‘‘require no changes in national concepts
of sovereignty, administration or national preferences’’ and, therefore, ‘‘govern-
ments can enter into them with minimum political risk.’’109

It is a natural response by the dominant economic-political group to exer-
cise its power to forestall any challenge to its political dominance.110 The symbi-
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otic relationships between government and business evident in the corporatist
and clientelistic arrangements of crony capitalism111 outlined in this paper have
been used as the gatekeepers against pressures for any substantive transfer of
political power deriving from changes to the economic process. Economic gains
from growth triangles have enhanced this resistance to political pressure by
allowing the established economic-political elite to satisfy the economic needs
of the middle class while at the same time maintaining and increasing its own
share of the pie. The middle class is less likely to challenge the power elite so
long as it is dependent on this largesse for its ‘‘share of the spoils’’ and its con-
sumption and welfare demands are being met.

It is, in fact, a questionable assumption of modernization theory that a grow-
ing middle class is a major force in replicating Western liberal democracy in
non-Western states. It has been demonstrated in Latin American development
that middle classes do not have a standard universal political role.112 They forge
alliances with different classes according to their perceived interests and opportu-
nities. Thus, they will support authoritarian rule in some circumstances, be satis-
fied with limited and controlled access to government through corporatist ar-
rangements, or acquiesce when ‘‘people-power’’ revolts fail to deliver an entree
into the closed shop of crony capitalism as our case studies indicate.

Economic growth triangles have not upset the existing political order. They
have provided the means whereby the established economic-political elite has
managed the external pressures for trade liberalization to their own advantage
by doing business in the usual manner. Rather than economic growth triangles
and simple middle-class expansion generating political change, it may be that
the current economic crisis in Southeast Asia will be a more potent force in
challenging ‘‘the lack of accountability, generally stemming from the too-cosy
relationship between government and business.’’113

NOTE ADDED IN PROOFS

It is now two years since we first wrote this chapter and the Southeast Asian
region is now emerging from the economic crisis. With the exception of Indone-
sia, the political order of elite domination has not been seriously challenged.
The middle classes have not transformed into potent political forces agitating for
change, while growth triangles can be clearly seen as epiphenomena. Thus, our
central theses remain intact. Even in Indonesia where authoritarianism has been
overthrown, multi-party democracy introduced, and decentralization legislation
passed, crony capitalism is still evident, as is the power of the military and bureau-
cratic elites. Efforts to introduce greater accountability have encountered stiff
elite resistance.
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Economic Reform and Political
Legitimacy in Post-Mao China

Maria Chan Morgan
Earlham College, Richmond, Indiana

I. INTRODUCTION

Legitimacy, Samuel Huntington once observed, ‘‘is a mushy concept that politi-
cal analysts do well to avoid. Yet, it is essential to understanding the problem
confronting authoritarian regimes in the late twentieth century.’’1 The collapse
of Communist regimes in Eastern Europe has reinforced the notion that their
inability to sustain the customary range of social and economic benefits for their
citizens delegitimized their governments.2 But legitimacy is not the exclusive
concern of authoritarian regimes. In the late 1970s, when stagflation seemed to
have strained the capacity of many social democracies in Western Europe, many
pronounced that the modern capitalist states were in a crisis of legitimacy.3 This
chapter tries to address a simple controversy: Does market reform shore up or
undermine the legitimacy of the Chinese government?

As Ralf Dahrendorf argues, effectiveness and legitimacy are related, but
that relationship is asymmetrical.4 Governments can be effective without being
legitimate, and governments can be legitimate without being effective. However,
widespread doubts in the effectiveness of governments will turn into doubts in
their legitimacy. Central to the concern of this chapter is how effective market
reform measures have been in making people believe that the post-Mao one-party
regime is worthy of their support and obedience.

I shall first review some of the relevant literature on regime legitimacy and
identify some of the gaps in the conceptualization of political legitimacy and
show why prevailing theories have not been helpful for our understanding of
legitimacy in a regime undergoing economic transition. Second, I want to exam-
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ine how effective the newly introduced economic and political institutions have
been, and what consequences they have for the government’s legitimacy. I shall
argue that the government’s ability to build public confidence in these new institu-
tions is essential, especially because they are so contrary to prevailing party ideol-
ogy. Without people accepting the validity of these new institutions—such as
property ownership, financial institutions capable of channeling public savings
to productive investments, foreign direct investment which modernizes the econ-
omy, and local elections which give people greater control over local affairs—
neither the regime nor the reform can be sustained. The government’s willingness
to introduce these new measures and its ability to institutionalize them will give
their reform efforts credibility. I call these confidence-building institutions.

I shall show that market reform in China has not entailed the diminished
role of the state, but I part company with those critics of the state by arguing
that the force of law, however ambiguous and unevenly enforced, has lent some
credibility to these new reform institutions. The result of introducing these new
institutions is that the decision-making space for people has been vastly ex-
panded. True, sometimes the action people take moves the country and economy
in directions unintended by the government. Still, these new institutions are the
means whereby people’s scope of choices and their access to resources are in-
creased and stabilized. The state does so by providing a legal framework, however
imperfect and uncertain, to legitimize such activities. When citizens are confident
enough to utilize or participate in these institutions, they have a stake in these
institutions. Public acceptance and influence over these new institutions make
further reform possible.

I select but a few empirical scholarly studies of the new economic and
political institutions introduced under reform to indicate the extent of popular
support they enjoy and the degree of credibility they gain. I choose local elections,
banking and financial institutions, property ownership, and foreign direct invest-
ment because they represent some of the most politically sensitive measures that
have the potential to delegitimize a regime that officially still adheres to Marxism-
Leninism. I shall show how these institutions gain credibility largely because of
the legal infrastructure that underpinned them, not because they deliver what they
promised. Thus while economic reform in China is marked by mishaps, the new
institutions are gaining acceptance and winning public confidence.

II. CONCEPTUALIZING LEGITIMACY AND
EFFECTIVENESS OF GOVERNMENT

The disagreement among scholars on the effects of market reforms on political
legitimacy lies in part in the confusion between normative and empirical concepts
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of legitimacy and in part in the difficulty of measuring the effectiveness of eco-
nomic reform.

The literature on the subject of legitimacy is powerfully influenced by Max
Weber’s classification of the three systems of legitimacy based on tradition, cha-
risma, and belief in the validity and rationality of the legal institutions. But Weber
also identified a fourth kind of legitimacy—‘‘the authority of substantive policies
or values’’—which he did not add to his classification of types of political domi-
nation.5 Yet, substantive policies, such as macroeconomic policies that promote
economic growth and stability, can be one of the most powerful justifications of
obedience when people believe that the regime that asks for their support is en-
hancing their economic well-being.6 But since substantive policies presumably
can be produced by a government based on either tradition, charisma, or legal-
rational institutions, Weber excluded them from the classification of legitimacy.
This is consistent with the fact that Weber treated the three systems of domination
by and large as empirical and historical rather than normative phenomena.

The normative dimension of legitimacy reasserted itself in the Marxist cri-
tique of capitalism where the state was delegitimized for serving the exclusive
interest of the dominant economic class. Thus Gramsci and others have argued
that people’s perception or ‘‘consciousness’’ of their duty and obligation to a
state was manipulated by the people in power. Similarly, Habermas assumes that
a capitalist state cannot pursue unpopular policies producing negative outcomes
such as unemployment if people had their free will.7 By casting doubts on the
legitimacy of capitalist states, Marxist and critical theorists stimulated social sci-
entists’ interest in the normative basis of legitimacy.

Not surprisingly, then, many social scientists subsequently attempt to syn-
thesize the normative with the empirical aspects of legitimacy by suggesting that
what gives legitimacy to governments should include such absolute moral imper-
atives as human rights and rule of law, as well as culturally determined values
that have enduring validity for a particular country, such as adherence to Islamic
laws for Arab countries.8 Ralf Dahrendorf suggests that ‘‘[a] government is legiti-
mate if what it does is right both in the sense of complying with certain fundamen-
tal principles, and in that of being in line with prevailing cultural values.’’9 He
goes on to suggest that the less the perceived gap between government action
and basic values, the more legitimate the government. Any dissociation of gov-
ernment action and prevailing cultural values will meet with doubts by the peo-
ple.10 However, Dahrendorf does not link government effectiveness with eco-
nomic performance.

In his examination of the tension between borderless, global financial mar-
kets and bounded, national politics, Louis Pauly argues that political legitimacy
cannot be separated from the performance of the national economy.11 He believes
that the challenge to capitalist democracies today is that ‘‘two sets of priorities—
a growing economy and responsible government—are today required for a criti-
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cal mass of citizens to accept the authority of their state.’’12 By examining the
evolving mandates of the Economic and Financial Organization of the League
of Nations and the IMF, Pauly shows that concern over the legitimacy of the
individual leading member states led them to prefer multilateral collaboration as a
means of crisis management over policy coordination because the former requires
legislative approval.

Yet, it is not just the political analysts who evaluate the legitimacy of a
regime by asking whether what the government did is right and whether the
government is effective in delivering what it promises. Political leaders are under
increasing international pressure to legitimatize their regimes by conforming to
international norms and moral standards as well as delivering tangible results for
its subjects. Their inability to meet those criteria seems to have driven many
Communist governments in the past to invoke ideology and nationalism to but-
tress their claims to power. However, Communist ideology becomes increasingly
problematic for such governments to legitimatize themselves because the ideol-
ogy itself was an obstacle to economic growth and development. In addition,
such systems lack the mechanism to renew itself, as democratic governments do
through elections. This lack of self-renewal mechanism contributes to the erosion
of the legitimacy of these authoritarian regimes.13

The issue of legitimacy for post-Mao China is further complicated by inter-
national politics and U.S. foreign and domestic politics. There is evidence that
such pressure had the effect of making the Chinese government more compliant
with international conventions on as diverse a field as restrictions on missile
exports, nuclear nonproliferation, and intellectual property rights.14 American
pressure on China predated the 1989 Tiananmen Square incident. In fact, ever
since the Communist takeover in 1949, China has generated passionate political
responses within the United States.15 Since the Tiananmen incident in 1989, the
legitimacy of the regime has been hotly disputed by both right-wing anti-Commu-
nist politicians who view China as a ‘‘rogue regime’’ or an unrepentant Red
menace, and human rights activists and socialist groups who view an increasingly
materialistic and nonegalitarian China as a betrayal of their postmaterialist, hu-
manistic ideal of revolutionary egalitarianism. In the post-Mao period, the Chi-
nese government is compelled to respond not only to domestic expectations but
to foreign pressure and criticism. Market reform and China’s gradual integration
with the global economy are part and parcel of this process of legitimization.
China’s nationalistic expression which bristled at international criticism and her
desired accession to the World Trade Organization to take her ‘‘rightful’’ place
as a world trading power should thus be viewed in this broader context.

The next section of this paper will examine different theories regarding the
relationship between market reform and political legitimacy in China. I shall
address some of the substantive issues raised by these contradictory findings.
Finally, I offer my interpretation of the effectiveness of reform-driven institu-
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tions. I shall show that even though some institutions fall short of delivering
economic results, they expand the range of human choices, which accounts for
the continued political legitimacy of China today.

III. RELATIONSHIP BETWEEN ECONOMIC
PERFORMANCE AND LEGITIMACY

There are several theses regarding the relationship between market reform and
regime legitimacy in China. Some argue intuitively that by raising the standard
of living for many, market reform will enhance the political legitimacy of the
present regime. Bartlomiej Kaminski observed for instance that ‘‘[w]ith the de-
clining appeal of the promise of a better future, economic performance becomes
essential to state socialism’s legitimacy.’’16 Others, like Stephen Haggard and
Robert Kaufman, argue that economic growth contributes to long-term political
stability by easing the tradeoffs between political supporters and those who are
negatively affected by reforms.17 Acute economic difficulties are shown to have
contributed to the collapse of democratic regimes in Chile, Argentina, Uruguay,
Brazil, Bolivia, Peru, South Korea, Thailand, Turkey, and the Philippines at vari-
ous times in the 1960s and 1970s. But the most severe economic recession since
the Great Depression, the 1997-1998 Asian financial crisis, did not produce simi-
lar results except in Indonesia, suggesting that factors other than economic perfor-
mance have sustained the legitimacy of many regimes in Asia and Latin American
countries during the crisis.18

Most political analysts believe that regime legitimacy cannot be based on
good economic performance alone because of the cyclical nature of most econo-
mies, regime support needs be built on people’s belief in the validity of system
institutions. The well documented institutionalization of democracies in postwar
Japan and Germany is the best example. Yet, it is doubtful that democracy could
have taken hold in those countries without the anchor of economic miracles. It
is the process of the translation of economic miracles to political legitimacy that
is not well understood.

In Economic Transition and Political Legitimacy in Post-Mao China, Feng
Chen argues that the incompatibility between Marxist ideology and capitalist
practice forces the Chinese leaders to self-consciously legitimatize market reform
measures by rationalizing them as instrumental for achieving the egalitarian goals
of Marxism-Leninism.19 Feng shows that the Chinese Communist Party is ex-
tremely sensitive to public doubts about the congruence between the govern-
ment’s reform-driven action and Marxist-Leninist principles. Hence, the party
went to great lengths to claim the consistency of their reform policies with funda-
mental socialist principles. Zhao Ziyang in the early 1980s and Jiang Zemin in
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1997 have both tried to win Marxist hardliners’ support by justifying liberal eco-
nomic reform on the ground that it would speed China along its first stage of
socialist development.

But while the Chinese leaders in the short run have been able to give pri-
macy to modernization and efficiency and justify such reform policy by bor-
rowing heavily from liberal, capitalist economic ideas, in the long run, Marxist
ideology—the fundamentals upon which the CCP depends—will be exposed as
irrelevant for solving China’s economic needs, and certainly cannot be offered
as the best alternative to societal development.20 Feng’s point, then, is that the
inherent tension between the fundamental principles of Marxism-Leninism and
the instrumental principles of economic liberalism cannot sustain the regime’s
legitimacy.

In much the same vein, sociologist X.L. Ding identifies the challenge to
regime legitimacy as the contradiction between ideological-institutional continu-
ity and policy innovations created by economic reform.21 While Ding and Feng
Chen use different vocabularies to describe the two contradictory legitimation
devices—Ding describes them as rationalism v. socialist morality, whereas Feng
Chen describes them as instrumental v. fundamental justifications—their ideas
are similar. However, Ding uses the concepts of counter-elite and ‘‘institutional
parasitism’’ to explain a legitimacy crisis. Ding argues that political instability
is created by Deng’s open-door policy and economic reform because they made
possible the development of ‘‘institutional parasitism,’’ which allowed the intel-
lectuals and professionals to mount an antigovernment movement from important
party-state organs such as universities, television and radio stations and news
agencies.22

Ding explains that Deng’s open-door policy gave the people, especially
intellectuals, access to better information and an opportunity to compare the poor
performance of China with the advances made in the West, Japan, and the other
East Asian dragons.23 Moreover, Deng’s economic reform was an admission that
the leadership had lost confidence in the Communist system, which they felt
compelled to defend in order to stay in power.24 Dengist reform introduced a
generation of better-educated people into officialdom, many later utilized their
semiautonomous organizations to voice their criticism and dissent.25

The problem with Ding’s analysis is that even though the concepts of
‘‘counter-elites’’ and ‘‘institutional parasitism’’ are supposed to be central to his
theory, it became clear that the crisis of legitimacy in 1989 was brought about
by inflation and corruption quite independent of the counter-elites. In the politics
of legitimation, the acquiescence of the people is left out of his analysis, because
Ding made the error of equating the intellectuals with the people, portraying the
1989 democracy movement as a nationwide mass movement of opposition to the
regime, when it was primarily a youth movement protesting against ineffective
economic policies and government corruption.
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The third school of thought believes that departure from centrally planned
economies tends to weaken the Communist party’s authority by redistributing
power away from the center, or producing social and economic dislocations.26

Leading this argument is Andrew Walder, who suggests that market reform al-
tered the relationship between state and society by allowing citizens to be increas-
ingly assertive and autonomous; it also changed the relationship within the party-
state apparatus by increasing the independence of the local cadres who have ac-
cess to independent wealth and income as they can patronize private entrepre-
neurs by virtue of their position.27 Walder focuses on the negative effect reform
has on the Communist party, but it seems possible to argue that the increased
autonomy not just for local cadres, but ordinary citizens, could very well validate
the very process of reform.

Against Walder’s position, Yasheng Huang argues that while the center
is economically less dominant as a result of market reform in relation to local
governments, the center is politically still powerful because of its control of politi-
cal patronage and appointment.28 Basing his argument on principal-agent relation,
Huang demonstrates the moral hazard of curbing investments in order to control
inflation. He shows that central leaders have much greater incentive to control
investments than local leaders because the center has to absorb a disproportionate
share of the costs of inflation. With the bankruptcy of some provincial interna-
tional trust and investment companies (ITICs) and the enormous debts these non-
banking financial institutions incurred in 1998, the center has a more powerful
incentive to curb reckless investment by provinces. Thus the Chinese government
has not lost its authority or capacity to enforce an austerity program to rein in
inflation in the 1994-96 period, or to force bankruptcy on the ITICs, however
unpopular such measures are with local officials.29 While there are obvious prob-
lems with marketization—several boom-and-bust cycles, increasing crime and
income disparity, and mounting losses for state-owned enterprises—there are few
signs that the Chinese Communist party dominated regime is in imminent danger
of collapse. So, what is it that holds China together in the process of market
reform that the Russians failed to do?

Without attempting to address the issue of political legitimacy directly,
Barry Naughton has documented how, by increasing employment and consumer
goods while holding down inflation in the late 1970s, the Chinese government
managed to restructure the economy with wide public support.30 Naughton em-
phasizes that policy makers had no grand strategies to reform the economy be-
tween 1979 and 1983, and that the bureaucratic apparatus that dominated many
state enterprises remained resistant to reform. What made progress possible at
that time was the relatively flexible attitude of the top leadership plus the inability
of the recalcitrant bureaucracy to move swiftly to oppose reform.31 Marketization
progressed in those days on the fringe of the centrally planned economy, legitima-
tized by ad hoc authority from the more flexible leaders.32 Naughton demonstrates
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how, by creating ‘‘a presumption of permissiveness in the countryside,’’ includ-
ing a degree of institutional flexibility, the small changes allowed in rural policy
led to rapid growth of the nonstate sector, especially in rural industrialization by
the township and village enterprises (TVEs).33 The performance of the nonstate
sector was not outstanding, but its expansion changed the macroeconomic behav-
ior of the whole economy by introducing a competitive environment to China,
and helped it achieve efficiency, especially in shifting more and more economic
decisions from plan to market.34

By 1984-85, favorable economic conditions gave policy makers the will-
ingness to further reform and the confidence to make comprehensive plans for
sustained economic growth.35 But disagreement over different approaches at ra-
tionalizing the economy forced reformers to accept a more modest, dual-track
growing-out-of-plan strategy between 1985 and 1988.36 The characteristic of this
strategy was that of the ‘‘expansion of the area subject to market regulation,’’
and not rationalizing the control mechanisms that shaped the economy as a
whole.37 One effect of the dual-track system was a continued distortion of the
price system, leading to lower rate of price increases for industrial products that
were still under the plan, but higher prices for products and materials outside the
plan. The result was an accelerating inflationary crisis in 1989. The government’s
response was the imposition of tough austerity measures which essentially de-
railed reform for a while and led to a crisis of confidence among urban dwellers
in the regime. Yet, when recentralizing the economy failed to produce results by
late 1990, the hardliners who replaced the liberal reformers after the Tiananmen
incident were forced to dismantle the traditional planning apparatus and resume
and accelerate economic reform.

In Naughton’s account of the process of economic reform, he made it clear
that ‘‘the coherence of the reform process emerged in spite of, not because of,
the policies of the Chinese leaders.’’38 He praised the robust, broad-based reform,
but he did not think that the ‘‘quantitatively rapid economic growth’’ and ‘‘quali-
tatively significant development’’ were enough to confer legitimacy on the gov-
ernment. Despite impressive economic performance, Naughton views the govern-
ment as lacking ‘‘minimum levels of accountability and legitimacy.’’39

In contrast, Susan Shirk argues that reform measures were carefully orches-
trated and chosen, based on the rational calculation of political career advance-
ment and political succession advantages. The path of reform is characterized by
gradualism, administrative decentralization, and particularistic contracting (that
is, fixing the level of procurement and taxation according to local abilities.) The
fact that economic reform has not undermined the center is because of a mutually
reinforcing support between some central leaders for particularistic reform poli-
cies, in return for political support from the provincial leaders who benefit from
such particularistic policies, leading to more particularistic reform policies.40 In
short, economic reform did not undermine the center because the measures were
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designed to win local political support in the political succession struggle. How-
ever, for the same reason, reform is shallow rather than deep, and may not lead
to an open domestic market or deep integration with the world economy.41 Yet,
contrary to what Shirk claims, studies have shown that many reform measures
were dictated by economic necessity rather than political horse trading.

How, then, can we reconcile these different arguments by the leading schol-
ars in the field? I believe that with the exception of Naughton, these scholars tend
to focus on the behavior of a specific group of officials and/or vested interests in
response to a narrow set of reform policies but not on the legal sinews and liga-
tures that were gradually put in place to remove much of the ambiguities of
uncoordinated reform. The legal framework gave reform credibility by defining
permissible economic and political activities, which are forever increasing. The
rule of law, however frequently infringed upon, did expand ‘‘the entire spectrum
of personal choice’’ for most people, as Naughton has put it.42 Hence, I hypothe-
size that (1) these institutions create political space for participation in decision-
making, (2) such participation in turn generates pressure for greater transparency
in the economic realm, and (3) greater transparency enhances public support for
the regime and its legitimacy. I shall show that public acceptance of these new
institutions and measures has to do with the wider spaces for action made possible
by the increasingly transparent rules. Moreover, there is significant support for
these new institutions even during periods of economic downturn and political
uncertainty. This may explain why, despite all the predictions of the erosion of
the political authority of the party, the regime appears remarkably robust as it
reclaimed the sovereignty over Hong Kong on July 1, 1997.

IV. CONFIDENCE-BUILDING INSTITUTIONS UNDER
MARKET REFORM

In this section, I propose to examine the effectiveness of four new institutions
associated with market reform, namely, local elections, banking and financial
reform, private property ownership, and foreign direct investment. They do not
represent an exhaustive list of reform measures, but they are chosen because,
given their politically sensitive nature, they are most vulnerable to resistance by
orthodox ideologues. I judge the effectiveness of these new institutions primarily
with indirect indicators, as shown in Table 1. The indicators measure whether
the opportunities provided are well exploited by individuals or organizations.
Regrettably, for lack of data, some of the interpretation of public support and
participation has to be by inference, but I shall try to make a reasonable case for
my interpretation. I shall give a brief description of each of the reform measures
and interpret their effectiveness in terms of gaining public support through ex-
panding opportunities for participation.
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Table 1 Confidence-Building Institutions Under Market Reform

Institution Domain of autonomy Indicators of effectiveness

Local elections Candidate choices Genuine competition, partici-
pation

Financial reform Credit extension according to Profits, provisions for doubtful
commerical criteria debts, monetary stability

Property ownership Investment opportunities Land use rights in villages, pri-
vatization of TVEs, urban
ownership of real estate

Foreign direct in- Choice of partners; removal of Captial inflow and its utiliza-
vestment control and invisible barriers tion; technological transfer;

local employment

A. Local Elections

Local election may not seem to be related to economic reform. Yet, continued
poverty in many villages and peasant discontent in the 1980s have led the govern-
ment to call for more representative, and presumably more responsive, village
leadership in order to obtain social stability and economic development. How-
ever, the means for doing so appear contradictory. On the one hand, for obvious
reasons, the party wants to maintain control over the selection and appointment
of village party secretaries. On the other hand, the government provided for com-
petitive democratic elections at the village level with the passage of the 1987
Organic Law of the Village Committees.

Studies of elections of village committees or assemblies in the past few
years point to increased and genuine competition in village elections. The central
government, especially the Ministry of Civil Affairs, is an active promoter of
democratic village self-rule, especially in poor areas, where concerns about politi-
cal stability and economic development are greatest.43 The government hopes that
local self-rule would help assuage discontent in a period of rapid change.44

With economic reform and the decollectivization of rural communes, vil-
lages, unlike townships or counties, receive no budget from the upper levels, nor
are they allowed to keep any portion of the tax revenues. Financial expenses have
to be met locally.45 This means that the poorer the villages, the more fees they
have to levy on the already poor peasants, and the more fees they levy, the more
disgruntled the peasants. Small wonder the party sees democratically elected vil-
lage committee to be the logical means to legitimize fee levying, which will
provide the villages with some resources to fight crime and banditry. Local elec-
tions become especially urgent since the lack of resources means that few people
are willing to be appointed to be party secretaries in the poor villages.
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While Seymour Martin Lipset’s model of democratization would lead us
to anticipate a causal relationship between increased income level and increased
competition and participation, it is not the case in China. Some of the most eco-
nomically advanced areas in Guangdong, China’s most prosperous province, have
lagged behind in implementing village elections. In other cases, the relationship is
reversed. Some democratically elected village assemblies have improved village
income. What seems crucial in determining the level of participation is the control
and availability of resources. In poor villages, where sources of income are de-
rived locally, for example, where land is commodified for sale instead of being
collectively owned, there are more frequent elections and more participation be-
cause the stake is high. It was reported that when a village is visibly lagging
behind its neighbors in getting a share of the material wealth, its inhabitants
would seize the opportunity of local elections to replace their local chieftain.46

However, where the source of village wealth is dependent primarily on private
enterprises, there is lower level of participation and competition. In such cases,
appointed party secretaries continue to be the key decision makers.47

Nonetheless, the effectiveness of village government is increasingly judged
on the basis of whether it can develop collective wealth and provide jobs for its
members and money for its collective coffers.48 Where people see local election
as the only means available to control their fate, they exploit that opportunity.
Low level of participation is due to the availability of other means to improve
one’s well-being, rather than the lack of credibility of electoral institutions. In
poorer areas, the state-sponsored push for democratic self-government has trans-
formed subjects into citizens. In rich villages, control of village committees is
regarded as irrelevant for citizens to pursue wealth.

Zhang Chunsheng, head of the legislative department of the National Peo-
ple’s Congress, reported that ‘‘about one-third of village committees are satis-
fying the needs and wishes of their residents. About one-third need improvement
and another third are unsatisfactory.’’49 The figures seem to indicate that the
credibility of local elections as a means for selecting representatives capable of
developing public goods to enhance local communities is gaining ground.

B. Financial and Banking Institutions

China’s financial institutions are the most spectacular failures of market reform
in the 1980s. The Chinese capital market is volatile, its banking system is saddled
with nonperforming assets, and the central bank has insufficient skills in risk
management, limited experience in monetary management, few policy instru-
ments, and inadequate regulatory and supervisory capacity. Many banks in China
had to extend loans at administratively determined interest rates to state enter-
prises at the direction of the government.50 The government resorted to the credit
plan as an instrument of monetary control, giving the State Council and the Peo-
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ple’s Bank of China the power to impose strict limits on credit expansion in order
to contract the economy and control inflation. But such an instrument was blunt
and ineffective because state banks and state-owned enterprises managed to find
numerous ways to circumvent the credit plan.

The proliferation of nonbank financial institutions such as trust and invest-
ment companies (TICs) set up by provincial governments, government agencies,
and, before 1986, state banks as well, is one such means. The TICs are taking
advantage of opportunities (such as availability of interbank funds) and loopholes
in regulations (such as lending outside of the credit plan) to inject funds into
numerous development projects. But since TICs get short-term deposits but make
long-term commitments in ventures such as real estate projects and state-owned
enterprises, many are insolvent. Hence the assets of many TICs are nonliquid
and their operations very risky, as their business scope expands.51 Financial sector
reform is thus the sine qua non of state enterprise reform.

In November 1993, as the economy became overheated after three years
of rapid expansion, the government introduced sweeping financial reforms de-
signed to strengthen the central bank’s ability to influence the economy through
monetary instruments rather than administrative means. Three policy banks—
Agricultural Development Bank, Export-Import Bank of China, and State Devel-
opment Bank—were created to channel government-directed lending to those
three areas. The reform also tried to transform four specialized banks—Bank of
China, Industrial and Commercial Bank of China, Construction Bank of China,
Agricultural Bank of China—into genuine commercial banks by encouraging
them to acquire skills in risk and asset liability management and credit and risk
evaluation, and giving them greater freedom in designing their lending program
based on commercial criteria.52

In 1995, to deepen reform of the financial sector, the state passed the Peo-
ple’s Bank of China Law, officially established the People’s Bank of China
(PBOC) as the central bank for the PRC, empowering it to supervise and regulate
the financial services industry. Secondly, the Commercial Bank Law was passed,
requiring the state banks to become commercial banks and prohibiting commer-
cial banks from investing in nonbank financial institutions.53 In addition, the In-
surance Law, Securities Law, the Trust Law, and the Foreign Exchange Manage-
ment Law were all passed in that year. The purpose is to strengthen the legal
infrastructure of China’s financial system as the basis of the financial sector re-
form.

Many problems persist. According to Nicholas Lardy, 25% of all the out-
standing loans at the four largest specialized banks in 1997 are nonperforming.54

Not only are the major banks unable to meet the 8% Basle capital adequacy
standard, their capital adequacy rates have been falling steadily since the early
1990s.55 But the suggestion that China will face an impending banking crisis
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seems exaggerated because the nonrecoverable loans are probably only 2% to
3% of the problem-loans, not 20% as some analysts suggest.56 It is politically
inconceivable that having been directed by the government to make the loans to
state-owned enterprises to sustain employment in the provinces, the banks will
be forced into bankruptcy by Beijing and be without support from the provincial
governments benefiting from such loans. As the Asian financial crisis deepened,
the Chinese government has taken bold and forceful steps to address problems
in the financial system, such as the recapitalization of the state banks by setting
up financial asset corporations to reduce the ratio of nonperforming loans.57

There are strong indications that the central bank is gaining increasing inde-
pendence and management expertise, using interest rates and money supply rather
than credit control as the appropriate means to influence the economy. It is widely
expected that a national securities law will soon be passed to replace ad hoc State
Council directives and that regulatory jurisdiction over the fast-expanding and
increasingly complex securities market will be placed in the PBOC, perhaps
alongside the State Council Securities Committee (SCSC).58

Other indicators of the effectiveness in restructuring the banking and fi-
nancial sector can best seen in the increasing independence of commercial banks
from local government in their lending practices and in the closure of Guangdong
International Trust and Investment Company in 1998 and forcing its creditors to
go through bankruptcy procedures to recover their loans. Data on the growth of
assets in the hands of citizens are available. Before 1978, 96.7% of national
savings came from the government and state-owned enterprises, and only 3%
from private citizens. In 1996, private savings constitute 61% of the assets in
financial institutions, and they do not include stocks and bonds held by individu-
als.59 In fact, even during a period of high inflation (1993–95), households contin-
ued to pour deposits into the banking system. While increased personal income,
the lack of alternative options of investment, and the government’s decision to
offer an inflation-indexed interest rates for time deposits with a maturity of three
years or longer certainly all account for the increases in individual savings ac-
count deposits, the government’s awareness of the danger of social disorder
should there be a massive run on banks also led it to liberalize the financial market
and institutionalize better supervision over the banking system.60

The gradual deregulation of the financial market can also be seen from the
growth of foreign financial institutions in China, whose representative offices or
branches had increased to over 600 by the end of 1996.61 Even more significantly,
qualified foreign financial institutions are allowed to do business in renminbi in
Pudong, another step in easing foreign exchange controls. The decision to abolish
the swap markets in December 1998 in favor of freer access to foreign exchange
but better control by state banks over such activities is another example. By
allowing the convertibility of renminbi on current account transactions and easing
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restrictions on the amount of foreign currency locals can obtain for travel abroad,
policy makers are gradually moving toward full convertibility and enhance do-
mestic and international confidence in China’s economic reform.62

None of the above should be taken to mean that the Chinese financial mar-
ket is a mature market. Internal Chinese documents indicate that policy makers
recognize that the Chinese financial market lacks breadth, depth, and flexibility,
that its supervisory structures require strengthening, and that institutional and
private investors lack sophistication in risk management.63 Nonetheless, the laws
and regulations that are put in place have already transformed the financial market
in China in a course of but 12 years.

C. Private Property Ownership

No economic institution signifies the rejection of communism as powerfully as
the institution of private property. This section discusses the evolution of private
property in the villages, the townships, and the cities in the form of ownership
of land and real estate and the problems private ownership posed to continued
official commitment to collective ownership. Since the evil of capitalism was
supposed to be rooted in the control of the means of production in the hands of
a few, collective ownership by the state has been the centerpiece of socialist
economies. With economic reform, but with the continued commitment to Marx-
ist ideology in China, laws dealing with private ownership are introduced piece-
meal and with caution. Not surprisingly, officials have to make some ideological
readjustment in defense of agricultural decollectivization, extending greater au-
tonomy to state-owned enterprises (SOEs), and the sale of public housing.64

Chinese policy makers justified the introduction of the individual household
contract on grounds that it was a means of restoring peasants’ confidence in the
collective economy.65 Similarly, in allowing land use rights (but not land owner-
ship rights) to be exchanged in the market, the reformers are compelled to defend
their action. They legitimize it on the ground that guaranteeing peasants land use
rights for 30 years will increase productivity without violating the principle of
public ownership. Yet this rationalization has prevented the reformers from tak-
ing the logical step of privatizing land in the countryside.

With the introduction of individual household contracts, many production
teams and brigades were disbanded, so their land got transferred back to the
administrative village governments—usually at the township level or above. The
confusion over ownership of land can be seen in the survey for the Asian Devel-
opment Bank on land tenureship in 1996, in which a majority of rural cadres
claimed that the land belonged to the administrative government, whereas most
peasants believed it belonged to the village team.66 Of the 200 households sur-
veyed in one village, 27.5% thought that the land they cultivate belonged to the
state, 22.5% thought it belonged to the government, 35% believed it belonged
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to the village team, and only 2% believed that the land belonged to them. In
another village that had ongoing conflict with the local government over land
acquisition, 100% of the villagers believe that the land belonged to the village
team. In another village, 62.5% of the people believed that the land belonged
to the state.67 Most of the conflicts between peasants and village and township
governments in Guizhou, Fujian, and Shandong are reported to be over land ac-
quisition and auction.68

Yet, as Table 2 shows, despite public confusion over private land owner-
ship, collective property was fast diminishing in the countryside by 1996. Peas-
ants seemed confident enough about their ownership right over the houses they
built that they would borrow money from rural credit cooperatives to build houses
on land which they may not have legally owned. This accounts for the wholesale
conversion of farm land to houses which changed the landscape in the country-
side. It was estimated that between 1986 and 1995, about 75 million mu (about 5
million hectares) of cultivated land was lost to nonagricultural use.69 The random
occupation of land for private or industrial development became such a chronic
problem that the State Land Administration, vested with authority to control land
use, announced on April 15, 1997, that it would conduct a large-scale investiga-
tion to look into the problem of land use and abuse. 70 My prediction is that the
agency will recommend zoning and the legalization of land sales.

At the township level, the ownership of township and village enterprises
(TVEs) presents yet another challenge to the notion of collective property. The
very evolution of TVEs in the early 1980s was due to distinctive and favorable
conditions created by the command economy, which included cheap and expen-
sive capital in the countryside (as opposed to relatively expensive labor and cap-
tial in the cities), the relaxing of a previously protected market, low tax rates,
proximity to urban areas for subcontractual work, and diversity.71

The ownership of TVEs has long intrigued researchers. As Naughton re-
ported, the ownership situation of TVEs varied. Around Shanghai, where the
collective organizations were strong, TVEs were collectively owned and were
well integrated with the urban economy through subcontracting. Around Wen-
zhou, where the private economy was strong, rural industries were mostly private

Table 2 Percentage of Land
Belonging to Village Teams

1980 1987 1996

95.9% 65% 34%

Source: Jean Hung, Survey for Asian
Development Bank, 1997, p. 3.
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enterprises. By the late 1980s, many TVEs were privatized even though, for ideo-
logical reasons, the rural governments still registered them as if they were collec-
tively owned.72 In the 1990s, competition among TVEs and between TVEs and
state enterprises has eroded the profitability of many TVEs. Their ability to absorb
surplus rural labor began to decline as well. Hence, privatization is unlikely to
resolve the problems of many TVEs, as many have already sold off their liquid
assets and leased their fixed assets.73 At issue is not privatization but improved
capitalization and management of TVEs. In a survey on the causes of the failure
of some TVEs, a majority of the respondents blamed it on the lack of competent
leadership and lack of appropriate technology or capital rather than on govern-
ment policy or lack of support from the party leaders.74

In response to the deteriorating economic situation of rural enterprises, the
government promulgated the Township and Village Enterprise Law in October
1996 to ‘‘support and guide the healthy development of TVEs and protect their
lawful rights.’’75 The law reaffirms the special treatment of TVEs because of
their role in supporting the rural economy, and extends the protection of the
special concessions to TVEs (for example, in land usage, infrastructure installa-
tion, and social services provision) even if the TVEs expand their operation to
the county metropolis or cities. Of special interest to us is the section of the law
dealing with property rights. The law prohibits ‘‘unlawful interference’’ in the
management and decisions of TVEs, but it also obligates investors and managers
to ‘‘accept the supervision of workers’’ on ‘‘matters of grave importance to the
enterprise.’’76 It is clear that the government tries to balance the need to make
property rights of TVEs more transparent so that these enterprises will continue
to play a central role in rural development, but also to shield rural workers from
the turbulence of economic reform in order to maintain regime support.

Finally, it is in the area of urban housing that the notion of private property
finds its most rational expression. In 1991, the State Council pushed for housing
reform in an attempt to solve the problems of shortage and deteriorating housing
stocks. Reformers took the cautious approach by embracing a principle of having
the state, the collective, and the individual taking responsibility for improving
housing, with the aim of increasing the ratio of private to public investment in
housing construction.77 Proclaimed a State Council document: ‘‘No longer should
housing be the accumulated assets of the state for planned distribution, but houses
must be turned into consumer goods for exchange in the market place.’’78

However, the conversion of housing from state-provided social goods to
marketable durable consumer goods proved tortuous. Rent subsidies and low
wages have long distorted the market prices, availability, and quality of housing.
Low rent and high maintenance costs of old buildings became a disincentive for
home ownership.79 Since housing workers have long been the responsibility of
state-owned enterprises, under the reform proposals, they are given the task of
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maintaining, building, managing, assigning, and selling living spaces to workers.
But without capital for developers and a home mortgage market for buyers, and
with almost 75% of public sector workers living in subsidized housing in 1994,
the privatization of housing remains stalled in most cities.80 The ability to imple-
ment reform depends on the enterprises’ access to state resources as well as the
income of workers. Privatization of public houses thus tends to move fastest
among wealthy (i.e., powerful) government organizations or profitable enter-
prises.81

Mindful of more visible income disparity, and to prevent the concentration
of real estate ownership in the hands of high-income families, the State Council
ordered a dual-pricing system so that the sale of public housing to high-income
working families would be based on prices determined by the market, and the
sale to middle- to low-income families be based on cost (which includes land
acquisition, compensation for relocation, survey, planning, construction, infra-
structure, management fees, and taxation).82 But because of the remaining ambi-
guity about the disposal and resale of such property, the State Council further
clarified the ownership issue in 1994, giving the workers who purchase their
public housing at market price outright ownership and disposal rights of their
property, but requiring workers who purchase their housing at cost to live in the
property for at least five years before they can dispose of it.83

Simultaneous with encouraging the sale of public housing, the state experi-
mented in Beijing, Chengdu, Ningbo, and Yantai with a more comprehensive
housing reform system supported by a World Bank loan. The idea is to integrate
the development of joint-stock real estate companies to build, sell and lease apart-
ments with the development of a mortgage market, and the rationalization of rent
and wages according to market criteria.84 In cities such as Shanghai, a public
providence fund for housing has been established since 1991, capitalized by
workers’ contributions. In 1996, the fund lent over 667 million yuan to work
units and real estate developers to build houses and 66.2 million yuan to workers
to finance their purchase of apartments.85

In conclusion, despite the ideological obstacles to the development of pri-
vate property ownership, people’s confidence in the ownership right of real estate
has spurred the construction of private housing everywhere. It seems clear that
the structural obstacles to the privatization of urban housing caused the slower
pace of property ownership in the cities than in the countryside. But that has to
do with price distortion because of heavy subsidies of workers’ housing in the
urban areas rather than people’s lack of confidence in ownership rights. The state
has played an active role in encouraging the development of a private market
for housing with the introduction of a legal framework to protect property transac-
tions as well as financial instruments to facilitate the development of real estate.
This culminated in the enshrinement of private property rights in the constitu-
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tional amendment by the National People’s Congress in 1999. Privatization of
public housing is not yet effective because it requires income and wage reform,
which the state has not mustered enough political capital to implement.

D. Foreign Investment

Few measures in economic reform are more risky to the regime’s political legiti-
macy than opening the country to foreign direct investment (FDI). All the conces-
sions, incentives, and investment subsidies offered to foreign capitalists seemed
contradictory to the Chinese ideology of self-sufficiency and anti-imperialism.86

In her authoritative study of foreign joint ventures in China in the period 1979-
1988, Margaret Pearson shows that the government has been effective at imple-
menting a number of specific controls (e.g., foreign exchange, repatriation of
profits, maintenance of social benefits) and at negotiating favorable terms on a
case-by-case basis (e.g., access to all research and development information in
the transnational’s home office for the duration of the joint venture). She found
that the government’s interest in attracting foreign investment for the purpose of
economic modernization and development was balanced by the desire to protect
the country from foreign domination.87 But when such controls became detrimen-
tal to the inflow of foreign investment, the government was able and willing to
make gradual and orderly adjustment without forfeiting its ultimate sovereign
authority, as in the move toward the gradual convertibility of the renminbi in
1996, or the approval of what joint ventures would be established.88

The purpose for attracting FDI in the first place had been to import modern
technology and management to enhance the economy. Toward such end, the Chi-
nese government had offered generous concessions, such as tax holidays, acceler-
ated depreciation allowances, and investment allowances, to attract FDI to critical
industries such as chemicals, electrical engineering, motor vehicles, information-
based technologies, and hotels even though politically it was risky for the govern-
ment to do so. Hong Kong, Taiwan, Japan, and the United States are the major
sources of FDI in China.89 It has been estimated that China’s market size, growth
potential, inexpensive labor costs, and political stability are the primary reasons
for foreign direct investment in China and elsewhere.

Studies have shown that before 1992, the majority of FDI from Hong Kong
and Macau tended to be channeled to small-size business in labor-intensive and
low-wage industries such as clothing, textiles, and electronic assembly, bringing
little technology and research and development information with them.90 Since
1992, as the government has significantly improved the foreign investment envi-
ronment by promulgating laws that clarify ownership issues, deregulating many
well-protected industries, and removing foreign exchange control, large multina-
tionals with moderate and, in fewer cases, advanced technology have begun to
invest in China. By the end of 1996, foreign investors began to shift into the
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infrastructural sector and are now allowed to own equity in roads, local railways,
and power stations.91

The impact of FDI on local employment is a more complex issue. In many
cases, foreign joint ventures were established on the base of previous SOEs, and
tended to draw the best skilled manpower from existing SOEs. In such cases,
FDI did not create employment but did not create unemployment either, because
many SOEs are saddled with labor redundancy. In the case of Guangdong prov-
ince, about 1 million people were employed in all FDI activities by the end of
1987; in Fujian province, 2.1 million workers were employed by foreign invest-
ment enterprises at the end of 1993. These employment levels suggest that FDI
did not create significant employment but did not impoverish the labor market
either, as critics claim.92 For this reason, while there was occasional labor unrest
related to the foreign investment enterprise’s management practice of foreign
invested enterprises (especially those managed by Koreans and Taiwanese), there
is never widespread labor resentment against FDI.

Finally, the effectiveness of FDI should also be measured against its ability
to enhance foreign exchange earnings, or at least balance their foreign exchange
requirements, so that China’s priority programs can be financed. The impact of
FDI on China’s total foreign trade has grown significantly since 1990. Its share
among the national trade increased from 25% in 1992 to 37% in 1994. More
significantly however is the increase in the FDI’s share of the country’s total
exports. It has increased from 0.82% in 1984 to 16.90% in 1990.93 The share of
FDI inflows as a percentage of gross domestic capital formation has also in-
creased, from 0.4% in 1980-82 to 4.9% in 1992.94 However, the effects of some
foreign investment enterprises on the net foreign exchange balance remained neg-
ative because of an influx of capital-goods imports necessary to support them.
More worrisome is the rising level of imported nonessential consumer goods.

This section then demonstrates that while FDI was not seen as legitimate
in the mid-1980s, it is now widely accepted. Moreover, in spite of the politically
sensitive issue of FDI, not only has the direction of foreign investment moved
to targeted industries and priority projects desired by the government, but the
overall effect has been positive. The increase in FDI is faciliated by an increas-
ingly transparent legal infrastructure put in place by the state.

V. CONCLUSION

Taken together, reform measures in the four politically sensitive areas did not
achieve all their objectives, yet what I have tried to show here is that the state
has given them credibility by instituting the rule of law to build participants’
confidence in them. That there are now some genuinely competitive local elec-
tions that help economic growth in some areas, financial institutions capable of
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controlling investment and inflation, private ownership of property, greater inte-
gration with the global economy, and more effective use of foreign capital speaks
for the effectiveness of economic reform. Their institutionalization has been facil-
itated by a legal framework which, however imperfect, has given the regime the
rightful authority it seeks.

In areas not examined in this paper, such as civil service reform, legal
reform, and the restructuring of state-owned enterprises, there is increasing trans-
parency to such an extent that villagers in China have exercised what Kevin
O’Brien called ‘‘rightful resistance’’ to defend their lawful rights and interests.95

Without laws that provide authorized channels to lodge complaints, and without
the regime’s transparent policies and legitimating myths to back their claims,
such defiance of officials could not have happened.

Even more revealing about increased autonomy as a result of economic
reform is a national survey of Chinese local government officials conducted by
the National Structural Reform Commission published in 199696: 66.6% of re-
spondents agreed that economic reform has expanded the autonomy of enter-
prises, especially regarding the retention of profits after tax, import and export,
and product and personnel decisions; 49% of respondents believed that there is
less friction between government and enterprises after economic reform whereas
24.8% said there was increased conflict. Although 83.9% of the respondents be-
lieved that the central government has a major role to play in establishing ‘‘a
socialist market economy,’’ 65% of respondents put restructuring of government
organization as the most important thing in changing the administrative relation-
ship between central government and enterprises. Last but not least, given a
choice to identify the ten most serious problems with enterprise reform, almost
77.4% of respondents identified the lack of a social security system as the most
serious problem, followed by obscure property rights (52.4%).97

The responses from people with responsibility for implementing economic
reform confirm the urgency for the rule of law to be established to clarify property
rights. But for a regime that has no Chinese vocabulary for ‘‘legitimacy,’’ but
only ‘‘authority’’ (quanwei), the idea of authority based on law (hefade quanwei)
is a significant step forward.98 Ad hoc market reform thus far seems to have the
effect of moving China toward a legal-rational basis of legitimacy, even though
the leaders thought ideological justification of reform measures should take pri-
macy. The rule of law that is designed to remove some uncertainties in a specific
area has the cumulative effect of expanding the domain of autonomy for more
and more people and organizations. For a country that has only emerged in 1978
from a planned economy and Marxist-Leninist-Maoist orthodoxy, even these le-
gal skeletons are significant achievements.

Critics of China’s human rights record have largely ignored these improve-
ments in the rule of law in the political economy. Whether the rule of law in the
economic sphere can be divorced from the rule of law in political freedom cannot
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be settled by this chapter. This is not to not say that human rights are unimportant
for the future legitimacy of China. Indeed, it can be argued that unless the laws
are enforced with impartiality and speed, the legitimacy of the regime (and the
reform associated with it) is still fragile. But just as holding down inflation and
maintaining employment have won public support for reform from the very be-
ginning, in the second stage of economic reform, the cumulative effect of building
such legal infrastructure has given market reform and the officials who support
it credibility. The expanded political space for both government officials at the
lower levels and the citizen-participants cushioned the regime from difficulties
when the economy turned sour in the mid-1980s and again in 1988–89, 1994–
95, and 1998–99. While there are losers in every case, those negatively affected
are not concentrated in any particular sector or region, and hence lack the power
or incentive to organize their opposition to reform and to the regime itself. This
chapter tries to show that the basis of legitimacy for post-Mao China is built not
on economic performance, but on the institutions that require fine-tuning. The
effectiveness of these new institutions is particularly apparent compared with
conditions prior to reform. Fortunately for the government, the people who live
in China have longer memories than critics of the regime outside of China to
know and appreciate the differences.
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I. INTRODUCTION

The aim of this chapter is to assess how successfully state-owned enterprises are
reformed and reengineered. Profound transformation of state-owned enterprises
(SOEs) in China is part and parcel of all-embracing economic reform which in-
cludes integration of China into the world economy, monetary policy to maintain
employment and balance of payments in equilibrium, currency convertibility,
exchange rate determination and management (Lau 1998), redesigning the bank-
ing sector (Zhu 1997), a better blend in private and public provision of goods
and services (Briand and Kelvin 1997, 1998a; Chan and Kelvin 1998), promotion
of stock exchanges and use of international capital markets (Xiao and Kelvin
1998), development of high-tech industries and establishment of venture capital
mechanisms, foreign direct investment, bridging the gaps between the Chinese
and international accounting systems, and improved taxation.

Prior to 1978, the allocation of resources to production units was highly
centralized. Neglect of market mechanism resulted in lack of adjustment to evolv-
ing demand. The state administrative agencies were in charge of routine produc-
tion activities, and enterprises lacked decision-making power. Rigid control over
distribution of products resulted in considerable losses. All profits were trans-
ferred to the state. Therefore, the managers had no incentives for improvements,
and declining productivity in the SOEs was widespread. Finally, there was no
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national welfare system outside of enterprises. The workers were guaranteed life-
long employment and fixed wages irrespective of results, i.e., so-called iron rice
bowls.

The initial Multiple Layer Management System was based on central gov-
ernment ownership. It granted production rights to ministries—metallurgy, trans-
port, etc. Subsequently, these rights were transferred to the relevant supervisory
departments which assigned these rights and management to enterprises under
mandatory planning. That system had excessive levels of subordination with
poorly defined property rights. These drawbacks generated high agency costs.
Absence of direct relationship between remuneration and performance created
ground for opportunistic behavior. Serious cumulative information asymmetries
did arise. To secure employment the government subsidized SOEs and made the
state banks provide them with credits on favorable terms. Under the soft budget
constraint there was a bias toward overinvestment. Risks arising from the SOEs
were transferred to the central government. This discouraged improvements in
performance.

Therefore the Contract Responsibility System was implemented in 1983 in
almost all SOEs and farms. The Open-Door Policy attracted foreign investors.
Joint ventures and mergers were encouraged. The Bankruptcy Law of 1986 made
provisions for closure of loss-making SOEs and reallocation of labor. The large
public conglomerates narrowed down their productive activities and became more
concerned with quality than quantitative output. Today most SOEs are willing
to invest into subsidiaries or associated companies rather than to expand their
own activities. This brings down costs and reduces the tax bill. Therefore the
reform of SOEs helps to make them more efficient and contributes to the rapid
development of private industries (Xie 1991). Over 15 years till the mid-1990s,
the average economic growth was close to 10%. The industrial growth averaged
13.5% and rose over 20% in 1992-93. Domestic savings were within 34% to
41% range. Foreign direct investment was particularly active in the light industry
(Byrd 1992). Export-driven growth was amplified through multiplier and acceler-
ator effects, boosting economic growth.

But compared to economic success elsewhere, the SOEs, the banking and
monetary sectors have been lagging behind. To prevent the long-term social im-
pact of labor shedding, subsiding of loss-making SOEs continues. Due to a policy
of ‘‘soft loans’’ to ailing SOEs, the ‘‘policy banks’’ have accumulated estimated
losses from nonperforming loans equivalent to US $155 billion (Zhu et al. 1997).
State bank credits covered about a quarter of the losses. The remaining three-
quarters of losses used to be covered by direct government subsidies. This exacer-
bates deficit financing and adds to macroeconomic instability. There seem to be
two confluent ways to solve the problems of SOEs, i.e., to lower their share in
total industrial production, and to improve their efficiency.
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II. THEORETICAL METHOD

The analytical core is based on the theories of complexity, property rights, princi-
pal-agent, and X-efficiency. These theories are interdependent and appropriate
to the topic.

A. Complexity Theory

SOEs are complex adaptive systems. It is assumed that they perform best in the
intermediary zone between order and chaos (Fig. 1). In Zone One of excessive
restrictions organizational structures become unnecessarily stiff. Therefore the
firms cannot keep up with changes which amplify uncertainty and ambiguity.
Neither can they create or shape environment. Zone Three is of intense volatility
where organizations tend to degenerate out of control. The intermediary Zone
Two blends features of order and chaos (Medio 1992). It possesses several inter-
esting properties such as nonequilibrium state, random behavior, and irregular
hidden pattern. Since deviations from the path are limited, the pattern breeds
desirable outcomes which are randomly generated (Stacey 1992). The very nature

Figure 1 Complexity: three zones of activity. Expansion of Adaptable Systems Capi-
talizing on Bounded Instability
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of instability appears essential to open up the organizations to new thinking and
innovative forms of behavior. Stacey (1992) proposes a two-stage approach: (1)
weaken constraints; (2) devise adaptable systems which generate desirable out-
comes. The shift tends to make behavior more adaptable but at the same time
more disorderly. The organizations are becoming more accommodating and more
unstable. Within the zone of bounded instability, the systems are highly sensitive
to small changes in environment. Managers have to develop new original mental
models to confront new situations. Instability, disorder, and conflict are consid-
ered necessary to generate new perspectives (Waldorp 1992). But managers strive
to reduce the unpredictability of future changes.

However, corporations face a dilemma. On the one hand, efficiency re-
quires formal task division and streamlining of production within centralized con-
trol. On the other hand, innovative atmosphere favors informal channels of com-
munication, dispersion of authority, and division of organization into autonomous
or independent units. Decision making has to become more open and diffused
involving numerous participants because no one holds enough knowledge. Ex-
pression of original and diverse proposals is encouraged. As a consequence, one
has to expect and accept low consensus (Shammaki 1995). The purpose is to
achieve cooperative behavior resulting in synergy. This duality requires a new
perspective on control and a new distribution of authority (Wiggins 1990). The
question is, How can managerial control over intended outcomes be assured under
more unstable conditions?

The very nature of instability makes it hard to keep organizations in Zone
Two. They tend to slide further rightward to increasing instability. Organizational
structure becomes sufficiently fragmented so that differentiated learning in groups
can occur. However, improved individual and group skills contribute to creation
of exceptionally well-trained pools of human resources. If personal relations in
companies become too tense, some members leave. Such changes can be regarded
as parts of natural cycle which can be compared with the swinging pendulum of
a clock. When organizations reach their limit of chaos, they would reverse the
movement. Changes have to be designed and implemented in the reallocation of
property rights. The outcome should be effectual and result in new ethos, new
products and processes, and new organizational structures and communications
patterns.

B. Property Rights Theory

Property rights entitle the owners to residual income, after costs of activities
have been covered. This residual is an important incentive for efficiency and low
production cost. Assignments of property rights affect motivation and behavior
of economic actors. Incomplete contracts create principal-agent problems, make
monitoring difficult, and result in inefficiency. The higher the value of rights
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relative to the costs of specifying them, the greater the attempted clarity (Furubotn
et al. 1974).

The stronger the enforcement of property rights, the closer the relationship
between the welfare of owners and the economic consequences of their decisions;
i.e., economic considerations dominate decision making. The principals monitor
the rate of return and adjust incentives for personnel. Attenuation of property
rights implies limitations of the owners’ rights either to change the assets or to
transfer their rights. Restrictions affect the owners’ expectations about their uses,
value, and terms of trade (Linyu 1995).

The consumers’ goodwill determines capitalization which is based on fu-
ture earning capacity. Lack of transferability of public assets prevents the capital-
ization of future consequences of decisions (Lee 1993). While threats of bank-
ruptcy and takeover are obviated for public enterprises, managerial discretion
appears to be high. The property rights theory suggests that the public sector
fails either in the provision of appropriate incentives or in the monitoring of
performance. Managers would perform only at the level necessary to meet the
minimum performance standards (Aharoni 1986).

C. Agency Theory

The principal-agent theory aims at increasing the overlap of interests for the
stakeholders (Aharoni 1982; Jensen 1976). The normative approach applies math-
ematical models to explore the incentive systems and risk allocation systems.
The positive approach investigates the shareholding arrangements. The main con-
cepts of the positive approach are the agency effect, the agency cost, and the
systems to reduce agency costs. The agency effect incorporates the division effect
and the scale effect. The division effect means separating economic units, each
possessing a different set of skills and abilities to perform various tasks. Such
specialization results in higher satisfaction and more efficient production. The
scale effect means that an economic unit would obtain marginal utility propor-
tionately higher than an increase in output. The higher the scale effect, the higher
the efficiency. The agency cost arises from contractual relationships between the
principals and agents. This includes the expenses of drawing up and enforcing
contracts and of moral hazard and transaction costs. Agency costs are major deter-
minants of how firms are organized and how their staff is remunerated (Lee 1994).
They determine motivation and explain performance. Agents are maximizing
their self-interest. Such behavior is hard to discover when information asymmetry
exists. However, without information asymmetry, the agents’ behavior is easily
observable. Most of the visible motives for opportunism would be covered by
the mechanism of incentives and penalties. The unobservable behavior of the
agents and the information asymmetry of the principals cause the noncooperative
behavior and inefficiency, which are attributed to moral hazard and adverse selec-
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tion. Moral hazard refers to the lack of effort on the part of the agents. Adverse
selection refers to misinterpreting the managerial abilities (Eisenhardt 1989). The
agency cost can be reduced by internal and external mechanisms. The former
refers to well-defined contracts specifying responsibilities, rights, obligations and
the peer pressures. The latter means that the market exerts external competitive
pressures on the managers to be more efficient.

D. X-Efficiency

The X-efficiency theory suggests various degrees of rationality depending on
individual interests which are not identical to those of the firm. It incorporates
several concepts such as psychological elevation and effort (Tolstoy 1904), X-
efficiency (Leibenstein 1978), and internalities (Arrow 1974; Wolf 1988). Tol-
stoy’s contribution is in focusing on psychological elevation and effort as main
inputs in achieving the goal in the war situation. He discovered the sources of
internal inspiration, translated created motivation into effort, and converted effort
into high-quality performance leading to desirable outcomes. Leibenstein used
Tolstoy’s concepts to formulate the new microfoundations of modern econom-
ics and developed comprehensive and systematic analytical framework. In
Leibenstein’s vision, performance of all factors is intrinsically unstable. People
and organizations commonly work with a slack; i.e., efforts and outputs can be
optimal only in exceptional circumstances. X-inefficiency is defined as degree to
which actual output or other productivity indicators are less than their theoreti-
cally optimal levels. Effort is defined as an important variable input which deter-
mines outcomes to a large extent. Effort explains differences in performance
among the individuals, the companies, and the countries.

Arrow (1974) calls the structures of rewards and penalties internalities.
Remuneration and other quantifiable costs and benefits, which are reflected in
contracts and corporate accounts, form only a subset of variables in the utility
functions of economic actors. This quantifiable part can be called tangible in-
ternalities. However, corporate culture and individual expectations for self-
actualization are largely implicit. They can be called intangible internalities.
Wolf (1988) explicitly links internalities to the pursuit of individual goals within
an organization. Such goals provide motives for individual behavior and explain
team and organizational performance. The main task of the principals is to in-
volve the employees in the pursuit of official objectives.

The assessment method is based on the following postulates. People and
organizations work with a slack, and their efforts become elevated and synergetic
only in exceptional circumstances. Production function is only partly specified
due to the inherent complexity of the work force, incomplete contracts, and speci-
fication of input requirements in bands. Flexible nature of production functions
and qualitative decision making leave important discretionary choices to the staff.
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The divisional or corporate results depend on the sequence, pace, length, and
portfolio of activities, and are to an extent indeterminate, because human efforts
are unstable and variable. Organizational efficiency depends on patterns of infor-
mation, channels of communication, and amounts of energy needed for making
and implementing decisions. If improvements are possible but are considered not
worth of the effort, inertia prevents changes (Leibenstein 1976:111). In times of
gestation, challenges become increasingly novel and require creative solutions,
learning, and development of new skills (Waeiermair 1990). Knowledge of inter-
nalities can be used to design compensation packages to increase contribution to
corporate objectives. The key point is that the staff members cannot be reduced
to the role of passive bystanders; they are actively shaping corporate destiny.
They find equilibrium positions which accommodate their interests and balance
their efforts against corporate expectations. Individual motivation and efforts de-
pend on the inner drive, peers’ expectations, organizational culture, and external
contestability. Corporate performance results from individual efforts and activi-
ties.

III. SEPARATION OF OWNERSHIP AND MANAGEMENT
IN THE SOES

Following introduction of the Contract Responsibility System, direct interference
from the government departments was replaced by periodic assessments (Xie
1991). The purpose of removing at least some constraints was to improve adapt-
ability and to boost creativity and innovative behavior. But ownership still re-
mained under state control. The incentive systems attempted to relate remunera-
tion to performance. Therefore, a certain amount of agency costs, generated by
moral hazard, was reduced (Yeung 1995).

A. Separation of Ownership and Management

The Diversified Ownership Separate from Management (DOSM) stepped up in-
stability so that individuals could brainstorm the roadblocks and come out with
solutions. People became able to invest in traded shares according to their expec-
tations and preferences. Under combined effect of contestable pressures and mon-
itoring by the shareholders, agency costs were further reduced. The flotation of
shares enhanced the division effect; i.e., each unit tends to specialize and achieve
higher satisfaction. It also intensified the scale effect; i.e., marginal utilities ob-
tained become proportionately higher than the increase in size of economic activi-
ties. Organizations are becoming more accommodating but simultaneously more
unstable. Corporate performance is reflected in stock prices. Therefore, those
with low performance would attract less investment. Feedback loops would con-
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tribute to improved efficiency and competitiveness. At this stage of reform Linyu
(1995) and Chan (1996) propose a Transitory Unified Management System.

B. Transitory Unified Management System

In this framework, the agency relationships are structured (1) between the central
government and a certain number of shareholding groups, (2) between the
shareholding corporate groups and separate enterprises, (3) between individuals
and enterprises, and (4) between individuals and the central government. Each
public industry would set up several shareholding groups to be responsible for
the supervision and operation of member firms. Shares can be issued and sold
to the public in the name of member firms. Prices of traded shares will reflect
objective valuation of each firm’s performance. Reciprocal holding of shares can
reduce mutual risk. It is assumed that ability of firms to survive in the changing
environment can be enhanced.

Although China introduced new Accounting Regulations for Foreign In-
vestment Enterprises (ARFIE) in 1992, there are still deviations from the Interna-
tional Accounting Standards (IAS). See Table 1. For example, the IAS require
disclosure of accounting policies. In the ARFIE policies should be consistent and
changes in accounting methods should be reported. Long-term investment and
contingencies are not specified under ARFIE. The disparities discourage interna-
tional investors from entering the market. B shares for foreign investors are traded
at about 66% of A shares value in Shanghai (Xiao and Kelvin 1998).

IV. CASE STUDY—MAANSHAN IRON AND STEEL
LIMITED COMPANY (MIS)

This large corporation is representative of China’ iron and steel industry. It is
one of the first large SOEs whose shares were floated. Its progress would be
indicative for promotion of the shareholding system in medium and small SOEs.
Since 1978 three reform stages were implemented: organizational and managerial
restructuring, introduction of the Contract Responsiblity System, and the intro-
duction of shareholding.

A. Organizational and Mangerial Restructuring

Three levels of organizational structure are examined: factory, workshop, and
team. At the factory production plans are formulated, schedules are coordinated.
Workshops set production quotas, provide technical conditions for production,
improve quality of products, ensure safety regulations. Daily output schedules
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Table 1 Comparison of International and Chinese Accounting Standards

Standards under the
International accounting regulations for

Accounting issue accounting standards foreign investment enterprises

Receivables Provision for bad and doubtful Provision is required within 3%
debts is required of the year-end balance.

Write-off of bad debts is per-
mitted

Inventories Lower of cost and net realiz- Inventories are valued at cost.
able value; first-in, first-out; First-in, first-out; last-in, first-
weighted average; specific out; weighted average; and
identification; and last-in, moving average methods are
first-out methods. Provision used. Provision is allowed,
for damaged, slow-moving, subject to approval. Shortage,
and obsolete goods obsolescence, or damages

should be accounted for in the
current year’s profit and loss
accounts

Property, plant, Asset valuation is at historical Assets should normally be val-
and equipment or updated cost. Provision for ued at historical cost

loss in fixed assets value. In-
come statement shows mainte-
nance expenses

Depreciation Depreciation is calculated on the Estimated residual value is gen-
basis of historical cost, useful erally not less than 10% of
life, and residual value. original cost. Methods include
Straight-line and accelerated straight-line and production
methods output. Accelerated deprecia-

tion may be used subject to
approval

Intangible assets: Setup costs are charged to the in- Preoperating expenses are amor-
Preoperating come statement. Deferral is tized in equal installments
expenses only allowed if commercial vi- over a period of not less than

ability is reasonably assured five years upon commence-
ment of operation

Shareholders’ Share capital in foreign currency Share capital in foreign currency
equity is translated at the exchange is recorded at official rate. In-

rate ruling on the date of the stallments are recorded at of-
contribution ficial rate. Exchange differ-

ences are recorded in capital
reserve account

Research and de- Research expenditures are Deferral of research and develop-
velopment charged as expenses. Develop- ment costs is not specified.
expenses ment costs are deferred to fu- Such costs are usually

ture operations charged once incurred
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Table 1 Continued

Standards under the
International accounting regulations for

Accounting issue accounting standards foreign investment enterprises

Foreign currency Translation is at the date of the Translation is at the transaction
translation transaction. Monetary assets date or first date of the

and liabilites are translated at month. Exchange gains or
the balance sheet date. Ex- losses are charged to op-
change gains or losses are erating results. Exchange
charged to operating results gains arising during preop-

erating period may be written
off over five years after the
commencement of operations,
retained for setting off future
operating losses, or carried
forward until liquidation

Account for Assets under a finance lease are Assets under a finance lease
leases capitalized at fair value. Fi- should be capitalized at value

nance lease rentals are split specified in lease agreeement.
between interest and capital to Otherwise, standards are simi-
approximate a constant rate of lar to IAS. No guidance is
interest on the remaining bal- provided on accounting for fi-
ance. Operating lease rentals nance charges or operating
are charged to profit and loss lease rentals
account

Source: People’s Republic of China. Deloitte Touche Tohmatsu International, publisher, 1995 edition.

are set for each team. Detailed production records and statistics are kept. Team
leaders provide the work performance record for every member.

A comprehensive organizational system assures that fewer departments are
involved in each operation to economize on coordination and bring down transac-
tion costs. Managers are either specialized in departments such as research and
development, sales and marketing, production, technical support, or accounting,
or work in general management. Job tasks are assigned to each worker. Each
working position contains several effort points. Workers choose the most pre-
ferred ones. However individuals would shift from one effort point to another
depending on internal and external pressures.

B. Rewarding System

Workers need to fulfill production quotas to qualify for the basic wage. If workers
produce more, they earn a bonus. Penalties are applied for low performance. The
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advantage is that the enterprise can control effort choices of the workers. By
making workers responsible for the results of their efforts, wages approximate
the value of marginal product. If total production cost is reduced below the budget
target, the workshops keep a certain amount of revenue as a bonus to be distrib-
uted to the workers. Distribution among individuals depends on their efforts.
Peer groups are assumed to exert pressure to affect the effort levels of individual
workers. Housing policy became based on the employees’ working performance
and achievements. This motivates the employees to work harder and increase
productivity. Housing has been substantially improved. In addition, several facili-
ties have been developed such as nurseries, day care centers, schools, workers’
rest rooms, cultural activity centers and recreation clubs.

C. Promoting Workers’ Participation in Management

Prior to introducing any important policies, one month is given to let all the
employees discuss them. All employees are encouraged to give their opinions
which are incorporated into decision making. Before assigning tasks, the interests
of each worker and employees are ascertained. The idea is to assign tasks consid-
ering individual interests. Technological innovation is promoted along with
stronger efforts to provide healthy and agreeable working environment.

D. Introduction of Contract Responsibility System (CRS)

The specified responsibilities and behavior of each worker affect property rights
of other individuals in the working environment. Deviations from the principals’
interests would have adverse effects on the agents. Penalties reduce opportunistic
behavior. Several rewarding systems are applied. The remuneration system as-
signs duty salaries to managers and position wages to workers. The duty salary is
determined by responsibilities. Position wages are associated with various grades
depending on qualifications and experience. Both systems encourage to reach the
economic and technical standards.

Although the CRS has improved economic performance, the unclearly
specified property rights between the state and the enterprises resulted in ambigu-
ities. Net profits after tax were paid to the Treasury. The retained profits legally
belonged to the state. But they also were treated as the corporate savings. Distri-
bution among investment fund, welfare fund, and bonus fund was unsettled. Un-
der soft state enforcement, bonus payments and housing construction showed
signs of getting out of control. Under the CRS capital investment programs were
constrained by short-term profit considerations during the contract period. Ne-
glect of long-term profitability and return discouraged efficient resource alloca-
tion. The state tended to preserve direct control over operations.
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E. Privatization by Introducing the Shareholding System

Introduction of the Shareholding System has converted the nonprofit organization
into a shareholding corporation. All assets created prior to 1978 are covered by
state shares. All assets created after 1978 are covered by corporate shares. Flota-
tion and share trading enable capitalization of anticipated incomes and profits
and improve economic efficiency. The A shares for local investors were listed on
the Shanghai Securities Exchange. The H shares, which are designed for foreign
investors into privatized SOEs, were floated on the Hong Kong Stock Exchange
(Xiao and Kelvin 1998). Funds from selling the A shares are intended for expan-
sion and modernization programs, repayment of bank loans, and working capital.
Proceeds from selling the H shares to the foreign investors provide alternative
funds for modernization. Besides raising money, stock exchanges create contest-
able pressures to reorganize management and improve international transparency
and acceptability for foreign investors. The state has formally given up claims
over income. The important characteristic is that the shareholders possess only
the income rights; they cannot trade corporate assets.

There are two important implications. First, distribution relations have been
clarified by introducing property rights over corporate assets. Second, separation
of ownership and management has been achieved. A supervisory committee of
three is set up to monitor activities of the board of directors and senior managers
and prevent deviations from the employees’ and shareholders’ interests. Two
members are elected by the shareholders at the general meeting, and one member
is representative of the corporate employees. Each supervisor serves a three-year
term and can be reelected. The supervisory committee is accountable to the share-
holders and reports to their general meeting.

The board of directors is mainly responsible for decision making and moni-
toring activities. Their responsibilities include (1) approval of annual budgets
and long-term strategic plans, (2) decisions on distribution of profits between
remuneration benefits and investment funds, and (3) appointment and removal
of senior managers. Operational decisions are the responsibility of senior manag-
ers. This decision-making structure should ensure that the corporation is run in
line with the shareholders’ interests.

F. Impacts of Reform on Corporate Performance

For the three years period 1990–92 the corporate turnover increased by 60.6%,
from RMB 2284 million to RMB 3369.1 million; after-tax profit increased by
over 317%, from RMB 97.7 million to RMB 407.6 million. The extrapolated
annual after-tax profit, based on first five months for 1993, reached RMB 2351.7.
This happened for several reasons. State control was relaxed on pricing of steel
products and distribution of value added. Sales tax and tax on corporate profits
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were reduced. Improved incentives to managers and workers and clarified prop-
erty rights also contributed to higher profits. In the first half of the 1990s the
annual growth rate of corporate sales was in line with the real GNP growth and
the annual steel production growth rate in China.

V. CONCLUSION

The purpose of this chapter was to evaluate impacts of reforms in Chinese SOEs
and formulate suggestions. The blend of complexity theory, principal-agent the-
ory, property rights theory, and X-efficiency theory was applied to assess the
reform.

A. Evaluation Summary

First, the nature of organizational relationships was simplified. Information asym-
metry and transaction costs were reduced and monitoring became easier. Respon-
sibilities for each job were clearly defined, but motivation of managers and work-
ers remained problematic. Second, the contract responsibility system reduced
opportunistic behavior. The remuneration of each employee became closer re-
lated to performance. It appears that the reward system increased the employees’
loyalty. Productivity and profits increased substantially. However, short-term pol-
icies resulted in neglecting the long-term interests of the principals which are
served by long-term capital investment programs and industrial and business poli-
cies. Third, the shareholding system and the clarification of distribution rights
between the state and the corporation ensured that the operational management
and the distribution of profits would not be interfered with by the state. The
corporation can raise funds through the stock exchanges and is more accountable
for its operational and financial results.

B. Suggestions for Further Reforms

The young Chinese stock exchanges at Shanghai and Schenzhen are risky and
provide low return (Xiao and Kelvin 1998). This is due to heavy regulation, poor
performance of the listed companies, and narrow market. But the reform package
aims at upgrading corporate efficiency. Lack of adequate legal protection appears
to be the main handicap, especially for foreign investors. The regulators tend to
cope with emerging problems by ad hoc short-term measures. The market has
been suffering from wide fluctuations. But it appears that the economists expect
an upturn in the business cycle to start soon. Then shares will become more
attractive to the investors provided that most of listed companies could improve
performance.
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Liberalization of foreign trade is expected to result in the multiplication of
joint ventures and upgraded quality of Chinese management. A blueprint to de-
velop stock market in China was formulated in Xiao and Kelvin (1998). Sug-
gested measures include publishing the Securities Law, tax reform, reducing im-
port duties and export subsidies, merging the markets for A and B shares, ending
listing quotas, segmenting the listed companies, and promoting the stock ex-
changes. The idea is to enlarge and deepen the stock market, to make it more fluid.
Simultaneously it aims at reducing sensitivity to small changes in environment so
that the market remains flexible but avoids overreacting to some events. This
study suggests that, in addition to privatization of SOEs, further measures should
be implemented.

1. Set up a national insurance scheme in China. Employees can pay
monthly contributions. In this way, the retired employees would rely less on the
exclusive financial support from their SOEs. The welfare burden on the SOEs
will be reduced.

2. Provide training to the unemployed to improve their prospects in rap-
idly growing sectors.

3. Hand over services unrelated to production, e.g., hospitals, to indepen-
dent organizations to remove the burden of long-term subsidies.

4. Establish a comprehensive banking system and find a solution for the
loss-making SOEs.
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Central-Local Conflicts in Economic
Management in China

Zhong Zhu Ding
New School University, New York, New York

Central-local relations have been a long problematic issue in China’s political-
economic life. After Emperor Qinshihuang wiped out all other states in the main-
land and established a united huge empire, the Qin Dynasty (221–207 BC), theo-
retical disputes and power conflicts over centralization versus decentralization
became a continuing political theme in China’s history. When the Communists
took power and a socialist People’s Republic was established in 1949, the histori-
cal dilemma in central-local relations took on some new facets. As a state-domi-
nated socialist regime, the state monopolistically controlled most means of pro-
duction and centrally planned national economic development. On the other hand,
China’s extremely complex social-economic conditions demanded local auton-
omy in order to accommodate regional differences.

The great economic structural reform since 1978 has introduced significant
changes in central-local relations in terms of decentralization. While they have
brought dynamic vitality to China’s economy, new problems caused by these
changes, such as local economic barriers, disorder in the national economy, clash
in resource allocation between the central and local authorities, and the decline
of state capacity in macroeconomic management, are also essentially disturbing
China’s development. As Jiang Zemin, the President of China, admitted in Sep-
tember 1995, in the process of structural reform, some provinces and regions
overconsidered their local interests and therefore slackened or even resisted cen-
tral government’s policies. On the other hand, the central capacity in macroeco-
nomic management weakened. The ‘‘overdecentralization’’ phenomenon dislo-
cated China’s economic order and damaged the national interests.1

It is a contradiction that the state in China exists as a corporate actor of
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national development on one hand, but appears as an arena of central-local con-
flict on the other hand. In order to achieve effective state action, a certain power
of coherence and coordination, which is autonomous from localities, is necessary.
However, centralized state organizations are often distressed by misleading infor-
mation and commands proceeding through hierarchical channels. Therefore,
many sorts of state action need decentralization to ensure efficiency. However,
decentralization puts the state in a dangerous situation, decreasing its own ability
to contribute to development. If decentralization makes the state unable to behave
coherently in support of national goals and interests, the unique character of the
state acting as a cooperative unit may be destroyed.

Although China has had since 1994 a program of ‘‘strengthening macroeco-
nomic control’’ to strengthen the weakened state capacity in national develop-
ment, research shows that at the beginning of 1998, the problems mentioned were
still serious.

A critical question therefore faced Chinese reformers: Could they find an
integration mechanism that combines coherence and effective coordination of the
state with decentralization and active local participation in market competitions
as a vital new system for development?

I. POWER DIVISIONS BETWEEN CENTRAL AND LOCAL
GOVERNMENTS BEFORE 1978

As early as 1956, Mao Zedong pointed out that under the centralized system, the
relationship between the centre and localities was a ‘‘contradiction.’’ The main
problem was, he went further, that the local powers were too restricted. It was
necessary to enlarge local power and grant localities certain independence under
central plan, because, Mao justified, ‘‘two enthusiasms,’’ which referred to both
central and local enthusiasms, were more beneficial than only a central control.2 In
order to stimulate local authorities’ enthusiasms and creativity in social-economic
constructions, and to reduce central government’s heavy administrative and fi-
nancial burdens, by shifting certain power of economic controls to provinces,
Mao Zedong launched adjusting programs three times between 1957 and 1970,
attempting to resolve the troubling dilemma in central-local relations. The results,
however, were not satisfactory. When the center entrusted more power to the
local authorities, the local governments would use every means to take profit
incomes from enterprises in their regions as much as possible, leaving the national
revenue shortage to the central government; meanwhile, the repeat constructions
in regions and unreasonable competitions among provinces would get worse.
Troubled by these difficulties, the center would then be forced to take back some
power transferred to the localities previously. As a result, however, the local
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enthusiasms of economic development and potentialities were severely damaged
again.

The first attempts at decentralization came in 1957–58. The adopted system
gave the local governments policy and operational decision-making power. Under
this system, 87% of the enterprises, which were previously controlled by the
central government, were put under management of the provincial authorities.
Also 75% of material distributions, which were originally monopolized by central
government, were placed under local control. The local authorities were entrusted
decision-making power to adjust local production plans and were also able to
arrange utilization of any funds after fulfilling the submission quotation of reve-
nue set by the state. As long as the local authorities accomplished the require-
ments of state planning, they could fully enjoy the enlarged decision-making
power.3

This system enabled provincial authorities to enlarge local industries dra-
matically and quickly. However, the Second Five-Year Plan of development was
scrapped in favour of the all-out drive of the Great Leap Forward. The Leap’s
unrealistic high targets, their hasty implementation and the extreme strengthening
on the growth of iron and steel production encouraged the local authorities to
irrationally use their power in blind extending of local iron and steel industry,
causing serious economic dislocation and resource scarcities so that the national
economy fell into a fatal disorder and imbalance in the first half of 1959.

As a result, to resume the national economic order, since the second half
of 1959, the central government was gradually taking back most of the power
which had been transferred to the localities during the period of 1957–58. There-
fore, the central-local relations, by 1961, totally went back to the old situation
so that the central planning controlled all the local production and allocations.
Consequently, the local development declined sharply right afterward.

Two further attempts to change occurred in 1964 and 1970. In 1964 the
local governments were granted greater power to allocate revenue resources and
production materials. They also gained more power to decide the scale and pattern
of investment. In 1970 local controls over economic development were further
reinforced. The power of managing about 2000 large and medium-size industrial
enterprises, construction companies, and other economic organizations was
shifted from the central level to the local level. To stimulate local potentialities,
the provincial power in capital allocations was institutionally ensured by the cen-
tral policy. The system allowed the provincial authorities to dispose autono-
mously a considerable ratio of local revenue incomes for local development. The
provincial governments were also granted the right to participate in decision mak-
ing for the division of national revenue. Under this system, the provincial authori-
ties had power to control 30% of the investment for capital constructions; another
30% of the investment should be arranged on the basis of agreement between
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the central government and the provincial governments; the remaining 40% of
the investment was directly controlled by the central government.4

The reformed system stimulated effectively local governments’ enthusi-
asms to enlarge their local industries and promote social-economic development.
However, it also brought crises and disorder in national economy by unbalanced
local industrial development and repeat constructions. The system remained in
operation until a new strategy launched in 1972 by the central authorities which
followed the adoption of the policy of ‘‘readjustment, restructuring, consolidating
and improving the national economy.’’ By the new strategy, the central planning
was reimposed in many economic areas. This new policy favored light industry
as opposed to heavy industry. The related policy of narrowing the scope of capital
construction created problems, particularly because the demand for machinery
decreased, with the result that many engineering enterprises could not find enough
work to do. Factories that found themselves in this position were forced to explore
other channels, such as producing for export or manufacturing accessories and
spares. In these circumstances, the national economy suffered again an inactive
period.

Until 1978, all attempts at modifying the central-local relations focused
mainly on the readjustment of control limits between the central and local govern-
ments, with almost no attention paid to the economic relations between the state
and enterprises. Consequently, the real problems had not actually been resolved
during that period.

The central-local relations therefore seemed to be caught in a vicious circle:
once the centre transferred more power of economic management to the localities,
the national economy would fall into disorder; the central government would
then be forced to resume the rigid control by restricting local power; conse-
quently, local development would decline and the national economy would be-
come stagnant again.

II. EXPANSION OF ENTERPRISE AUTONOMY

Since 1980, industrial enterprises, accounting for the most of the gross output
value from state industries, have been granted the right to retain part of their
profits instead of turning over all of them to the state, as well as being given
greater power to make their own decisions. The practice has given the manage-
ment and the workers of these enterprises reason to improve production and busi-
ness operations, resulting in higher income for the workers, the enterprises, and
the state.

Before the reform, producers did not have the right freely to sell their prod-
ucts. All products, such as raw materials, facilities, and machines, were allocated
to enterprises by the state according to plans. Under the new system, however,
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the producers were encouraged to contract with buyers beyond state plans. For
example, a mine is allowed to sell its iron ore to a steelworks, and a textile mill
can sell its cloth to a clothing factory. Breaking through the conventional lines of
division between industries and trades, associations for various economic sections
have been established to link producers with marketing agencies. The associations
are composed of producers and buyers regarding particular products respectively,
such as the steel association or the clothing association. These specialized associ-
ations act very dynamically to help business dealings in a market environment.
The associations provide their members with updated information about market
demand-supply situation for their products and organize marketing conferences
to facilitate contacts or negotiations between producers, marketing agencies, and
buyers.

China’s bold reform had achieved significant success by 1984. This encour-
aged the authorities to deepen and strengthen the reform of the structure of the
economy, focusing on the changes of relationship between state and enterprises,
and between planning and market. At the Third Plenum of the 12th Party Central
Committee, one of the most important documents on structural reform was
adopted on 20 October 1984. According to the document, the goals of reform
that the Chinese authorities pursued were as follows:

1. To devise a new economic system combining beneficial parts from
both the state planning system and the free market system for developing a social-
ist commodity economy

2. To vitalize enterprises as the key to restructuring the national economy
by granting them greater autonomy

3. To establish a flexible price system to suit a market demand-supply
situation and to facilitate economic resource allocation

4. To separate government control from enterprises’ operating process,
enabling enterprises to make their economic decisions independently, corre-
sponding to market competition

5. To create a new income distribution system to reward workers ac-
cording to work performance in order to stimulate production growth.5

In short, the authorities sought to secure a dynamic socialist commodity economy
with ‘‘Chinese characteristics.’’

Under the new system, enterprises have been designated by planning to
bear the primary responsibility for undertaking production, construction, and ser-
vice, and participating commodity circulation. The enterprises have been divided
into industrial, transport, building, commercial, and service sections. In 1985,
gross enterprise production in industrial section was Y344.87 billion (RMB
yuan), in construction section Y41.79 billion, in transportation and postcommuni-
cation sections Y40.69 billion, in commercial section Y57.70 billion, in various
services Y113.53 billion, totaling Y598.58 billion. China’s gross national product
(GNP) in 1985 was Y855.76 billion; the total enterprise production (Y598.58
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billion) therefore formed 69.9% of GNP in 1985. Since the enterprises are of such
importance, they undoubtedly need great vitality to lead the national economy.6

The Chinese reformers understand that this vitality can only be built in two
ways: It needs to be free from unnecessary state control, and an organized internal
vitality needs to exist between the managerial leadership and the workers and
staff. Under the new system, an enterprise has the power to adopt flexible and
diversified forms of operation; to plan its production, supply, and marketing; to
keep and to budget funds; to employ and remove its own personnel; to decide
on how to recruit and use its work force; to set wages and rewards; and to set
the prices of its products within the limits prescribed by the state.

In the reform, each enterprise is gradually becoming an independent entitiy
as both a producer and a seller of its products. The reformers believe that the
producing strength and vitality would come from managerial efficiency and work-
ers’ initiative. And workers’ initiative would be encouraged by benefits.

From 1985 to 1988, the Chinese government imposed three major reform
measures on the urban economic structure. First, the authorities slowly reduced
the central government’s direct control of enterprises by perfecting a system of
indirect control, under which the government controls enterprises through levying
taxes instead of taking all profits. Second, the government transferred power to
the publicly owned enterprises of large and medium-size operations. Such enter-
prises must become much more autonomous, self-managing, and responsible for
their profits and losses as socialist commodity producers and managers. Third,
under planning, the commodity market was developed further by allowing more
products to be distributed through the market and allowing their prices to float
in the market.

The new system has granted the provincial and major municipal govern-
ments much greater power in economic management since 1985. Before the re-
form, the provincial governments functioned only as a representative agency of
central authorities to transmit and implement central planning in managing local
enterprises. They had no autonomy to formulate independent planning for local
industrial development. Under the new system, however, the provincial govern-
ments and major municipal governments have gradually been granted power to
formulate independently their local planning of industrial development according
to central guideline. Especially in the Special Economic Zones (SEZs) and Eco-
nomic and Technologic Development Zones (ETDZs), the local governments
have had highly autonomy to make local industrial policies.

By 1994, all the provincial and major municipal governments have been
granted same power of autonomous industrial management enjoyed by the SEZs
and ETDZs. The central government has now transferred the management power
of most original centrally controlled enterprises to the provincial or municipal
governments, except for a very few enterprises of strategic importance such as
railway industry, major coastal harbours, major steel and iron corporations, and
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the defense industry, which are still controlled by the central government. Ac-
cording to a report from the State Planning Commission, by 1993, the central
mandatory planning on industrial production has been limited to only 36 kinds
of product, forming mere 7% of total national production.7

Decentralization and strength of autonomy have brought dynamism to en-
terprises’ economic activities. From 1992 to 1994, production of state-owned
enterprises maintained an annual growth of 6.8% and realized tax payment in-
creased annually at 29%. However, the internal management continued to be a
weakness of the state-owned enterprises in adapting to the competitive environ-
ment of market economy. The immaturity of modern management in state-owned
enterprises has caused difficulties for their production and operation, such as an
increase in material waste, decrease of product quality, and rise of production
costs. Statistics show that, compared to 1993, in 1994 state-owned enterprises’
material consumption increased 2.2%, production costs increased 2%, and quali-
fied products reached only 70%. By April 1995, more than one-third of state-
owned enterprises suffered economic losses.8

Another serious problem caused by decentralization is dramatic increase
of unemployment that has contributed to social crisis. While the local authorities
and enterprises have been entrusted with autonomy to pursue economic efficiency
by restructuring enterprise management, including eliminating the phenomenon
of human resource waste in terms of excessive employees, there is no a social
security system to help unemployed people. This dilemma is also becoming an
obstacle for people to transfer freely in the labor market because if they quit their
jobs they may suffer extreme economic difficulty and there will be no temporary
support from social assistance.

There is therefore a contradiction that although overemployment is a very
common problem in China’s state-owned enterprises, the reformers of central
authorities cannot encourage enterprises to fire surplus employees because China
has not yet established a new social security system to match the market-oriented
reform. China’s current welfare security system, which was established on the
outdated centralized-planning economy, is in fact a ‘‘working unit system’’ rather
than a ‘‘social system.’’ At the national level, there is no government-funded
social security system to supply financial aid for unemployment insurance, retire-
ment pensions, or health insurance. The current security system is completely
tied to the working unit. Once a person is employed by an enterprise or govern-
ment agency, he or she benefits from all kinds of welfare and security; but if
a person is fired or quits, his or her welfare and security privileges will be abo-
lished as well. Therefore, the incompatible welfare security system in the market-
oriented reform has contributed a severe new social problem, causing sharp so-
cial conflicts, complaints, and even violence between unemployed workers and
enterprise management and local governments.

Demonstrations of unemployed workers protested against enterprise man-
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agement or local governments have become frequent events disturbing the social
stability. In late 1997, laid-off workers in Hefei city, Mienyang city, and Wuhan
city made violated public demonstrations against local authorities, asking for sur-
vival right. According to the World Journal of January 5, 1998, even in Beijing,
the national capital, the dismissed workers from the 3501 Military Manufacture
were preparing to take to the street for demonstration against their dismissal by
the authorities. Also, the increase in the number of laid-off workers in Xinjiang
Autonomous Region has become a serious troubling element causing the region’s
instability.9

III. CENTRAL-LOCAL CONFLICTS

Under the traditional centralized planning system, the central government rigidly
controlled collection of taxes and allocation of revenues. When a local govern-
ment increased its revenue through its own efforts, it still had to hand in any
excess over the state plan to the central government. This caused indifference to
profits and losses by the provinces. To stimulate local governments’ enthusiasm
in the market-oriented reform, in 1980 the central government initiated the fiscal
decentralization reform. The 1980 reform measure was ‘‘eating in separate kitch-
ens,’’ meaning to give local governments certain autonomy in allocating reve-
nues. As Wang Shaoguang analyzed, ‘‘The center hoped that decentralization
would give local governments sufficient incentives to maximize budgetary reve-
nues, thus making the fiscal ‘pie’ bigger, which in turn would enlarge the absolute
size of the center’s own slice.’’10 Under the new system, financial relations be-
tween the centre and provinces have been fundamentally changed. A fixed pro-
portion of the province’s revenue would be left at the disposal of the province;
the remainder was to be handed over to the central government.

In 1985, to further decentralize, the central government announced the es-
tablishment of a new fiscal division system to divide revenue incomes between
the central government and the provincial governments. This new system stipu-
lated that (1) the national revenue was divided as central revenue, local revenue,
and central-local shared revenue; (2) provincial government should set contracts
with the central government to determine the expense rates of local governments
based on their revenue incomes; and (3) the profits of the whole national revenues,
including the central, local, and central-local shared revenues, would divided be-
tween the central and local governments based on central-local contracts.11

In 1988, the central government issued a new reform measure to deepen
the decentralization process. The main content of this reform was to transfer the
power of collecting 13 kinds of taxes from the center to local governments. The
13 taxes were: individual industrial-business income taxes, business operation
taxes, individual income-adjusting taxes, individual income taxes, state-owned
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enterprise wage-adjusting taxes, contract taxes, farm and forest side-product
taxes, slaughter taxes, living stock trade taxes, farm-market trade taxes, vehicle-
boat usage taxes, real estate taxes, and bonus taxes. The revenue incomes from
the 13 taxes would totally be gained by local governments; the interests or profits
of these revenue incomes would totally be taken by the local governments as
well.12

In 1989, China established officially a new system to divide revenue in-
comes between the central government and the provincial governments. The tax
categories have been systematically differentiated to be collected by the central
government and the provincial governments. Sales taxes and enterprise profit
income taxes, for example, are stipulated to be collected by the central govern-
ment, while the wholly owned small-business income taxes and individual in-
come taxes are collected by the provincial governments.13

The new system has also specified that a proportion of enterprises’ profits
shall be divided between the authorities exercising control over the enterprises
and the enterprises themselves. These fiscal measures have increased the power
of local governments over local industry. By this division, national industrial,
technologic, or infrastructural projects are still funded or cofunded by the central
government, while the medium- and small-scale projects and ancillary items are
funded by the local governments. According to a research by the World Bank,
by 1989, the local governments had enjoyed 62.5% of China’s total national
revenue.14

Although the shift of decision-making power to local authorities from cen-
tral government has brought considerable vitality in giving full scope to local
creativity and potentiality, new contradictions have occurred in the changed cen-
tral-local relations. Since local governments have had considerable power in local
development planning, revenue allocation, and material distribution, they are able
to pursue independence in economic management from the center. To maximize
their own local interests and to speed up their own development pace, many local
authorities in recent years have ignored national economic policies or arrange-
ments initiated by the central government. This situation has resulted in two con-
sequences. The first is that macroeconomic management has been disrupted in
terms of repeated constructions and projects, overheated industrial growth, soar-
ing inflation, and severe waste of social-economic resources. The second is that
regional economic inequality has been drastically enlarged between coastal areas
(or development zones) and inland areas (or poor remote provinces). Because of
the macroeconomic management disorder, the developed provinces have taken
advantage of their economic power to commit unfair market competition. The
central government has been able to do very little to influence the bias; therefore,
the gap between the rich and the poor has dramatically expanded in recent years.

Another problem caused by the power transfer to the local authorities is
local barriers in the national market. Since the provinces have had power to design
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their local development strategies, they have usually tried to protect local prod-
ucts in market activities in their own dominions. Therefore, many provinces have
issued protecting regulations or policies against products from other provinces,
seriously fragmenting the national market. Consequently, from the point of view
of national development, the principle of fair market competition and a united
national market, which are a foundation for healthy national economy, has been
challenged, and interprovincial exchanges have been disturbed at the cost of
social-economic resource waste.

The reforms of the revenue system in fact reduced state revenue share and
granted the localities greater power in national revenue allocation. The share rate
of state revenue income in gross domestic product (GDP) was reduced to 16.6%
in 1992, from 26.7% in 1979. Central revenue income, as a share of total national
revenue income, was 57.6% in 1981 but declined to 45% in 1992. This situation
increased dramatically the central government deficit. By 1992, the national defi-
cit raised to Y90.5 billion, forming 3.8% of the total GDP of same year. This
rate exceeded that in Western industrial countries (the average rate in these coun-
tries is usually less then 3%). In 1992, 50% of the central government’s expendi-
tures had to depend on borrowing money or issuing bonds to make payments.15

In these circumstances, the ability of the central government in macroeconomic
management decreased obviously. The traditional strong capability of the centre
in mobilizing national resources to undertake strategic development projects has
been severely challenged.

As local autonomy has significantly increased, the relations between the
state and enterprises have hit a new problem. Past experience has verified that the
extreme control of the state over enterprises would seriously damage enterprises’
economic dynamics. Therefore, fenquan rangli, or transferring part of the central
government’s control over economic resources and decision-making to provincial
governments and enterprises, is an important aspect of the structural reform in the
post-Mao era. The central authorities were therefore attempting to grant enough
autonomy to enterprises by decentralization. However, since the local authorities
obtained greater autonomy in economic management and revenue allocation, they
have found that taking control over enterprises is an important source for increas-
ing local government revenue incomes, and they have been able to do so. Conse-
quently, although the center has lifted a great deal of control over the enterprises,
the enterprises are still strongly controlled by governments. The only difference
is that they were controlled by the central government in the past, but now are
controlled by their local governments.

Since 1994, when the Chinese People’s Bank, as a decentralization mea-
sure, became a policy-oriented central bank separated from all other commercial
banks, China’s central government budget deficit continually increased and
reached Y52.9 billion in 1996. To finance the deficits, the cental government has
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to borrow funds by issuing various bonds, including compulsory ones, to sell to
Chinese citizens.

The transfer of power to localities and enterprises was originally designed
to arouse local and enterprise initiatives. However, the overincrease of local con-
trol in resource allocations has reduced the effect of the decentralization mea-
sures. Moreover, this situation, as Dali L. Yang maintains, has ‘‘led to a far more
precipitous [relative] decline in central control over resources than anticipated.’’16

Consequently, as Wang Shaoguang emphasizes, the ‘‘budget revenue as a per-
centage of national income has dropped by a wide margin’’ and ‘‘the central
government’s share of the budget revenue has dropped by a wide margin’’ since
1978.17

The practice from 1990 to early 1998 particularly demonstrated that Chi-
na’s current economic decentralization has essentially weakened the capacity of
central control over national investment, consumption levels, and resource alloca-
tion, resulting in the growth of inequality among regions and conflicts in resource
allocations between the central and local governments. The state’s capacity in
coordinating and balancing national development has therefore declined.

IV. PREFERENTIAL POLICIES FOR SPECIAL
ECONOMIC ZONES

The Special Economic Zone (SEZ) is a unique approach used by the Chinese
reformers to undertake experiments for fundamental changes in the Chinese polit-
ical economy. This approach in fact is rooted in a traditional political culture
since the Communists took power in China. The basic idea is that before a policy
involving fundamental change is implemented in the whole country, in order to
avoid unexpected political upset or damage, the state should carry out this policy
in some selected area or areas as an experiment, testing and improving the policy.
When the policy has been verified by practice as feasible and the experience for
implementing this policy has been gained, the new policy would be spread to
the rest of the country.

In 1980, a SEZ was set up in Shenzhen, a small town at that time just
linking with Hong Kong. The role of the SEZ was designed to be the basis of
a bold reform experiment base to accelerate China’s economic marketization and
internationalization. The advantages of Shenzhen’s geographic position close to
Hong Kong were fully considered to facilitate attraction of foreign investment
and foreign economic exchange. To support the SEZ strategy, the central govern-
ment granted the SEZ government much more autonomy than other regions in
economic management and preferential policies regarding foreign investment in
the SEZ.
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In the same year when the Shenzhen SEZ was established, other SEZs were
established in Zhuhai, a city on the border with Macao, and in Xiamen and Shan-
tou, the two closest coastal cities to Taiwan, in 1980. Later, in 1988, when Hainan
Island was restructured as a province, it was announced by the central government
to be the biggest SEZ in China. At this time, the special character of SEZs has
been enlarged to, besides attracting foreign investment, pursuing imports from
Western countries of advanced technologies and effective managerial skills that
China lacks and needs.

The preferential policies for SEZs also included granting privileges of
lower taxes to foreign investors. Despite a 33% tax rate on profits for foreign
funded enterprises (FFEs) in other areas, FFEs in SEZs were only required to
pay 15% tax on their income. Besides that, the FFEs in SEZs as well as in other
provinces enjoyed a tax waiver for first two years of profits, and during the fol-
lowing three years, the FFEs needed to pay only 7.5% income tax. Besides those
privileges, the FFEs in SEZs were exempted from paying customs duties when
they imported materials, equipment, and machines for production purposes. For
their exports, no taxes were applied.18 The implementation of the preferential
policy caused severe problems in terms of central government’s revenue decline,
conflicts between central and local governments in tax revenue allocation, and
abuse of the preferential policy by foreign and joint enterprises. This situation
stimulated the central authorities to adjust this preferential policy. Since July
1995, the refund rate of tax payment for foreign enterprises’ exports has been
reduced to between 3% and 14%. In October 1995, the central authorities decided
to reduce the refund rate of tax payment further to 3%, to 9% beginning 1996.19

The obvious bias policy for SEZs has stirred strong criticisms from many
Chinese scholars. They charged that this so-called preferential policy has in fact
contributed to unequal market competition and the loss of national revenue. Wang
Shaoguang and Hu Angang, for instance, argue that ‘‘opening to outside world
and absorbing foreign capital do not mean to give up the state’s right to collect
income taxes from domestic and foreign enterprises.’’ They say that the central
government’s preferential policy for SEZs has caused serious loss of China’s
national income of tax revenue by reducing or waiving the tax payment for for-
eign enterprises. Wang and Hu further argue that the state’s maintaining of a
unified tax system and tax rate in a country is the necessary condition for a
modern market economy with equal competition; therefore, China’s preferential
policy has in fact damaged the principle of equal market competition.20

As discussed previously in this research, the SEZs have more autonomy
in decision making than in other areas. While foreign investment projects in other
areas needed approval from the central government, the local governments in
SEZs had the power to decide affairs of foreign investment and foreign trade,
according the special preferential policies the center granted to the SEZs. For



Economic Management in China 295

example, on November 26, 1981, the National People’s Congress issued a special
resolution to

authorize the Guangdong and Fujian Provincial People’s Congresses and
their Standing Committees to formulate various specific economic regula-
tions for their Special Economic Zones according to the principles laid down
in the related laws, decrees and policies and in line with the actual conditions
and special needs of the Special Economic Zones of these provinces.21

As a matter of fact, on August 26, 1980, the National People’s Congress
had issued Regulations on Special Economic Zones in Guangdong Province to
legally grant preferential treatment for foreign investors in the SEZs. Article 4
of the Regulations stipulates:

All items of industry, agriculture, livestock breeding, fish breeding and poul-
try farming, tourism, housing and construction, research and manufacture
involving high technologies and techniques that have positive significance
in international economic cooperation and technical exchanges, as well as
other trades of common interest to investors and Chinese side, can be estab-
lished with foreign investment or in joint venture with Chinese investment.22

The SEZs also had the power to make decisions on investment in their
local social-economic construction, as long as the funds were raised by them-
selves, which included taxation, foreign capital, bank loans, and other resources.
Enterprises in SEZs, including joint ventures, foreign-funded enterprises, private
enterprises, and state-owned enterprises, enjoyed more autonomy as well. They
had the right to decide their own production, operation, investment, and funding
collection according to the market situation. With permission from the SEZ au-
thorities, the enterprises can negotiate finance and technology cooperation with
foreign investors or pursue funding from foreign capital.

Highly autonomous decision-making power and preferential policies for
foreign economic relations enjoyed by the SEZs have stimulated remarkable eco-
nomic growth in SEZs’ development. By 1991, the exporting value of the four
original SEZs—Shenzhen, Zhuhai, Xiamen, and Shantou—reached US $9.6 bil-
lion, forming 13.4% of China’s total exporting value in the same year, doubling
the 1987 value.23 From 1979 to 1989, Shenzhen had attracted foreign investment
of US $5.04 billion in contracts, $2.58 billion of which was actually employed.
During this decade, Shenzhen had reached 4774 foreign investment agreements,
21.9% of total agreements for the whole of China in the same period. By 1989,
Shenzhen’s exporting value increased to US $2.17 billion, 153% of that value
in 1987, and 4.35 times that in 1982.24

By 1992, Hainan, the last-established SEZ, achieved exports of US $881
million, compared to $670 million in 1991, increasing 31.6%; this was 7.63 times
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that value of $115.5 million in 1987. This situation indicated an average annual
growth of 50.1% during this period. In the five years from 1987 to 1992, $4020
million foreign investment had been contracted in Hainan. Of that total amount,
$2593 million was achieved in 1992, 4.9 times more than in 1991 and 180.3
times more than in 1987. This suggested an average annual growth of foreign
investment in Hainan at 182.6% during these five years.25

While these special policies facilitated the SEZs to enlarge their economic
ties with foreign capital and the international market, and to autonomously par-
ticipate in the domestic market, the inland and non-SEZ provinces and areas
strongly complained of unfair treatment by the policy bias of the central govern-
ment. This situation put great pressure on the centre to enlarge the scope of decen-
tralization to non-SEZ areas.

The bold reform policies achieved obvious success in SEZs and this situa-
tion encouraged the central government to spread the SEZ model to other areas
which were considered ready for the fundamental changes. In 1984, 14 coastal
cities were announced as ‘‘opening cities’’ to adopt an SEZ-style economic sys-
tem, enjoying similar preferential policies to the SEZs. Since those cities had
originally had good economic conditions, including relatively modernized infra-
structure construction, industrial foundation, and technological facilities and per-
sonnel, they were established as ‘‘economic and technology development zones’’
(ETDZs). In 1990, the central authority announced establishment of the Pudong
Development Zone, which is located in the biggest city of China, Shanghai. Ac-
cording to the decision, Pudong was granted even more autonomy and policy
privileges than the SEZs and ETDZs had enjoyed. Thanks to the strategic position
of Shanghai, the Pudong Development Zone was designed to be a ‘‘Long Tou’’
(the Head of a Dragon), meaning a leading base for the development of the Yang-
tze Valley area.

The reform experiment in the Pudong Development Zone (PDZ) has been
successful so far. In 1994, PDZ’s GDP achieved Y29.1 billion, increasing 28.6%
over 1993. This growth rate doubled Shanghai’s, and was 18% higher than the
national average. By the end of 1994, PDZ’s gross industrial production reached
Y77.6 billion and realized industrial sales of Y76.0 billion, increasing 19% and
20%, respectively, against 1993. In 1994, 1035 new foreign investment enter-
prises were established in PDZ; their total investment was US$3.81 billion,
increasing 12% and 22%, respectively, against 1993. According to statistics of
1995, there have been 2663 foreign enterprises established in PDZ, with a total
investment of US$10.36 billion, forming 25% of the number in Shanghai. Among
those foreign enterprises, many are branches of worldwide transnational corpora-
tions. PDZ’s exports arose dramatically in 1994 as well, totaling US $1.8 billion,
increasing 80% over 1993 and forming 20% of Shanghai’s total exports in 1994.
The practice of the new development model in PDZ has achieved a top-level
performance in the country.26
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The favorable outcomes of SEZ development model stimulated the central
authorities to continuously expand this model further to the inland areas. In 1992,
10 inland cities were announced to be ‘‘autonomous planning cities’’ and six
areas along the Yangtze River Valley were announced as ‘‘development zones.’’
The 10 ‘‘autonomous planning cities’’ are Nanjing and Zhenjian in Jiangsu prov-
ince; Anqin, Wuhu, Tanglin, and Maanshang in Anhui province; Jiujiang in Jian-
gxi province; Yueyan in Hunan province; Wuhan in Hubei province; and
Chongqing in Sichuan province. The six Development Zones are Shanghai-
Nanjing Zone, the Hunan-Hubei-Jiangxi Zone, the Wuhan Development Zone,
the Chongqing-Yichang Zone, the Panxi-Liupanshui Comprehensive Resource
Development Zone, and the Wujiang Hydropower and Mineral Resource Devel-
opment Zone.27

All these cities and zones came to enjoy all the preferential policies that
the SEZs had been practicing. By 1994, almost every Chinese province was
granted the same treatment of the preferential policies. From 1995 to early 1998,
the central-local relations have gradually arrived a new stage of decentralization
that the provinces, SEZs, ETDZs, opening cities, and development zones have
gained great autonomous power in their local development.

V. NEW PROBLEMS AND NEW ADJUSTMENTS

While the spread of SEZ-style preferential policies to the whole country and
the decentralization of economic allocation have vitally stimulated development
strength to localities, some new problems in the transforming central-local rela-
tions have consequently appeared essentially disturbing national development as
well. The first problem is irrational competition in foreign economic activities.
Following the SEZ’s development strategy of attracting foreign capital, competi-
tion for luring foreign investment and foreign trading among the provinces has
become overheated and preferential treatment offered to foreign investors from
competitive provinces has often disadvantaged the incomes of the governments.
According to the author’s interviews in late 1997 and January 1998 with officials
of representative offices in New York from various Chinese provinces, more than
80% of foreign tradings of the provinces are negatively profited and only few
foreign investments in China have contributed to the revenue increase in their
provinces.

The second problem is severe loss of agricultural land because of broadly
created new development zones. Encouraged by the economic success of SEZs,
many provinces or regions strongly requested the central government to grant
permission for them to set up their own development zones. Under this pressure,
the center has in fact approved most of this kind of application during the period
1988 to 1994. However, every new development zone used agricultural lands to
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construct its industrial, commercial, and service buildings or bases. Considering
China’s giant population, agricultural production is extremely important to supply
people’s basic needs. Therefore, the severe loss of agricultural land has stirred
strong criticism and serious concern from many scholars and officials. Since
1995, the central authorities have adopted some regulations to control the agricul-
tural land loss. However, from 1995 to early 1998, while the pace was slowed
down, the agricultural land loss continued.

The third problem is decline of the central government’s capacity in macro-
economic management. As a result of decentralization by reducing central con-
trols over production and allocation and strength of local capacity in economic
management, zhuhou jingji (feudal princes-controlled economy) has appeared,
meaning the provinces have established their own exclusive economic systems
and economic barriers against others in the national market, and the central gov-
ernment has had difficulty in coordinating or adjusting provinces’ economic ac-
tivities. Influenced by zhuhou jingji, as Zhang Yan points out, the central revenue
income has decreased since the late 1980s and capacity of central government
in macroeconomic management has weakened.28

These problems reflect the phenomenon that state capacity in China has
been significantly challenged in structural reform. The shift of central power of
decision making on production and control over resource allocation to local au-
thorities and enterprises has resulted in a dramatic decrease of central financial
income. Consequently, the central government’s ability in national capital invest-
ment, resource allocation, and development balance has diminished. Therefore,
the state’s capacity as a coordinator of the whole nation has declined. As Wang
Shaohuang and Hu Angang argue, ‘‘Economy is the foundation of politics, eco-
nomic power determines political capacity. The ‘zhuhou jingji’ will cause politi-
cal decline, and the capacity of central government will be losing, the outcome
will be severe.’’29

Since 1992, consequently, the disorder in the macroeconomy, such as se-
vere inflation, unfair competition, official corruption, and a widening income gap,
has occurred during the marketization process. In 1993, when the market mecha-
nism was heavily emphasized and central control was greatly reduced, those prob-
lems became much tougher. Although the central government tried in 1994 to
reduce soaring inflation, the weakened central power of control was not enough
to achieve the goal. The statistics painted an even worse picture of inflation for
the year. In 1994, compared to 1993, resident consumer prices increased 24.1%,
retail goods prices 21.7%, retail prices for means of agricultural production
21.6%, and prices for whole sale of industrial products 19.5%.30

The high inflation rates were of course influenced by the structural changes
owing to the pricing system reform and the fast rise of food prices due to the
natural disaster the agriculture suffered, but the primary cause, as vice-premier
Zhu Rongji emphasized at the World Economy Forum in January 1995, was the
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macroeconomic disorder that brought overheated investment of fixed capital
across the whole country.31

This situation was a serious challenge to social-political stability. As a re-
sult, the central government announced that it would launch a series of further
reform programs in 1994 to improve macroeconomic management. This series
includes reforms on the financial tax system, monetary system, planning system,
investment system, foreign currency and exchange system, and enterprise
system.32

The purpose of initiating these new reform programs was to reinforce mac-
roeconomic management to achieve a balance between general supply and gen-
eral demand, and to decrease the drastic inflation crisis. The Chinese wanted to
use monetary policy as an instrument to contain the inflation rate under 10%.
That means the state should restrict the growth rate of money supply in a scope
between 20% and 25%. Consequently, the growth rate of gross domestic produc-
tion (GDP) should be reduced from 13% in 1993 to 9% in the future in order to
cool down the overheated economic growth.33

According to a statement of Shao Zhongming, the Vice Director of the
State Statistics Bureau, in an international press conference in February 28, 1995,
the reform of macroeconomic management achieved breakthrough progress in
1994. In the series of reform programs initiated in the second half of 1993, includ-
ing reform measures in taxation, finance, foreign exchange, foreign trade, the
state paid attention to coordinate the reform process in a systematic and balanced
way; the goals of the reforms were therefore achieved smoothly, and the capacity
of the state in macroeconomic management has hence been strengthened. In the
reform process, as the overheated economic growth was gradually controlled, the
economy avoided a sharp decline under the adjustment program as that happened
in the past, maintaining a continual and stable growth rate of 11.8% in 1994. In
1994, the general social supply-demand hit a basic equilibrium; the situation of
international incomes and expenditures achieved a remarkable improvement and
foreign trade increased dramatically, and the living standards of urban and rural
residents realized further promotion.

However, Shao also admitted that there are many serious problems existed
in 1994 in Chinese economic development, which have not been resolved until
now. They are, for example, dramatic soaring of market prices, severe difficulties
of many state-owned enterprises in production and operation, and the weakness of
infrastructural constructions in agriculture. These problems are urgently needed
to be resolved by state macroeconomic coordination.34

To resolve the macroeconomic disorder problems, it seems that the central
authorities have decided to strengthen state intervention power on the basis of
marketization. In the Government Work Report to the Third Section of National
People’s Congress opened on March 3, 1995, Premier Li Peng announced that
since the severe high inflation is still troubling China’s economy. The phenome-
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non of overheated growth still exists, and the state’s macroeconomic coordinating
capacity must therefore continually strengthen and improve. In national economic
operations, the state must make efforts to maintain comprehensive coordination
in order to promptly resolve new problems occurring in the economic develop-
ment. In 1995, the central government should particularly pay attention to adjust
the direction and extent of capital investments. The extent of infrastructural con-
structions should be seriously controlled and investments to agriculture, transpor-
tation, communication, and energy industries and their technical promotions
should be particularly increased. Li also emphasized that the urban planning and
urban constructions should be controlled, and the constructions of luxurious
buildings should particularly restricted. Investments in the real estate industry
should focus on the construction of people’s residences.35

The new measures for reinforcing the central capability of macroeconomic
control may not be a simple return to central planning, but is an effort to perfect
the newly built socialist market structure with state coordinating power. The prob-
lem is, however, that state control is usually, as the free-market school claims,
a negative force against market mechanisms’ ability to allocate resources based
on the market demand-supply situation. Therefore, to what extent state control
could play a beneficial role in perfecting the market mechanism is a difficult
question facing the Chinese reformers.

In fact, by the end of 1997, the consequences brought by problems in
central-local relations in the structural transformation remained serious. Because
of the broad financial losses of state-owned enterprises in the decentralization,
the bad debts in the banks reached Y500 billion—20% of the whole assets of
the banks of the nation. In the process of structural changes, unregulated opera-
tions and officials’ corruptions made unclear financial losses of as high as several
Y100 billion. The illegal establishment of financial agencies protected by local
authorities increased the severity of the financial crisis, illegal business opera-
tions, and the instability of the monetary market.

In addition, by the first half of 1997, the number of laid-off enterprise work-
ers reached 10 million. By the end of 1997, half of China’s provinces and major
cities had laid off workers, leading to demonstrations on streets. By the beginning
of 1998, there were 200 million jobless laborers from rural areas, 130 million of
them flowing into cities and threatening urban workers’ safety and social sta-
bility.36

It seems that the 1998 will be a difficult year for China to maintain eco-
nomic and social stability by readjust central-local relations. As Zhang Shenli
argues, the current problematic central-local relations should be readjusted. To
achieve proper central-local relations, the regional developments should follow
the national coordination. The barriers between central and local management,
barriers among provinces, and ineffective or minimally effective resource alloca-
tions must be abolished.37
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Since the market mechanisms in China are still not mature and the related
legislation for new central-local relations has not been systematically established,
the simple transfer of economic power from central to local authorities, as the
Chinese authorities had done in the past decade, from a ‘‘state capacity’’ point
of view, is a ‘‘nonfunctional’’ power shift with unstable and irregular characteris-
tics. To achieve efficient and rational transforming central-local relations, the
Chinese may need to profoundly review and rearrange the state’s functioning
division between the center and the localities, and to establish systematically
relevant laws and regulations to institutionalize new central-local relations in the
process of economic marketization.
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I. INTRODUCTION

This article applies my own framework of strategic analysis to the People’s Re-
public of China between 1980 and 1993. The framework allows for explanations
or predictions about national strategy on the basis of certain permanent social
characteristics. It was developed for the purpose of determining the overall pos-
ture of a state in conditions of high uncertainty.

The theory and method developed here make the prediction that, given
China’s main social values of community orientation and materialism, it should
choose a direct strategy of action. For purposes of this analysis, national values
are defined as the accepted standards of historical or ideological origin as well
as the national heritage cherished by the population as a whole. National strategy
is defined as the comprehensive direction of all the elements of national power
to attain national objectives and to support and pursue the general goals provided
by a nation’s leaders.

The bulk of this paper is taken up by the determination of those two vari-
ables of the empirical hypothesis—national values and national strategy. Because
of space limitation, the proposal for the theory of causal relationship between
the two variables has been explored in detail elsewhere.1 Once the type of strategy
is established, however, it becomes possible to identify the actual strategy China
is using and, of most interest to the policy and decision makers, to understand
and make predictions about its tactics.
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II. ANALYSIS

The process of analysis can be broken into four steps. The first step involves the
identification of a sea change in national policies, usually a reliable indication
of the last time a new strategy was introduced. Such major shifts in direction are
often accompanied by major social upheavals. Russia’s, for instance, is easy to
identify following the disintegration of the former USSR. Step 2 involves the
identification of the new tactics introduced with the new grand strategy. These
tactics are the most obvious manifestations of a new strategy. By tactics I refer
to the means at a state’s (or any actor in the political sphere’s) disposal. This
stage of the analysis looks for changes in the economic, military, diplomatic, and
political spheres, and they also usually provides the material for identifying the
values. Values are a key factor in determining the long-term compatibility of
strategies, since my own previous research shows that they underpin the entire
grand strategy. The identification of values also helps narrow the range of possi-
bilities that must be considered.

For the purposes of this analysis, national values are defined as the accepted
standards of historical or ideological origin as well as the national heritage cher-
ished by the population as a whole. This analysis is best served by a classification
adapted from Talcott Parsons’ typology of social values: (1) self-orientation ver-
sus collectivity orientation, and (2) materialism versus nonmaterialism.2 The third
step examines the declaratory policy or political rhetoric (official documents,
speeches, debates in the legislatures, etc.) in order to identify the goals of the
national strategy.

A. Identifying Stategy

National strategy is defined as the comprehensive direction of all the elements
of national power to attain national objectives and to support and pursue the
general goals provided by a nation’s leaders. It can be identified by answering
three questions:

(1) Is a particular state using strategy? The trick here is to tell a strategy
apart from a plan, policy, or program. Plans, policies, and programs organize
means to an end as much as a strategy does. But strategy is both an idea and an
action, while plans, policies, and programs are not. A state using strategy is much
likelier to use slogans or strong images. A state using plans, policies, and pro-
grams does not rely on slogans or strong images.

(2) Is the state using a national strategy? A strategy is national when it
uses a broad spectrum of the means available to the state and tries to achieve
objectives important to the whole rather than to parts.3 In other words, the strategy
must cut across several areas of state behavior: economic, political, cultural, mili-
tary, etc.
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(3) What strategy is the state using? It is not easy to pick out the exact
strategy a state is using from so many possibilities. The best way to proceed is
to start by reducing the number of possibilities one has to consider by identifying
the type of strategy.

B. Identifying the Type of Strategy

André Beaufre’s typology of strategy classifies them according to their nature:
direct strategy of action, direct strategy of persuasion, indirect strategy of
action, indirect strategy of persuasion. The difference between strategy of action
and strategy of persuasion is straightforward: the first involves physical en-
gagement of the state’s material resources, while the second involves threats,
discourse, posturing—all means and actions that require nonmaterial resources.
The difference between a direct strategy and an indirect one is not quite so obvi-
ous: a direct strategy is one that changes the opponent’s direction or momen-
tum itself; an indirect strategy changes the opponent’s direction using an interme-
diary. Once the type of strategy is identified, then those possibilities need to be
considered. The next step is to identify the components of strategy, each by
its own preferred source of information: (1) goal, by analysis of official state-
ments4; (2) means or tactics, by direct observation; (3) style, by secondary analy-
sis; and (4) core idea, by analysis of official statements, although this is not
always possible.5

The fourth step identifies the strategy itself, the identification of values
having provided us with the type of strategy possible. It is possible that the strat-
egy is made explicit in the declaratory policy of a state, but if not the strategy
can be identified by its characteristics. Typically, a national strategy encompasses
a number of spheres. It is also true that the best strategies are not made public
or even explicit in sources available to the scholar. Also, some states like Canada
or South Korea in the 1990s, have no particular strategy. They simply drift, rely-
ing on incremental policy, decision making, or crisis management. This paper
focuses only on two of these value dichotomies.

1. Self-Orientation Versus Community Orientation

The argument that Chinese society chooses community orientation over self-
orientation is based on the content of the ‘‘shame’’ culture, the Confucian
hetriage till present in the political culture, and the political ideology. This
foundation is so solid and so fundamental that the value of community orien-
tation has survived the massive social changes brought about by economic
reforms.

Chinese political culture has three dimensions—the moral, the psychologi-
cal, and the social. The moral dimension provides for virtue and evil, and for
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social and psychological inhibitions against deviation. This shame culture pro-
motes virtue by assuring universal acceptance of a set of norms and by making
behavior maximally public and discourages deviance, which is instantly con-
fronted by unanimous reproof. The psychological dimension provides a defense
mechanism of repression. The social dimension presents a duality: the Chinese
masses have been taught to cultivate boundless love and self-sacrifice for the
people and boundless hate for enemies of the people.

A number of scholars have remarked on the continued significance of Con-
fucianism via the continuities of classical Chinese in contemporary culture. Many
of them reinforce the primacy of the group over the individual: the cult of the
Emperor and the personality cult of Mao; the rule of man instead of rule of law;
the coercive power of the military; collective guilt and punishment; the wide-
ranging power of the state/party on monopoly of political power; supervised and
controlled grass roots community life; official ideological orthodoxy; the domi-
nance of the state/party over individuals; the domination of society by the bureau-
cratic state; concentration of power in the hands of a few without institutional
checks on that power; the law as a tool wielded by the ruler to control the popu-
lace; state imposition of official ideology as truth; state monopoly of communica-
tion; private individuals as subject to and property of the state; and subordination
of all social groups to the state.6

The Chinese imperial state, founded on Confucian teachings among others,
was such that no private undertaking or any aspect of public life could escape
official regulation, and the same can almost be said of the Communist state. One
of the cornerstones of Confucianism, moreover, is not just the subjugation of the
individual to the group, but the very abhorrence of the individual, and the por-
trayal of the individual interest as selfishness.7

It is hardly necessary to discuss the content of Marxism or Communism
as it has existed in China since 1949 in order to establish that community orienta-
tion is encouraged and supported over self-orientation by the Chinese ideology.
What is striking about this particular national value in contemporary China is
the extent to which it has held true in times of great social upheaval: the decade
of the Cultural Revolution, the reforms of Deng Xiaoping, and the Tiananmen
Square crisis of 1989. The Tiananmen crisis itself was couched in terms that
reflect the communitarian orientation. Although to Western eyes, the students’
concerns were immediate (terrible living conditions, compulsory assignments to
first jobs, salaries less than those of waiters and cab drivers), the students them-
selves ‘‘could not concentrate their complaints on such pragmatic, concrete per-
sonal problems because this would expose them to the criticism of being selfish.’’8

The government’s reply in an editorial in the People’s Daily, which was read in
its entirety on state television, was to brand the students as unpatriotic and as
selfishly concentrating on personal woes.9
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2. Materialism Versus Nonmaterialism

The argument that materialism has risen above nonmaterialist concerns like ideol-
ogy rests on two developments. First, the standard of living in China has been
falling slowly and has reached a point below which it triggered a crisis, because
the society was in danger of collapsing and taking the Communist Party system
with it. In any event, a crisis over scarce resources, a strained environment, and
overpopulation was imminent. Second, the previous concern over ideology was
quickly downgraded. Reforms overwhelmingly emphasized business and eco-
nomic development, and said nothing or little about political institutions. Charac-
teristically, there were sudden reversals of policy, and the leaders took little trou-
ble to reconcile their actions with previous explanations, either to the Chinese
people or to other countries. These reforms were based on a need to address the
material aspirations of the nation, so long denied, but they were also a significant
challenge on ideological grounds. Ideology lost, and its importance was gradually
and obviously decreased.

In 1979, the year he finally edged out Premier Hua Guofeng, Deng Xiao-
ping, the new leader of China, launched a three-year economic readjustment and
a new economic strategy. This new economic strategy dominates the domestic
concerns and the national political agenda to this day. By 1984, the reforms were
considered both successful and popular. The 1984 meeting of the National Peo-
ple’s Congress ushered in sweeping economic reforms, allowing for free enter-
prise and price reforms. For the first time since 1949, any citizen could obtain
foreign exchange through the Bank of China. In March 1988, the first-ever foreign
bids for leases of land use rights were held for Shanghai concessions. By 1993,
the revolutionary special economic zones for foreign investment initiated in Fuj-
ian and Guandong were extended to every province in the People’s Republic.10

But there was another side to this newly minted ‘‘socialism with Chinese charac-
teristics.’’ At the National People’s Congress of 1989, the main state emphasis
was on reasserting economic and political control over the country, given the
100,000 planned layoffs of coal workers, with another 300,000 by 1995, in a
country where unemployment was unknown since 1949.

Military aid in terms of arms exports is a good example of how aid in
general was gradually suspended to fellow Communist countries. In the 1960s,
arms also constituted long-term free loans to any ideologically correct—i.e.,
Marxist or Maoist—state or political movement. During the Cultural Revolution,
for instance, China had provided weapons to Maoist insurgents in India.11 In the
1970s, the arms exports were really forms of aid, since they were provided with-
out guarantee or on barter. But in the 1980s, arms were sold to any country,
politically correct or otherwise, as long as they were fighting some of China’s
own enemies and then to anyone with the cash to pay for them. Now, China only
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helps those regimes which are fighting Chinese enemies, which, given reassessed
threat perceptions, are increasingly few.

III. CHINESE NATIONAL STRATEGY

A. Prediction

If its national values are materialism and self-orientation, China should choose
a direct strategy of action. A material state is more likely to use a strategy of
action because it develops and applies material standards to the processes of
cognition, evaluation, and appreciation. The state is more likely to perceive a
concrete threat, to assess outcomes according to tangible realities, and to prefer
action to persuasion. (In the same way, a nonmaterialist state prefers persuasion
to action.) The reasons why a self-oriented state chooses a direct strategy are a
little less obvious. A state which sees itself as a single unit rather than part of a
group is more likely to count on its own resources to solve any problems. It will
also see other states as single units, discounting the significance of alliances.
In a word, it will generally apply self-oriented standards. Having established a
hypothesis, it is now possible to examine the exact content of Chinese national
strategy.

This particular section of the chapter is divided into three sections making
the following argument: There was a national strategy under Mao Zedong which
was changed under Deng; Deng’s initiatives and changes constitute a strategy,
having the components of style, core idea, goal and tactics; and this strategy is
a direct strategy of action.

B. Previous Strategy

It is much more difficult to argue that Mao’s China was governed by a single
strategy than it is to do so with Deng’s China, because his later, tyrannical deci-
sions obscure in retrospect his original cohesive vision. This vision is generally
known under the slogan ‘‘fighting the people’s war,’’ or under the Chinese con-
cept of hezu liliang, or forcing inaction by frightening the adversary.12 The goal
was ‘‘national security, the search for power and influence, and unification.’’13

The tactics were14:

1. Yuan Chiao Ching Kung: Cooperate with the distant country against
the near country.

2. I I Chih I: Set up one barbarian against another barbarian.
3. Pi Shish Chi Shu: Attack the weak and avoid the strong.
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C. New Strategy

Most observers noted changes as Deng gained and finally assumed power: ‘‘In
a year since [Mao’s death], the country has moved rapidly from ideological dog-
matism towards eclectic pragmatism, from extreme totalitarianism towards liber-
alised authoritarianism, from a command economy, towards market socialism.’’15

There was also ample evidence of changes in foreign or military policy: Defence
Minister’s Zhang Aiping’s article in the Party journal Red Flag showed clearly
that ‘‘China . . . is rethinking its defence strategy,’’ with a new emphasis on
‘‘strategic and nuclear war as opposed to tactical and conventional conflict,’’ and
‘‘changes in Sino-Soviet relations evident since 1982.’’16

D. Components of Strategy

This new national strategy could initially be seen as presuming a sequence: 1)
political changes, especially the creation of a professional and highly skilled
administrative bureaucracy, that in conjunction with 2) several structural eco-
nomic reforms will produce 3) sustained economic growth which will, in
turn, create 4) popular support and legitimacy for the regime.17

1. Goal

‘‘The top priorities of the present Chinese leadership are economic development
and improvement of the people’s living standards, so as to sustain the legitimacy
of the Chinese Communist regime.’’18 This goal was stated over and over again
at meetings of the National People’s Congress, the State Council, and the Party
Central Committee.

2. Style

Deng’s preferred style throughout this period has always been that of the power
behind the throne. For instance, as early as 1986, Deng was giving hints of his
retirement. He left all of his posts after putting his trusted men in place, but still
pulled all the strings. This style, called his ‘‘Soft Iron Hand,’’ is obvious in his
early career, when he was Zhou Enlai’s lieutenant. The contrast was vivid: ‘‘Teng
tends to be assertive and even acerbic, where Chou was suave and gracious. . . .
Teng is less politically secure than Chou was in his last years and accordingly
cannot afford to be as relaxed on the highly charged Taiwan issue.’’19 It is also
obvious in his management of the People’s Liberation Army (PLA).20 However,
Deng had due regard for the PLA and was careful to retain the traditional basis
of power of the military under his firm control. The chairmanship of the Central
Military Commission was the post he held the longest, even after he had resigned
from all the others.
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A second characteristic of the Deng style is a moderate reliance on the
personality cult: ‘‘May Chairman Deng live ten thousand years.’’21 The existence
of the personality cult, a well-known feature of the latter years of Mao’s reign,
is usually attributed to the weakness of the institutionalization of leading role
positions in the party structure.22 Just as the media reported that Mao could, ac-
cording to his doctors, live to be 150 years old, so Deng’s granddaughter has
stated publicly that Deng could live to be 125. Deng used a highly personalized
form of power. His vision and strategy were China’s as long as he remained the
elder statesman, and the transition away from his strategy will only be gradual.
These two characteristics of his style are obvious in the way he edged Premier
Hua Guofeng, leader of China between 1976 and 1980, out of power.

The story begins with Deng falling from grace for the second time in his
career. As historian Antonia Fraser once said, it is sometimes difficult to remem-
ber that events so vivid in the past once lay in the future. There was an earlier
Beijing Spring, in 1976, now overshadowed by the events of 1989. Then, Senior
Vice Premier Deng, heir apparent to the highest office, is summarily dismissed
as an ‘‘unrepentant capitalist roader’’ for having plainly displayed his sympathies
for the students. By September, Mao is dead and Hua Guofeng is the leader of
China. By October, the rehabilitation of Deng begins. By August 1977, Deng is
again the third-ranking leader in China.

1978 is a momentous year for China and for Hua: Deng is elected Chairman
and Vice Premier of the State Council again. Deng is now emerging as the driving
force behind all new policies. From now on, the personalized form of power that
Deng exercises is particularly obvious. The 1976 Tiananmen Square is declared
‘‘completely revolutionary,’’ a direct embarrassment to Premier Hua and a boon
to Deng. In a rare example of grandstanding, Deng tells foreign journalists he
chose not to be Premier. By 1980, Hua Yaobang and Zhao Ziyang are both pro-
moted at Hua’s expense, as Deng is pulling the strings behind the scenes. By
December of that year, Hua is completely and finally edged out as Premier and
Communist Party leader. The Deng lieutenants are now promoted and Zhao be-
comes Premier, but with Deng and Zhang Aiping as Vice Premiers of the State
Council. Finally Deng, Hu, and Zhao are elected to the Party Central Committee.
Given that the army is now the main centre of opposition, Deng brings it under
permanent civilian control, via the new Central Military Commission enshrined
in the Constitution of 1982, which he chairs himself.

3. Core Idea

Deng’s core idea has become a fixture of political rhetoric in the China of the
1980s and 1990s: ‘‘It does not matter if the cat is black or white, so long as the
cat gets the mouse.’’
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4. Tactics

Here it is particularly clear that the national strategy is one of action, because
Deng’s strategy contains a large number of active interventions. The tactics used
by Deng fall into three broad categories: domestic initiatives, foreign relations,
and military affairs.

(a). Domestic Initiatives. Domestic initiatives can in turn be divided
into three categories: how Deng attacked the gerontocracy, how Deng reformed
the bureaucracy, and how Deng guided the economy.

Gerontocracy. Deng consolidated his own power by encouraging genera-
tional change in the Party. As late as 1982, the gerontocracy still survived in
senior posts. In April 1985, however, Deng selected over 1000 young (meaning
under the age of 60) officials as candidates of ministerial and provincial posts.
The following September, the Party ousted 10 of 24 Politburo members, and 64
of 340 Central Committee members. Deng supporters dominated the new mem-
bership, with a marked reduction of the military presence on the committees.
Ostensibly to combat right-left factionalism in the party, Deng required existing
members to reregister, resulting in 3000 de facto expulsions. A program combat-
ing ‘‘spiritual pollution’’ was similarly successful, so much so that it was called
off after only nine months. In a May 1987 address to party leaders, Zhao Ziyang
tells them that they suffer from rigid thinking, ossification, and far too many
elderly cadres. Finally, and this was his masterstroke, Deng resigned from most
of his party posts: with the elevation of Zhu Rongji to the Vice Premiership a
new generation has risen to power.

Bureaucracy. Deng was more successful in reforming the bureaucracy of
China. Starting in 1982, the State Council went from 13 Vice Premiers to two,
the bureaucracy from 98 government departments to 52, and the cadres staff from
49,000 to 32,000. A new state Constitution was promulgated: it reinstated the
positions of State Chairman and Vice Chairman; created the symbolic position
of Head of State, the State Central Military Commission, and the Ministry for
State Security; returned communes to their original, strictly economic, role; and
abolished life tenure in important posts. By 1984, the transformation of the Chi-
nese state was obvious: there were regional and department boundaries, less egali-
tarianism in remuneration, a role for market and value in production, planning
only for major projects, a program to update the laws and regulations of the last
35 years, and a campaign in favor of modernization.23

Economy. The Chinese economy was unquestionably the area of greatest
concern and activity from 1984 on, but reconstructing it is not always an accurate
business. Western economic statistics are not always available for China, and
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Table 1 Selected Economic Statistics, 1985–91

Year Event

1985 50% inflation in Beijing
1986 16% devaluation of official currency rate
1987 29% increase in exports to US $39.92 billion

2.2% increase in imports to US $43.86 billion
14% overall increase in trade

9.4% increase in GNP to US $1.09 trillion
9.1% inflation
21% of households had decline of standard of living
10% of households below poverty line (income � $120/Y450

p.a)
1988 27% inflation

11% increase in GNP
17% increase in industrial output
2% unemployment (previously unknown)

1989 6.5% increase in exports, to US $43.27 billion
3.9% decrease in imports, to US $38.27 billion

4% increase in GNP
1990 20% decrease of revenue from state industry
1991 12% increase in GNP

6.2% inflation in countryside
11% inflation in cities

Source: Ref. 50.

official figures are not necessarily calculated on the same basis as Western eco-
nomic statistics. But it is possible to form at least a partial picture of the Chinese
economy (see Table 1).

These statistics are in broad agreement with the historical record of a gov-
ernment struggling to control an overheated economy throughout the late 1980s.
As early as 1981, China received a US$717 million International Monetary Fund
(IMF) loan to correct its balance-of-payment problems. The State Council an-
nounced the gradual lifting of price controls on half of all goods by 1989, the first
major price reforms ever. It also ceded control over trade, imports, and exports to
local jurisdictions in 1988. Beijing started combating economic crimes committed
by state and Party officials. The three top economic posts in Chinese banking
were shuffled, and the National People’s Congress passed measures to tighten
controls on the economy, controls that were only eased in the mid-1990s. Corrup-
tion is generally thought to be growing by leaps and bounds.
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(b). Foreign Relations. The second leg of Deng’s strategy was in the
area of foreign relations. Here there were announcements about the objectives of
the foreign policy of China, renewed relations with the two superpowers, renewed
regional relations, and increased participation in multilateral forums.

Foreign policy objectives. Deng’s first gesture was to abandon the theory
of the Three Worlds, based on three now-outdated assessments: that both Ameri-
can and Soviet leaders were aware that total war would only bring about mutual
destruction; that the world was bipolar; and that not many Second and Third
World countries would participate in a united front against hegemony.24 Instead,
Deng firmly committed to an independent foreign policy based on the so-called
Five Principles of Peaceful Coexistence: respect for territorial integrity and sover-
eignty; noninterference in domestic affairs; equality and mutual benefit; nonag-
gression; and peaceful coexistence.25 In practice, these have translated into an
intolerance of interference or pressure from outside; a focus on United States
relations, which are improving, and with Japan, which are cordial; a lack of any
attachment to an external power; and pragmatism over the pursuit of solidarity
and cooperation with the Third World, on the one hand, and eventual reunification
with Hong Kong and Taiwan, on the other.

Relations with the superpowers. Until the end of the cold war, China was
consistently motivated by a desire to enhance its own defense capability to be
able to counter the Soviet threat.26 Initially, the USSR made several appeals for
normalized relations, but Beijing was skeptical: China’s entire foreign policy was
devised to counter Soviet expansionism, with rapprochement to the United States,
Western Europe, and Japan,27 and Eastern Europe as a second intermediate zone.28

Both Beijing and Washington felt a greater need to enhance mutual relations
after the Soviet naval expansion into the Indian Ocean and the Asia-Pacific in
the mid-1970s.29 In the early 1980s, the Chinese were beginning to see the Soviet
invasion of Afghanistan and Moscow’s support for the Vietnamese invasion of
Cambodia more as a threat to U.S. supremacy than as an effort to checkmate
Beijing.30 As a result, there were major changes in Beijing’s threat assessment,
policy goals, and evaluation of its own defense capability.31 But

Peking’s principles in its military relations with Washington have been (1)
to make all possible efforts to obtain science and technology from the United
States; (2) to be sure not to allow the value of arms purchased from the United
States to exceed foreign-exchange income; (3) to only buy arms which will
not irritate the Soviet Union; and (4) not to rely on the United States too
heavily.32

Despite China’s best efforts, Japan, and not China, was the cornerstone of U.S.
policy in Asia under Reagan.33



316 Paquette

Regional relations. Regional relations generally reflected Deng’s Five
Principles. In South Asia, ‘‘Beijing acts on the assumption that its interest in
South Asia can best be achieved by consolidating its existing ties in the region,
e.g. Pakistan and inch towards long term detente with India.’’34 In the 1980s,
China tried to reduce regional tensions and became a fan of South Asia Arms
Reduction Cooperation.35 Relations with Vietnam have been the most trouble-
some in Southeast Asia. After a decade of clashes and border incidents, including
a 1988 exchange of warship fire over the Spratley Islands, in 1991 China and
Vietnam normalized their relations. Popular feelings against Japan remain high
in China. As recently as 1985, there were student demonstrations against Japanese
militarism and Japan’s increasing commercial role in China. Finally, the mainland
Chinese had adopted a ‘‘Big Family’’ strategy vis-à-vis Taiwan and Hong Kong
in 1979.

Multilateral forums. China has now joined a large number of international
forums, mainly economic ones. Post-Tiananmen, the Chinese were desperate to
get back into a number of countries’ good graces, as their vote in the United
Nation on the Gulf War shows.

(c). Military Affairs. Deng has sought to modernize the PLA, to develop
China’s nuclear arsenal, and to increase the arms trade.

Reform of the PLA. Deng had brought the PLA under his personal control
and lowered its profile and position in domestic affairs by (1) downgrading mili-
tary modernization to last of the four modernizations (after industry, agriculture,
and science); (2) cutting its resource allocation; and (3) changing its role in the
conduct of international politics.36 For a time, the PLA, nicknamed the ‘‘People’s
Liquidation Army,’’ suffered from sabotage, public attacks, criticism, and demor-
alization.37 Deng also made radical changes in the managerial, institutional, and
economic spheres to foster innovation.38 But Tiananmen overall has been good
for the army: After 10 years of cuts, the Communist Party approved an increase
of 15% in 1990, 12% (after inflation) in 1991, and 12% again in 1992 (see Table
2). The PLA now apparently plans to build its own aircraft carriers, and had
decided to buy one from abroad.39

The most striking change has been the personnel reforms: China has retired
25% of troops, 70,000 to 80,000 senior PLA officers, and 2 million out of 10
million cadres.40 Along with those retirements are renewed party controls over
all changes in personnel, military policy making, promotions, and education, and
an extensive ideological campaign against the PLA opposition, since mid-1979.41

Overall, the reforms diffuse the military’s channels of intervention in politics at
the center and deemphasize PLA as an arm of the Party, although it remains an
important domestic political actor.42
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Table 2 Changes in Military
Expenditures

Change in
Year military expenditure

1965–71 �10.0%
1971–75 �1.2%
1975–80 �1.5%
1981–90 �15.1%
1990 �15.0%
1991 �12.0%
1992 �14.0%

Source: Ref. 51.

Nuclear arsenal. The second area of significance in military affairs is
China’s nuclear arsenal. For the Chinese, nuclear weapons are the symbol of its
self-reliance. While the outlays on conventional forces have been reduced in re-
cent years (except in the aftermath of the Vietnam campaign in 1979), expendi-
ture on nuclear weapons has been consistently maintained at about 5% of the
overall defence expenditure. At worst, however, China can only be considered
‘‘to have limited nuclear ambitions . . . [though it] may fall into the same dilemma
as the other four nuclear weapons nations: perpetually ‘modernizing’ their nuclear
forces to overcome imagined deficiencies.’’43 By 1988, it was reported to have a
capability for surviving nuclear counterattack. It continued to modernize through-
out 1989, but it is now the only major country not publishing information on its
tests. In August 1991, China announced that it would sign the Non-Proliferation
Treaty, but also improve technology and capability in its ballistic missile force.44

Table 3 National Strategy of the PRC

Values Materialism, collectivism
Strategy Pragmatism
Core idea ‘‘It doesn’t matter if it is a black cat or a

white cat, so long as the cat gets the
mouse’’

Goals Regime survival
Tactics Gradual economic reform

Retain domestic political status quo via
tight control of peasants, dissidents

Style Personalized politics
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Arms trade. All of this may be being financed by the profits of the arms
trade, which has mushroomed since 1985, having launched a major marketing
effort in 1984.45 It was the fifth largest arms exporter to the Third World between
1986 and 1990, up from eighth in the previous five years.46 With ideology no
longer a factor in marketing, China’s status as a major power was bolstered. After
Tienanmen Square, China reneged on its promise not to sell arms to the Middle
East, but was as reluctant as ever to release information on its arms sales. In the
1990s, China continued to be present at all arms exhibitions in Asia and the
Middle East, adding Thailand to its client list and selling as many conventional
weapons as the United Kingdom. In 1992, the United States placed its Most
Favored Nation status contingent on arms exports behavior.47 In May 1992, China
agreed to cooperate in the halt of the global spread of technology and equipment
at a Major Arms Supplier conference, but it is not yet clear what practical mea-
sures it will be willing to take. In 1993, China sold missile components to Paki-
stan, resulting in a U.S. embargo on high-technology exports. Major weapons
systems are now being sold in unprecedented quantities to a broad spectrum of
states among Beijing’s allies and others, which have fat bank books rather than
correct ideology. The quality of weapons is far more consistent and China has
begun to compete in providing larger-scale arms requirements of states, though
the quality gap is still telling.48 Characteristically, as its arms trade and marketing
are growing quickly, China has playing a larger role than ever before in arms
control.

IV. CONCLUSION

There have been three tests of Deng’s strategy (see Table 3), the so-called three
shocks49: the lessons learned in Vietnam; the introduction to Western arms tech-
nology after missions of military experts were sent overseas; and the advent of
SDI in March 1983. According to Alex Gliksman, this led to a reinforcement of
its nuclear posture. A fourth shock, the events of Tienanmen Square, also failed
to alter the basic values of community orientation and materialism or the basic
course on which Deng is set. As Milovan Djilas once said, a revolution cannot
change a nation, only the form of power and the form of property.

What of the future of Deng’s strategy? Inevitably it seems tied to Deng
himself, given the high degree of personalization, but his strategy did not die
with him. At present, the survival of the central government appears to be tied
in part to the strength of its resolve and the resolve of the Ministry of State
Security and the PLA to maintain social order. Even now, they are not entirely
successful. We can be certain that China will continue to talk one way and walk
another, jettisoning commitments or reversing course according to the dictates
of pragmatism.
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Is China trying to become a regional power? Deng Xioaping purged the
general staff in the hopes of ensuring a reformist succession after his death. The
Chairman of the Central Military Commission, Jiang Zemin, a hard-liner, is tak-
ing more and more power, so much so that experts are beginning to suggest that
the succession struggle is over. China is voting in the same direction as the other
permanent members of the Security Council of the United Nations. On the other
hand, the military budget has grown. Since the layoff of soldiers by the hundreds
of thousands, these increases must be going to procurement and technological
modernization. The tendency to democratization, apparent in the postwar world,
is particularly intense in Communist China, currently undergoing a social revolu-
tion of massive proportions. From a nuclear standpoint, there is not much to
inspire confidence in China: it supports the principles of the Non-Proliferation
Treaty, but it has targeted countries with nuclear ambitions for its nuclear mar-
keting.
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I. INTRODUCTION

Hong Kong became a colony of the United Kingdom after the Opium War be-
tween the United Kingdom and China from 1839 to 1842. In 1984 the govern-
ments of the United Kingdom and China signed an agreement on Hong Kong.
According to the agreement, the United Kingdom would return Hong Kong to
China in 1997. Also in the agreement, China pledged that Hong Kong would be,
under the principle of ‘‘one country, two systems,’’ a Special Administrative
Region (SAR) of China with a high degree of autonomy. China also agreed that
Hong Kong’s capitalism and way of life would remain unchanged for 50 years
after the transfer of sovereignty. Based on the agreement, Hong Kong was re-
turned to China on July 1, 1997.1

What was the economic relationship between the United Kingdom and
Hong Kong from 1842 to 1997? Because the original purpose of British occupa-
tion of Hong Kong was to trade with China, since 1841, when Hong Kong became
a British possession, Hong Kong has served as a nontariff free port. During the
Victorian era in the 19th century, the British government carried out colonial
reforms as well as other liberal economic policies and started to grant some of
its colonies self-government.2 However, London did not relinquish its oversight
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of Hong Kong’s financial budget of income and expenditure until 1958, when
Hong Kong was granted financial autonomy.

Hong Kong’s real economic development began in the 1950s. In 1958,
Britain granted financial autonomy to Hong Kong. Fortunately, 19th-century val-
ues of economic liberalism in Britain continued to influence official thinking and
practice in Hong Kong. The Hong Kong government leaders, including the deci-
sion makers of both the former colonial government and the current SAR, realized
that private individuals and companies held the responsibility for the creation
of wealth. Government intervention would frustrate the private operation that is
coordinated by the market mechanism and damage the growth rate of the econ-
omy. Consequently, the Hong Kong government continued to carry out a policy
of economic liberalization that is called ‘‘positive nonintervention.’’ Interest-
ingly, the United Kingdom and other postindustrial economies have diverged
somewhat from laissez-faire principles since the beginning of the 20th century.
Increasing governmental intervention in the economy of these countries diluted
the principle of the classical economic policy.3 On the contrary, Hong Kong did
not follow the policy direction of its colonial home ruler and grew as a sincere
disciple of the free-market principle when it was still a developing economy.4

After the experiment of a free market economic policy for over forty years,
Hong Kong has become a vigorous industrial power without recourse to outside
economic assistance, despite formidable obstacles arising from political and eco-
nomic circumstances beyond local control. This paper identifies Hong Kong as
a model of economic development and offers theoretical discussions of economic
policies put into effect in Hong Kong.

The rest of the paper is organized as follows. Section 2 explains the reasons
that Hong Kong has been practicing the classical economic policy and summa-
rizes the major points of the policy. Section 3 introduces the economic perfor-
mance of Hong Kong and shows that Hong Kong’s sheer free market system
brings prosperity to this economy. Section 4 provides a theoretical explanation
that supports Hong Kong’s positive non-intervention policy used in the develop-
ment of the Hong Kong economy. Finally, Section 5 presents concluding remarks.

II. HONG KONG: THE WORLD’S FREEST ECONOMY AND
ITS POLICY

Hong Kong has been ranked the world’s freest economy by the Heritage Founda-
tion and the Wall Street Journal for four consecutive years.5 Milton Friedman,
Nobel Laureate, also praises Hong Kong as the freest market economy on Earth.6

Hong Kong is also considered by some economists and policy makers as a model
of economic freedom to deal with the plight of depressed cities in the advanced
postindustrial economy.7 The title of the world’s freest economy offered by the
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Heritage Foundation and the Wall Street Journal is based on an index that empiri-
cally measures the level of economic freedom in countries around the world.8

The two main reasons for Hong Kong’s liberal policy have been the natural and
geographic conditions that Hong Kong has and the nonparty government adminis-
tered by career civil servants.

First, Hong Kong has a land area of just over 1000 km2, only 12% of which
is arable. It has hardly any local mineral resources and no indigenous sources of
fuel except timber. Seventy percent of its water supply is piped across the border
from China. As a result, Hong Kong has to import 80% of the food for its resi-
dents and all the raw materials and fuels for its industrial activities. If foreign
countries ceased to export to Hong Kong, the residents of Hong Kong would
quickly be reduced to poverty and starvation. In addition to the necessary condi-
tion for trade, a wide, deep, and sheltered harbor provides Hong Kong with excel-
lent and sufficient conditions for international trade. These natural conditions
determine that export-oriented and free-trade policies are Hong Kong’s raison
d’être and lifeline. To attract foreign investment, respond quickly to world prices,
and maintain competitive advantages in international markets, it is wise for an
entirely externally dependent economy like Hong Kong to carry out a series of
outward and liberal policies that will be discussed later in this section.

The second reason is that there had been no political parties in Hong Kong
and the Hong Kong government was administered by career civil servants before
1991. Before Hong Kong was returned to China on July 1, 1997, the British
government via a governor appointed by the Queen ruled it. By 1991, when the
British had ruled Hong Kong for 150 years, there were no free elections and no
political parties in Hong Kong. The government was run by career civil servants
without any elected political officials or legislators to control their activities. In
fact, Hong Kong’s political system, under British rule, gave the government of
Hong Kong a free hand to pursue its nonintervention policy. In 1991, the colonial
government started introducing democracy and elections into the Legislative
Council (Legco) and then political parties emerged. However, the executive-led
system and the nonintervention economic policy remained unchanged even after
the United Kingdom returned Hong Kong to China in 1997.9

What are the major elements contained in Hong Kong’s positive noninter-
vention economic policy? Based on Hong Kong’s practice, the policy can be
simply summarized as free trade, low taxes, small government, prudential bud-
getary management (or fiscal restraint), no control over monetary policy, mini-
mum regulation, and providing good infrastructure.10

A. Free Trade

Owing to historical reasons and natural conditions, Hong Kong policy makers
consistently pursue a policy of openness and rely more heavily on the interna-
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tional division of labor and foreign trade than do most other economies. In stark
contrast to Japan and the other East Asian newly industrial economies (NIEs),
Hong Kong has refrained from protecting and subsidizing its industries and im-
posed the lowest restriction on exports and imports in the world. There are neither
import tariffs nor export subsidies. Duties are levied on some commodities such
as liquors and tobacco, but irrespective of whether they are imported or manufac-
tured locally.

B. Low Taxes

Since Britain granted financial autonomy to Hong Kong in 1958, the Hong Kong
government has continuously adopted the low-tax policy that was pioneered by
William E. Gladstone, British Prime Minister and a leading political advocate of
the classical economic policy of laissez-faire throughout the second half of the
19th century. The rationale behind this policy is that ‘‘Cheap government would
leave more money in the pockets of the people. Their ability to spend would
mean greater demand for goods and higher investment by producers. The result
would be a thriving economy and, in turn, a contented population.’’11 Except for
three small oil-rich countries and the Bahamas, Hong Kong has the world’s low-
est tax rates.12 The corporate profit tax has been 16.5% since 1994.13 Individuals
pay a maximum standard rate of 15% on salaries. In the 1995/96 budget, an
estimated 62% of the labor force was out of the tax net, and only 2% of income
earners were required to pay tax at the 15% standard rate. For instance, a married
couple with a combined household income of HK$204,000 (US$26,342) would
only just pay HK$80 (US$10.33) in direct taxes.14 There is no tax on interest
earnings, dividends, or capital gains. Hong Kong’s low-tax policy guarantees the
minimum restrictions and costs imposed on the private sector.

C. Small Government

To make sure that the colony of Hong Kong would not be a financial burden,
one of the Britain’s key policies toward Hong Kong was that the governmental
expenditure of the colony had to rely on its own resources. Therefore, beginning
in the 1840s, the size of the Hong Kong colonial government was deliberately
reduced as small as possible.15 Since the small government policy is consistent
with the nonintervention principle, after Hong Kong received financial autonomy
from Britain, the policy continued to be carried on. Table 1 shows the size of
Hong Kong’s public expenditures relative to the GDP from the fiscal years 1961/
62 to 1996/97. During this period, the public sector averaged less than one-fifth
of the gross domestic product.

Table 2 shows the size of the public sectors of selected countries in 1980
and 1993. Hong Kong’s public sector is among the smallest. Usually, the ratio
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Table 1 Size of the Public Sector in Hong Kong

Size of the Size of the
Financial year public sector (%) Financial year public sector (%)

1961/1962 13.8 1979/1980 14.0
1962/1963 13.7 1980/1981 15.6
1963/1964 13.3 1981/1982 17.2
1964/1965 12.9 1982/1983 18.5
1965/1966 13.2 1983/1984 18.1
1966/1967 13.1 1984/1985 15.5
1967/1968 12.0 1985/1986 16.0
1968/1969 11.7 1986/1987 15.3
1969/1970 10.9 1987/1988 13.9
1970/1971 10.9 1988/1989 14.2
1971/1972 11.1 1989/1990 15.6
1972/1973 12.1 1990/1991 16.3
1973/1974 12.3 1991/1992 16.2
1974/1975 14.3 1992/1993 15.8
1975/1976 13.4 1993/1994 17.3
1976/1977 11.7 1994/1995a 16.8
1977/1978 12.6 1995/1996b 17.6
1978/1979 14.2 1996/1997c 17.6

a Revised estimate.
b Budget estimate.
c Forecast value.
Source: Tang (1995).

of government spending to GDP is lower when an economy is less developed.
Yet, Hong Kong is now ranked among high-income developed economies, but
its government expenditure measured by percent of GDP is still lower than the
government expenditure of most developing economies. Among the high-income
economies, Hong Kong’s public sector is the smallest. Compared to many devel-
oped capitalist countries in Europe whose government expenditures have reached
more than one half of their GDP, Hong Kong, as a highly developed economy,
continuously pursues a classical nonintervention and laissez-faire policy. The
government refrains itself from spending its revenue on activities that might inter-
fere with the private sector except for providing essential support services such
as housing, education, railroads, airports, and, to a lesser extent, health care.

D. Prudential Budgetary Management

The prudential budgetary management is another aspect of the Hong Kong gov-
ernment’s nonintervention policy, because the ‘‘living-within-our-means’’ rule
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Table 2 Government Expenditures of Selected Countries

Government Government
expenditure expenditure
(% of GNP) (% of GNP)

Selected economies 1980 1993 Selected economies 1980 1993

Low-income economies
1 Rwanda 14.3 31.9
2 Kenya 26.1 28.9
3 India 13.2 16.9
4 Nicaragua 32.3 39.5
5 Ghana 10.9 21.0
6 Pakistan 17.7 24.0
7 Zimbabwe 35.3 36.2
8 Sri Lanka 41.6 26.9
9 Egypt 53.7 46.6

Middle-income economies
10 Indonesia 23.1 18.9
11 Cameroon 15.5 18.3
12 Philippines 13.4 18.1
13 Ecuador 15.0 15.4
14 Peru 20.4 14.0
15 Tunisia 32.5 33.2
16 Thailand 19.0 16.3
17 Panama 33.4 32.1
18 Turkey 26.3 25.9
19 Venezuela 18.7 19.2
20 Brazil 20.9 25.6
21 South Africa 23.1 32.6

22 Chile 29.1 22.6
23 Greece 34.4 43.1
24 Korea, Rep. 17.6 17.1
25 Portugal 34.1 42.3
High-income economies
26 New Zealand 39.0 36.6
27 Spain 27.0 35.1
28 Israel 72.4 44.2
29 Australia 23.1 28.2
30 Hong Konga 15.6 17.3
31 United Kingdom 38.2 43.4
32 Italy 41.0 53.4
33 Singapore 20.8 19.7
34 Canada 21.8 25.8
35 Netherlands 52.7 53.9
36 Belgium 51.3 50.9
37 France 39.3 45.5
38 Austria 37.7 39.7
39 Germany ⋅ ⋅ ⋅ 33.6
40 Sweden 39.5 53.9
41 United Statesb 21.7 23.8
42 Denmark 40.4 45.5
43 Japan 18.4 ⋅ ⋅ ⋅

a The Hong Kong data come from Table 1.
b Federal government only.
Source: World Bank (1995) pp. 180–181.

restricts the Hong Kong government in economic affairs including its using a
deficit fiscal policy. The Hong Kong government has constantly followed that
rule and balanced its budget. According to Xunzi, an ancient Chinese philosopher,
to be prudent in public spending, to improve the well-being of the people, and
to maintain good reserves are the ways to make a country prosperous.16 This
Chinese doctrine is consistent with the Western classical view of a balanced bud-
get. According to classical economic thought, prudential budgetary management
is the best long-term public finance policy. A more straightforward reason for
Hong Kong to avoid budget deficits and debt finance reflects the belief that deficit
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financing leads inevitably to an increase in the domestic money supply. Because
Hong Kong is an externally dependent economy, an increase in the domestic
money supply would push up domestic costs and prices, causing a decline in
exports and output. Although the adjustment process would bring internal costs
and prices back into line with world prices, in the short run, resources would be
reallocated and economic efficiency will be reduced.17 Table 3 illustrates govern-
ment fiscal balances of advanced economies from 1989 to 1998. It clearly demon-
strates that except Hong Kong and Asia’s other NIEs, almost all advanced econo-
mies run at deficit financing. By comparing Table 3 with Table 4, which shows
economic growth in advanced economies from 1989 to 1998, one can easily find
that during the same time period, Hong Kong and other Asian NIEs have achieved
much higher GDP growth rates than other advanced economies. From the com-
parison, one can easily conclude that the prudential budgetary management of
Hong Kong and other Asian NIEs is closely correlated with their higher economic
growth. Since the balanced budget is exogenously determined in Hong Kong,
the high rates of GDP growth can be considered to be endogenously affected by
the policy.

E. No Control Over Monetary Policy

From 1974 to 1983 the exchange rate of the Hong Kong dollar was operated
under the flexible exchange rate system. However, since September 1982, fear
of the Chinese takeover and uncertainty about the future of Hong Kong have led
to a portfolio shift for many investors and a significant outflow of capital. On
October 17, 1983, the Hong Kong government took a drastic step to peg the
Hong Kong dollar to the U.S. dollar at US$1 � HK$7.8. Since then the Hong
Kong government’s ability to use monetary and interest rate policy has been
strictly circumscribed. Although the usefulness of maintaining the currency peg
continues under debate, there has been no doubt about the government’s determi-
nation to keep the economy stable. After Hong Kong returned to China in 1997,
the Hong Kong SAR government continued to maintain the link. During the
Asian monetary crisis beginning late 1997, relying on a plenty of foreign reserves,
the Hong Kong dollar was the only currency in that region that maintained its
pegged exchange rate against the U.S. dollar.18

F. Minimum Regulation of the Private Sector

In Hong Kong, economic affairs are conducted in an environment of virtually
unfettered free enterprise. Government policy has long dictated an essentially
hands-off approach toward the private sector. There are no restrictions on the
movement of capital and little protection or subsidies for particular industries.
Unlike Singapore and South Korea, the Hong Kong government has refrained
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from promoting specific industries. The role of the government in Hong Kong’s
industrial development has been more facilitating than guiding, and more indirect
than direct. Although the Hong Kong government welcomes foreign investment,
it offers no specific incentives to attract it, and there are no rules to exclude it
from particular sectors. Laws and statutes in Hong Kong carry clear commitment
to private property. The legal system allows private transactions to be relatively
free of administrative encumbrance, and offers protection against fraud by the
legal enforcement of contracts. The formation of companies is easy and straight-
forward. Business license fees are modest and are waived for small, one-person
businesses. The industrial relations system in Hong Kong is also decentralized.
The government plays a minimal role in influencing the relationship between
workers and employers. It has never attempted to set a minimum wage or interfere
in private managerial prerogatives.

G. Good Infrastructure

The Hong Kong government attaches great importance to economic infrastructure
including education, transportation, communication, energy provision, and fi-
nancial services. Infrastructure is an important means to facilitate free trade and
enlarge the extent of both internal and external markets and to accumulate human
and physical capital. Because the supply of most of infrastructure is not suffi-
ciently profitable for the private sector, but its social benefits are great, the Hong
Kong government makes supplying it one of its most important duties. In 1994,
Hong Kong had the busiest container port in the world. The mainly underground
Mass Transit Railway made Hong Kong one of the most heavily used carriers
in the world. Telecommunications are excellent: more than 5% of the population
use cellular phones, and per-capita pagers are the highest in the world. Energy
consumption per head has one of the highest rates in Asia.

III. HONG KONG’S ECONOMIC ACHIEVEMENTS

Hong Kong provides an example of what a high economic growth rate it can
achieve. In 1965, Hong Kong had a per-capita GDP of $2279. As a result of
practice in economic freedom, its per-capita wealth rose nearly 10-fold, to
$21,650 in 1994.19 Compared with many countries, such as Canada, Australia,
and the United States, that enjoy rich resources and huge land areas, Hong Kong
is a territory with limited space and resources. However, the people of Hong
Kong have made unimaginable achievements in this tiny area that include:

Per-capita wealth in Hong Kong increased 10-fold in 30 years (1965-94).20

Hong Kong’s per-capita GDP exceeded the United Kingdom’s in 1994.
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Hong Kong was the world’s eighth-largest exporter of goods and services
in both 1995 and 1996. Table 5 shows that the projected world export
share for Hong Kong in 1997 and 1998 will exceed Canada’s and there-
fore move Hong Kong to seventh position.

The port of Hong Kong handled 13.3 million containers in 1996. It has
been the world’s largest container port for five consecutive years. It han-
dles more containers than the whole of Britain.

Hong Kong is the fourth-largest international financial center after New
York, London, and Tokyo. Eighty-five of the world’s top 100 banks have
operations in Hong Kong. The external assets of Hong Kong’s banking
sector rank fourth in the world, and foreign exchange turnover places
Hong Kong fifth in the world.

Hong Kong has the sixth-largest stock market in the world and the second-
largest in Asia next to Tokyo.

Hong Kong had $65.9 billion in foreign exchange reserves by the end of
1996, and ranked seventh in the world.

Hong Kong’s per-capita foreign currency reserve ranks second in the world
after Singapore’s.

Hong Kong ranks sixth in the world in household spending power.
In 1993, Hong Kong became the first major city in the world to have

a completely digital telecommunications network. It has the second-
highest rate of mobile-phone use in the world.

Hong Kong is Asia’s most popular travel destination.
Hong Kong has two of the world’s top 10 billionaires.21

It is a clear message showing that ecomonic freedom brings prosperity to Hong
Kong.

The next section offers theoretical discussions to show why Hong Kong
can achieve such a great success.

IV. CLASSICAL THEORY OF ECONOMIC GROWTH

From our discussion of Hong Kong’s economic policy in Section II it can be
concluded that except for providing necessary infrastructure, the government
function in economic affairs has been restrained at a minimum level, while private
enterprise, free trade, and competition are being pursued. The policy is guided
by classical economic thought. Two aspects of the classical theory justify private
enterprise and free trade with minimum government intervention that lead to the
efficient operation of the economy and significant growth and development. First,
the competitive free market system results in the efficient allocation of resources.
Second, the Smith theorem of the division of labor that depends on the extent
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of the market states that free trade and other liberal policies are important because
they contribute to broadening the extent of the market and therefore deepen the
division of labor that, in turn, spurs economic growth. Due to the collapse of the
Soviet System and the failure of numerous state-run enterprises in many coun-
tries, market-oriented reforms have become the widely adopted remedies. This
fact manifests that the first part of the classical theory, the free-market mechanism
that leads to the efficient allocation of resources, has been widely accepted. How-
ever, the second part of the theory has been largely ignored in modern literature
on economic growth and development. Therefore, we will focus our discussion
around the second aspect of the classical theory, the classical theory of the divi-
sion of labor and economic growth.

A. Division of Labor

In The Wealth of Nations, Adam Smith (1937) first discusses the division of
labor. He points out that the division of labor increases productivity and, there-
fore, increases the production of wealth. In a well-known example of production
of pins, he gives a vivid description, as follows.

Without the division of labor, a workman could make one pin a day, and
certainly could not make 20. If the pin-making work can be divided into a number
of branches and each of those branches can be an individual business, then the
whole business of making a pin can be divided into about 18 distinct processes.
Smith had seen a small manufactory of this kind where 10 men were employed,
and where some of them performed two or three distinct operations. With the
necessary machinery, they could make 48,000 pins a day. Consequently, the aver-
age productivity of each worker is at least 4000 times greater than the average
productivity without the division of labor!

Smith gives three reasons for the productive powers resulting from the
division of labor. First, each worker develops increased skill and dexterity in
performing one simple task over and over. This phenomenon is also called learn-
ing-by-doing if we use a contemporary phrase. As a result, with the division of
labor, the cost of training a skilled worker can be reduced. This means return to
skilled labor (labor with human capital added) can be increased. Second, time is
saved by not shifting from one kind of work to another. We can take this phenom-
enon as a managerial progress resulting from the division of labor. Third, machin-
ery can be invented to increase productivity once tasks have been simplified and
routinized through the division of labor. When a man makes a complete pair of
shoes by himself, there could be no single machine to do his work, for it is too
complicated. But when shoemaking was broken down into a series of simple
operations, tools and machines could be invented to replace hand labor relatively
easily. This feature reduces the costs of using machines and developing new
technologies, and therefore increases returns to both physical and human capital.
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We can conclude that the division of labor significantly reduces the cost of pro-
duction, stimulates both physical and human capital accumulation, and acceler-
ates technological progress. It is a theory of increasing returns discovered by
Adam Smith 200 years ago. We should say that the division of labor is the funda-
mental driving force that leads to economic growth and ‘‘the fundamental princi-
ple of economic organization.’’22

B. Classical Theory of Trade-Driven Growth

Speaking of the trade theory, one may immediately associate it with the Ricardian
model and the Heckscher-Ohlin model. Both models are based on the principle
of comparative advantage or making use of divergent conditions of technology
or resources between countries. The theoretical conclusions drawn from both
models are very important but not universal. There are alternative types of mod-
ern trade that are based on non-comparative-advantage trade. One is called ‘‘slic-
ing up the value chain.’’23 A second is intraindustrial trade (IIT), or two-way
trade in similar products among countries with similar resource endowments and
technology conditions. Data show that the IIT grows fastest of all trade.24 Both
comparative-advantage trade and non-comparative-advantage trade rest on the
international division of labor. From this point of view, we can conclude that the
division of labor is the root cause of trade of any type (international, interregional,
interindustrial, or intraindustrial).

Adam Smith’s very significant contribution to the theory of trade-driven
growth is his profound theorem of the division of labor that depends on the extent
of the market. According to this theorem, opening trade and reducing government
intervention are important because they result in a broader extent of the market
that, in turn, drives economic growth via a more specialized division of labor.

Allyn Young (1928) points out that a doctrine of increasing returns is equiv-
alent to Smith’s theorem of the division of labor that depends on the extent of
market. He evaluates the theorem as ‘‘one of the most illuminating and fruitful
generalizations which can be found anywhere in the whole literature of econom-
ics.’’ And Stigler (1951), Negishi (1989), West (1990), and many others have
supported this evaluation. Only by widening the market and creating more de-
mand for the product can the full benefits gained from the division of labor be
realized.

Now let’s use the classical theory of economic growth to explain how Hong
Kong has been quickly developed. Because Hong Kong is a nontariff free port,
the prices of imports are low. Since most of consumption and capital goods in
Hong Kong are imported from overseas markets, low prices of these imports plus
low tax rates lead to low costs of labor and capital that are used to produce cheap
products for export and domestic uses. With the competitive advantage from
selling cheap products, Hong Kong’s business firms win a large share of both
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international and domestic markets. The broadened extent of the market allows
Hong Kong’s firms to step on more specialized division of labor and facilitate
technology progress. Consequently, a high rate of economic growth results.

Again, let’s take a look at Hong Kong’s historical role in the international
division of labor and trade style. Because of the Communist revolution in China
after World War II, local businessmen and industrialists fled from Shanghai, the
largest city of China, to Hong Kong. The Hong Kong economy then reoriented
from entrepôt trade to manufacturing for export. As companies have shifted their
manufacturing facilities from Hong Kong into China to take advantage of lower
operating costs since early 1980s, the main trend in the Hong Kong economy
has been the switch from domestic exports to re-exports. From 1989 to 1994, re-
exports rose by 174%.25 A more recent trend has been a shift in China trade
patterns away from re-exporting through Hong Kong to simple transshipment
through the territory. It appears to be the result of China’s greater maturity in
product processing and auxiliary services as well as its port facilities. The growth
of transshipments reinforces Hong Kong’s role as a major control center for trade
servicing and financing in East Asia. Over the past decade, Hong Kong’s exports
of services, including transportation, travel, trade-related services, and financial
services, have grown rapidly. The changing role of Hong Kong in the interna-
tional division of labor implies that the more and more productive division of
labor in Hong Kong fits in with a broader and broader extent of the market. The
market is opened up through Hong Kong’s long-term export-oriented and liberal
economic policy. Today, the extent of market accessed by Hong Kong is so large
that as a small economy with a tiny area, Hong Kong became the eighth-largest
world exporter of goods and services in 1996. The data provided by the Interna-
tional Monetary Fund projected that Hong Kong would maintain its momentum
as a rising power after returning to China and would replace Canada as the sev-
enth-largest world exporter in 1997 (see Table 5).

V. CONCLUSIONS

Hong Kong is widely recognized as the world’s freest economy and is one of
the best examples of economic development. Since 1958, when Hong Kong was
granted financial autonomy by London, the Hong Kong government has followed
the classical laissez-faire doctrine and a positive nonintervention policy. This
policy can be summarized as free trade, low taxes, small government, prudential
budgetary management (or fiscal restraint), no control over monetary policy, min-
imum regulation, and good infrastructure.

Through 40 years’ practice of economic freedom, Hong Kong has moved
from a poor economy to an advanced, high-income economy. From 1965 to 1994,
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Hong Kong’s per-capita wealth increased almost 10-fold. By 1994, Hong
Kong’s per-capita GDP has surpassed that of the United Kingdom, its colonial
ruler.

The Hong Kong economic policy is guided by classical economic thought.
The classical theory of the free-market system discussed in this paper includes
two aspects: the free-market mechanism that leads to the efficient allocation of
resources, and expanding the extent of the market that spurs economic growth
via a more specialized division of labor. Since the free-market mechanism is well
known and widely accepted by contemporary economists and policy makers, this
paper lays emphasis on the classical theory of trade-driven growth. Hong Kong’s
economic development can be well explained by the classical theory of economic
growth.
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ENDNOTES

1. For more detailed discussions about the Sino-British agreement and the Chinese
policy toward Hong Kong, please see endnote 9 in Section II and Wang (1995).

2. The laissez-faire doctrine was first proposed by Adam Smith. In his book The Wealth
of Nations, Smith urges British to abandon the mercantilist colonial system and re-
place it with a free-trading system. Smith concludes that, after the colonies were
granted their economic independence, there would continue to be a mutually profit-
able and harmonious trade between the less developed former colonies and their
previous imperial master (see Semmel, 1993). However, it was Prime Minister Wil-
liam Ewart Gladstone who is the leading figure to carry out a series of the 19th-
century liberal policies including free trade, low taxes, and colonial reforms in Brit-
ain from 1860s to 1890s. For more details, see Rabushka (1979), Knaplund (1927),
and Bebbington (1993).

3. In the first decades of the 20th century, Britain’s relative economic power declined
because of the rise of other European countries, the United States, and Japan. The
liberal policies of the Victorian era, including free trade, low taxes, small govern-
ment, and the gold standard, were greatly challenged by the United Kingdom’s ri-
vals. During the interwar years, Britain’s rivals invented, for commercial competi-
tion, new weapons such as dumping, currency manipulation, and quotas, and also
used the old weapons such as tariff barriers. In 1931, the United Kingdom was forced
to relinquish the gold standard and the principle of free trade, which had been in
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place for almost a century, in favor of a policy of protection. Also, domestically,
since the 1930s Keynesian economics as new policy replaced classic liberalism in
Britain. Under the pressure of socialist theories and labor unions, the welfare state
seemed to be ideal while the 19th-century laissez-faire that was the cornerstone of
the British economic prosperity became a problem. Since then, in Great Britain and
other industrial countries, increasing governmental intervention in the economy di-
luted the principle of the classical economic policy. For more detailed discussions
about increasing governmental intervention in industrialized economies, see Enda-
cott (1964, p. 286) and Lo (1992, pp. 8–17).

4. In Section II, we offer two reasons to explain why Hong Kong carries on a classical
liberal economic policy. Also see Hopkins (1971) and Luk (1995).

5. See Johnson et al. (1998).
6. See Holloway (1995).
7. See Butler (1981).
8. The index consists of 10 elements: trade policy, taxes, government consumption of

economic output, monetary policy, capital flows and foreign investment policy,
banking regulation, wage and price controls, protection of property rights, business
regulation, and the strength of the black market. Each element is scored separately,
with the average of all elements for a country constituting a rating of that country’s
level of economic freedom. See Holmes et al. (1997) for more detailed explanations
of how to measure a country’s economic freedom with the index.

9. According to the Sino-British Joint Declaration of 1984, Hong Kong was to become
a Special Administrative Region (SAR) of China and as such would enjoy a high
degree of autonomy. In 1990, the Chinese National People’s Congress, China’s legis-
lature, stipulated the Basic Law of the Hong Kong SAR that incorporates all Chinese
policies toward Hong Kong. According to the Basic Law, Hong Kong’s private own-
ership and free market, the core of the Hong Kong economy, remain unchanged.
Hong Kong will continue to have an independent financial system and the Chinese
central government will not levy taxes on Hong Kong. Hong Kong will continue
to have an independent monetary system and the Hong Kong dollar, as the legal
tender of the SAR, will continue to circulate and to be freely convertible. And Hong
Kong will remain a free port. In addition to the economic system, Hong Kong’s
current executive-led political system will be preserved. Under the Basic Law, the
chief executive of the SAR is elected by the Hong Kong people and appointed by
Chinese central government. Tung Chee-hwa, the first appointed Chief Executive
of the SAR, is a no-party businessman. Like the British governor, the chief executive
will have dominant power within the Executive Council (Exco) and will be author-
ized to appoint and dismiss members of the Exco. The legal and judicial system
will also remain basically unchanged except for those aspects related to sovereignty.
For more detailed issues about the Basic Law and SAR, see Wang (1995).

10. See Chen (1984), Tang (1995), Miners (1995), and Mesquita et al. (1996).
11. See Bebbington (1993), p. 92.
12. The three small oil-rich countries are Bahrain, United Arab Emirates, and Kuwait.

In all the three countries, the government owns almost all oil resources and manages
oil production. Consequently government revenues in these countries largely rely
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on the selling of oil and oil products. In the Bahamas, import duties are a main
source of government revenue. (See Johnson et al., 1998).

13. The corporate profits tax rate was lowered from 17.5% to 16.5% in April 1994.
14. Economist Intelligence Unit, ‘‘Country Profile: Hong Kong and Macau,’’ 2nd quar-

ter, 1997. p. 18.
15. See Endacott (1964), pp. 286–287.
16. See Tang (1995), p. 182.
17. See Rabushka (1979), p. 8.
18. Another example is China’s currency, which maintained a fixed rate against the

U.S. dollar during the 1997 Asian Crisis. However, the Chinese currency is still
unconvertible in the world market.

19. Based on 1994 per-capita GDP, using purchasing power parity; from The World
Bank World Atlas 1996 (Washington: World Bank, 1996). Also see Holmes et al.
(1997), p. 18.

20. Ditto.
21. Most of the data listed here come from Mesquita et al. (1996).
22. See Stigler (1951), p. 193.
23. See Krugman (1995).
24. Lindert (1991), pp. 95–97.
25. Economist Intelligence Unit, ‘‘Country Profile: Hong Kong and Macau,’’ 1995–96.
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State Revenue Administration
Problems in a Transition Economy
State Revenue Service of the Republic
of Latvia*

Maiga Dzervite
Latvian State Revenue Service, Riga, Latvia

I. INTRODUCTION

A country’s Tax Administration issues are the backbone of any fiscal system and
the core for its success. This is particularly true and important for countries in
transition, because of these countries’ severe needs to finance their reforms and
to keep a tight monetary policy that would be supported by a broadly balanced
general government budget and complemented by a tax-based revenue policy.

While there are many differences among the countries in transition at the
fiscal, legal, and cultural levels, there is also a wide range of similarities. The
author is trying to address some of the similar problems, assessing the operation
of the tax administrations of countries in transition based on the situation in three
Baltic countries1 and in Latvia particularly.

Since the regaining of their independence in 1991, the three Baltic countries
have been engaged in comprehensive structural, institutional, and social changes
in order to switch their societies to democracies and their economies to the market
ones, to transform their economies from centrally planned to a market-based sys-
tem. After becoming independent it was necessary to establish several new gov-

* The views expressed are those of the author and do not necessarily represent those of the Latvian
State Revenue Service.
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ernmental institutions or totally change the operational policy of old ones. Among
these were the tax and customs administrations. At first these two bodies, as in
many countries, and not only in the countries in transition, were separate and
had a status of a legal person. Collection of internal taxes in Latvia was the task
of the State Finance Inspection Board, while foreign trade taxes were collected
by the Customs Department.

At that time these two main state fiscal policy implementation bodies func-
tioned without close coordination among themselves—there was no cooperation
on methodological issues related to some parallelly administrated taxes and duties,
as well as to the execution of control functions. Both administrations also were
developing their own information technology systems, which were not compatible.

By the end of 1993 the Government of Latvia, the only one of the three
Baltic countries, had decided to reorganize the tax and customs services into an
integrated revenue administration in order to collect revenue more effectively at
minimum cost. In accordance with the law passed by Saeima (Latvian Parliament)
on November 25, 1993, the two agencies were merged into the State Revenue
Service (SRS) on April 1, 1994. In the new institution a new department, Finan-
cial Investigation, was established.

Figure 1 Flow chart of structure of the State Revenue Service, 1998.
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Figure 2 State basic budget tax revenues administrated by SRS per SRS employee
1994–98 (thousand Lats).

The SRS with slightly more than 4000 employees ensures tax administra-
tion and implementation of tax and customs policy throughout all of Latvia with
almost 100,000 corporate taxpayers and more than 1.1 million individual taxpay-
ers. The SRS consists of the headquarters, 33 local offices, and Riga the customs
office (Fig. 1). The current average annual input, which each SRS employee2

contributes to the state and local government budget revenues is approximately
US $300,000 (Fig. 2). At the same time to secure current state and local budget
revenues the SRS spends less than 3% of collected budget revenues (Fig. 3).
After establishment of an integrated institution, the efficiency of administration
and collection of taxes into state and local government budgets has significantly
improved (Fig. 4).

After the merger of the two institutions, tax administration operations did
not substantially change, only became more efficient. On the contrary, customs

Figure 3 SRS expenditure for the collection of one Lat into central budget (percentage)
1995–2002.
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Figure 4 Tax revenues (administered by SRS 1993–97 (thousand Lats).

operations in Latvia, as in the other two Baltic countries, until 1993 were oriented
toward enforcement of restrictions on imports and exports, not to revenue collec-
tions. During the past three years, when the customs administration merged with
the tax administration, there has been significant progress in adapting customs’
procedures and working methods to a market economy and to trade liberalization,
as well as in preparations and adjustments of these methods toward joining the
European Union. In this short span of time, Latvian customs has introduced a
number of international instruments and standards, including the harmonized sys-
tem for the tariff classification of goods and the principles of the GATT code
for the valuation of taxable goods, continuous development of the IT system,
and introduction of an ‘‘online’’ system for exchange of information between 43
border-crossing points and the SRS headquarters.

II. ASSESSING THE PROBLEMS

Rapid changes in the political and economical environment in Latvia, the increas-
ing speed of the implementation of economic reforms, and the process of acces-
sion to the European Union have made it necessary to define and try to find
solutions in the area of tax and customs administration. Here are some of the
problem areas:

1. Modernization of the SRS to ensure a smooth transition to operational
regime corresponding to the demands of E.U. directives in the fiscal area.

2. The enormous program of economic reforms and restructuring imple-
mented by our country since regaining independence in 1991, as well as the
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Figure 5 State basic budget tax debts 1994–97 (thousand Lats).

balanced budget announced by the government caused the need for the SRS to
ensure maximally possible and stable revenue to the state budget.

3. The large number of tax arrears (Fig. 5) accumulated in the years
1992–1994 called for the necessity to expend the existing and to establish new
structures within the SRS, as well as to improve and develop methods and tools
to enforce the debt collection.

4. The taxpaying process is very much hands-on within the SRS.
5. The tax payment process is heavily paper-oriented with the same infor-

mation keyed into databases at various points in the process—by the taxpayer
himself, by the receiving banks, by the State Treasury Department, and by the
local SRS office. There is no electronic exchange mechanism in place yet.

6. The customs staff, as it was basically formed in 1991–92 and with no
really independent customs administration before 1991, needs basic education
and comprehensive special training (more than 38% of customs officers have
only a high school education, and only in 1997 did the first 50 students graduate
from the Riga Technical University Institute of International Economic Relations
and Customs).

7. Permanently changing the legal environment and contradictory inter-
pretations of the legislation have caused the need for ‘‘chain’’ training system,
including on-the-job training, for the tax staff as well as customs staff.

8. Necessity to create a good tax system (including tax administration
issues), which would be not only one where rules are simple, transparent, and
perfect from the legal point of view, but also one that can reach the targets set
by the government with minimum costs and maximum benefit.

III. SOLUTION OF THE PROBLEMS

Main directions in the reforms, which have been made in the SRS recently (in
1995–96) or are on the way now:
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1. Needs for changes in the law on the SRS
2. Restructuring of the SRS
3. Introduction of contracting elements and a new remuneration system

for employees
4. Changes in the work planning:

Business plans
Targets for local office work
Two years’ general SRS operational program, State Revenue and
Customs Policy Implementation, which is the background for the
budget financing request
Implementation of the elements of strategic planning with the fore-
casts of revenues administrated by the SRS

5. Comprehensive on-the-job training and introduction of the ‘‘chain’’
training system

A. Needs for Changes in the Law on the SRS

Since establishment of the Latvian State Revenue Service, it operates under the
special law ‘‘On State Revenue Service.’’ The law was created in a short time
and that is why it was composed of different articles that looked like separate
unconnected parts, like ‘‘a patchwork.’’ Moreover, there was no flexibility, which
was definitely needed in a rapidly changing legal and administrative environment
of the country in transition.

The main reason why the amendments to the Law on SRS were enacted
by the end of August 1996 was the necessity to make the law more uniform and
also flexible to make the required structural changes in the SRS. The need to
encourage the staff to work more efficiently and to increase their sense of respon-
sibility about the common achievements of the SRS was another reason. This is
why a specific amendment was made to change the status of the SRS staff from
civil servants to employees whose hiring is based on individual contracts and
collective agreements. Totally there were almost 100 amendments finally ap-
proved by Saeima on January 16, 1997.

A general summary of the amendments to the Law on the State Revenue
Service, made in August 1996 and approved by Saeima in January 1997:

Law on Civil Service does not apply to SRS officials
Law on SRS allows for a more flexible organizational structure
Employees are employed on contract system—easier to hire-and-fire
Contracts and wage scales are more flexible

The law defines the State Revenue Service as ‘‘a state administration institution
operating under the supervision of the Ministry of Finance and ensuring registra-
tion of taxpayers, collection of taxes, duties and other state compulsory payments
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on the territory of the Republic of Latvia and on customs borders, as well as
implementing state customs policy and settling customs matters.’’

The main tasks of the State Revenue Service are defined as follows:
1. To ensure collection of state taxes, duties, and other compulsory pay-

ments administered by the State Revenue Service on the territory of Latvia and
on customs borders.

2. To implement the state customs policy and ensure protection of cus-
toms borders.

3. Within the framework of authority set out by the law to exercise control
over the execution of the anticorruption law as well as over the observance of
additional restrictions on state officials set out by other laws.

4. To prevent and detect offenses in the field of payment of state taxes,
duties, and other compulsory payments set out by the state.

5. To ensure training of employees from institutions subordinated to the
State Revenue Service in tax legislation act application matters.

6. In accordance with the order established by laws and regulations of
the Cabinet of Ministers to register and account taxpayers and control conformity
of registration documents to the requirements of the law and the actual situa-
tion.

7. From January 1998 a new task has been added—administration of the
social tax.

8. The new structure of the law became more logical and consequent
(Table 1), and overlapping with other laws was reduced as much as possible.

B. Restructuring of the SRS

Undoubtedly, a good organizational structure of tax and customs administrations
helps to a high extent to solve many problems. That is why the Latvian State
Revenue Service was and still is in the process of restructuring. Therefore the
SRS tries to adjust its organizational structure to changing economical environ-
ment.

The actual restructuring started in 1995, when local-level offices had been
restructured by functions (Fig. 6) and were no longer tax-oriented. At the same
time that the local offices were reorganized by size of enterprises (businesses),
by the end of 1995 the Large Taxpayers Division (LTD) was established to deal
with the large taxpayers’ cases. However, the headquarters’ structure remained
as it was. The drawbacks of the existing law did not allow the SRS global struc-
tural changes.

The amendments simplified the procedure for creation of new structures
not only within headquarters but also at the local level. This is particularly impor-
tant now, when discussion in the government is almost over for the creation of
three levels of state administration: local, regional, and central levels.
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Table 1 Structure of the Law on State Revenue Service with Incorporation of
Amendments Approved by Saeima (Latvian Parliament) on January 16, 1997a

Chapter 1. State Revenue Service’s tasks, structure, and principles of operation
Article 1. State Revenue Service
Article 2. Main tasks of State Revenue Service
Article 3. Structure and officials of State Revenue Service
Article 4. Director General of State Revenue Service
Article 5. Director of territorial institution of State Revenue Service
Article 6. Execution of requirements of State Revenue Service officials

Chapter 2. Tasks of State Revenue Service and rights of officials in tax (tees)
administration matters

Article 8. Tasks of State Revenue Service in tax (tees) administration
Article 10. Rights of officials in tax administration

Chapter 3. Tasks of State Revenue Service and rights of officials when implementing
customs policy

Article 11. Tasks of the State Revenue Service during implementing of customs
policy

Article 13. Rights of customs officials
Chapter 4. Tasks of the State Revenue Service’s finance police and rights of officials

when detecting violations of law in the sphere of state revenues
Article 14. Tasks of the State Revenue Service’s finance police in the detection of

violations in the sphere of state revenue
Article 16. Rights of the officials of the State Revenue Service’s finance police in

the process of disclosing violations in the sphere of state revenues
Article 16.1. The right of the officials of the State Revenue Service’s finance police

to apply physical force and special means
Article 16.2. Rights of the officials of the State Revenue Service’s finance police to

use a firearm
Chapter 5. Status of the State Revenue Service’s officials and employees, their

responsibility and the appeal procedure, material provision of the State Revenue
Service

Article 19. Status of the State Revenue Service’s officials and employees
Article 19.1. Dismissal of State Revenue Service’s officials
Article 20. Legal protection and social guarantees of State Revenue Service’s

officials (employees)
Article 21. Responsibility of the officials (employees)
Article 22. Procedure of the appeal against the decisions and instructions of State

Revenue Service’s officials
Article 23. The procedure of compensation for damages incurred due to an unlawful

act of a State Revenue Service’s official
Article 24. Material provision of the State Revenue Service
Article 25. Identity cards and distinctive marks of the State Revenue Service’s

officials
Article 26. Symbols and stamps of the State Revenue Service
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Table 1 Continued

Transition regulations. The main tasks of the State Revenue Service under the Chapter
1, Article 2, are defined as follows:

1. To ensure collection of state taxes, duties, and other compulsory payments
administered by the State Revenue Service on the territory of Latvia and on
customs borders

2. Implement the state customs policy and ensure protection of customs borders
3. Within the framework of authority set out by the Law to exercise control over the

execution of anti-corruption law as well as over the observance of additional
restrictions on state officials set out by other laws

4. Prevent and detect offenses in the field of payment of state taxes, duties, and other
compulsory payments set out by the state

5. To ensure training of employees from institutions subordinated to the State Revenue
Service in tax legislation act application matters

6. In accordance with the order established by laws and regulations of the Cabinet of
Ministers to register and account taxpayers and control conformity of registration
documents to the requirements of the Law and actual situation

7. From January 1998 a new task will be added—administration of the social tax

a After amendments several articles (NR. 7, 9, 12, 15, 17, 18) were deleted and some (NR. 16.1,
16.2, and 19.1) were added.

Figure 6 Structure of typical local tax office in Latvia.
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An important objective in this process was the increase of level of efficiency
and effectiveness of all SRS offices. The amendments allowed the merger of
functions that the tax and customs administrations have in common, like strategic
and development planning, IT systems, legal service including collection and
enforcement actions, international affairs, etc. (Fig. 1). However, even if the ideas
are right and would be accepted by all parties involved in these changes, the
process of reorganization (as always whenever the human interests are involved)
will take time and, hence, is still not finished.

Unfortunately, for countries in transition there often is not much time avail-
able to check all possible problems and to solve them in the real ‘‘pilot office.’’
Changes in the economic and political environment often call for rapid measures,
with, sometimes, only a few weeks for preparation. Time in these countries is
compressed and requires prompt actions. Therefore, it is of utmost importance
at least to evaluate ‘‘a priori’’ all pros and cons and prepare a maximally detailed
master plan before actions are taken. Such a plan was prepared with regard to
the creation of the Large Taxpayers Division, which now administrats taxes of
slightly more than 200 large taxpayers.

The LTD handles every aspect concerning the taxes of a large taxpayer:
levying (sending out assessment and processing returns), collection, enforcement,
and audit. Clusters of logically related corporations and shareholders, subsidiar-
ies, and branches are treated as if they were one fiscal entity. For each taxpayer
or entity a file is kept which contains all the information (tax returns, audit reports,
letters, payment orders, etc.) necessary for an integrated approach. This and other
information is stored on a computer connected with the local network. The infor-
mation beginning 1994 is immediately available on each taxpayer (entity) and
is continuously updated. The important achievement of the LTD is the speed
with which individual cases are handled. Maximum handling times are set for
tax assessments, taxpayers’ appeals, and requests. On the contrary, a short pro-
cessing time would quickly give taxpayers a certainty on their tax position, with
a reassuring feeling that their cases are being given due care and attention. Since
all the fiscal affairs and information of the taxpayer are located in one unit, the
workload (levying, collection, and audit) can be handled quickly and efficiently.

C. Contracting Elements and New Remuneration System
for Employees

In accordance with the amendments to the law on SRS, the Law on Civil Servants
does not apply to the SRS officials anymore, as they are now under the Labor
Code. This permits the managers to be more flexible promoting the staff members
on their career. This also allows the application of simpler procedures to hire
and fire the SRS personnel, substantially reducing the amount of money and time
spent to organize open contests whenever a staff position becomes available.
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The new remuneration system, passed by the government by the end of
1996, introduced not only higher monthly salaries, but also a system of benefits:

Additional payments for long service in the SRS (30% after 5 years of
service; 40% for 5–10 years, and 50% for more than 10 years)

Additional payments for higher responsibilities
Implementation of the system of bonuses
Introduction of performance contracts (monthly salary could be up to eight

times higher than the regular one) for senior managers and for specific
staff positions.

Signing of the performance contracts depended on the results of defense of the
business plans, which were incorporated into the contracts as targets and objec-
tives of these contracts.

The first step toward implementation of the contracting system was a con-
tract between the Minister of Finance and the Director General. Signing the per-
formance contracts between the Director General and the directors of local SRS
offices was the next step, and finally the performance or regular contracts between
the directors and their staff members were signed. Now there are also collective
agreements in place.

D. Changes in Work Planning

Work planning elements were introduced in the work of SRS in order to make
tax administration cost-effective (in terms of cost-benefit ratios) and flexible, due
to the rapid changes in world economic conditions and in the countries in transi-
tion economies. Up to 1996 there was no detailed and uniform long-term develop-
ment concept or program for implementation in the SRS. In 1996 the first attempt
was made to start strategic planning in the SRS.

The working group for the ‘‘brainstorming’’ that would create something
totally new and unprecedented was put together for the first time in the SRS. In
a short time—less than three weeks—under the supervision of the author, an
exhaustive program was ready for presentation to the government and was suc-
cessfully defended there. At the same time it became clear that business planning,
as a management tool, should be expanded.

The program for 1997 ‘‘State Revenue and Customs Policy Implementa-
tion’’ (Fig. 7) consisted of two subprograms representing equally important
branches of the SRS work—state tax administration and state customs policy
implementation. As the SRS has two additional functions that are not directly
connected with its principal tasks, they also are reflected in the program as sub-
programs: ‘‘Economic and Financial Audits at the Request of Law Enforcement
Bodies’’ and ‘‘Inspection of Legitimacy of Public Officials’ Income.’’ Uniform
measures which ensure the mutual functioning and development of all of these
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Figure 7 Structure of state revenue and customs policy implementation program for
1997.
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subprograms were developed in the ‘‘SRS General Administration and Uniform
Measures Funding Subprogram.’’

Each subprogram consisted of several projects (on the whole there were
18 projects) with a detailed discussion of existing problems, possible solutions
to these problems, and defining additional resources necessary to achieve the
purpose of the respective project. Following a short introduction by the Ministry
of Finance, all programs, subprograms, and projects had a uniform layout includ-
ing targets, problems, tasks and priorities, expected results, legal background,
explanations and clarifications, saving measures, and economic background.

The next step toward creation of a comprehensive, well-prepared strategic
program was the new SRS program—for 1998 and 1999—with the same title—
‘‘State Revenue and Customs Policy Implementation’’ (Figs. 8–10). The struc-
ture of this program differs substantially from the first one. While there are also
five subprograms and the first (the basic) is ‘‘State Tax Administration and Cus-
toms Policy Implementation,’’ priority in this program has been given to the

Figure 8 State revenue and customs policy implementation programs for 1998–99.
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Figure 9 Projects and activities for the new SRS program for 1998–99.



State Revenue Administration Problems 357

Figure 10 More projects and activities for the new SRS program for 1998–99.

IT system (subprogram ‘‘State Revenue and Customs Policy Implementation’s
Informatization System’’) and the new Taxpayers Register as a core of the whole
system.

It is clear that one of the important prerequisites for the successful function-
ing of the SRS is the ability to register big blocks of information, to process them
quickly, and to ensure access for all persons involved in tax administration. World
experience shows that successful coping with such tasks is impossible without
the use of modern information-processing technologies. Therefore, the SRS
throughout all of its short period of existence has paid great attention to computer-
ization. Currently there are operating about 1000 PCs in the SRS (on average
one of four employees), the majority of which are logged into local networks;
logging of computers to the SRS global information system is on its way now.
A detailed master plan was created by the help of the technical assistance from
the E.U. Phare program, and further developments in this area are planned by
SRS specialists.
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The SRS faced a new enormous task in 1997—to take over from the Minis-
try of Welfare and from January 1998 to start to administer the social tax. Thus
one of the subprograms was related this issue.

The last two subprograms—‘‘Excise Stamps and Invoices’’ and ‘‘Building
of Customs Control Posts’’—were separated basically for the financing reasons
as budget funding was necessary and possible to allocate separately from the
other three subprograms.

Hence, the whole program was divided into five subprograms with 11 proj-
ects and 17 measures. Understanding that the number of tasks performed by the
SRS could not be atomized—it will always be necessary to work with each tax-
payer and customs client separately in auditing, tax enforcement, customs control,
financial investigation, etc.—and that the collection of substantially more taxes
without increasing the number of staff would therefore be inconsistent, the SRS
proposed that at the present stage of development, taking into consideration the
economic and financial state of the country, it would be necessary to choose a
combination of extensive and intensive development model.

The extensive development would ensure the improvement of the SRS
work results in the near future, but intensive in the long run. The extensive devel-
opment would ask to increase the amount of additional financial resources. The
intensive development would need considerable financial injections within the
next two or three years, but, judging by the experience of other countries (e.g.,
the Czech Republic, Hungary, New Zealand, and others), this would allow a
gradual reduction in the funds necessary for the operation of the SRS, increasing
and ensuring stable total state revenues.

Therefore on the whole the SRS program for the 1998 outlined:

1. Effective use of the existing resources (work organization and selection
of staff; placing and training; ethics; financial encouragement of staff;
economic usage of financial and technical means) and increase of the
work intensity

2. Upgrading and simplification of tax administration and customs proce-
dures

3. Development of the new IT system with uniform communication
system

4. Increased education of taxpayers
5. Implementation of state investment program, first of all at the customs

border-crossing points

The first experience with the creation of the SRS strategic program reaf-
firmed the conviction of the SRS management that it was necessary to move
further toward a well-organized business planning system within the SRS. In
November 1996, a decision was taken by the director general of the SRS to
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introduce the business planning for the local SRS offices up to headquarters’
offices. The time schedule was:

A handout and clarification (explanation) of how to create a business plan
were prepared.

One-day seminar ‘‘How to create a business plan’’ was arranged for the
directors of the local SRS offices and for the senior officials of the SRS
headquarters.

Revenue forecast by taxes for 1997 for each local office was prepared by
the newly established Performance Analysis, Strategic Planing, and De-
velopment Division at the Headquarters.

After 1 month all local offices presented, at the special commission headed
by the Director General of the SRS, their business plans and target figures
for the revenue collection and defended them one by one.

After successful defense and agreement with the commission, the contracts
with the directors of local SRS offices were signed.

Analyses and control of results achieved were conducted by the local of-
fices each month.

Results achieved by each regional SRS office in the first half of the year
were presented.

At the moment all regional SRS offices are preparing, defending, and im-
plementing their new business plans for 1998. The SRS is in the process of devel-
oping business plans of headquarters of the SRS for years 1998–99. That would
allow to prepare in a timely manner the overall SRS work program for 1999,
design of which will be started in April 1998.

At the end of 1997 the long-term Strategic Plan for the SRS was created.
The strategic plan of the SRS consists of the definition of the SRS mission, short
description of operting environment, SRS performance results, and future vision.
The main body of the strategic plan includes the following strategic goals for
1998–2002:

Improve the efficiency of performance
Achieve simpler internal regulation on tax collection ways and procedures
Propose the necessary amendments in the legislation of the Republic of

Latvia
Modernize SRS information system
Taxpayers education
Customs modernization
Strengthening of the eastern customs border

E. Comprehensive On-the-Job Training

Comprehensive on-the-job training and introduction of the ‘‘chain’’ training sys-
tem within the line of overall personnel management policy are the basic prereq-
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uisites for increased efficiency and intensity of the SRS staff work performance.
Figure 11 shows a level of education of the SRS staff.

To handle the fiscal situation of the taxpayers, tax personnel now need to
have a sound knowledge of more than one type of tax. Taxpayers, especially
corporate entities, are confronted with different kinds of taxes, so tax staff must
be adequately equipped with expert knowledge and skills empowering them to
make the right decisions independently.

A strategic plan of training of the SRS staff has been developed in the SRS.
The activities of different SRS structural divisions and the relations among them
as well as interaction among different stages of the training system should be
observed in order to implement the strategic plan for training.

There are five main stages of implementation of a unified training system
(Figs. 12–15).

1. Analyzing the Problem

The first stage comprises the necessity to clear up whether the certain problem
in the State Revenue Service can be solved by training and to determine the main
directions for training.

2. Determining Training Needs

It is important to evaluate the education and professional qualification of each
employee. After summing up this information it becomes possible to determine
the priorities of training needs. In order to achieve good results in determination
of training needs it is necessary:

To evaluate and improve the job descriptions
Develop work-place descriptions
Analyze the actual adequacy of personnel, to compare the difference be-

Figure 11 Level of education of the SRS staff in 1997 (percentage).
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Figure 12 Phases of the strategic training plan.

tween the actual and required level of competence, basing on the job
descriptions and workplace descriptions

Determine training needs and define the training goals
Calculate the limits for financial, personnel, time, and technical resources
Sum up the proposals for raising professional education and qualification of

SRS staff in the regional SRS offices, taking financial limits into account
Evaluate the proposals on raising professional education and qualification

requirements to create annual and perspective plans
Develop and coordinate annual and perspective plans for raising profes-

sional education and qualification of SRS officers, based on the proposals
submitted and the financial resources allocated for training needs

3. Determining Training Contents

To determine training contents and amount and level of complexity, it is neces-
sary to make preliminary inquiries, taking into account the experience and educa-
tion of the officers to be trained as well as abilities to use the existing knowledge
in practical work. To have a qualitative determination of training contents it is
necessary:
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Figure 13 Development and coordination of plans for professional training for SRS
staff.

To present the results of analysis of training needs to the management of
the SRS

Sum up the training priorities determined by each department of the SRS
according to the requirements set by the tax and customs legislation

Prepare training plans and programs based on the training needs and priori-
ties determined

Submit the training plans and programs to management of the SRS for
approval

4. Training Organization

Training must take place in due time and in relation to organizational changes
or changes in procedures and work processes. This includes:

Presenting of the programs for training courses to SRS central administra-
tion and management of regional authorities
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Figure 14 Organization of training.

Receiving and summing up of requirements for the number of officers in-
volved in each training program, taking into account the limits of state
budget allocated for organization of centralized training courses

Working out of training schedules
Summing up of information about planned training activities at the regional

authorities within the limits of allocated budget means
Controlling of the quality of training activities organized by the regional

authorities and the efficiency of the allocated budget means
Working out and implementing unified demands for organization of certain

training programs at the regional authorities
Working out handouts and methodological materials
Identifying of qualified specialists and involving of them in trainers work
Organizing of train-the-trainers activities
Working out proposals for implementation of a financially motivated sys-

tem in order to bring highly qualified customs specialists into trainers
work
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Figure 15 Assessment of training.

5. Evaluation of Training

This is an important stage in the training process. Evaluation of quality and effec-
tiveness of a training course asks for developing of the unified methods for train-
ing evaluation according to evaluation standards and levels, implementation of
the system of training evaluation, and analysis of the results of training evaluation
and developing of proposals for raising of training quality.

Apart from the stages of a unified training system the strategic plan of the
training organization aims:

To set up regional training centers (for example, in Latgale and Kurzeme
districts for differentiated training of customs officers)

Plan and organize acquiring of professional education at the Latvian univer-
sities and institutes

Draft a perspective plan for raising professional education and qualification
of SRS staff in order to develop a long-term training strategy

Acquire experience of foreign countries in successful training organization
Set up training board
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IV. CONCLUSION

The Latvian State Revenue Service, like other tax and customs administrations
in countries in transition, is searching for the optimal, most effective operational
and organizational structure. The Latvian SRS is steadily moving from a frag-
mented system to an integrated approach. Although there was no thorough and
extensive planning, it was comprehensive and intensive, so the actual reorganiza-
tion of the SRS was carried out over a short period of time and in a smooth
manner. The experience of the Latvian SRS in solving the problems raised by
the transition process from a centrally planned to a market-based system could
be used as an example for other countries in transition.

As a result of described reforms and developments within the SRS, tax
revenues administrated by the SRS (Fig. 16) increased by 81.8 million Lats, or
17.8%, in 1997 in comparison with 1996.

Figure 16 Tax revenues administered by SRS 1994–99 (million Lats)
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ENDNOTES

1. Estonia, Latvia, and Lithuania are three Baltic countries which in 1991 regained their
independence and reestablished their own states.

2. Including SRS management, tax inspectors, customs officers, and technical, support,
and service staff.
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I. CORPORATIST STRUCTURE

The breakdown of the East German economy, increasing unemployment, and
low foreign investment rates forced the German Government to take action
against what has been called the ‘‘German disease’’ (Newsweek 1996:18; The
Economist 1996:19). Following the ‘‘concerted action’’ of the 1970s, the Labor
Minister invited prominent employer and employee organizations to collaborate
on the reform of German labor law (BMA 1996:1). Despite the institutional and
political challenges posed by German unification, the macrostability of the labor
network among interest groups and public actors promised the success of the
traditional German consensus instrument for interest mediation, the Alliance for
Labor among governmental, employer, and employee peak organizations. From
a societal perspective such arrangements among only a few peak organizations
are advantageous if they reduce the decision-making costs to an amount which
exceeds the losses incurred by non-participants (Buchanan and Tullock 1965:
76).

The prospect of success for the German Alliance of Labor can be studied
by either social choice or network analysis. According to social choice theory,
we must take into consideration the voting rights and preferences of government,
employer, and employee peak organizations with regard to wages, working-time
regulations, dismissal conditions, etc. (Cartellieri 1994:3). In this respect, we can
easily predict the outcome of the Alliance for Labor: While we expect arrange-
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ments to be made on wages and working-time regulations among employers and
employees at the firm level, employer and employee peak organizations have no
voting rights on labor law at the federal level. The German government can take
into account the employers and employee preferences at the federal level, but
the governmental potential for policy change is restricted by different party ma-
jorities in the Bundestag and Bundesrat (König 1997; König and Bräuninger
1997).

From a network perspective, reducing decision making costs presupposes
the political leadership of government as well as interest groups having monopo-
lies of representation in the employer and employee sector, since peak organiza-
tions have to represent their functional sector effectively (Schmitter 1996:5). This
precondition of monopolizing labor peak organizations has often been studied
indirectly by macrostructural indicators, in particular by scales of corporatism
correlating the degree of unionization with economic welfare (Schmidt: 1982:
246; Lehmbruch 1984:61, 75; Cawson 1986:42; Czada 1987:24, 25). However,
these studies often assume that corporatist structures correspond with economic
growth (Keman 1996:10). Hence, they focus on the macrostructural development
of Western societies rather than on the study of the relationship between labor
organizations determining the prospect of success for the Alliance for Labor.
Measures of corporatism give little insight either into the internal relationships
among interest groups or into their access relationships to government. Macro-
structural indicators disregard the microfoundation of corporatism that requires
the analysis of interorganizational relationships between all relevant labor organi-
zations. In view of a microfoundation we must identify the participants in labor
decision making and study their relationship pattern.

Organizations such as interest groups, parties or ministries participate in
the process of legislative decision making in Western societies (Laumann and
Knoke 1987:381). The relationship between those organizations can be described
by network analysis where we distinguish between private and public actors. The
latter have formal voting rights in legislative decision making, whereas private
actors dispose information in order to get access to public actors (Pappi et al.
1995:339). Due to the traditional conflict between capital and labor, we find a
large number of organizations that are unable to access all public actors in the
labor policy domain. Inversely, we also expect some labor organizations to have
privileged access to public actors. Consequently, we analyze the information
transfer relations of more than 100 labor organizations trying to influence legisla-
tive decision making in the labor policy domain before and after unification.
These interorganizational relationships specify the boundaries for (labor) policy
making during the 1980s and ’90s. As our focus, we are looking for certain access
patterns as a precondition for the Alliance for Labor.

From an interorganizational perspective, organizations can perform differ-
ent roles in the information transfer to public decision makers (Benson 1982:140).
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Since many organizations do not have direct access to public decision makers in
large policy domains, they may contact a broker who can give them indirect
access to public decision makers. In this sense, a broker performs a prominent
role, and has a monopoly if he controls the indirect access to all public decision
makers in cases of no direct access. Accordingly, dummy or irrelevant policy
domain actors are organizations which have no direct and no indirect access to
any public decision maker. However, in systems characterized by sectoral segre-
gation among employers, employees, professionals, etc., we seldom find either
an unconsidered sector or a monopolist controlling all functional sectors. Instead,
we identify organizations that have prominent broker roles within their functional
sector because they channel the access to public decision makers. If an organiza-
tion is a prominent broker for its functional sector, we call it a peak organization.
Besides employer and employee organizations, a public actor can also be consid-
ered as a peak organization if it controls the access relationships between other
public actors.

In order to examine the prospect of success for the Alliance for Labor we
classify the German system of interest mediation by the distribution of broker
roles among more than 100 labor organizations. Ideally, we can distinguish be-
tween types of interest mediation according to the role distribution among public
and non-public organizations: Ideal types of interest mediation reveal the domi-
nance of public decision makers when they distinguish between clientelist and
etatist patterns of inter-organizational relationships in policy networks (König
1995:280). The pluralist pattern of interest mediation refers to the market allegory
of competing (labor) non-public-interest groups with direct access to public deci-
sion makers, while the corporatist pattern is characterized by a few prominent
interest groups controlling the access relationships of the employer, employee,
and governmental sector. A corporatist pattern is considered to be the ideal pre-
condition for the Alliance for Labor, since it reveals representation monopolies
of a few peak organizations channeling the access of the governmental, employer,
and employee sectors.

Our empirical results show that all functional sectors—represented by em-
ployees, employers, professionals, social security organizations and other public
interest groups such as churches, welfare, or minority groups—have had direct
access to public decision makers before and after unification. Despite some
changes in the group homogeneity of several functional sectors, the contact den-
sity of all 100 labor organizations has also remained approximately the same.
Looking at the roles of organizations, however, there was a corporatist structure
among government, a peak organization of the unions and of the employers be-
fore unification. Today, the increased demand for coordination between the dif-
ferent party majorities in the Bundestag (first chamber) and in the Bundesrat
(second chamber) have transformed the corporatist into an etatist structure. Public
administration actors dominate present German labor policy making, while the
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peak organizations of the nonpublic employer and employee sector became rele-
vant during the 1990s. In sum, the precondition for the Alliance for Labor existed
during the 1980s, but due to the actual situation of different party majorities in
both chambers, no peak organizations in the labor policy domain are in the posi-
tion of being able to channel the indirect access of their functional sector.

The remainder of this paper is divided into four sections. First, we present
our concept of corporate actors in the labor policy domain before and after unifi-
cation. Our emphasis relies on an institutional perspective of access relationships
directed toward public decision makers with formal voting power. Second, we
describe the situation in the German labor policy domain before and after unifica-
tion. Two surveys on labor organizational elites—the first in 1988 and the second
in 1994—define our empirical basis. Third, we analyze the direct and indirect
relationships of more than 100 organizations using a typology that distinguishes
broker roles by their channels to public decision makers. Finally, we compare
the preconditions for the Alliance for Labor by specific broker roles.

II. LABOR POLICY DOMAIN BEFORE AND
AFTER UNIFICATION

Peak organizations are to be understood as prominent organizations having privi-
leged access to public policy making. They represent interests in specific func-
tional sectors, such as those of employers or employees, and take the floor for
these sectors in public affairs. Government itself is often interested in maintaining
a strong collaboration with peak organizations as the sectoral prominence of the
latter may guarantee a smooth implementation of public policies. In this sense,
Offe (1985) identified private peak organizations holding semipublic positions
in Germany, which means that the participation of these interest groups in public
policy making is not only accepted but encouraged by the German government.

The members of peak organizations are, for their own part, often organiza-
tions representing the aggregate interests of smaller groups. The formal structure
of the German parent union, the Deutscher Gewerkschaftsbund (DGB), provides
a good example of the formal role of a peak organization. Its members are not
individual employees but specific unions acting autonomously, in particular in
bargaining on wages. In the field of labor policy, the DGB represents German
unions, which is also recognized by public decision makers as the legitimate
representative of the employee sector. Beyond the DGB we find other unions,
but they are not able to compete with the DGB monopoly on employee representa-
tion in the field of labor policy. German employer interests are organized in two
parent associations, the associations of employers (BDA) and of industry (BDI).
The BDI mainly concentrates on the industrial sector and entrepreneurs, whereas
the BDA represents the employer sector in the field of labor policy. Although
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other organizations deal with employer interests in the labor domain, the division
of labor between BDA and BDI promises the role of a peak organization channel-
ing employer access to public decision makers.

Under these conditions—formal peak organizations in the employer and
employee sectors as well as a parliamentary system strengthening the role of
governmental actors in the public sector—we find macrostructural settings fa-
voring the success of the Alliance for Labor between governmental, employer
and employee peak organizations. Despite these formal settings, the prospect of
success for the Alliance for Labor depends on the interorganizational characteris-
tic of a corporatist structure that promises lower decision-making costs in labor
policy making by maintaining a small set of efficient peak organizations. Con-
cerning the efficiency of peak organizations for the Alliance for Labor, the gov-
ernmental side should perform a monopolistic role among the organizations of
the public sector, whereas a credible commitment to the smooth implementation
of labor policy requires monopolies in the employer and employee sector (Lehm-
bruch 1984:61). Since formal settings cannot provide sufficient information about
the preconditions for the Alliance for Labor, we assess the role of peak organiza-
tions empirically.

To analyze interorganizational structures, we introduce our concept of a
neoinstitutional policy domain analysis which builds on the framework of the
Organizational State concept developed by Laumann and Knoke (1987). Ac-
cording to the Organizational State, national public policy making is primarily
segmented into policy domains—an assumption which comes close to the con-
cept of mesocorporatism in sectoral policy networks (Cawson 1985). Second, in
contrast to former elite studies on contacts among individual personalities, corpo-
rate actors such as parties, ministries, or interest groups dominate public policy
making in Western societies. Third, the relationships between corporate actors
can be determined by specific policy domain networks which we study using the
tools of social network analysis (Kenis and Schneider 1991:30).

We add to this concept our perspective on the relevance of institutional
settings by specifying the targets and the direction of policy domain relationships.
Accordingly, our analysis of prominent roles in labor policy making does not take
into account all relationships among policy domain actors. Since public decision
makers take the final vote on labor policies, we focus on the relationships between
and toward public decision makers. Public decision makers compete in labor
decision making, and interest groups try to influence those outcomes. Hence,
when we study public policy making in general and labor policy making in partic-
ular, we can identify the set of formal decision makers by the procedural settings
of (labor) legislation. Interest groups do not belong to this set, but they usually
(try to) get access to public decision makers.

Most corporatist studies of the 1980s emphasized the access of interest
groups to ministries or public offices (Schmitter 1989; Streeck 1994). Parliament
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was often disregarded because during the 1980s the same parties held majorities
in both German chambers. Rather than complying with this assumption we offer
an empirical answer to the congruence of governmental and parliamentary actors
by taking into consideration all public decision makers having voting power on
labor policies. Apart from the Ministries of Labor, Justice, Finance, Internal Af-
fairs, and Economic Policy, the parliamentary groups of the CDU/CSU, FDP,
SPD, and GRÜNE in the 1980s, and CDU/CSU, FDP, SPD, B90/GRÜNE, and
PDS in the 1990s, may offer access to labor policy making. Moreover, German
legislation provides bicameral settings for public policy making including either
the consent of a second chamber majority or the option to file an objection with
the second chamber majority. The members of the second chamber therefore
complete the set of public decision makers consisting of ten Länder (without
Berlin) before, and 16 Länder after unification. In sum, 19 public organizations
before, and 25 public decision makers after unification are the access targets of
all labor policy domain actors. Only the answer of one public actor of the 1980s
is missing.

Voting power is the formal criterion for the selection of relevant policy
domain actors. Another criterion is based on the relevance of organizations in
labor policy making. To identify relevant domain organizations without voting
power we applied the criterion of being invited to hearings on labor policies. We
identified 21 and 28 (three missing) other political organizations like parties or
party-affiliated organizations which participated in two or more hearings on labor
policies between 1983–87, and 1990–94, respectively. Eighty-one interest groups
(four missing) before, and 49 (nine missing) after unification also met this crite-
rion, which can be categorized according to the following sectors: unions (17 of
18 before; 8 of 9 after), employers (21 of 23 before; 8 of 11 after), professionals
(12 before; 9 of 10 after), social security organizations (13 before; 12 after), other
public interest groups (18 of 19 before; 12 of 16 after). The response rate is 96%
before and 89% after unification, and more so-called ‘‘other political actors’’
participated in labor policy making before unification, while the sectoral rate of
participation changed differently. Since only a single East German organization
joined the set of relevant labor organizations after unification, our first hypothesis
on minor modifications of the nonpublic system is confirmed.

The 121 actors before and 100 organizations after unification are our sam-
ples of relevant labor policy domain participants. Having identified the set of
relevant domain actors, we must still assess the relationships between those orga-
nizations in order to determine the prospect of success for the Alliance for Labor.
We compare the access of the 121 and 100 organizations to public decision mak-
ers, and focus on privileged access of organizations in the public, employer, and
employee sectors with regard to the corporatist type of interest mediation. Privi-
leged access to public decision makers outlines only one side of a corporatist
structure. Another perspective on corporatism deals with the implementation of



Germany Before and After Unification 373

policies. In this case, the targets of access may change, since parliamentary
groups may have no voting power in the implementation phase. We leave out
this second side of corporatism and concentrate on the following question: How
have peak organizations dominated the access to public decision makers before
and after unification?

III. ACCESS RELATIONSHIPS IN POLICY
DOMAIN NETWORKS

A major empirical research problem concerns the measurement of interorganiza-
tional relationships and their aggregation to patterns of interest mediation. In
contrast to cross-domain (Laumann and Knoke 1987; König 1996) and cross-
national comparisons (Pappi et al. 1995; Knoke et al. 1996), we are interested
in a longitudinal social network analysis. The longitudinal perspective also allows
us to examine assumptions about the stability of network contacts which is nor-
mally used to generalize the cross-sectional findings. In most policy network
studies, interorganizational relationships are conceptualized as being rather sta-
ble, allowing material and immaterial resources to be channeled within a social
system (Knoke et al. 1996). We will assess the assumption on the stability of
policy domain network relationships by comparing the access relationships of
labor policy domain actors to public decision makers before and after unification.
Moreover, we look for a specific structural pattern in the labor policy domain,
namely for the corporatist structure among governmental, employer, and em-
ployee peak organizations with regard to the Alliance for Labor.

For the measurement of access relationships we can question interviewees
on their access either directly or indirectly. The direct question is whether the
interviewee is offering or looking for access to other organizations. A shortcom-
ing of this is that access has a rather unspecified meaning. The other option is
to measure access indirectly but specifically. We measure the inter-organizational
linkages indirectly by a confirmed information network because the hearings on
labor policies already indicate a demand by public decision makers for valuable
labor information (König 1993:355). The special features of our information net-
work are the confirmation of the relationship by both interviewees and the direc-
tion of the information transfer which specifies the actors’ relationship. We look
at the information transfer from both the supply side and the demand side of
labor information. We first asked the representatives of the organizations whether
they send valuable labor information to other organizations, and if so, to list all
organizations to which they offer this information. Then, all interviewees were
asked whether they receive valuable labor information from other organizations,
and to list all organizations from which they receive this information.
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Their responses define two policy domain networks, the first of sending
and the second of receiving information. Although we asked about information
transfer in both cases, the transposed sending network is not the same as the
receiving network and vice versa. The sending network contains the names of
organizations to which the interviewee supplies information, and the receiving
network lists organizations whose information the interviewee actually uses. Both
networks can be analyzed separately, but we can also combine them in a con-
firmed information network that still indicates the direction of the information
flow. The advantage of combining both networks is that we get rid of the so-
called social dynamic effect which stresses responses coming from less prominent
organizations in social network analysis. Less prominent organizations often
mention their provision of information to prominent organizations, regardless of
whether the latter in fact make use of the offer. Without confirmation, the re-
sponses of less relevant organizations would establish an (artificial) relationship
between both organizations.

In the confirmed information network, a relationship is only accepted if
both the sender and the receiver of valuable labor information confirm the direc-
tion of the information transfer. However, we still have to decide whether to use
the sender’s or the receiver’s perspective. Despite its confirmation, the network
is not necessarily symmetrical because the relationship between a receiver and
a particular sender may still differ from their relationship in the other direction.
Since we are looking for the dependence of public decision makers on outside
information, we use the confirmed receiver perspective. Accordingly, the flow
of information indicates the access of actors to public decision makers. An organi-
zation has access to a public decision maker if the latter demands information
and the former supplies it. Reciprocal access exists only if both confirm their
mutual demand and their mutual supply. In the confirmed receiver matrix, the
receivers are the rows and the senders the columns, and since we are interested
in the access to public decision makers, we only look at the public decision mak-
ers as confirmed demanders of information and all organizations as confirmed
suppliers of information. More precisely, the dependence of public decision mak-
ers on other actors is confirmed in the rectangular receiver matrix of the size
19 � 121 before, and 25 � 100 after unification, which we call the access ma-
trix. We assess this access matrix in order to compare the patterns of labor inter-
est mediation before and after unification.

Recent cross-national studies on access patterns discovered a corporatist
pattern of German interest mediation (König 1992; Pappi and König 1995; Knoke
et al. 1996). Most qualitative studies also found a corporatist structure in former
West Germany (Katzenstein 1987:35; Hancock 1988:136). The corporatist struc-
ture of Germany is especially significant in relation to the pluralist type of Ameri-
can interest mediation (Lijphart and Crepaz 1991:240; Pappi et al. 1995:298).
These findings are based on cross-sectional studies assuming the stability of actor
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relationships. We now examine whether the relationships among policy domain
actors are principally stable, but we must also take into account the changes of
the macro-structural settings over time. We expect minor modifications in the
non-public system because the former German Democratic Republic (GDR) did
not allow for a system of nonpublic organized interest mediation (Lepsius 1991:
71). With regard to the changes of the public system, we must distinguish between
two political events which may have influenced the labor policy domain since
1989. First, the enlargement of the second chamber with the accession of the five
new Länder in 1989, and second, the situation of different party majorities in
both German chambers that may have influenced the organizational relationships
since April 1991. Our comparison of the patterns of labor interest mediation will
show the differences between the labor policy domain before and after unifica-
tion. We therefore have to aggregate the interorganizational relationships of all
policy domain actors.

For the aggregation of interorganizational relationships, social network
analysis offers two concepts, blockmodel and affiliation analysis. Blockmodel
analysis focuses on the structural equivalence of actors, classifying pairs of actors
according to their relational similarity to all other actors. Affiliation analysis is
based on the connectedness of actors, emphasizing the existence of linkages
among actors. According to structural equivalence, a pair of actors can have simi-
lar positions because they have the same ties to other actors without being con-
nected themselves (Knoke et al. 1996:201). In contrast to the position-oriented
criterion of structural equivalence, our concern is the specific roles of actors in
their functional sector. Therefore, we apply a simple connectedness measure to
aggregate actor relationships to structural patterns.

To study structural patterns in both policy domains we analyze specific
diadic relationships among policy domain actors when we focus on broker roles.
Direct access means that an actor has the possibility to present his own political
opinion to a public decision maker. There is still a difference between access
and influence, but the possibility to present his opinion is likely to increase the
influence on a public decision maker because the latter will take into account the
weights of arguments for and against labor policies (Pappi and König 1995:732).
Hence, it may be useful to use indirect access to public decision makers if no
direct access exists and if the broker shares the opinion because he belongs to
the same functional sector.

Although we concentrate on access relationships in the labor policy do-
main, the high number of domain participants and of access targets gives rise to
the suspicion that no policy domain actor has the ability to contact all public
decision makers directly. Another reason is that both special features, the con-
firmation and the direction of information transfer, increase the reliability of our
access data, but they also reduce the density of the access relationships among
policy domain actors. In the confirmed receiver matrix, only a few actors will
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have direct access to all public decision makers, but network analysis may help
detect another type of access, the indirect relationship to public decision makers.
Indirect relationships between two actors depend on a broker, and the number
of necessary brokers indicates their path distance. A path distance of length two
means that two actors have no direct access themselves, but have direct access
to the same other organizations which may connect them indirectly. We assess
those indirect relationships because brokership may provide insights into the hier-
archical structure of the interest mediation system.

We expect to find brokers who can connect public decision makers with
actors having no direct ties to them. We look for peak organizations performing
specific broker roles by controlling the indirect access to public decision makers.
In this sense, a corporatist structure presupposes that a small set of actors channels
the access relationships of their functional sectors. Accordingly, peak organiza-
tions perform broker roles connecting the members of their functional sector with
public decision makers. This definition assumes that all domain actors seek access
to public decision makers—a plausible assumption for interest groups. Moreover,
we must still examine whether these organizations have no direct access to public
decision makers; otherwise the role of a broker is irrelevant.

IV. ACCESS TO PUBLIC DECISION MAKERS

A. Direct Access

We examine the direct and indirect relationships of labor policy domain actors
before and after unification on the basis of their mutual participation in informa-
tion transfer. Rather than trying to determine their access relationships directly,
we derive their access contacts from the rectangular confirmed receiver informa-
tion matrix which enabled good predictions regarding event outcomes in different
national labor policy domains (Knoke et al. 1996:152). The density of the overall
121 � 121 and 100 � 100 confirmed information network before and after unifi-
cation is 0.7 (1007/14,250) and 0.8 (795/10,000), respectively. On the one hand,
we expected the slight increase in the latter network density because a smaller
set of actors increases the contact probability in a policy domain network. On
the other hand, the densities are quite similar, confirming our hypothesis on high
macro-stability of the labor domain network.

These densities refer to all details of information transfer, but we are inter-
ested in the rectangular access matrix to public decision makers. Table 1 lists
the confirmed access contacts to public decision makers in the first column. The
density of the rectangular access matrix to public decision makers is 0.09 (212/
2280) before, and 0.13 (353/2574) after unification. Since the densities of the
rectangular access matrix are significantly higher than those of the overall infor-
mation networks, labor policy domain actors primarily focus on access to public
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decision makers. Although the access relationships increased after unification,
only 13% of all possible contacts to public decision makers are realized directly.

On closer inspection, the findings in the functional sectors differ extremely,
and the different number of actors cannot sufficiently explain the density changes.
Despite the higher number of public decision makers after unification, these
actors raised their contact density from 13% before, to 21% after unification. We
presume that the reason for the higher density of public actors is the situation of
different party majorities, which since April 1991 has increased the demand for
coordination among public decision makers. Before unification congruent party
majorities discharged the party governmental actors to communicate with opposi-
tion actors. Today, opposition actors not only have better access to most govern-
mental actors, the contacts among the higher number of members of the second
chamber have also increased significantly. North-Rhine Westfalia, the majority
leader of the opposition in the second chamber, now has a prominent position
among public decision makers.

Whereas contact density slightly changed among the other political actors
from 13% to 12%, the smaller set of unions doubled their direct access to public
decision makers after unification. The results among employers show that the
smaller number is not the reason for the unions’ increase from 6% to 12% as
the smaller set of employers lost half of their access relationships to public deci-
sion makers. Today, employers realize only 4% of all possible direct contacts
compared to 8% before unification. The professionals also lost some direct con-
tacts to public decision makers, while the access density of the social security
organizations remained constant.

To sum up, the direct linkages show that some actors have better access
to public decision makers than others. Moreover, public decision makers them-
selves have different positions in the access networks. However, these results
cannot give a satisfactory answer to the question whether there is a corporatist
structure of interest mediation in the labor policy domain defined on a representa-
tion monopoly in the governmental, employer and employee sector. These mo-
nopolies only exist if the sectoral access to public decision makers is channeled
by the corresponding peak organizations. According to the direct linkages, most
actors have no access to public decision makers. To contact public decision mak-
ers these actors must engage a broker. In the final section, we assess the structural
pattern in both policy domains with regard to the roles of brokers.

B. Indirect Access

For the analysis of interest mediation patterns it is more useful to distinguish
between specific broker roles than to follow the chain of brokership with regard
to an increasing path distance. Therefore, we do not take into account the brokers
of brokers etc., but we study the specific role of brokers more closely. In order to
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specify distinct broker roles, we distinguish between general indirect, and specific
indirect access. Columns 3 and 4 of Table 1 list indirect relationships with path
distance of length 2 indicating the general opportunity to contact a public decision
maker indirectly. Before unification, 984 indirect contacts existed to public deci-
sion makers giving a density of 0.43. Since there are more direct linkages after
unification the density of indirect ties is at 0.33, lower than before unification.

The indirect densities of the functional sectors to public decision makers
before unification can be described as follows: the public sector with 0.48, the
other political actors with 0.44, and the employees with 0.49 realized almost half
of all possible indirect access to public decision makers; employers, professionals
and public interest groups had about a third of indirect contacts, whereas the
social security organizations had a density of 0.63. Except for public interest
groups, which slightly increased their indirect density, the indirect access of al-
most all sectors decreased by about 10 to 20 percentage points after unification.
Despite this decrease almost all labor policy domain actors are able to contact
public decision makers by engaging a broker. However, there is a difference
between the choice of one or several brokers. In the latter case, interest mediation
is less hierarchically structured.

With regard to the hierarchical structure of interest mediation, the degree
of brokership concentration can be measured by the relation between path dis-
tances of length 2 and the number of specific diadic relationships. Path distances
of length 2 measure the general opportunity to contact a public decision maker
indirectly, whereas the diadic relationships show how often an actor has an indi-
rect access opportunity via specific brokers. Since an actor may engage the same
broker to provide access to different public decision makers, the number of diadic
relationships cannot be lower than the number of path distances with length 2.
Columns 5 and 6 of Table 1 list the number of diadic relationships before and
after unification, and the concentration of brokership is listed in columns 7 and
8 of Table 1, measured by the relation of diadic relationships and path distances
of length 2. A low value means a high concentration of brokerships, whereas a
high value expresses the opportunity to select different brokers for indirect access
to public decision makers. Accordingly, the overall concentration increased from
2.18 to 2.12 after unification. The degree of concentration did not change within
the public and employee sectors, while it increased within all other sectors. The
increase in overall concentration is another indicator promising good conditions
for the Alliance for Labor, since fewer organizations perform broker roles after
unification. However, we must still find out whether a small set of peak organiza-
tions dominates the employer, employee, and public sectors.

For the analysis of the access network patterns, we study the different roles
of brokers with regard to the types of sender, broker and receiver of information
(Fernandez and Gould 1994). According to Figure 1, we call the broker a repre-
sentative of his functional sector if he is also member of the sender sector. Being
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Figure 1 Roles of brokers between and within sectors.
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Figure 2 Roles of broker by different functional sectors.

an exclusive representative is precisely the role of a peak organization. A gate-
keeper is a broker who is himself a member of the public sector. A liaison is the
brokership between three different functional sectors: the demander of access
contacts a broker of another functional sector who is not a public decision maker.
A broker acts as a coordinator if he links two other public decision makers,
whereas an itinerant broker connects two public decision makers without belong-
ing to the public sector himself.

In Figure 2 we have listed the different broker roles grouped along the type
of organizations in the labor policy domain. Access brokers are listed in the rows,
access seekers in the columns. Another property, the specific access to public
decision makers, is indicated by the cell of public decision makers themselves
who may perform the sole role of coordinator. Other brokers channeling the ac-
cess to public decision makers are representatives of their functional sector, and
an ideal corporatist structure consists of a dominant coordinator, and prominent
representatives of the employer and employee sectors channeling the access of
their members to public decision makers exclusively. By contrast, the gatekeeper
roles indicate the dominance of public decision makers in other functional sectors.
In this sense, we can distinguish between roles of gatekeeper 1 and gatekeeper
2: the former are public decision makers and the latter are other political actors.
If gatekeeper I dominates the access relationships in the labor domain, we call
the network pattern an etatist structure, whereas the dominance of gatekeeper 2
corresponds to a party-oriented structure. Another structure is the pluralist type



382 König

which indicates the competition among representatives of all functional sectors
(König 1995:280).

Table 2 corresponds to Figure 2 listing the number of broker roles and the
name of the broker organization channeling most of the broker roles within a
sector. Comparing the network before and after unification shows that the FDP—
a member of the coalition government preparing the ground for the Kohl Govern-
ment in 1982 (König and Liebert 1996:82)—dominated the public sector before
unification by performing the coordinator role in 38 of all 71 cases. After unifica-
tion North-Rhine Westfalia has 102 of 295 coordinator roles in the public sector,
indicating the increased relevance of opposition actors in a situation with different
party majorities. However, since the SPD dominance is replaced by the Ministry
of Labor (BMA) in the sector of other political actors, the situation of different
party majorities does not favor all opposition actors. First and foremost, different
party majorities stress the position of administrative actors like North-Rhine
Westfalia in the public sector and like the BMA in the sector of other political
actors. This conclusion is also confirmed by the changes within the sector of
other political actors because the labor committee members of the FDP lost their
representative role in the Ministry of Women and Youth (BMJF). In sum, party
actors of the governmental coalition and sometimes of the opposition were the
central brokers in the public sector before unification, whereas administrative
actors dominate the labor policy domain network after unification.

In the sector of the employees, the DGB can partially defend its representa-
tive role although it is less important after unification. Whereas the DGB had an
absolute monopoly with all 114 representative roles before unification, the SPD
is the central broker channeling 37 of 99 indirect access relationships to public
decision makers. Besides the SPD, the gatekeeper 2 and liaison roles are more
important than the DGB representative, indicating the unions’ loss of autonomy
within their functional sector. The DGB losses are also shown by the fact that
the organization acts neither as an itinerant broker nor as a liaison in the public
sector. In the employer sector, the role of representatives changed dramatically.
Before unification, the BDI and BDA had three quarters of all brokerships within
the employer sector, but after unification the employer must contact a BMA office
(13) or the SPD opposition (15) to get indirect access to public decision makers.
Since both employer organizations also lost their itinerant broker and liaison roles
in the public sector, the public decision makers are less dependent on the em-
ployee and employer organizations after unification.

The other sectors have been dominated by labor committee members of
the FDP performing a gatekeeper role before unification, whereas the SPD oppo-
sition or a BMA office have dominant positions for these organizations after
unification. The social security organizations still perform a remarkable role in
the labor policy domain because they have privileged direct and indirect access
to public decision makers. In sum, the results of the nonpublic sectors show that
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the decreasing indirect contacts led to a reduction of interest group monopolies
after unification. Although macrostructural indicators such as the boundaries of
the labor policy domain network, its overall densities, and the general concentra-
tion of brokership indicate the network stability before and after unification, there
is a remarkable change on the microlevel concerning the modification of the
roles of organizations in all functional sectors. In the public sector North-Rhine
Westfalia has the coordinator role, while the employee and employer peak organi-
zations lost their role in both sectors.

V. CONCLUSION

Due to the losses of employer and employee organizations, the preconditions for
the Alliance for Labor are lacking after unification. In the non-public sectors
there is no peak organization able to control its functional sector. Whereas the
dominance of the DGB and the BDA/BDI outlined a corporatist structure before
unification, the actual members of the employer and employee sector have not
only more direct access to public decision makers, but their indirect access is
also channeled by gatekeepers. The weaker position of the DGB and the BDA
is also compounded by their losses in other sectors. However, the losses of the
former employer and employee peak organizations occurred for different reasons.
The DGB gave up its representative role due to the increasing direct links of
other unions to public decision makers, while the other employer organizations
do not profit from the reduction of the BDA monopoly. Two reasons may explain
the disaster of the employers after unification. First, an internal power shift among
the coalition government diminished the FDP’s influence, the key governmental
actor for employers before unification. Second, governmental actors abstain from
demanding for employer information by referring to the situation of different
party majorities.

The answer is provided by the changes of the overall structural pattern of
interest mediation. The almost unchanged concentration of brokership already
shows that the corporatist interest mediation pattern has not become a pluralist
type as in American labor policy (Pappi and König 1995:740). Administrative
public actors dominate in situations of different party majorities because the gov-
ernment majority of the first chamber has to coordinate action with the Länder
governments of the second chamber. Due to different party majorities we find
an etatist structure with predominant administrative actors rather than pluralist
competition among all domain actors. In postunification Germany we no longer
find those preconditions that were responsible for the success of corporatist ar-
rangements, i.e. peak organizations in the public, employer, and employee sec-
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tors. Instead, the situation today shows a tendency toward bureaucratic labor
policy making.
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Political Economy of Income
Distribution in Britain
Demography, Market, and Party
Politics, 1979–1987
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I. INTRODUCTION

The aim of this paper is to identify the probable causes of the pattern of income
distribution in the United Kingdom over the 1980s. In June 1994 the Institute
for Fiscal Studies reported that ‘‘the proportion of the UK population with income
below half the national average has more than doubled in the past 30 years’’;
most of the increases occurred in the 1980s. The report showed that the income
share of the top decile of the population rose from 22% to 25% during the three
decades (Financial Times, 2 June 1994:10). In February 1995, the Rowntree In-
quiry into Income and Wealth found that the trend toward increasing inequality
accelerated rapidly between 1977 and 1990, reaching a higher level than recorded
since World War II. Not only has the gap between rich and poor increased dramat-
ically over the past 20 years, but the incomes of the bottom 10% were no higher
in the early 1990s than in the late 1960s (Goodman and Webb 1994). These
findings call into question the widespread view in the 1950s and 1960s that reduc-
tions in income differences are natural byproducts of economic development or
of liberal democracy (Downs 1957; Kuznets 1955). The British experience clearly
indicates that political economists are confronted with a new intellectual chal-
lenge. This paper seeks to address this challenge by drawing upon theoretical
and empirical work on the political economy of income inequality in Britain, and
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by suggesting that party politics played a significant role in the widening gap
between rich and poor. The political science literature dealing with the redistribu-
tive impact of parties has rested upon partisan theory or demand driven vote-
maximizing models (Denters 1993; Hibbs and Dennis 1988; Tufte 1978). Some
of the core propositions of these two schools of thought are radically antithetic,
portraying a schizophrenic image of party behavior. On the one hand, the ideol-
ogy of the party in power is the best predictor for the allocation of costs and
benefits. On the other hand, electoral imperatives dictate variations in redistribu-
tive policies which in turn affect socially undifferentiated voters.

Despite their differences these views share fundamental assumptions, in-
cluding a conception of a political party as unitary actor and the idea of preference
homogeneity among party leaders.1 In addition, most scholars believe that redis-
tributive policies aim at improving the relative position of one social class, itself
regarded as internally fairly homogeneous. Accordingly the population is subdi-
vided into distinct classes, defined as lower-, middle-, and upper-income groups.

Advances in the theory of political parties suggest that so simple a model
may be unsuited to analyzing the redistributive impact of parties in a significantly
fragmented and heterogeneous society. Theoretical work on political parties has
long argued that parties are not monolithic entities and are instead more fruitfully
conceived of as organizations (Duverger 1951; Lawson 1994; Michels 1959).
Within these organizations party actors strive for relative dominance and engage
in coalition building and dissolution (Kitschelt 1994; Panebianco 1988); the mak-
ing and breaking of internal coalitions, each with its own agenda, are perceived
as the driving force of party life. The upshot is that special forms of bargaining
and negotiations continuously evolve during the formulation of redistributive pol-
icies. In devising these policies leaders may primarily be concerned with gaining
and retaining power in their own party as well as maximizing votes or pursuing
ideologies. Innumerable examples show that battles over party platforms are often
acrimonious because the outcome stands as symbolic evidence of who controls
the party, rather than as a guideline for the making of public policy (Ware 1987:
125–126). Consequently when analyzing party politics and policies we should
focus on what Cyert and March (1992:41–44) define as organizational slack, the
use of discretionary power between organizational actors.

These considerations provide excellent reasons to alter the traditional man-
ner in which we have studied the phenomenon of the redistributive impact of
ruling parties. It seems reasonable to assume that shifting internal alignments
may generate a dynamic process whereby new dominant factions attempt to trans-
late the gains at the party level also into redistributive gains for their actual or
potential supporters. The main question involved in assessing redistributive poli-
cies is therefore how internal conflict and cooperation affect those policies. To
answer this question it is necessary to move beyond the unitary actor model and
to relax the related assumption of preference homogeneity.
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This paper examines the politics of income redistribution in Britain between
1979 and 1987 by applying recent theoretical developments in the party politics
literature. The paper is divided into two parts. The first part looks at nongovern-
mental effects on income inequality, setting the growth of income inequality in
the United Kingdom in an international contest, the second part concentrates on
the driving forces behind the redistributive strategies of the Conservative govern-
ments, evaluating the impact of demographic and market forces in changing pat-
terns of income distribution. Having assessed the contribution of government
cash transfers to inequality movements,2 and having established that transfer poli-
cies exert significant redistributive effects, we briefly explore the peculiarities of
the electoral arena over the 1980s and focus on intraparty dynamics. The analysis
highlights three key political factors that could have affected income inequality
outcomes: the changing nature of strategic games within the Conservative Party,
the introduction of sequential elections in 1975, and the minority status of right-
wingers.

II. TRENDS IN INCOME INEQUALITY

It is important to investigate how measured inequality fared under the Conserva-
tive government. From Table 1 we see that over the 1970s and 1980s there was
a wide diversity of experiences across countries, with rising inequality in more
than half of the sample.3 Yet one of the sharpest increases occurred in the United
Kingdom where the Gini coefficient rose 2.7 percentage points. Considering the

Table 1 Income Inequality in Nine Countries for Posttax-Posttransfer Adjusted
Income (Gini index %)

Late 1970s Absolute Relative
Country early 1980s Mid-1980s change change

Israel 33.7 33.0 �0.7 �2.1
United States 33.0 35.5 �2.5 �7.5
Canada 32.4 31.1 �1.3 �4.0
France 30.8 30.4 �0.4 �1.3
Australia 30.2 30.9 �0.7 �2.3
United Kingdom 27.6 30.3 �2.7 �9.7
Norway 24.9 24.3 �0.6 �2.4
West Germany 23.0 26.4 �3.4 �14.8
Sweden 19.9 22.9 �3.0 �15.0

Source: Computed by the author from LIS data sets for Canada 1975, 1981; Israel, 1979, 1986;
United States 1979, 1986; France 1979, 1984; Australia 1981/82–1989/90; United Kingdom 1979,
1986; Norway 1979, 1986; West Germany 1978, 1984; Sweden 1981, 1987.
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Table 2 Income Inequality in the United
Kingdom 1969–1986 (Adjusted Household
Posttax-Posttransfer Income)

Year CV Gini Theil

1969 67.9 29.8 15.9
1974 67.3 28.7 14.8
1979 53.8 27.6 12.7
1986 64.7 30.3 16.5

Percentage change
1969–79 �21 �7 �20
1979–86 �20 �10 �30

Source: Computed by the author from LIS.

fact that income distributions change very slowly this increase must be considered
substantial. In Sweden, the Gini coefficient climbed 3 percentage points, in West
Germany 3.4 points, and in the United States the index by 2.5 percentage points.
But the upward trend was not universal. In some countries the Gini coefficient
dropped, suggesting that while international forces were at work, national factors
were also significant. Inequality continued to fall in Norway, Israel, Canada, and
France, with the decline in Gini ranging from �1.3% in France to �4.0% in
Canada.

A closer look at the pattern of income inequality in Britain reveals that the
trend is divided into two periods marked by a downward shift between 1969 and
1979 and an ascending tendency between 1979 and 1986 (Table 2). The striking
feature of Table 2 is that in the first period the three inequality indices dropped
while under the Conservative governments there was a clear reversal of the trend.4

Between 1979 and 1986 all indices rose, with the growth ranging from 10% to
80%. This unanimity of the three indices is important because it reduces the
possibility that results are dependent on the particular index used.

It would, however, be unrealistic to assert that government policies were
exclusively responsible for the widening gap between rich and poor. It is well
known that other factors, such as demographic movements and market forces,
often affect income differentials. For this reason in the next section I decompose
the structure of income inequality to identify non-government determinants of
inequality growth. I first examine demographic and market effects and then go
on to evaluate the distributional impact of government transfers.

A. Demographic Effects: Age and Household

The demographic variables most commonly analyzed in the literature on income
inequality are the age profile of the population and the household size and compo-
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sition. As Cowell (1995:130) put it, a drop in inequality could be an optical
illusion if we have not allowed for demographic changes, or how income varies
between and within different age groups. Alterations to the age structure, includ-
ing lower birth rates or the growing number of elderly, may affect the distribution
of income among individuals. Elderly people are overrepresented in lower-
income groups and therefore the aging of the population may widen income dif-
ferentials. By the same token, rising inequality could be the outcome of changing
household size and composition. In the postwar period the number of large fami-
lies steadily declined while the number of single households and lone parents
gradually increased. Smaller households may have a negative distributional effect
because they prevent income pooling.

To assess the impact of demographic movements on the size distribution
of income I decompose distributional comparisons for age groups and household
types into between- and within-group comparisons. Disentangling the within-
group and between-group inequality components is essential in order to isolate
the redistributive role of the Conservative government: the higher the contribution
of the between-groups components, i.e., the stronger the association of the group-
ing factor with aggregate inequality, the more negligible the distributional conse-
quences of transfer policies.

Mookerjee and Shorrocks (1982) report that over the 1970s the growing
number of elderly people contributed to rising inequality in Britain to the point
where subtracting the ‘‘age effect’’ from aggregate inequality meant a reversal
of the trend. Recent findings, however, suggest that the age effect was much less
significant in the 1980s (Jenkins, 1995). Table 3 sets out the results of the age
decomposition between 1969 and 1986.5 The pattern highlights again a sharp
contrast between the 1970s and the 1980s. It is evident that the age effect was
roughly stable during the 1970s, while there was a downward trend from 1979
to 1986, when the Theil index dropped from 1.5% to 0.6%.6 Because aggregate

Table 3 Contribution of Changes in Within and Between Age
Group Component in Total Inequality, United Kingdom 1969–1986
(Adjusted Posttax-Posttransfer Household Income; Theil inequality
index %)

Age effect
Total Within-group (between-group

Year inequality inequality inequality)

1969 15.9 14.3 1.5
1979 12.8 11.4 1.4
1986 16.5 15.9 0.6

Source: Computed by the author from LIS. By the time I started this section
the 1974 U.K. LIS data set was unfortunately not available.
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Table 4 Contribution of Changes in Within and Between
Households Types to Total Inequality, United Kingdom
1969–1986 (Adjusted Posttax-Posttransfer Household
Income; Theil Inequality Index %)

Within- Between-
Total household household

Year inequality inequality inequality

1969 15.9 13.7 3.1
1979 12.8 9.9 2.9
1986 16.5 14.2 2.3

Source: Computed by the author from LIS.

inequality in the same period grew by 16.5% we can safely conclude that the
ageing of the population had a low distributional impact. A closer look at Table
3 reveals that what dominated was the contribution from changes in inequality
within age group. These results corroborate existing research showing that demo-
graphic movements have not significantly contributed to the changing shape of
income distribution in Britain (Jenkins 1995).

The second demographic variable considered in this paper is the household
size and composition. Different household types may affect the distribution of
income when their concentration varies.7 In Britain, as in many other industrial-
ized countries, there has been a secular decline in average household size. Rea-
sons include greater mobility, a trend toward younger people living independently
of their parents, and higher divorce rates (Kiernan 1989). The impact of these
changes is likely to reduce equality all the more because they prevent income
pooling. Table 4 shows that between 1969 and 1986 inequality between house-
hold types was fairly stable, implying that the growing proportion of smaller
households had marginal effects on total inequality while within-household in-
equality had a strong distributional impact. These results unambiguously demon-
strate that demographic movements in Britain over a period of about fifteen years
had low distributional consequences.

B. Market Effects

The marginality of demographic variables in changing patterns of income in-
equality strongly suggests that other forces were at work. A further step in the
examination of the structure of income inequality is to assess the role of market
income (i.e., original, pretransfer income). Wage differentials, for instance, have
received great attention from analysts of income distribution in Britain (Gardiner
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1993; Gosling et al. 1996). Several studies have detected a clear link between
income inequality and wage dispersion. Figure 1 represents the proportion of the
population in four income classes, defined in relation to median income, for the
period 1969–1986.8 The picture that emerges is striking. The proportion of the
population with less than 50% of median income more than doubled between
1969 and 1986. What is more, while the proportion of poor workers grew by 3.7
percentage points between 1969 and 1979, its growth accelerated under the
Thatcher governments, climbing 8.6 points. At the same time, the richest income
category, with more than twice median income, almost tripled, again with the
highest increase of 11.4 points occurring from 1979 to 1986. On the other hand,

Figure 1 Proportion of the population in different market income classes. Head of
household aged 20 to 64. United Kingdom, 1968 to 1986.
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upper-middle-income groups were much less affected, since their number
dropped slightly from 16.7% to 15.2%.

A noteworthy feature of Figure 1 is that over the 1980s the distribution of
market income was more spread away from the middle: the falling percentage
of workers with middle range incomes was associated with growth in the lower
and upper tails of the distribution. As in other countries, income polarization in
the market sphere mainly reflected structural and technological changes (OECD,
1993). There was an expansion of the secondary labor market, with an increase
in temporary and part-time workers employed in low skilled jobs.

C. Distributional Consequences of Government Transfers

The distributional role of market forces can better be understood by examining
variations in the Gini coefficient induced by government intervention. Table 5
presents the results for selected income definitions. From the table we see that
while market income inequality (before government intervention) rose consis-
tently throughout the period, between 1969 and 1979 inequality in posttransfer
income (i.e., after government intervention) declined roughly by 5% but grew
again in the 1980s by 10.8%. This indicates a less effective role played by cash
income in reducing inequality and suggests that policy changes contributed to
the ascending movement. Hence, the Conservative government did not offset the
disequalizing impact of market forces; on the contrary, it sustained market income
inequality with the retrenchment of redistributive policies.

One reason was that many Conservative supporters viewed the welfare state
as a main cause of economic decline. Welfare benefits allegedly imposed a burden

Table 5 Gini Coefficient (%) for Selected Income Definitions,
United Kingdom 1969–1986

Market Posttransfer Reduction
income Income from transfers

Year (1) (2) (1) � (2)

1969 43.9 33.2 10.7
1979 46.9 31.5 15.4
1986 53.6 34.9 18.9

Percentage change
1969–1979 �6.8 �5.1
1979–1986 �14.5 �10.8
1969–1986 �22.3 �5.1

Source: Computed by the author from LIS.
Income is adjusted with the OECD equivalence scale.
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on the taxpayer, stifled incentives to work and to save, and undermined individual
self-reliance.

While the provision of social services was not substantially altered, the real
break with the past came about in social security policies (Hill 1990). The
Thatcher government was distinctive because ‘‘none of its predecessors had dared
to cut social security spending’’ (The Economist, 22 December 1979:13). Under
the Social Security Acts of 1980, 1982, 1986, and 1988 the Conservative govern-
ment established new rules that made take-up benefit more limited and difficult.

In other areas the lack of change was just as important. Despite the sharp
rise in unemployment in the early 1980s, no variations were made to the level
and duration of unemployment benefits. The cumulative effect of these measures
was that between 1978–79 and 1983–84 the number of social security claimants
increased by 138.4% but spending on income-related benefits increased by only
110.6% in real terms (Atkinson et al. 1986:30). This shows a real decline in the
benefit per claimant produced by the abolition of the earnings-related supplement
and the taxation of benefits.

Other redistributive measures limited the availability of benefits to women
in general, and married females participating in the labor market in particular
(Hill 1990:5). Since 1979 successive Conservative governments relied on a rheto-
ric of the family and a reassertion of Victorian values to justify cuts in welfare
spending (McDowell 1989:179). Harsh measures included cutbacks in the real
level of child benefit and the taxation of supplementary benefits which affected
the standards of living of lone-mothers.9 The redistributive impact of these mea-
sures is easily gauged by looking at Figure 2 which shows the trends in the Gini
values for pretransfer, posttransfer and posttax incomes between 1969 and 1986.
It is evident that the distributional impact of the transfer system is far stronger
than that of the tax system. The distributional pattern traced in Figure 2 shows
that inequality declined steadily in posttransfer and posttax income until 1979,
while it increased in pretransfer (original) income since 1974, thus corroborating
the results in section three on the important role of market income differentials
in the acceleration of income inequality.

It is worth pointing out that under the Labour government of 1974–79 the
Gini values for posttransfer (and posttax) income continued to decline, suggesting
that the social security system had equalizing effects. This decline in posttransfer
Gini was consistent with the pattern traced since the 1960s. By contrast, Figure 2
clearly indicates that the advent of the Conservative government in 1979 marked a
departure from previous experience, with considerable increases in the Gini val-
ues for all three income concepts.

The Conservative government exacerbated income inequality by attacking
the ‘‘culture of dependency’’ in general, and unemployed people in particular.
For Nigel Lawson, the Chancellor of the Exchequer, the social security system
encouraged ‘‘idleness and irresponsibility’’ (quoted in Gilmour 1992:125). Para-
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Figure 2 Inequality in pretransfer, posttransfer, and posttax income, United Kingdom,
1969 to 1986.

doxically, however, there was scant evidence to support the belief that transfer
benefits generated disincentives to work. In 1977 only 50% of those eligible were
claiming FIS (Family Income Supplement) while 24% of Supplementary Benefits
remained unclaimed; in 1979 only 60% of those eligible were claiming the 1%
benefit (Social Security Statistics, Great Britain 1981:253). In 1986 official esti-
mates reported that the Supplementary Benefit unclaimed was running at 25%,
which meant that Ł410 million a year went unclaimed (Guardian, 5 November
1986). But if the take-up rate was relatively low, then other reasons presumably
lay behind the Conservative attack on scroungers. We must therefore look beyond
the government’s rhetoric to understand the driving forces behind income redistri-
bution.
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III. THE ROLE OF PARTY POLITICS

A. Electoral Competition

A widely held view regarding changes in redistributive policies points to electoral
competition as a main cause of policy changes. In the British case two factors
are particularly noteworthy, the geography of voting and the weakness of party
competition. Over the 1980s the geographical distribution of votes coincided with
differences in the principal bases of poverty. The majority of Conservative voters
lived in the affluent South, whereas Labour supporters were chiefly concentrated
in the poor counties of the North. Between 1979 and 1983 the number of benefi-
ciaries in the North increased from 15.7% to 20% while in the Southeast it grew
from 9.4% to 9.7% (Walker and Walker 1987:47-48). These figures reveal that
higher unemployment, low-paying jobs, and poverty were of different magnitude
and significance in the two regions.

Furthermore, in the South the poor were most likely to be elderly; poverty
in the North, by contrast, was more likely to be associated to redundancy and
joblessness (Green 1996). Perhaps this spatial concentration explains why social
security policies penalized the unemployed and protected the pensioners, at least
in the short run. Although pensions were curtailed in the medium long term, they
were increased in the short term. Pensions grew in real terms by 7% between
1978-79 and 1983-84 (Sked and Cook 1993:346).

Since the losers of the economic and social transformations of the 1970s
were spatially concentrated, the Conservative government deployed what Krieger
(1986:86) dubbed ‘‘arithmetical particularism.’’ Such electoral strategy relied on
making sectional appeals by affecting the economic position of targeted groups.
Thus, redistributive costs and benefits may have been apportioned between risk
categories in order to manufacture the electoral majority. One consequence of
this electoral strategy was to exacerbate income polarization between North and
South. Although the North-South divide predates the 1980s, Walker (1987:13).
claims that the Conservative government ‘‘helped to widen and deepen these
divisions, sometimes to a catastrophic extent.’’

Another point to note is that cutbacks in cash transfers were facilitated by
the peculiarities of party competition. It is important to appreciate that interparty
competition steadily abated over the 1980s. Divisions within the Labour Party
over proposals of internal constitutional change absorbed the energies of the La-
bourites. In the late 1970s and early 1980s Labour’s strategy shifted further to
the left opening a political vacuum in the centre of the ideological space, soon
filled by the formation of the Social Democratic Party in 1981 (Whiteley 1983:
2–6).

Entrance in the electoral arena of a new political rival impinged on intra-
party politics. It mitigated opposition within the Conservative ranks against the
antiegalitarian stance of right-wingers because several Tory moderates were ex-
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posed to the Alliance’s advance in their constituencies (Riddell 1983:46–47).
Modifications in the electoral arena thus changed the options available to Conser-
vative groupings, strengthening the internal position of right-wingers. What is
more, the landslide victory in 1983 showed that Opposition parties were not a
likely alternative.

B. Reshaping the Party Identity

Lack of credible competitors meant that the government had only been prepared
to compromise in social security policies when pressure had been exerted from
within its own supporters (Ogus et al. 1988:11). Against this background it is
surprising that most statements about Thatcher’s redistributive policies have paid
little or no attention to intraparty politics. Yet the years between 1979 and 1982
were marked by the internal struggle for real control of the party, a time in which
contradictions and dilemmas were particularly acute (Jessop et al. 1988:19). In
this struggle rival groupings attempted to defend or mold their own identity at
the same time as they shaped the party image. One group opted for defending
the old party identity by praising the virtue of traditional policies, while the other
preferred to ‘‘modernize’’ it by embarking on a new course. In general, when a
political party acquires a new image this testifies to the end of an era and to
the success of those new faces holding positions of responsibility in the internal
hierarchy. Seen in this perspective, strategic repositioning among party elites may
shed some light on the driving forces behind changes in redistributive policies.

Several observers have noted that the main goal of the Thatcherites was
to recraft the party identity. Although the ideological battle over redistributive
policies was cast in economic terms, ‘‘ultimately the economic arguments were
means to a still more ambitious end—Keith Joseph’s insistence that the party
must move away once and for all from its previous position’’ (Deakin 1987:86).
Gamble (1995a: 100) aptly remarked that the ‘‘appeal to monetarism was much
more than a set of techniques for controlling the money supply.’’ Bulpitt (1986:
33) argued that the ‘‘dictates of party management . . . ensured that a link would
be made with the statecraft of monetarism.’’ These authors agree that the Conser-
vative appeal to monetarism was not entirely guided by economic reasons; rather,
party politics reasons were at work. By the mid-1980s right-wingers had finally
achieved their principal goal when the term Thatcherism, whatever its meaning,
became part and parcel of the Conservative identity (Jessop et al. 1988:6).

C. From Implicit to Explicit Games

Understanding the interplay between internal strife and party identity, and their
joint redistributive impact, involves tracing the roots of strategic games within
the party. I analyze power relations between party actors by adopting a two-stage
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strategy (Dowding 1991:53-54). In the first stage, I trace the development of the
choice situation: How did party coalitions find themselves in this situation? Were
there modifications in the incentive structure that could have affected the bar-
gaining position of these elites? The second stage focuses on bargaining processes
over the content of transfer policies.

Borrowing from Schelling (1980:21), we may interpret the evolution of
bargaining between the Conservative elites as a shift from tacit to explicit games.
Tacit games are those where players watch and interpret each other’s behavior,
partners cannot or will not negotiate explicitly; by contrast, in explicit games
the conflict of interest is publicized and overt. Tacit and explicit games are not
thoroughly distinct concepts, since various gradations of the two games may
exist.

Analysts of the Conservative Party have recognized the pervasiveness of
tacit games. As one observer noted, ‘‘Conservatives . . . engage in ideological
conflicts using sophisticated codewords and themes which resonate with the
cognoscenti but cannot easily be picked up by outsiders’’ (Dunleavy 1993:124-
125). Tacit games enhance loyalty and unity because they promote close coopera-
tion and coordination.

From the mid-1960s, however, there has been a significant increase in the
incidence and publicity of intraparty conflict. There had been more dissenting
MP votes under Edward Heath from 1970 to 1974 than in the previous 25 years,
between 1945 and 1970 (Norton 1978:115). But the differences with pre-1970s
discord there were qualitative as well as quantitative. Conservative MPs tradition-
ally expressed their disagreements by joining ad hoc alliances from issue to issue.
This pattern of internal alignments gradually changed over the 1970s, with a
substantial number of MPs dissenting on the same issues (Norton 1978:244).
More stable and vociferous alliances signaled that the structure of strategic games
was shifting from tacit to explicit.

Various hypotheses have been advanced to explain the new form of internal
revolt. Some authors claim that the party was facing a generational turnover and
that young Conservative MPs had developed a less deferential attitude toward
party policy (Budge et al. 1988:55). The main problem with this interpretation
is that a generational turnover is an insufficient condition for tilting the internal
balance of power. It is not self-evident that it should always trigger variations
in bargaining strength between party elites. Others maintain that the real issue
was the authoritarian and confrontational personalities of Heath and Thatcher
which fueled internal bickering (Norton 1978:217–255). In my view explanations
in terms of personalities are unwarranted because they sidestep the crucial ques-
tion regarding the dynamics of power within the party organization.

A more convincing interpretation holds that changes in the leadership selec-
tion rules since 1965 altered the distribution of power and fomented internal strife
(Evans and Taylor 1996). Prior to 1965 the Conservative leader ‘‘emerged’’ out
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of informal discussions in the ranks of the party notables. This procedure en-
dowed the leader with considerable power; all authority and policy emanated
from the top. The rules introduced in 1965 did not alter significantly the relation-
ship between the leader and the party because once elected there was no provision
for his/her formal removal. But in 1974 two electoral debacles led to internal
backlash against the concentration of power in the hands of the then leader, Ed-
ward Heath. As a result in 1975 two major modifications in the selection rules
were introduced. First, the 15% votes requirement on the first ballot was replaced
by a requirement of 15% of all eligible voters, in addition to an absolute majority.
Second, and more important, provision was made for regular election at the begin-
ning of each new parliament and in each subsequent session.

Consequently, the formal security of tenure of the party leader was brought
to an end. It may be argued that Conservative leaders never enjoyed security
of tenure, and that the regulations merely formalized the realities of existing
relationships. Several Conservative leaders had been informally ousted by the
members of parliament. Alec Douglas-Home, Harold MacMillan, Anthony Eden,
Winston Churchill, and Neville Chamberlain all resigned because of loss of con-
fidence among their close allies (Bogdanor 1994:86-96).

Evidence suggests that the new rules did mark a departure from previous
experience. Bogdanor (1994:96) concedes that ‘‘neither Mrs. Thatcher, nor per-
haps John Major, would have been selected under the old methods.’’ With the
new methods the election of Thatcher was the result of strategic voting. Thatcher
was elected because she was the only serious candidate willing to challenge Heath
and not because there was a widespread commitment to her views (King 1985:
97; Shepherd 1991:176–177). Research findings report that in 1975 the estimated
share of Thatcherite MPs as a proportion of the Conservative parliamentary party
was between 10% and 25% (Crewe and Searing 1988:371). Hence Thatcher was
the leader of a minority group and was elected primarily because Heath had been
unable to ensure reelection under the new rules.

D. Sequential Elections

The most significant modification brought about by the new rules was the in-
creased dependence of the leader on the support of the parliamentary party. From
1975 the Conservative leader had first to secure reelection as leader and therefore
satisfy the wishes of the faithful MPs. The fact that the leader was directly depen-
dent on the favors of the Conservative MPs raised his/her sensitivity to the views
of backbenchers, ‘‘the probability of removal may be low; but the risks to the
individual [leader] are high’’ (King 1991:29).

The Conservative leader was now facing the problem raised by ‘‘sequential
elections.’’ Sequential elections obtain because to gain or retain office leaders
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must win the favors of different types of constituencies, including MPs, party
activists, and voters (Aranson et al. 1970). Such conditions create a dilemma to
party leaders if, for example, the wishes of party activists differ from those of
the wider electorate. Comparative research on the leadership selection found that
the ‘‘process of selection may constrain the style and behaviour of those selected,
either because of the resources required, or because of the need to ensure reselec-
tion where that is necessary’’ (Marsh 1993:229).

Changes in the leadership selection rules in the Conservative Party signified
that the potential threats of candidates standing against the incumbent could prove
damaging for the party’s image and thus give some leverage to dissident MPs.10

In this way the introduction of sequential elections in 1975 impinged on the
options available to the bargaining partners. We have seen that the election of
Margaret Thatcher to the leadership was the outcome of strategic voting, which
meant that Thatcher was ‘‘sincerely’’ supported by only a minority of MPs, the
so-called dries.

The dries were a small group of Conservative MPs identified with 19th-
century liberalism, the main watchwords being initiative, duty, independence;
they were overtly inegalitarian and believed that wide differences in income were
both natural and desirable. In the words of Joseph and Sumption (1977:1), the
cornerstone of the new strategy was ‘‘to challenge one of the central prejudices
of modern British politics, the belief that it is a proper function of the State to
influence the distribution of wealth for its own sake.’’ This strategy was reflected
in the abolition of the Royal Commission on the Distribution of Income and
Wealth in 1979, signaling the changed priority toward distributional issues.

The majority of Conservative MPs, the so-called wets, were less sympa-
thetic to such views. They claimed that the Tory tradition, going back to Disraeli,
stressed the primacy of community over individuality (Gilmour 1992:142–177).
They also believed that some degree of state intervention for the relief of poverty
was necessary, and that less privileged groups should be protected.

Deep disagreement over redistributive issues between wets and dries,11 and
especially the minority status of the dries, accounted for their ideological spurt,
so unusual among Conservative leaders. ‘‘Margaret Thatcher was a Conservative
rarity in her readiness to identify Conservatism in unambiguous ideological
terms’’ (Whiteley et al. 1994:127). Minority groupings are sometimes more ideo-
logical than majority ones because purposive incentives develop to compensate
for other incentives (e.g., status and money) controlled by the larger group.

A further consideration is that the ideological crusade of the dries helped
cement their internal divisions. Many figures, such as Rhodes Boyson, Lord Be-
loff, Paul Johnson, Alfred Sherman, and Alan Walters, had changed their political
allegiances at least once before and thus might be expected to do so again. These
people had been recruited from varying sources; some had been Liberals, others
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Labour supporters. ‘‘Since their beliefs were shaped more by their antipathies
than by a common positive vision, the need for a constant unifying enemy was
particularly urgent for them’’ (Denham and Garnett 1994:271).

These considerations suggest that the endorsement of an overtly antiegali-
tarian stance by the dries is explicable also in terms of intraparty dynamics.
Changes in the leadership selection and reselection rules represented a turning
point in the history of intraparty politics by shifting the nature of strategic games
from tacit to explicit. In turn, this modification fostered two relatively stable
coalitions, the dries and the wets. Because the dries shaped their own identity
against the identity of left-wingers, the process entailed the abandonment of the
old redistributive principles supported by moderate Conservative groups, and a
departure from the traditional party identity. In this manner intraparty dynamics
contributed to alterations in income redistribution. Conservative right-wingers
were molding their identity by devising redistributive policies in stark contrast
to those preferred by left-wingers.

Besides triggering the dries’ ideological spurt, the minority status of
Thatcherites had another major consequence. It meant that on coming to office
the Prime Minister had little choice but to appoint as Cabinet ministers Heath’s
most able and effective supporters, including William Whitelaw, Jim Prior, Ian
Gilmour, Peter Carrington, and Quintin Hogg. Thatcher also brought in people
like Peter Walker, the symbol of Heathite interventionism, and Christopher
Soames, a typical traditional Tory. Although the significant aspect was that the
Cabinet was a moderate faction, four key posts were given to Thatcher’s closest
supporters. Geoffrey Howe was appointed Chancellor of the Exchequer, John
Biffen, Chief Secretary of the Treasury, Keith Joseph, Secretary of State for In-
dustry, and John Nott, Secretary of State for Trade.

On coming to office the divisions between the wets and the dries grew
steadily worse. Prior’s reaction to the 1979 budget eloquently expressed this dis-
sension: ‘‘It was really an enormous shock to me that the budget which Geoffrey
[Howe] produced the month after the election of 1979 was so extreme’’ (Prior
1986:119). As the economy slumped and unemployment soared, the attack on
social security benefits provoked an outright revolt within both the Cabinet and
Conservative MPs. In 1981 the unemployment rate stood at 13% and most Cabi-
net members were expecting less stringent monetary rules.

The Blackpool Conference held in 1981 displayed the two faces of a di-
vided cabinet. Michael Heseltine, Secretary of State for the Environment, criti-
cized the right-wing emphasis on independence and self-help because ‘‘self help
[had] a limited meaning in an inner city community where 40 percent of the
young kids may be without work’’ (Times, 16 October 1981:2). Internal disputes
over the relationship between the Conservative party and sections of the British
population were sparked by different opinions regarding the identity of the party
organization. Hardliners wished to mold it as the party of free-market principles,



Income Distribution in Britain 403

initiative, and duty; the wets believed that the government should not relinquish
its responsibility for the relief of poverty. Arguably, the most significant aspect
of the Blackpool Conference was the surfacing of the dilemma of sequential
elections. Had the Conservative leader satisfied the wishes of moderate Cabinet
ministers and those of the wider electorate, she would have annoyed the party’s
rank and file.

Thatcher skillfully deployed different sources of power to placate internal
tensions (Thatcher 1993:138–139). Thatcher’s demagogic appeal to activists is
perhaps one reason why party membership rose under her leadership, after years
of relentless decline. Her attention to the rank and file raised activists’ perception
of their importance for the party organization. Survey findings suggest that since
the early 1980s Conservative members have been feeling more influential in the
decision-making process of the party organization. (Whiteley et al. 1994). By
distributing purposive incentives through attacks on scroungers and on the wel-
fare state, the Conservative leader was able to promote and reinvigorate the loy-
alty of party members and to use this fidelity as an ammunition against internal
rivals.

Thatcher’s appeal to the party rank and file and the successful campaign
for membership recruitment warned the wets that Conservative activists wanted
a radical change from previous redistributive policies. Her popularity among
Conservative members and their readiness to identify with Thatcherite policies
helped to assuage the wets’ internal opposition.

The second strategy Thatcher deployed to ease the strains between wets
and dries was to relax public expenditure. Growth in government outlays in the
early 1980s was mostly the effect of automatic stabilizers, but it was also the
outcome of internal opposition. ‘‘The relenting on cuts took some of the edge
off the cabinet anger. It is regarded as signalling the start of the ‘wet appease-
ment’ ’’ (The Economist, 24 October 1981:29). For Shepherd (1991:178),
Thatcher always tempered her radicalism with an overriding desire that the Con-
servatives should hold office with her as their leader. Sequential elections per-
suaded the Conservative leader to restrain her policy ambitions. Faced with the
pragmatics of power, Thatcher appealed to the party rank and file and appeased
the wets; in this way she was able to forge an internal alliance and to retain the
leadership although she was supported by a minority coalition of MPs.

E. Breaking the Internal Alliance on Social
Security Policies

The differences in social policy exposed the deep divisions in the Conservative
ranks so much that internal turmoil over Thatcherite social policy was regularly
reported by the press. The Times described how ‘‘the Government suffered one
of its biggest backlash revolts of the present parliament . . . when 13 Conservative



404 Mulé

MPs voted to restore the 5% that was cut from unemployment benefits in 1980’’
(18 March 1982:1). For the Financial Times this revolt was ‘‘the most determined
piece of internal dissent Mrs. Thatcher has suffered’’ (14 July 1982). It was clear
that any further pressure would risk splitting the party asunder.

Internal wrangling reached a climax in the summer of 1981 during the
discussions preparing the budget. The Treasury requested spending cuts for
1982–83, below the totals derived from the March white paper. Thatcher recounts
in her memoirs how this proposal sparked ‘‘one of the bitterest arguments on
the economy, or any subject, that I can ever recall taking place at Cabinet during
my premiership’’ (Thatcher 1993:148).

Fierce reactions to the 1981 budget acted as a springboard for a Cabinet
reshuffle. According to Francis Pym (1984:8), ‘‘Margaret Thatcher saw this crisis
as a personal challenge to her resolve and became doubly determined not to give
an inch on the economic strategy.’’ Between 1981 and 1982 the Prime Minister
dropped three well-known wets: Ian Gilmour, Lord Privy Seal; Christopher
Soames, Leader of the Lords; and Mark Carlisle at Education, and brought in
three men on whom she could rely: Norman Tebbit, who was appointed Minister
of Employment; Nigel Lawson, Minister of Energy; and Norman Fowler, who
became Minister of Health and Social Security.

Figure 3 illustrates the dynamics which induced the cabinet reshuffle and
ended the search for a compromise in social security policies. The top part of
the figure shows the agreement (A1) on social security spending and taxation as
the equilibrium solution of bargaining games between the wets and the dries.
Point A1 was attractive to the dries because by appeasing the wets it deferred
the threat of a leadership reselection and while retaining party unity.

The lower half of Figure 3 depicts a typical situation in bargaining theory
where weakness may be strength (see Schelling 1980). As unemployment
mounted, the wets moved to position W1, which challenged the redistributive
policies of the dries. At this critical point two institutional features insulated
Margaret Thatcher from losing control of policy making. The constitutional role
of prime ministers in appointing and reshuffling their cabinets was ‘‘undoubtedly
one of the most important ways in which a prime minister [could] exercise power
over the whole conduct of government’’ (Thatcher 1993:25). Another salient as-
pect was the strong institutionalization of the Conservative party which typically
concentrates power in the hands of the dominant coalition and hinders the forma-
tion of stable organized factions (Panebianco 1988:130–141). Prime-ministerial
prerogatives and strong institutionalization meant that the wets had to grudgingly
accept Thatcher’s policy-making authority.

The Cabinet reshuffle and the electoral landslide of 1983 crushed the wets
as a coherent force within the party. Thatcherite ideas became so dominant that
social policy ceased to be a divisive issue among MPs during the second Conser-
vative term (Garry 1994). In this new scenario the Fowler report of 1986, de-
scribed at the time as the most radical since Beveridge (Evans 1996), could easily
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Figure 3 Making and breaking alliances on redistributive policies, Conservative Cabi-
net, 1979 to 1982.

mark a retreat from any serious commitment of insuring individuals against risk
(Lister 1991).

IV. CONCLUSIONS

Over the 1980s income inequality in the United Kingdom grew faster than else-
where, suggesting that national factors played a crucial role. By decomposing the
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structure of inequality it was possible to highlight the low distributional impact of
demographic variables, such as the growing number of elderly and the smaller
size of households. On the other hand, income polarization in the market sphere
had strong disequalizing effects.

This wider dispersion of market differentials was not offset by government
intervention. On the contrary, the Conservative government exacerbated income
inequality by attacking the culture of dependency. Conservative rhetoric, how-
ever, concealed an asymmetry in the distribution of costs and benefits among
beneficiaries. Until 1986 cash benefits protected the elderly living in the affluent
South while cutbacks in the level and scope of unemployment benefits exposed
the people out of work to the risk of poverty. This is not to say that pensioners
gained from Thatcher’s redistributive policies. Indeed, the indexation of pensions
to prices rather than earnings meant that the relative position of pensioners to
people in worked deteriorated. What I am pointing out here is that the relativities
between pensioners and unemployed changed in favor of the elderly. The
Thatcher government capitalized on the geographical distribution of poverty in
Britain and was able to forge new coalitions of voters between people in work
and pensioners. Manipulations of entitlement rules were encouraged by the weak-
ness of interparty competition and the lack of a credible alternative to the Conser-
vative government.

But explanations of Thatcher’s redistributive policies have focused too ex-
clusively on electoral concerns. The argument developed throughout this paper
suggests that shifting internal alignments were important in exacerbating income
inequality. Manipulations of eligibility and entitlement rules over the 1980s also
reflected strategic repositioning between wets and dries. We have seen that the
consolidation of the internal coalition led by Thatcher was intimately connected
to redistributive questions. Three elements lay behind the antiegalitarian crusade
of the dries. First, the dries shaped their own identity against the identity of left-
wingers, which meant the abandonment of the redistributive principles tradition-
ally supported by the moderate Conservatives. Second, they were a minority
group within the party and therefore they distributed purposive incentives to their
followers to compensate for other types of incentives usually distributed by the
majority coalition, such as status and money. Third, the ideological spurt helped
cement their internal divisions.

Nevertheless, intraparty dynamics can only be understood within the limits
and opportunities offered by the institutional context. We have seen that during
the first Thatcher term sequential elections posed a potential threat to the leader
which altered the direction of transfer policies advocated by the dries. This threat
perception in the context of a dynamic process of bargaining accounted for the
concessions of the dries both in public expenditure growth and in the level and
scope of unemployment benefits.

There were at least two other institutional factors which helped to under-
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stand the Conservative onslaught against the culture of dependency during the
second Thatcher term. The strong institutionalization of the Conservative party
was reflected in the concentration of decision-making authority in the hands of
the leader. This factor accelerated the demise of the wets from the center of the
political scene. The other institutional feature was the ample margin of freedom
conferred by Westminster systems on prime ministers that provided Thatcher
with the requisite autonomy to depart from postwar consensus on social security
legislation.

Hence a combination of institutional environment, intraparty politics, and
vote mobilization strengthened the antiegalitarian stance of the dries. In this man-
ner the dries could reapportion redistributive costs and benefits at the expense
of low-income families, who were identified either with the Opposition or with
the Tory wets. Overall, these results indicate that the widening gap between rich
and poor in Britain was not accidental and that party politics contributed to the
accelerating pace of income inequality over the 1980s.

More generally, this paper shows that reconstructing the history of intra-
elite negotiations and conflicts in the light of their policy impact, an area not yet
adequately researched, can offer an altogether richer and more suggestive account
of the redistributive impact of ruling parties. Focusing on internal governance
exposed an important dimension thus far concealed by the unitary model. It re-
vealed that party elites were connected to disjointed groups rather than to social
classes regarded as units. In such circumstances party groupings designed redis-
tributive policies to tighten or loosen their ties with specific sections of the popu-
lation in order to enhance their internal position. This view addresses often ne-
glected questions regarding the role of intraparty politics in the protection,
exclusion, discrimination, and suppression of social identities.

ENDNOTES

1. For a detailed discussion of these arguments see Mulé (1997).
2. I am looking at transfer policies rather than tax policies because cash transfers are

considered to be the main mechanism for income redistribution (Ringen 1987).
3. Until recently comparisons of income distributions within countries and between

countries have been hampered by the lack of comparable income data (Smeeding
et al. 1989). This drawback in comparative distributional analyses has been partially
offset by the release of the Luxembourg Income Study (LIS) microdata sets. The
salient feature of the LIS data is that a large number of income and demographic
variables have been drawn from national, usually government sponsored, surveys
and have been made comparable across the datasets. More confidence can be attrib-
uted to the fact that distributional outcomes are not merely the result of changing
concepts and definitions imposed on the data.

4. I have chosen these three indices because they are sensitive to different income
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groups: the coefficient of variation is top-sensitive, that is, it magnifies inequality
changes for upper income groups; the Gini coefficient is modal-middle-sensitive,
and the Theil index is sensitive to low-income groups.

5. The population is partitioned into seven age groups: �25, 25–34, 35–44, 45–54,
55–64, 65–74, 75�.

6. I use the Theil index for analytical convenience because it is easily decomposable
into subgroups of the population (see Cowell 1995).

7. The population is partitioned into six household types: one adult, two adults, three
adults, one adult with children, two adults with children, three adults with children.

8. I subdivide the working population into four income classes, one low-income cate-
gory, a very broad middle category, an upper-middle, and a very high income cate-
gory. This categorization is to provide cutoff values of unequal size, so that alter-
ations in the share of market income at the top and at the bottom of the distribution
is more easily detected.

9. Although this paper is chielfy concerned with cash transfers it should be mentioned
that the tax system was made more regressive. There was a shift away from direct
to indirect taxation by replacing the previous split rates of Value Added Tax (VAT),
8% and 12.5%, with a single rate of 15%. The Conservative government initially
cut the top marginal tax rate on earned income from 83% to 60%, and later reduced
it to 40%. It also cut the basic rate of income tax from 33% to 30%, later reduced
to 25%. Raising the VAT at 15% added about 4% to the Retail Price Index, at a
time when inflation was resurgent and oil prices were rising. Higher indirect taxation
was needed partly to finance reductions in income tax at both the top marginal tax
rate and the basic rate.

10. The leadership contest between Major and Redwood of July 1995 highlighted the
devastating effects on party unity of the visibility of the leadership battle. Major’s
victory was tarnished by the fact that ‘‘218 votes meant that 109 Tory MPs did not
cast their votes for Major’’ (The Economist, 8 July 1995).

11. The distinction between ‘‘wets’’ and ‘‘dries’’ is a rather simplified account of Con-
servative groupings. For a more nuanced description of Conservative thought and
tradition see Aughey and Norton (1981).
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National Industrial Policy in the
Context of Supranational and
Subnational Policy Expansion

Niels Christian Sidenius
University of Århus, Århus, Denmark

In contrast, European integration combines elements of continued state au-
thority with the creation of decentralized subnational power and the develop-
ment of supranational decision-making bodies.

—Marks and McAdam (1:119)

I. THE PROBLEM

The Danish political debate about membership of the European Community and
about further integration into the European Union has, among other things, fo-
cused upon the domestic impacts of membership. Impact may refer to economic
consequences of membership, an issue of long standing in the Danish debate due
to the importance of agriculture in Denmark and the weight of the CAP in the
EU, or it may refer to more political consequences of membership. At one end
of the debate about policy making and policy we find the issue of loss of demo-
cratic control because many decisions are actually made by bureaucrats and inter-
est associations outside the spotlight of democratic institutions (2); at the other
end of the debate we find the issue of loss of sovereignty due to the integration
through creeping transfer of decision-making power to the EU institutions, e.g.,
by way of majority decision making.

The impact of European Union membership can be analyzed at the level
of the political system, at specific policy areas or with regard to policy-making
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institutions. This chapter has a double aim. On the one hand it analyses a single
policy sector, in casu national industrial policy; on the other hand national indus-
trial policy is analysed from the perspective of multilevel governance (cf., e.g.,
3, 4) by relating it to industrial policy at the EU level as well as to industrial
policy at the regional level.

National industrial policy is seen as a dependent variable, and questions in
this perspective are: Has Danish industrial policy at the national level changed
since the late 1980s, and to what extent can this change be accounted for, first,
by EU policies and, second, by the regions’ efforts at increasing their role in the
domestic as well as the European industrial policy? Has there, in other words,
been a withdrawal of centralized state policy and due to which supranational and
subnational pressures? But national industrial policy is also seen as an indepen-
dent variable, as a potential promoter of industrial policies at the regional or
municipal level. The question is, then, what role the state has played in the expan-
sion of industrial policy at these levels.

The first hypothesis of the paper is that both the effects of EU politics and
policies and of regional industrial policy on national industrial policy have been
relatively limited and that changes of national industrial policy to a large extent
have to be attributed to other factors. The second hypothesis is that the expansion
of regional industrial policy to a very limited degree has been caused by national
state initiatives.

These hypotheses do not deny the impact of EU as an agenda setter and
policy maker, neither in general nor within specific sectors, in casu industrial
policy. The Internal Market directives and their implementation (5) are a case in
point, just as the Internal Market has had a number of more general welfare
expansion effects, though not to the extent envisaged by the Cecchini report (5:
24ff.). And although the removal of NTBs has had a positive bearing on individ-
ual companies, a majority of companies in the EU state that they have not been
effected by this initiative (6:26). Rather, the hypotheses problematize the huge
and unconditional impact that is often attributed to EU initiatives in the political
debate.

II. DESIGN

Analytically the relations between Denmark, and any other member state, and
the EU with respect to industrial policy can be divided into four elements. The
first regards the national attitude towards EU industrial policy and it relates to
questions as the definition of industrial policy, its aims and the specific areas to
which industrial policy is applied. The second element concerns the scope and
means of industrial policy: what regulatory measures and how much money are
used on industrial policy, and what share of the cake goes to Denmark. Third,
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the impact of EU industrial policy is at stake, whether it relates to policies that
have to be carried out one way or another or it relates to inducements to carry
out specific industrial policies. Finally, the relations between Denmark and the
EU also include the Danish participation in EU industrial policy-making, whether
it aims at blocking or promoting specific policies. The chapter deals with aspects
of all four elements but mainly with the third one on impact.

National industrial policy during the last decade is defined as the industrial
policy agenda and discourse, including strategic planning and analysis, which
has been initiated by the Ministry of Business.1 Omitted, therefore, are initiatives
by other ministries and decisions actually passed by the Folketing. The analysis
is mainly conducted on the basis of a number of planning documents and policy
statements of the Ministry of Industry, and its results are therefore only of a
preliminary nature.

The analysis of the evolution of regional industrial policy, as potentially
initiated by the state, concerns the discussion between the government, on the
one hand, and the counties and municipalities on the other hand regarding the
room of manoeuvre of subnational government with respect to local and regional
industrial policy. This analysis is based on national industrial policy documents
and decisions, general statements from the associations of the regions and the
municipalities.

A third way of measuring the EU impact on Danish industrial policy might
have been to analyze the political activity of interest associations. The integration
of interest associations has for years been an institution in Danish policy making,
penetrating formulation and implementation of policies (7), and this might change
due to increased competencies of the EU. This has already been demonstrated,
however, not to be the case, neither in general, nor with respect to business associ-
ations (8,9). There is no simple shift in domestic interest intermediation (10:10),
and Danish interest associations actually increase their Brussels-related political
activity as well as their domestic political activity. In this context we therefore
dare to suspect that it also holds for their political activity vis-à-vis industrial
policy and the Ministry of Business.

The first section of the paper maps the diverse causes of change of industrial
policy, internal as well as external, in this way putting the impact of the EU into
perspective. The following section presents Danish industrial policy at the na-
tional level in order to specify changes caused or induced by the EU. The second
section analyzes the causes and impacts of regional industrial policy expansion.

III. CAUSES OF POLICY CHANGE

It seems to be a fact that the changing policies and procedures of the EU have
had an impact upon the member states with respect to policy, regulatory tradition,
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and interest representation. By the expansion of EU competencies each member
state face a changing political environment which permanently challenges and
diminishes their scope of control of this environment (cf. 11). The EU redefines
‘‘existing political arrangements . . . in altering traditional domestic policy net-
works, in creating incipient Europe-wide networks based on intricate multilevel
bargaining, in triggering institutional change . . . and in reshaping the opportunity
structures of both member states and firms’’ (12:343).

In their edited volume The European Union and National Industrial Policy,
Hussein Kassim and Anand Menon state that in spite of many claims of power
migration from the member states to Brussels ‘‘the precise impact of EU action
on the member states has been curiously under-researched’’ (13:1). This may
partly be explained by the fact that EU impact on the member states only very
seldom manifests itself in a clear-cut way immune from the interference of other
change causes. This of course makes impact analysis a complicated matter.

From a public policy viewpoint as well as from an international-politics
perspective, effects of Europeanization and internationalization, respectively, are
to be sorted out from other factors. Kassim and Menon assert that EU action may
have a bearing upon national policy substance and on national policy making,
that this impact can take place in different ways, but also that policy change—
nationally as well as at European level—may result from the ‘‘complex interac-
tion of different factors’’ at different levels (13:5). Through analyses of diverse
policy areas it is concluded that the impact of EU action has been both direct
and indirect, but also that it has been very differentiated and often limited (14).
Menon and Hayward suggest that the differentiated performance of EU action
can be explained by several factors, such as the decision-making mode within
the Union, variations among the member states regarding policy preferences and
institutional arrangements, and differentiations among industrial sectors impacted
upon. And—to elaborate on the complexity already mentioned—alternative pres-
sures on national policy and policy making are at work, factors emanating both
from within the state (e.g., financial pressures) and from outside its borders, pri-
marily shifting global economic interaction and interdependence (14).

From the point of view of internationalization Keohane and Milner assert
that not only pressures from the international economy but also exogenous politi-
cal pressure has an impact upon domestic politics, acting simultaneously with
economic internationalization (15:255ff.). Internationalization may put into ques-
tion even well-established domestic institutions, e.g., the ‘‘embedded liberalism’’
compromise combining state intervention in the economy with openness. But
domestic institutions also shape the ways in which internationalization impacts
policy, for instance by giving access and voice to specific organized groups. This
takes place by ‘‘blocking price signals,’’ i.e., by setting up impediments between
the world economy and domestic policies, by ‘‘freezing coalitions and policies,’’
i.e., by sticking to path dependent and political structure maintaining strategies,
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Figure 1 Causes of national industrial policy change.

and by ‘‘channeling responses to change’’ into changes at the international level
(15:249ff.).

When combining the two perspectives—public policy and international re-
lations—the focus on the changes of institutions, politics, and policies at the
national level amounts to a complex web of interwoven causes, and this complex-
ity is further augmented by adding changes at the subnational level. Figure 1
tries to depict that complexity.

Figure 1 makes it clear that the impact of the EU on Danish industrial
policy is supported by and mediated through a range of factors which makes an
unambiguous description difficult, not to speak of a reliable measuring of the
weight of the diverse factors of change (cf. 10:3; 5:20). A further, mediating and
complicating factor is the domestic political discourse in general or at specific
areas, which—though reflecting perceptions of the international and national
economy and the EU development—cannot be reduced to effects of these phe-
nomena. Reflections and experiences of past policies form part of this picture,
too.

IV. EU AND DANISH INDUSTRIAL POLICY—MUCH ADO
ABOUT NOTHING?

Although Danish industrial policy has historically included a number of diversi-
fied measures aiming primarily at promoting exports, lowering the cost of capital
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investment, and speeding up technological change, it has never been a showcase
of public policy as in some other countries, e.g., France, Italy, and Sweden. Ex-
penditure has not reached the same level of GDP as in most other West European
countries, and state-owned enterprises has not taken the fancy of many politicians
as regards the production of goods. And Denmark has for years opted for a liberal-
ized international trade, a policy mirroring the export-import dependency and the
traditional role of agriculture in the national economy. This picture still holds as
a valid description of industrial policy in Denmark (cf. 16, 17, 18:343ff.).

Around the early 1980s new initiatives with respect to the promotion of
R&D and of specific technologies (information technology, primarily) were intro-
duced (cf. 19), somewhat questioning the use of the concept of a liberal policy.
This embryonic new policy did not change in 1982 following the takeover by a
Center-Right government led by the Conservative People’s Party; on the contrary,
the period 1986 to 1989 witnessed the hitherto most serious attempt at introducing
a structural policy element in the national industrial policy and some efforts at
weakening the decade long corporatist structures of policy making (17,20,21).

At this time, the EC industrial policy was mainly about the rules of competi-
tion including state subsidies (articles 92 and 93) with rather little impact on
national industrial policy. The passing of the Single European Act and in particu-
lar the Internal Market Program changed this, at least potentially, but the 1986
program on industrial policy says next to nothing about EC industrial policies,
including R&D programs, not even about the prospects of a European industrial
policy and the Danish policy with respect to it (20).

A. Industrial Policy 1989 to 1993

The launch of the Internal Market Program into the Danish industry policy strat-
egy takes place in the 1989 Review of Business Policy. The internal market is
said to challenge Danish business with respect to the breakdown of structural
barriers, and the importance of industrial locomotives and of more R&D is em-
phasized. Danish participation in the EC technological programmes has to be
increased as has the participation in major public projects in the other member
states (22).

The elaboration of ‘‘Strategy 92’’ states that the evolution of the internal
market represents ‘‘some of the until now greatest challenges’’ to Danish busi-
ness (23:193), although the current problems of balance in the Danish economy
will be neither solved nor reduced by the internal market itself. The competitive-
ness of major companies will not be impacted upon, reserving the drastic reper-
cussions to the small firms, especially those focusing at the domestic market (23:
212). Public policy in accordance with this description is mainly a better general
policy (e.g., financial policy, public rules, and procedures), targeted initiatives
increasing participation and influence in Brussels and improving terms of stan-
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dardization, and, finally, a thorough information to companies which will then
have to act on that basis (23:23ff.).

At this point of time Danish industrial policy was focusing at the competi-
tive sector, promoting its conditions of further internationalization (22:1ff.). This
helps to explain why, after all, the EC and its Internal Market Programme has
such relatively little bearing on the strategy of Danish industrial policy. Compa-
nies have to adapt to their new environment, and so has policy; but the EC cannot
be seen as a major cause of change of industrial policy strategy. Denmark obvi-
ously has to adapt to and implement EC directives, etc., and we will return to
that later. And of course this aspect of policy making can be found in the political
debate, as is evidenced by the negotiations about the 1990 state budget (24:Nov.
23, 1989).

Following the negotiations of the 1990 state budget, the Minister of Indus-
try resigned. There were several reasons for his unexpected withdrawal, but the
resignation was associated with the budget cut of the expenditure on industrial
policy which symbolized the end of the short life of a more structured industrial
policy.

The next Review of Business Policy was presented to the Folketing in 1991
(25). It has a more liberal color than the previous one and a more explicit attitude
to EC industrial policy, speaking about the division of labour between the national
and the EC policies. It also mirrors the important foreign trade between Denmark
and the other Nordic countries.

The Review deals with three of the four aspects of EC industrial policy
mentioned previously. Globalization is seen as something different from the
evolving internal market, exerting new pressure on EC business policy and mak-
ing a coordination of industrial and trade policies necessary. EC industrial policy
has to promote free competition more than contributing to structural adaptation;
therefore it has to expand the internal market and develop general outline provis-
ions for business. The division of labour between the member states and the EC
has to rest on the principle of subsidiarity, and ‘‘business policy in Denmark is
not rendered superfluous’’ as it has to set up productive general provisions for
business and to promote the expansion of resource areas (25:9). EC has to reduce
direct subsidies and be more reluctant on sectoral policies, and taxation of busi-
ness has only to be introduced if it is consistent with EC aims regarding regional
development, SMEs, and R&D. Danish participation in EC matters has to be
increased with respect to international standardization, terms of direct subsidies,
and R&D.

The fourth element of EC industrial policy, which is almost absent in the
Review, relates to the impact of EC on Danish policy. The only direct mentioning
of this aspect is the change of the Law of Competition in 1989 (25:11), which
can be characterized as modernization without making it consistent with the dom-
inant EC paradigm, though. We will return to this later.
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The 1991 Review of Business Policy is important in understanding the
nature of the reflection of EC industrial policies into the national business policy
strategy, but it does not introduce a more dominant position of the EC in the
national business policy discourse. The change of government in early 1993 into a
coalition led by the Social Democratic Party created the new Ministry of Business
Coordination (cf. note 1), which furthered the focus on a comprehensive national
business policy. This took place on the background of the Maastricht Treaty of
February 1992 which for the first time introduced industrial policy in the treaties
(article 130). This innovation is said to have been difficult due to the opposing
attitudes of member states (Germany, U.K., Netherlands, and Denmark vs.
France, Belgium, and Italy) with respect to the scope, means, and procedure of
a common industrial policy. The inclusion of article 130 was a victory of the
latter group of countries’ (whereas the substance of the article clearly favored
the former group of countries’) ‘‘liberal-competitive’’ paradigm of EC industrial
policy which was further strengthened by the decision on unanimity in industrial
policy matters put forward by Germany (26:148ff.).

B. Industrial Policy Since 1993

The 1993 Review of Business reinforces two trends of the previous Review, of
1991. First, globalization is seen as the important environment parameter as it
strengthens the competition among the countries and regions of Europe (27:37);
second, business policy ought to direct itself toward all spheres of business and,
with inspiration from Michael Porter, it has to rely predominantly on the making
of general outline provisions (27:19ff., 38ff.). In this context, business policy
gains greater importance, and the repercussions of an inappropriate national pol-
icy become more severe (27:37). ‘‘The important question of business policy is
which initiatives to introduce, which tasks to perform at the national level and
at the EC level, i.e., how to implement the principle of subsidiarity,’’ and the
answer to this question is that EC industrial policy should only deal with those
tasks that can profitably be taken care of at the community level, including re-
search programs and structural schemes, whereas all other tasks have to be con-
ducted by national authorities (27:117).

From a Danish perspective, EC business policy ought to further the compet-
itiveness of European companies through free and open markets but also—and
this is a new point—in a sustainable way, ‘‘considering the environment and
supporting a high level of employment’’ (27:88). Still, the Danish government
wants to expand the internal market and to make it more effective, as it wants
to influence the R&D programs, making them more precompetitive and more
useful to Danish business. The attitude toward the structural policies is critical,
because the programs are too small and run the risk of being turned into sectoral
programs (27:91ff.).
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The Review lists the business policy initiatives of 1992 and 1993, and only
two of them qualify as being directly related to the EC. The first is a new agree-
ment on the financing of shipbuilding—which is a very prominent issue in na-
tional business policy—the second is related to regional business development,
i.e., the cofinancing of EC supported regional programs. To this should be added
adaptations of the regulation of customs, duties, and the VAT induced by the
internal market (27:415ff.). All in all not much considered the momentum of the
EC at the time and the public debate in Denmark about the Maastricht Treaty.

It is implicit in the above analysis that Danish business policy is very much
in line with article 130 of the Maastricht Treaty with its intention of not being
an instrument to the introduction of competition distorting measures. And in the
following years most political energy is devoted to the formulation of a national
business policy strategy on the basis of globalization, technological innovation
(information technology in particular), and the restoration of the welfare society.
This focus on the national policy strategy emphasizes the establishment of general
outline provisions and a rationalization of policy measures, and it makes EU
business policy a secondary issue. The attitude toward EU business policy aims,
scope, and means and increased Danish participation in EU policy making have
already been described and it does not really change in the period 1994 to 1996.

The 1994 Review of Business allows a more quantitative description of
the impact of EU business policy on Danish business policy; 140 policy measures
are one way or the other related to enterprises, and of these 45 measures include
EU (28:318ff.). These measures are partly in accordance with EU regulations or
they are obligatory to all member states, and they are related to the primary
sectors, to regional development schemes or public R&D programs directed at
business (28:319, 338ff.). Business promotion, excluding agriculture and the
fishing industry, amounted in 1991 to DKR 4094 billion (accounts) and in 1994
to DKR 8230 billion (budget). The amount of EU cofinancing increased, too, but
its share of total expenditure decreased from 7.8% to 6.3% (cf. 28:328). If we
finally look at the national regulatory initiatives in 1993 and 1994, just a few are
related to EU regulation, e.g., initiatives with respect to home banking, product
safety, tele competition, customs code, research in information technology, and
national cofinancing of EU regional development programs (28:349ff.).

The 1995 Review of Business further develops the strategy put forward in
1993, emphasis continues to be on the national creation of general business out-
line provisions aiming at a welfare society restoration; but now the welfare and
consumer services are also seen as important policy issues in other EU member
states and as being promoted by the EU Commission (29:313).

The Danish government is satisfied with the general paradigm of EU busi-
ness policy, because it is to a certain degree ‘‘business policy without money,’’
e.g., with respect to the Commission strategy on a dialogue between public and
private agencies and companies. General outline provision and increasing policy
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coordination aiming at a more fair competition, modernization of public agencies,
increasing industrial cooperation, and the promotion of immaterial investments
is seen as a productive industrial policy strategy (29:195ff.), implicitly in overall
accordance with the Danish strategy. It is therefore also stated with content that
the EU Regional Fund implies the ‘‘possibility of limiting the direct company
related elements,’’ favoring general outline provisions (29:419), as is the new
tendency of combining Commission initiatives with private and national project
financing (29:215).

Among the main Danish issues regarding EU business policy (e.g., a more
effective internal market, more standardization, a more knowledge-based busi-
ness and R&D policy regarding generic technologies) we find the issue of more
control with illegal state subsidies (29:193ff.). Together with other countries Den-
mark has been in favor of more transparency on the Commission’s administration
of the rules of state subsidies, and their classification into general and specific
outline provisions—and provisions regarding, e.g., transport, coal and steel, and
shipbuilding—is seen as a step forward, though a more hidebound administration
continues to be on the agenda (29:210ff.). National participation in task forces
and programs ought to be increased as it might improve the compliance with the
original aims of large EU programs and increase their business directedness (29:
219ff.).

EU information in Denmark vis-à-vis business is characterized as confused,
leaving companies without a satisfactory overview; therefore the Ministry will
rationalize and increase its own efforts and improve coordination with other pub-
lic and private supply of EU business information. This also holds for the infor-
mation about EU R&D programs, especially with respect to SMEs (29:401ff.).

Among the 1994–95 business initiatives relatively few qualify as directly
EU related, e.g., a broader use of EU structural funding in the 5b areas, compa-
nies’ environmental steering, and registration of trademarks (29:431ff.). Such
initiatives cannot be seen as a violation against the demanded separation between
EU tasks and national competencies which bases the former on particular circum-
stances and causes (29:194).

The 1996 Review of Business presents the business strategy in accordance
with the previous years, and Denmark is still one of the liberal hard-liners with
respect to business policy. Core areas are public regulation, access to knowledge,
access to investment capital, public-private cooperation, and conditions of inter-
national competition, including the Danish effort in the EU, e.g., with respect to
the protection of patents and the transparancy concerning support of shipbuilding
(18:43ff.). The description of the resource areas reveals some other impact from
the EU business policy, e.g., the novel food directive (18:171ff.), and specialized
analyses point to further EU relatedness, e.g., liberalization of establishment
rules, unit trusts, tele infrastructure, and the control of the food industry (18:
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265ff.). To this could be added the Law of Competition which needs to be tight-
ened and to a certain extent harmonized with the dominant EU paradigm on
competition (30:122). In 1997, the Danish government was prepared—against
the policy stance of dominant business associations—to leave the traditional para-
digm of allowing mergers, etc., until possible negative effects on competition
had been demonstrated (31). This innovation in the direction of adaptation to EU
rules of competition is probably one of the more important, though indirect, im-
pacts on business policy from EU membership and the internal market.

C. Implementation of EU Directives

This analysis can fruitfully be supplemented by a quantitative analysis of those
statutory requirements which implement EU directives. It is supposed to provide
a fairly accurate estimate of the impact of the EU on this aspect of Danish policy
making. Though to some extent of a technical nature, since 1986 the Market
Committee of the Danish Folketing has been entitled to receive a list of directive
proposals of the coming EC Presidency, and since the mid-1990s the information
of the Folketing about directives also includes estimates of their impact in Den-
mark, particularly with respect to environment, health, labour market and con-
sumer protection (32). Figures are presented in Table 1 which demonstrates that
existing legislation with EU reference makes up only a small proportion of total
existing legislation. This is striking when we look at all policy areas—2.7% for
acts and 5.1% for government orders—but although the proportion is higher with
respect to the Ministry of Business—12.6% for acts and 5.1% for government
orders—it cannot be characterized as encompassing or dramatic. Together with

Table 1 Danish Legislation with EU Reference, 1991–1996

Acts Govt. Govt. orders
Acts in toto orders in toto

Ministry of business
Existing legislation ultimo 1996 17 135 45 882
Repealed legislation ultimo 1996 23 13
Legislation enacted 1991–1995 34 51

All ministries
Existing legislation ultimo 1996 (mean) 51 (2.4) 1888 327 (15.6) 6363
Repealed legislation ultimo 1996 (mean) 68 (3.2) 140 (6.7)
Legislation enacted 1991–1995 (mean) 101 (4.8) 377 (18.0)

Source: (33:1995ff.).
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the Ministry of Food and the Ministry of Environmental Protection and Energy,
the Ministry of Business makes up one of the most EU influenced ministries.

The integration of EU policy into national policies and policy making is
of recent date, however, which is also demonstrated by Table 1. Within the Minis-
try of Business 34 out of 40 laws, and 51 out of 58 government orders have
been enacted throughout the period 1991-95, which amounts to 85% and 88%,
respectively; and within this period, the number of enacted acts and orders has
increased year by year (33:49ff.). For the ministries in toto the figures are 85%
and 81%, respectively. The increased weight of EU policies is also proven by the
fact that they, in 1995, constitute 15% of all new legislation within the Ministry of
Business (33:29,37).

D. Conclusion About Industrial Policy

EU institutions, politics, and policies do have an impact upon Danish industrial
policy. National policy making has become Europeanized in the sense that EU
policy is taken into consideration in the national discourse, and attitudes with
respect to EU industrial policy definition, aims, and areas have been formulated.
Europeanization also manifests itself in the increasing Danish participation in
EU policy making, in casu in the working groups and committees of the Council
and the Commission. We have also seen that national legislation with an EU
reference increases from the early 1990s, implying a growing impact on legisla-
tion in detail. The direct bearing of EU institutions, politics, and policies on
Danish industrial policy is therefore confirmed (Table 1). And since the late 1980s
the national industrial policy administration has gained a much more international
perspective, evidenced by the numerous international comparisons included in
the reviews of business.

When we turn to the question of the more direct impact on the substance
of the national industrial policy discourse and strategy the conclusion becomes
more ambiguous. National industrial policy strategy of today cannot be under-
stood without including its relations with EU industrial policy, but one effect of
this has also been to emphasize subsidiarity and an effort to more precisely define
the content, role, and necessity of national industrial policy, leaving EU industrial
policy the marginal areas—except for R&D and regional funding. The state of
the national economy, the task of the welfare state restoration, and increasing
employment seem to be more important than the impact of EU policy in under-
standing the changes of national industrial policy. Ironically, this becomes more
pronounced in the period since the passing of the Maastricht Treaty than before,
because government and organizational change gives an impetus to an encom-
passing redefition of national industrial policy, making changes of national poli-
tics a cause in itself of industrial policy change. In Figure 1, our attention as to
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policy change causes is therefore moved from EU institutions to the national (and
international) economy as well as to the national political system.

There are probably a number of causes to this state of affairs. One is that
Denmark and other countries have been able to avoid an EU industrial policy of
a more interventionist or structural nature, and have succeeded in including indus-
trial policy of a more liberal-competitive nature in the Maastricht Treaty (article
130). This is matched by a relative congruency between Danish and EU industrial
policies in recent years, both focusing on general outline provisions, the challenge
of globalization, and the importance of the service sector and employment
growth. The major issue at which Denmark is at odds with EU industrial policy
concerns the weight and lack of transparency of state subsidies. Denmark is at
the bottom when member states’ use of this support is compared,2 and it has tried
to have it cut in other member states, but without much success. Because of the
general good match between Danish and EU industrial policy, Denmark has not
been forced to change much of its own policy.

A second cause might be that the expected economic effects of the Internal
Market Program—which might have caused national political initiatives—have
not yet been produced. On some parameters the real effect approximates the one
expected, e.g., with respect to decreasing home-bias and rising foreign direct
investments, but on others the results have been less impressive, e.g., macroeco-
nomic growth, price-leveling, and labor mobility (30:154ff.).

V. REGIONAL INDUSTRIAL POLICY—A DYNAMIC OF ITS
OWN

Would one expect a country with 5 million inhabitants living on about 44,000
km2 to have an abundance of local and regional business policies, including politi-
cal activity in Brussels? If one takes as point of departure the hypothesis that
regional distinctiveness causes ‘‘friction between regional and national govern-
ments and, hence, of subnational mobilization’’ (34:44ff.), the answer should be
no. The Danish society is with respect to most parameters very homogenous in
a regional perspective, e.g., concerning ethnicity, religion, language, and standard
of living (cf. 29:126). Among the EU member states Denmark uses the smallest
proportion at regional purposes (18:354), and in an EU-wide comparison Den-
mark is treated as just one region (18:390). If, alternatively, one focuses on the
tradition of local and regional government, on decentralization of government
and, on the weight of the municipalities in public expenditure (cf., e.g., 35, 36),
one might also expect local and regional business policies, as is actually the case
(e.g., 37–41).
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A. Regional Industrial Policy Prior to 1989

The main national scheme for regional development was set up by the state in
1958 following local pressure to do something about the ‘‘islands’’ of Jutland
with a very high level of unemployment. The period from 1958 to 1980 saw the
expansion of this state initiated regional development, including the support of
the setting up of a number of local and regional business councils and offices.
The 1980s was a period of growth of local and regional business policies outside
the original development areas, too. EU-financed programs were introduced with
the backup of state cofinancing. The 1990s have been a period of coordination,
EU programs have gained importance, and local and regional business strategies
and programs have flourished in most municipalities and counties (42:22).

This expansion of local and regional business policy has not been guided
by much formal regulation but by the non-formalized code of municipal authority,
Kommunalfuldmagten (43:20ff.). Direct subsidization has been prohibited, in par-
ticular regarding individual companies, and has usually been avoided. The mea-
sures developed have been of a general nature, setting up general outline provis-
ions for the growth and employment of local business, concerning, e.g.,
technological change, export promotion, intraregional cooperation, and participa-
tion in EU programs. Throughout the 1980s, the fight against unemployment
increased the attention and responsibility of municipalities and counties with re-
spect to their labor market policy as well as business policy potentials, and policy
imitation took the expansion a bit further. The state of affairs of local and regional
business policy in the mid- and late 1980s is described in Indenrigsministeriet
(44).

This report about the municipalities and business policy was produced by
the Ministry of the Interior, which was (and is) in charge of the general supervi-
sion of the municipalities and counties, and it mirrored the general reluctance of
the national political parties3 and the central administration of giving the munici-
palities a broader access to business promoting measures. The committee that
made the report agreed that municipalities still should not be allowed to subsidize
individual enterprises, but the representatives of the municipalities were in favor
of creating a limited possibility of participating with investment capital in devel-
opment companies and activities; this proposal was not, however, supported by
the representatives of the ministries (44:101ff.).

B. Regional Industrial Policy 1989 to 1993

The 1989 Review of Business Policy (22) did not include regional business poli-
cies, and the 1990 general Act on Business Promotion was very brief on this
matter, although an intraministerial working group was set up to analyze how the
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regional policy aspects might be taken care of by the new Business Development
Council (45).

The 1991 Review of Business Policy (25) confirmed the traditional role of
counties and municipalities in providing a good local and regional administration
and service. The government, however, considered three ways in which subna-
tional governments’ tasks could be made more precise: with regard to the cofi-
nancing of EU regional funding, by setting up regional business development
programs; together with the state; and by enlarging the scope of participation in
systems export (25:16). This new opening for the business policy aspirations
of municipalities and counties was not an act of goodwill by the Center-Right
government. The Review was given to the Folketing on April 24, 1991, but a
week earlier, on April 18, 1991, the Socialist People’s Party had asked the Prime
Minister about the government’s future plans concerning the guiding principles
for business policy by local and regional authorities. A resolution was passed,
almost in unanimity, including the later three elements of the Business Policy
Review‘‘provided they are conducted without distorting the competitiveness of
private business’’ (46: 1990/91:4848–4893).

This compliance to some of the policy ambitions of subnational govern-
ments was caused by their continuous efforts, especially by the National Associa-
tion of Local Authorities, to inform and persuade the Folketing about their just
cause. It was carried out through analyses, publications, and meetings with MPs
(e.g., 37, 47–49) and, we suppose, through internal pressure in the two dominant
parties at subnational level, the Social Democratic Party and the Liberal Party.
The counties and municipalities were able to evoke a reaction because many local
authorities had initiated or supported a local business policy irrespective of their
party political composition, and, on top of that, the traditional cores of local
business initiatives, the municipalities to which the regional development mea-
sures were applied, were very often led by the Liberal Party (cf. 50:45–52;40:
124–126;41:126–130;38:48–49).

The efforts of the associations of the subnational governments might not
have had the eventual impact upon the outline provisions of local business policy,
at least not at this time, without a political entrepreneur and a balance between
the political parties in the Folketing, which was unfavorable to the government.
The Socialist People’s Party several times tried to enlarge the room for subna-
tional business policy action; the question to the Prime Minister, April 18, 1991,
and the majority opposition in the Folketing—also including the Social Demo-
cratic Party and the Social Liberal Party—put pressure on the government to act.

In May 1992, two bills were passed improving the room of maneuver of
the counties and municipalities. The first one was introduced on Oct. 30, 1991,
by the Minister of Industry in accordance with the resolution of April 18, 1991
(51); the second bill was introduced on Oct. 31, 1991, by the Social Liberal
Party aiming at promoting subnational authorities’ cooperation with joint-stock
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companies concerning investment capital and management (52). The first bill
was passed with some amendments, which were not supported by the govern-
ment, though in the end it was passed with the votes of the government too. The
other bill, however, was passed without the consent of the government. With the
change of government in January 1993, the two former major governing parties,
the Conservative People’s Party and the Liberal Party, in opposition returned
to their previous negative attitude against the broadened scope of subnational
governments’ business policy.

C. Regional Industrial Policy Since 1993

The governments since January 1993, led by the Social Democratic Party, have
gradually reformulated the combination of national and subnational business pol-
icy. To further increase the cooperation between public agencies and private en-
terprises, Act No. 383, 1992 (51), has been changed so that subnational govern-
ments in specific cases are allowed to support individual companies (53); counties
and municipalities have obtained the right, for other public authorities, to carry
out tasks which they already perform (54); and Act No. 384 has been made per-
manent (55).

The major substance of the policy reformulation is found in general policy
statements, however. The main change is that the government and the central
administration abandons the previously negative attitude towards the business
policy innovation of subnational governments, which at best was regarded as
separate policy measures, in favor of an attitude that sees it as an integrated
part of the overall business policy in Denmark. A second major change is that
subnational business policy is welcome when integrated with other policy mea-
sures. This new policy stance is mirrored in the annual Review of Business (29:
19), but it is most clearly elaborated in a joint committee of ministries and subna-
tional governments (56) and in a comprehensive Regional Policy Review 1995
(42).

In contrast to the previous report on subnational business policy (44), the
new report on the coordination of regional business promotion was submitted in
unanimity. Its point of departure was the desirability of municipalities and coun-
ties making up joint business policy action plans (56:38), which were found in
too few cases (56:35), and which would become more necessary due to the ex-
pected rise of local business promotion following the Act No. 383 (56:6). More
cooperation, coordination, and division of labor among counties, municipalities,
technological information centers, and other actors in regional business promo-
tion was demanded to improve efficiency vis-à-vis companies and to utilize pub-
lic resources more carefully. This plan also included the role of the state and its
interplay with other actors in local business promotion which was to be conducted
in consideration of state business policy (56:6ff.).
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Coordination should be within a fixed framework but set up on a voluntary
basis and not according to some centralized plan, and a number of alternative
models for cooperation was outlined (56:8, 38). The main message of the report
seems to be, though, that regional business promotion ‘‘ought to build on the
same strategy and the same principles which form the basis of state business
policy,’’ i.e., transfer of technology; public-private cooperation; increase of com-
petencies concerning management, quality, and innovation; and information
about national as well as international business promoting action with a bearing
on local business (56:54). The report states that regional business promotion
should not be turned into a competition between public funds but rather, through
openness and transparency, establish a level playing field, e.g., with respect to
the conditions of development contracts. This would parallel state business policy
and the Danish policy stance in Brussels; accordingly, public cofinancing of de-
velopment projects in one or more companies was, in the main, left to state agen-
cies, including support of SMEs and other long-term economic inducements (56:
55ff.).

Recommendations of the report include a general congruency with state
business policy, aiming at business in toto and larger coherent business areas,
i.e., crossing the boundaries of municipalities and counties; openness and trans-
parency in combination with a help-to-self-help principle; a supply of services
governed by regional demand, implying the integration of business in planning
and implementation; coordination with other policy areas; and direct cofinancing
by the state only. Finally, the Business Development Council is asked to set up
‘‘regional business policy coordination’’as a new policy initiative (56:62ff.).

The strategy of the Regional Policy Review 1995 is said to build a bridge—
not to the next century, but between national and regional business policy. The
main challenge is coordination and connection in regional business policy pro-
moted by a new invention to further develop regional business development pro-
grams: business centers integrating more participants and more policy areas.
More generally, the report advocates a more simplified, goal-oriented, and coordi-
nated subnational business policy; increased efforts with respect to public-private
cooperation; more new ideas and activity by the municipalities and counties re-
garding new initiatives in national business policy; more coherence between EU-
financed programs and the needs and initiatives within the regions with respect
to outline provisions; and a more uniform and more efficient administration of
EU structural funds in Denmark with the aim of increasing connexions between
policies at the national and subnational levels (42:7ff.).

National business development is considerably dependent on regional out-
line provisions which have more specific effects than national outline provisions.
Many national policies also demand a subnational implementation which opens
for a dialogue on the development of national business policy, e.g., with respect
to the regional follow up on the analyses of resource areas. There are therefore
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several reasons why the subnational authorities should expand their active role
in regional business policy (42:24, 43ff.). On the other hand, the state has regional
business policy tasks, too. By participating in establishing regional business de-
velopment programs it promotes regional policy coordination; acts directly in
regional business policy through the labour market system and the technological
information centers; and has an impact on the general outline provisions of all
companies through national business policy. The proposal of regional business
centers intends to improve the total effect of all policy actors’ regional efforts
(42:164ff.).

The subnational governments no doubt appreciated the broadened scope of
their possible business policy, which they had advocated for years. But this new
policy freedom ran the risk of being turned into an illusion by another element
of the new government business strategy—i.e., that of integrating subnational
policies into national business policy and of ‘‘undermining’’municipality and
county constituencies by defining business policy on the basis of areas of effect.

When the Regional Policy Report 1995 was to be read by the Folketing in
early 1996, the National Association of Local Authorities (NALA) interfered
through a pamphlet with the subtitle Documentation to the Folketing (57). The
National Association carefully promoted evidence of much and very diverse co-
operation across municipality boundaries initiated prior to as well as after the
invention of regional business development programs. By this documentation the
NALA wanted to state that regional business policy was not unfair competition
on public money, and that it was less and less restricted to the formal political-
administrative units, the municipalities, and counties. The NALA also wanted to
avoid any introduction of ‘‘bureaucracy or centralism into the business policy’’
(57:16)—a reference to the concept of business centers which were only to be
put into effect following certain guidelines. e.g., on the basis of local and regional
initiative, and with consultative status only (57:15ff.). Finally, utilizing the gen-
eral change of national business policy to the advantage of outline provisions,
the NALA points to the fact—already accepted by the government—that any
efficient national business policy mirrors regional differences (57:32ff.).

The 1996 Review of Business reiterates the proposal of business centres,
and this potential controversy between the government and the subnational au-
thorities is not really settled yet. The general business strategy of the government
of larger cooperation between levels of authority and policy areas—to which the
subnational authorities agree, in particular when coordination takes place region-
ally—is put forward concerning regional business and labor market policy. The
rationale of the state’s business policy in the regions is changed from a responsi-
bility of ‘‘equality of results’’ to ‘‘equality of preconditions’’ transferring respon-
sibility of the regional development to the regions (58:19). This increased re-
gional responsibility might, in combination with the coordination of regional
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business and labour market policy, strengthen the regional corporatist pattern of
policy making.

D. Conclusion About Regional Industrial Policy

Subnational industrial policy has changed during the 1990s. The room of maneu-
ver of subnational governments has been extended and the number and resources
of policy measures have increased. In this change is included efforts to coordinate
business policy with other policy areas, more cooperation across the boundaries
of municipalities and counties, and more cooperation across levels of authority,
i.e., between national and subnational business policy.

The increased business policy competencies of subnational governments
are caused by subnational efforts, but aided by the political balance in the Folket-
ing. Subnational governments have gained more indirect importance to local busi-
ness through the decentralization of the public sector during the last decades, but
the expansion of a more direct business policy has mirrored the demand of local
politicians and business (43:18). The reformulation of national business policy—
which makes the impact of national business policy measures more dependent on
decentralized implementation—includes, however, efforts of the state to integrate
subnational business policy into the national policy and its emphasis on outline
provisions, technological development, and the restoration of the welfare state.
This does not necessarily implicate a changed substance of subnational govern-
ments’ business policy, but the embrace by the state does at least indicate that
changing policies and roles of public authorities often occur in ambiguous ways.

VI. CONCLUSIONS

Referring to Figure 1, the primary impact on Danish industrial policy is seen as
deriving from the composition of the national economy and its challenges, but
also changes within the national political system as such are perceived as impor-
tant in understanding industrial policy changes. As the national economy is
heavily impacted upon by the international economy (59), this factor also has an
important, though more mediated, bearing on the national industrial policy. To
some degree EU policy, directly or through the EU strategy in international insti-
tutions, also has effects on the agenda and making of national business policy. In
comparison with the other factors EU is evaluated as having the smallest impact,
although it is increasing. Effects of subnational governments on national business
policy are found to be very limited. Although the changes of national business
policy and of the framework of subnational business policy occur simultaneously,
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the latter has not caused the former. In general the analysis confirms the first
hypothesis.

The second hypothesis is also confirmed, because subnational governments
have been the main promoter—in some periods the only one—of local and re-
gional industrial policy. For years the state policy was very restrictive regarding
new measures in this area, but changes occurred in the 1990s, especially after
the change of government in January 1993. This bottom-up process has recently
come up against a top-down initiative by the Ministry of Business trying to inte-
grate subnational business policy into the national strategy. This effort also mir-
rors, however, the need of the state of a nationwide as well as a local and regional
implementation of national business policy.

The development of industrial policy at the EU level, as embryonic as it
may be, and the increased business policy competencies of subnational govern-
ments constitute business policy as multilevel governance. National industrial
policy is increasingly difficult to understand without reference to EU and subna-
tional industrial policy, just as EU industrial policy has to take national policies
into consideration and subnational industrial policy has to cooperate with national
level policy. But multilevel governance does neither in general imply nor in our
case find evidence of an unambiguously weakened national level policy.

Relatively speaking, the weight of national-level business policy has dimin-
ished but it has not been withdrawn. It has to depend partially on EU policy as
it also has to integrate an expanding subnational business policy into a broader
national policy. But the major decisions as to strategy, aims, and measures—
including major policy changes which have occurred recently in Denmark—have
been made at the national level mirroring other factors than EU and subnational
policy.

ENDNOTES

1. As we shall see, a turn in national industrial policy was taken by the new Ministry
of Business Policy Coordination in 1993. This ministry was set up following the
change of government in early 1993, in 1994 it was merged with the Ministry of
Industry into the Ministry of Industry and Business Policy Coordination and later that
year renamed into the Ministry of Business (though excluding agriculture and the
fisheries).

2. Support of shipbuilding is the major exception to this.
3. The more general exception to this was the Socialist People’s Party which several

times had put forward ideas and proposals regarding the economic room of maneuver
of the municipalities. The Social Democratic Party had at times supported this policy,
but only in opposition.
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Regulation in France and
Germany, 1970–1990

J. Gunnar Trumbull
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I. INTRODUCTION

Beginning in the 1970s, Germany and France experienced a rapid growth in polit-
ical activity focused on consumption. In Germany the number of consumer-re-
lated laws grew from a total of 25 in 1971, to 338 in 1978.1 In France the number
of laws and ministerial decrees relating to consumption increased from a total
of 37 in 1971, to 94 in 1978.2 Government funding to consumer organizations
increased fourfold in both France and Germany during this period. This display
of government solicitude was mirrored in both countries by apparently genuine
consumer concern over product quality and price. One indication was the growing
popularity at the time of consumer magazines offering the results of comparative
product tests. In France, the combined distribution of the journals Que Choisir?
and 50 Millions de Consommateurs grew from 90,000 in 1971, to over 700,000
in 1975. In Germany, circulation of the journal Test grew from 120,000 to
510,000 over the same period.

This paper compares government efforts to improve consumer protection
in France and Germany between 1970 and 1990, focusing specifically on policies
oriented towards product price and product quality. It finds that projects to protect
consumer interests in Germany have proceeded in a manner that has been rela-
tively friendly to producers. In France, by contrast, consumer protection has come
at a much higher cost to producer interests and autonomy. This policy divergence
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is puzzling given the strong political influence of business associations in both
countries. One goal of the paper is to explain how apparently similar policy objec-
tives resulted in different policy outcomes.

The answer to this question may be important for three reasons. First, prod-
uct markets are highly structured by government regulations and institutions. In
The Great Transformation, Karl Polanyi has argued that the notion of free mar-
kets for labor, capital, and raw materials rested on the fiction that these inputs
to production were commodities.3 This paper suggests that a similar analysis
holds true for product markets. Attempts to create free product markets in the
postwar period evoked a regulatory countermovement intended to protect con-
sumers against the adverse consequences of treating consumer products as simple
commodities. Indeed, product market regulation today rivals labor and capital
market regulation in its scope and intensity.

Second, economic theory and empirical analysis strongly suggest that such
product market regulations can have an impact on a country’s economic perfor-
mance. Koekijk et al., for example, have found that product market regulations
may play a far greater role in a country’s economic performance do national
labor market regulations.4 Moreover, national difference in product market regu-
lation have increasingly been impugned as nontariff barriers to free trade, both
within the European Union and among other global trading partners. A better
understanding of the origin and impact of these regulations should advance our
understanding of national economic performance.

Finally, the paper attempts to demonstrate that the structure of national
product markets can best be understood through an explicitly political analysis.
Jacques Ghestin, a longtime participant in French consumer policy formation,
has stressed the fundamentally political nature of consumer regulations.

It is a matter of knowing to what extent we should encourage the production
and distribution of products in large quantity, permitting a certain number
of defects for which the consumer will suffer the consequences, and to what
extent we should place a heavier weight of responsibility on producers and
distributors in order to pressure them to produce less, but also to produce
better. Such a choice, whose economic and social consequences can be con-
siderable, is essentially political.5

The second, related goal of this paper is to elaborate a general methodologi-
cal approach for studying nascent policy areas. Conventional policy analysis in
comparative politics has tended to focus on three sorts of societal constraints:
institutions, ideas (or culture), and interests.6 These approaches have deep roots
in Marxist, sociological, and liberal analysis, respectively. While this constraint-
based approach to social explanation has proved fruitful in traditional policy ar-
eas—for example, labor relations, in which actors understand intuitively what
institutions, ideas, and interests pertain—it offers less leverage in entirely new
areas of policy.
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The problem is that nascent policy efforts are generally not bound by con-
straints from institutions, ideas, and interests. Indeed, they commonly face uncer-
tainties along each of these dimensions. What institutional framework will be
relevant to an entirely new area of policy? What ideas or cultural interpretations
should apply? What are the interests of the important social actors? In most na-
scent policy efforts, these questions are open to multiple interpretations. What
for traditional policy debates appear as constraints, become, in new policy areas,
a broad menu of possibilities.7 The critical question for new kinds of policies,
therefore, is how actors select from the menu of ideational, interest, and institu-
tional options.

The case of consumption regulation suggests that two kinds of questions
can assist researchers to understand how this selection is made. The first is a
question about the legitimacy of the policy. On what grounds should the govern-
ment act to address the perceived problem? The second is a question about capac-
ity to implement a policy. What solution to the perceived problem might actually
work? A focus on legitimacy and capacity has the advantage of posing explicitly
political questions. While these questions are general in nature, they nevertheless
reflect the genuine uncertainty, contingency, and compromise that underpin the
creation of novel policies. They are the questions to which institutions, ideas,
and interests form the answers.

II. PRODUCT PRICE

The first oil embargo in 1973 caused the French and German governments to
rethink the way in which consumer prices were set. The French government re-
sponded by increasing the level of administrative regulation of product prices.
The German government, by contrast, left price setting largely in the hand of
producers. And whereas both governments also attempted to initiate programs
to better inform consumers about price, only France was able to mobilize political
and social actors to pursue this goal forcefully. The result has been a high level
of administrative intervention in price formation in France, and relatively great
producer autonomy in Germany.

A. France: Price Fixing

France has a long history of government price regulation. Authority for govern-
ment intervention in price setting is grounded in ordinances 45-1483 and 45-
1484 of June 1945, which were themselves restatements of the Code of Prices
(Code des prix) established under the occupying government in October 1940.8

These ordinances were unusual in that they placed absolute authority over prices
in the hands of the administration, as well as full authority to deploy police or
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military forces to apply any price restrictions. In principle, at least, the govern-
ment could even have enforced prices far below production costs. Although the
scope of administrative prerogative in France is uncommon, the use of price
controls is by no means unusual. Sweden has applied extensive price restrictions
over much of the postwar period, and even the United States experimented with
a price freeze under the Nixon Administration in 1974.

Price regulation in France began in earnest with the first burst of inflation
in 1957, and ended in 1986. During this time, two major shifts were made in the
nature of price regulation, resulting in three distinct approaches to price control.
In the first period, from 1957 to September 1974, price regulation imposed a
minimal burden on producers. While the price of products already on the market
could only be increased subject to direct approval from the Ministry of Economy
and Finance’s Office on Competition and Price (Direction de la concurrence et
des prix), new products, by contrast, could be priced at the discretion of the
producer and required no justification based on the actual costs of production.
Producers of new products had simply to register their intended price list with
the government at least two weeks before actually putting their goods up for sale.
This permissive stance towards new products, designed to promote innovation,
also had the effect of encouraging companies to drop traditional products and
reintroduce them under new names and with slight modifications in order to be
able freely to increase their prices.

Under pressure of high inflation, new legislation in 1974 sought to fill this
innovation loophole by requiring that all new products be registered with the
Office on Competition and Price, including a justification for the proposed price.
The Office then had one month to object to the proposed price. If the company
heard nothing within one month of submission, it was free to proceed with is
proposed pricing. The problem was that the 1970s saw an extraordinary growth
in product kind and number, and it quickly became clear that the administrative
burden of this new approach was overwhelming to both companies and the gov-
ernment. The government simply could not evaluate enough proposals to have
an overall impact on inflation.

A final change was made in December 1976.9 According to the new scheme,
producers could sign a moderation agreement (engagement de modération) con-
senting to price ceilings that had been previously negotiated between trade associ-
ations and the government. These ceilings were set based on sectoral growth rates
determined by the Office on Competition and Price from production information
provided by companies in the sector. In more concentrated sectors, companies
were commonly able to negotiate price ceilings individually with the govern-
ment.10 These agreements were not legally binding, in the sense that companies
were free to sell products above the negotiated ceiling, but in this case they
needed to apply for permission for their proposed price with the Office on Compe-
tition and Price, as they had done before the 1976 reform. As an increasing num-
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ber of sectors agreed to moderation agreements, the total volume of price regula-
tions issued by the administration declined, from 137,000 in 1978, to 91,500 in
1979, to 61,300 in 1980.11

The French embrace of price control signaled a clear superposition of popu-
lar interest over the interests of the business community. The CNPF had long
called for the abolition of administered prices. They also opposed the negotiated
ceilings introduced by the Barre government in 1976, which they felt gave gov-
ernment control of prices the spurious legitimacy of contractual consent. French
unions, represented by their consumer association OR-GE-CO, also felt that free
competition rather than price restraints was the appropriate response to rising
prices: ‘‘We insist at least that the conditions of free competition be saved, be-
cause they are, in the current state of things, the only guarantee of the con-
sumer.’’12 In their view, French companies were simply not price competitive.
In a trade union survey conducted in 1969 they had found that of 8000 companies
operating in France, only 500 had competitive prices. The rest were, in their
words, ‘‘deplorably organized.’’13 In 1976 they approved of the Barre plan to
created negotiated ceilings, which at least permitted limited competition below
the negotiated level. But they also stressed the need to attack the structural causes
of inflation, which they felt meant establishing true competition in distribution
and price formation.14

Given that labor and management both opposed administered prices, why
did successive governments, first on the right, then on the left, support the policy?
The reasons have to do with legitimacy. The legitimacy of price controls derived,
in part, from popular support for their use. A series of public surveys on inflation
conducted in the 1970s showed that support for price controls increased with the
growth in inflation. In 1970, 27% of the population supported price controls as
a means of protecting the value of the franc. Support rose to 35% in 1974, 47
percent in 1976, and a peak of 76% in 1982.

Legitimacy was also grounded, however, in a French intellectual tradition
of just prices (‘‘prix juste’’), and the economic entitlement that this implied. Price
increases in 1911, for example, led to consumer boycotts that resulted in three
deaths, 136 injuries, and 396 arrests.15 History showed that price increases in
France were likely to be attributed to a lack of government action rather than to
shifting conditions of supply and demand.

B. Germany: Price Maintenance

Unlike France, Germany has traditionally granted producers extraordinary pow-
ers to determine the retail price of their goods. The core of this tradition was
resale price maintenance (RPM, or Preisbindung), a practice permitted until 1973
that allowed producers to stipulate in their distribution contracts the final sales
price of branded goods. Because RPM effectively eliminated price competition
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among retailers, it helped producers to establish and maintain a stable level of
profitability, both for themselves and for their distributors. While in principal
such vertical collusion fell under the scrutiny of the Cartel Office (Bundeskartel-
lamt, or BKA), with whom companies were required to register RPM contracts,
the practice was in fact rarely restricted.16 With the threat of price increases from
the first oil shock, the Bundestag amended Germany’s competition law (Gesetz
gegen Wettbewerbsbeschränkungen, or GWB) to prohibit RPM. This move was
particularly championed by the Ministry of Youth, Family, and Health in the
expectation that retail competition would help to hold down prices for consumer
products.17

A similar effort had been made in France twenty years before, in 1953,
when RPM was proscribed in conjunction with the Pinay stabilization plan to
hold down consumer and industry costs. But producers quickly found that they
could effectively control resale prices, even without RPM, through selective dis-
tribution practices. In France, the Fontanet circular of March 1960 responded to
this problem by advocating that companies be prohibited from taking punitive
actions, such as refusing distribution (refus de vente), against retailers wishing
to offer discounts on their products. Enforcing vertical contractual freedom of
this kind has remained a mainstay of French competition policy.18

In Germany, by contrast, the government has retained a variety of legal
provisions that continue to assist companies in influencing the sales price of their
goods in the absence of RPM. First, the 1973 GWB amendment did not explicitly
prohibit the use of recommended prices (unverbindliche Preisempfehlungen) as
unions and consumer groups had called for. Two kinds of recommended prices
are commonly used in Germany: those printed onto product packaging (Ver-
braucherpreisempfehlungen), and those presented in the form of a list for exclu-
sive use by the retailer (Händlerpreisempfehlungen). While prices printed on
packaging could arguably help consumers to compare product prices for the same
product among several retailers, unions and consumer organizations argued that
prices presented in the form of price lists that are never seen by consumers do
not offer this benefit, and instead abet price collusion.19

This assessment is reinforced by producer reactions to the banning of RPM.
Between 1973 and 1975, retailers report that while the overall use of recom-
mended prices remained nearly the same, the use of retailer price lists grew from
22% to 37% of their total stock, while the use of recommended prices targeted
at the consumer fell from 30% to 14%. The shift was most dramatic for small
shops (those with annual sales below 250,000 DM) for whom the use of retailer
price lists nearly doubled, from 22% to 42% of their inventory, while consumer
price recommendations fell by half, from 45% to 22% of inventory.20 Unable to
stipulate sales prices in their contracts, manufacturers appear to have moved to
less direct means of enforcing price levels. Indeed the BKA, which tracks the
use of recommended prices, has essentially recognized that retail list recommen-
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dations are tantamount to RPM.21 But legal provisions for restriction of effective
RPM (GWB §18 and §26 II) have been interpreted by the BKA largely to the
advantage of branded goods producers: ‘‘Protection of brands and distribution,
not protection of the consumer, is . . . still the predominant criterion for interpret-
ing GWB regulation.’’22

Second, a group of laws restricting sales practice have diminished retailers’
ability to exert downward price pressure on producers. Typical of these is the
Discount Law (Rabattgesetz), enacted first in 1933, which prohibits discounts or
in-kind gifts of value greater than 5% of the cost of the product. The law does
not prohibit sales on, for example, overstocked or seasonal goods—these are
regulated by another restrictive law, the Zugabeverordnung—but it does require
that retailers sell goods for no less than 95% of their labeled value. Practices not
permissible for German retailers under the Rabattgesetz include volume or loyalty
discounts, sales inducements, coupons, or inflated price labeling.23 The original
goal of the law appears to have been to discourage the cooperative movement
and repress immigrant shopkeepers who were willing to compete on narrow profit
margins.24 More recently the law has been upheld as a protection for consumers
who might otherwise face price discrimination because they were less able or
willing to haggle with sales staff for better prices.25

The effect of the Rabattgesetz on retail pricing is twofold. First, the Rabat-
tgesetz makes it easy for distributors to monitor the actual retail sales prices
retailers are using. Second, producers cannot use volume or loyalty discounts to
reward their good customers—tactics that have helped retailers in other countries
to consolidate their customer base, giving them greater power in negotiating con-
tracts with producers.

Like French price controls, Germany’s policy of price maintenance, de-
ployed through recommended prices and retail restrictions, was grounded in rea-
sons of legitimacy. One source of legitimacy was the confluence of economic
interests. Industry, not surprisingly, strongly favored recommended prices. But
consumers, too, found them useful. A 1973 survey found that 87% of men and
82% of women favored recommended prices printed on packaging. Those who
favored it felt that it helped them to compare product prices and that it protected
them against overreaching by retailers.26 Moreover, the peak association of Ger-
man retailers (Hauptgemeinschaft des deutschen Einzelhandels, or HDE) has ar-
gued that list recommendations, which are not made public to consumers, assist
retailers in calculating what prices they should charge.27 The Bundestag, in a
move to appease all parties, permitted recommended prices of both kinds.

Why, however, has the BKA acquiesced to what amount to collusive prac-
tices? A second source of legitimacy for these pricing policies derives from the
postwar tradition of German political economy, ordoliberalism, that crystallized
in the Freiburg School and formed the basis of Ludwig Erhard’s postoccupation
economic initiatives of 1957. The ordoliberal principle of competition espoused
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by the BKA embraces Schumpeterian rather than liberal market assumptions.28

From this perspective, market regulations should be deployed foremost to opti-
mize economic transactions by balancing the position of market actors through
increased transparency.29 Consistent with this view, the central concern of the
BKA in respect both to recommended prices and to the Rabattgesetz has been
price transparency. Hence their concern with recommended prices has primarily
been that manufacturers would label product packaging with artificially elevated
recommendations (Mondpreisen), thereby permitting retailers to offer apparently
attractive reductions from the manufacturer’s price.30

Similarly, the fundamental ordoliberal argument in favor of the Rabattge-
setz is that without it, retailers would increase products’ labeled prices so that
they could offer consumers greater nominal discounts without affecting their
profitability. Even the peak consumer association, the AgV, which might nor-
mally be expected to oppose the restrictive Rabattgesetz, argued that its elimina-
tion would result in an 20% to 30% increase in nominal prices. In the words
of the AgV head Helmut Lenders, ‘‘that would be totally impenetrable for the
consumer.’’31 Ordoliberal arguments for regulated market transparency drive
much of the debate surrounding consumer protection in Germany.

C. Price Politics

France and Germany both imposed regulations in the 1970s to ensure that all
consumer products were displayed with their prices in order to facilitate compara-
tive shopping. In Germany, the 1973 Price Information Act (Preisangabenverord-
nung) accompanied the prohibition on RPM, since retailers were then in principle
allowed to offer the same goods for different prices. In France, product labeling
was required by decree in 1971 and reinforced through supporting regulation in
1976. In both countries clear price information was seen to be a key in holding
down retail prices. But whereas in France this new emphasis on comparative price
shopping enjoyed enthusiastic endorsement from both government and consumer
organizations, similar efforts by consumer organizations and the government in
Germany were quickly abandoned.

1. Price Activism in France

In France, the move in 1976 to a system of free price competition below negoti-
ated price ceilings opened the way for greater price competition between compa-
nies operating below those ceilings. To emphasize this, the government of Ray-
mond Barre undertook a number of projects to ensure that consumers had access
to adequate information about product prices. In November 1977, for example,
Barre announced a four month series of state-sponsored radio shows that would
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provide a forum for callers to report on their strategies for finding inexpensive
products. The goal was to help consumers shop more wisely in order to put a
check on abusive increases in prices. In the words of the newly appointed Secre-
tary of Consumption: ‘‘Every idea helps us to better defend your budget.’’32 The
theme was repeated in 1979 when the Economics Minister, Michel Monory,
called on consumers to compare prices before buying in order to help hold down
inflation.33

Consumer groups in France were enthusiastic supporters of price labeling
and comparative price shopping, and they frequently mobilized their participants
to visit stores in order to evaluate the extent to which the pricing regulations
were being heeded. A study conducted in Paris in June 1976 found that 28% of
retailers and 30 percent of service providers failed to display the price of their
goods or services. The worst offenders included furniture stores (52%), florists
(56%), and pharmacies (74%).34 The scale of these price surveys (relevés de prix)
could be enormous. During the week beginning on 20 November 1979, for exam-
ple, 110 local affiliates of the Federal Consumers Union (Union fédérale des
consommateurs, or UFC) surveyed 27,735 stores in 160 cities in France. Mobi-
lized under the slogan ‘‘not seen not bought’’ (Pas vu pas pris), they found that
38 percent of the stores visited had not displayed prices on their products.35

Unsatisfied with the level of consumer awareness of product price, the Min-
istry of Consumption under the new Socialist government in 1983 initiated a
pilot project in the Region Nord–Pas-de-Calais to offer consumers objective com-
parative information on product prices. Cooperating with the Regional Council
on Consumption (Conseil regional de la consommation, or CRC) in Lille, they
established 100 computer terminals accessible to the public on which product
price information was made available to consumers. These local centers for price
information (Centres locaux de l’information prix, or CLIP), which accounted
for 60% of the Ministry of Consumption’s yearly budget, were relatively well
received. A survey conducted in 1986 by the CRC of Lille found that 85 percent
of the population of the region knew of the program, compared with only 30%
in 1984. Of those, 40 percent stated that they used the information for purchases
(33.6% of the total population). Furthermore, 22% of the users reported shifting
to products that were less expensive, and 18% reported shifting to retailers that
were reported to be less expensive.36 A survey of retailers found that 64% favored
the program, 54% felt the price information was useful for their business, and
13% reported using CLIP information to set their own sales prices. Over half of
the retailers felt that CLIP had an impact on their consumers, although only 34%
reported that consumers used this information directly in their product choice.37

Five new CLIP regions were included in France’s five-year plan of 1984, with
each of these sites offered a grant of 5 million francs from the federal government
to be matched by an equal contribution from the regional governments.38
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2. German Consumer Education

Germany in 1973 saw the beginnings of a similar collaboration between the gov-
ernment and consumer groups to raise public awareness about price, but unlike
France this effort quickly faltered. In the summer of 1973 Germany’s Social-
Democratic Party (SPD) launched a program for consumer education (‘‘Ver-
braucheraufklärung’’) with the goal of better informing citizens about prices and
price formation. As a part of this program Germany’s peak consumer association
(Arbeitgemeinschaft der Verbraucher, or AgV) sponsored two busses to travel
to 60 cities in Germany under the slogan ‘‘Together for Reasonable Prices.’’
They handed out brochures, showed films, and offered computerized tests that
measured consumers’ knowledge of prices.

More controversial was the project ‘‘Aktion gelber Punkt’’ (yellow dot pro-
test) which was initiated by the publicity department of the SPD and pursued
most enthusiastically by the SPD’s Young Socialists faction.39 The yellow dot
referred to yellow stickers that were attached, as a call to boycott, to the display
windows of stores that had particularly high prices. The program had been mod-
eled on the ‘‘Rote-Punkt-Aktionen’’ of the late 1960, in which leftist community
organizations used red labels to protest price increases in local transportation.
Memory of these Rote-Punkt-Aktionen, which had called out the first consumer
boycotts in post-war Germany, lent a radical tone to the SPD’s new project.40

This attempt to create a politics of price in Germany was supported by
labor but strongly opposed by business. Retailers felt particularly threatened by
the SPD action, and in what was called the ‘‘greatest ever sign of retail solidarity’’
launched a counter-campaign against the government’s program. Their posters
read, ‘‘Retailers also oppose rising prices. We favor stability!’’41 The association
of branded products called the Aktion Gelber Punkt ‘‘Consumer politics in the
mode of class conflict’’ (‘‘Verbraucherpolitik in Klassenkampfmanier’’). The
peak employers association (Bundesvereinigung der Deutschen Arbeitgeberver-
bände, or BDA) launched a campaign against the SPD program under the slogan
‘‘Gelber Punkt–roter Markt–toter Markt’’ (‘‘Yellow dot–red mark–dead mar-
ket’’), in which they claimed that the goal of the SPD was to dismantle the free
market altogether: ‘‘The goal of the yellow dot is apparently to eliminate the
market economy.’’42

By the fall of 1973 the SPD had already begun drawing away from price
as a political issue. In October SPD leader Holger Börner assured the DIHT that
the Aktion Gelber Punkt was not an attack on the market system. He explain that
the party had switched from focusing on wage formation as the cause of inflation
because they felt that companies had increased prices more than was required
by wage increases.43 At the same time Martin Grüner, the Parliamentary State
Secretary for the Economics Ministry, confirmed that price controls were not
compatible with Germany’s market economy. He did, however, affirm the use-
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fulness of protests that have the goal of informing consumers about price in-
creases and alternative product choices.44

Why did price politics flourish in France but miscarry in Germany? The
explanation lies in part in the different capacities of consumer organizations in
the two countries. Whereas French consumer groups enjoyed a broad and activist
local membership, the key German consumer groups had, and continue to have,
only a token number of individual members. French groups, therefore, were able
to mobilize an enormous membership to undertake the daunting task of price
surveys. German consumer groups, because they could not hope to mobilize con-
sumers on this scale, quickly found that the politics of price lay outside of their
organizational capacities.45

For the governments, the difference appears to stem most strikingly from
different conceptions of legitimate government interference in price formation.
In France, governments on both the right and left were authentically interested
in informing consumers about price so that they could play a role in holding
down inflation. Since price had always been an arena of government action in
France, providing comparative price information was seen merely as an extension
of this responsibility. In Germany, by contrast, the goal of the SPD in launching
their Consumer Education campaign appears to have been to convince the general
public that prices were being set by business and not by the government. Rather
than trying to control price increases, in other words, the SPD was trying to
exonerate itself from blame for growing inflation. An internal document of the
SPD made this argument clearly: ‘‘The state does not create prices. Industry
decides about at least 80 percent of price creation. In addition we must consider
the multiple anti-competitive practices, that have been common up until now.
Both of these facts should make it clear, who really sets prices.’’46 Prices in
Germany, in other words, were set in the production sphere, through the process
of wage negotiation and concerted action, not through any policy under control
of the government.

III. PRODUCT QUALITY

A second set of regulations and institutions arose in the 1970s around the quality
of consumer products in France and Germany. Governments in both countries
were concerned that producers seemed to be designing obsolescence into their
products at a time when real disposable incomes were shrinking. Faced with
higher prices and lower incomes, consumers were urged to keep products for
longer and to emphasize repair over replacement.47 Unions too worried that lower
levels of product quality would lower producer demand for skilled labor, thereby
reducing wages for the entire work force.
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Attempts to improve product quality proceeded in two stages in both France
and Germany. In the first stage, the governments worked with producers and
consumers to design informative product labels that would assist buyers in evalu-
ating the relative quality of products on the market. So long as these labels were
objective and voluntary, producers were staunch advocates of the process. Fol-
lowing the early success of technical labeling, however, both France and Ger-
many experimented with more comprehensive labeling projects that sought to
provide consumers with composite scales to reflect different aspects of product
quality. These qualitative projects both faced strong opposition, and both eventu-
ally foundered.

The second attempt to improve product quality in both countries was a
move to incorporate consumer interests into the design phase of production. Ger-
many did so by introducing consumer representatives into its system of technical
standards formation. France, by contrast, attempted to promote collective accords
between consumer and producer interest groups in which acceptable standards
of quality and design were negotiated. In the end, Germany’s system succeeded
because it drew on the capabilities embodied in Germany’s production institu-
tions. France’s approach, by contrast, attempted to create an entirely new forum
for setting quality, but one in which producers were extremely hesitant to partici-
pate.

A. Quality Labels

1. French Product Labels

In France, informative labeling for consumer products was launched as a collabo-
rative effort by the National council of French employers (Conseil national du
patronat français, or CNPF) and the National Consumption Institute (Institut
national de la consommation, or INC). In September 1970 they founded the
French association for product labeling (Association française pour l’étiquetage
d’information, or AFEI), a nonprofit organization in the public interest with the
goal of designing and distributing model product labels. The content of the labels
was to be strictly factual, and negotiated among consumer and industry represen-
tatives. Different kinds of labels were negotiated for different product lines, and
their use was strictly voluntary. The first label appeared in 1972. AFEI had issued
300 labels by 1974, 1000 by 1978, and 1300 by 1980.48

Following on the success of AFEI, and amid growing concern over product
quality, an effort was made to extend the range of informative labeling beyond
objective product dimensions to include composite indicators that would approxi-
mate qualitative characteristics of interest to the consumers, such as durability
and usefulness. The model for this initiative was the Swedish VDN-Skala, estab-
lished in 1951, that provided relative product quality information on five-point
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scales. By 1971 the VDN-Skala had been successfully applied to 110 different
kinds of products.49 Following this lead, the Ministry of Industry and Research
under Michel d’Ornano created in November 1975 a ‘‘Service de la qualité’’
under the Direction des Mines.50 This Service de la qualité would work with
AFEI to create new qualitative product labels. The proposal was endorsed by the
President, the Ministry of Commerce, and the INC. The association of companies
that produce electrical goods (cedef-gifam), which was likely to be heavily in-
fluenced by the new label format, gave a restrained approval: ‘‘We accept this
project rather favorably but we remain concerned by the modality of the dialogue
with the consumers.’’51

In 1976 the project was taken on by the newly appointed Secretary of Con-
sumption, Christiane Scrivener, as a flagship for her campaign to promote con-
sumer interests. After protracted closed-door discussions with industry, she
helped to write and pass a law on consumer information on 10 January 1978
that provided for so-called Quality Certificates (certificats de qualification). The
content of the Quality Certificates was to be negotiated between industry, con-
sumers, and the administration. The first range of products to be labeled under
the new scheme, for example, was shoes. Each kind of shoe would be described
on three separate scales measuring comfort, durability, and a third composite
category called finition. In addition to offering measures of quality, the project
also provided for enforcing a minimum level of guaranteed quality, to be set by
the Ministry of Industry.52 Product testing to establish product quality levels was
to be carried out by the National Testing Laboratory (Laboratoire national d’es-
sais, or LNE), an organization that, with 350 employees and a 44-million-franc
budget, was probably not prepared for the task.53

Because many products were expected to fall short of the requisite level
of quality specified by the Ministry of Industry, it was projected that 280 product
brands would disappear from the market because of the Quality Certificates.54

The ambitious goal, to have all products relabeled in this way by the end of
1981, was checked, however, by the election of Mitterand’s Socialist government,
which quickly eliminated the project. Rather than pursue qualitative labeling fur-
ther, the new government had a different idea for promoting quality: they would
attempt to engage consumer not just at the point of purchase, but in the product
design process as well.

2. German Product Labeling

Product labeling followed a similarly disappointing trajectory in Germany. Infor-
mative product labels were initiated in 1964 by the German Institute for Product
Safety and Labeling (RAL Deutsches Institut für Gütesicherung und Kennzeich-
nung, formerly the Reichsausschuß für Lieferbedingungen). Founded in 1925
with the goal of certifying raw materials for production, RAL was discontinued



448 Trumbull

in 1942, when wartime production conditions caused quality levels to sink below
the acceptable threshold set by RAL. The organization was resurrected in 1952
under the influence of Ludwig Erhard’s Economics Ministry as a committee of
the German Standards Committee (Deutsches Normenausschuß, DNA), the pre-
cursor to the German Standards Institute (Deutsches Institut für Normung, or
DIN). The main goal of the new RAL was to create product quality symbols for
both industrial and consumer products that assured conformity with a minimal
level of safety and quality. RAL recognized 68 such symbols in 1960, 103 in
1978, and 145 in 1995.55 Over half of these quality symbols applied to building
materials, with the rest going to consumer products and, to a lesser extent, to
agricultural products.56 Although RAL focused its efforts primarily on quality
symbols, it also issued standard specifications for product colors (RAL-Farben),
and certificates of provenance (Herkunftsgewährzeichen, such as for Lübecker
Marzipan).57

RAL began issuing informative product labels under the name RAL-Testate
in 1964. Like the proposed French quality certificates, these informative labels
included scales for the properties of the product that consumer and producer
representatives agreed would be helpful to the consumer. The value of the product
being sold was marked on a scale that indicated its position relative to the full
range of products on the market. Companies interested in including an RAL-
Testate on their product packaging had to submit the product to a testing center
for evaluation. Like the RAL quality symbols, products that did not meet DNA
minimum standards were not allowed to incorporate the DNA-Testate on their
packaging.

By 30 April 1974, RAL had created Testate for 122 product kinds, includ-
ing household electronics (vacuum cleaners were big users), cooking wares, metal
goods, plastic and leather goods, textiles, and cleansers. Heat storage units all
are sold with RAL-Testate because the electric companies only allow products
with this marking to be sold. One in four RAL-Testate tests were requested by
mail order companies, who sought a means to convey more information to con-
sumers who did not have direct access to their products. A survey by the Institut
für Warenlehre des Haushalts und Verbraucherforschung of the University of
Gießen reported that one in six housewives living in the country were familiar
with the RAL-Testate.58

Despite this early success, the RAL-Testate enjoyed a short life. On 26
August 1973, RAL separated from the DNA. The impetus came not from RAL
or DNA administration, since they had worked well together and continued to
collaborate after the separation, but from pressure by Germany’s peak association
for the household equipment industry (Hauptgemeinschaft der Deutschen Hausg-
eräteindustrie, or HDHI). As a member of DNA, the HDHI was concerned that
the rising prominence of consumer politics would soon draw political scrutiny
to RAL activities. If RAL remained in DNA, they argued, then the entire process
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of standard setting in consumer goods could become politicized, with consumer
groups and the government requesting input into the standard setting process.
While most members of DNA made industrial products that would be unaffected
by consumer politics, they acceded to the wishes of the HDHI and banished
RAL.59

Under its new charter as an independent organization, the RAL in 1973
invited diverse participation in order to secure its neutrality and legitimacy. Con-
sumer organizations, trade unions, peak production associations, and chambers
of commerce now participated in RAL-Testate design. Consumer and producer
groups met in a newly created RAL Committee on RAL-Testate (Ausschuß RAL-
Testate im RAL) to set priorities for products to be considered and product values
to be included on labels. As the HDHI had feared, this new negotiating table
became a forum for imposing minimum quality and safety limits for the purposes
of the RAL-Testate.60 The effect was to create a negotiating arena outside of DIN
for product standard setting, and the business response to this move was hostile.
Even the Consumer Council (Verbraucherrat, or VR) of DIN opposed the new
RAL-Testate format. When RAL applied in 1974 for a contract from the Econom-
ics Ministry to help finance the cost of the new RAL-Testate system, it was turned
down. By 1975 RAL abandoned the RAL-Testate program altogether, returning
to its original focus on quality symbols.

3. Germany’s Product Information System

Unlike France, Germany did not abandon all effort to create an information label-
ing system that could address the specific needs of the consumer. When the Eco-
nomics Ministry turned down RAL’s request for support for the RAL-Testate
system, it also approached the BDI and other associations for proposals of an
alternative product information system. After two years of discussions, the AgV,
Economics ministry, and Stiftung Warentest worked with RAL to pass a 1977
law setting guidelines for the provision of product information in Germany (Rich-
tlinien für Produkt-Information in der Bundesrepublik Deutschland ).61

In order to implement this new set of guidelines, a working group of promi-
nent social and economic associations62 came together in 1977 to create an alter-
native set of informative labels that would provide end consumers with standard,
objective measures of the most important qualities of a product. This new Pro-
dukt-Informationssystem (PI) was distinct from the RAL-Testate in that it focused
on measurable qualities of products rather than attempting to create a composite
or qualitative scale. To ensure that the information provided was both accurate
and useful to consumers, the PI comprised two standing committees, each with
representation from industry, consumer groups, and retailing. The Community
Board for Product Information (Gemeinschaftsausschuß für Produkt-Informa-
tion, or GA-PI) was responsible for setting the operating guidelines of the PI
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system. A second Technical Committee for Product Information (Fachausschuß
für Produkt-Information, or FA-PI) was responsible for the content and form of
the PI, as well as the enforcement of guidelines set down by the GA-PI.63 Both
committees were kept small so that they could work effectively.

In January 1979 RAL and DIN collaborated to created a private company,
the German Society for Product Information (Deutsche Gesellschaft für Produk-
tinformation GmbH, or DGPI) that took over management and promotion of the
PI system in Germany. This new management ensured that neither the govern-
ment nor consumers would interfere in PI labeling.64 In 1980 DGPI signed a
contract with the Economics Ministry to assist in providing Product Information,
and to transpose European level environmental quality requirements into German
product information labels.65 By 1984, 20 PI labels had been produced, and an
additional 16 were in production. Although DGPI was later amalgamated into
DIN, the PI system continues to be used in Germany, particularly for white wares,
electronics, gas, oil and coal equipment, heating pumps, and solar panels.66

The German and French experiences with product label reform in the 1970s
followed similar paths. Both began with strictly informational labeling and at-
tempted to move from there to labeling product quality based on results of product
testing. In both cases these efforts were thwarted. But the similarity of their expe-
rience also reveals important differences in national capacities to provide product
information. In Germany, consumer product labeling grew out of the RAL, an
organization originally created to provide a service to producers by ensuring the
quality of raw materials. In France, consumer product labeling began as an equal
collaboration of producers and consumers in a new organization, AFEI. Similarly,
RAL’s attempt to negotiate quality thresholds for RAL-Testate was rebuffed pri-
marily by industry, which was able to have the program eliminated and the more
business-friendly PI system erected in its place.

In France, by contrast, qualitative product labeling failed not simply due
to industry opposition, which does not appear to have been decisive, but from lack
of political resolve and institutional capacity in the government administration.
France’s traditional administrative capacities proved incapable of assessing the
huge volume of products that industry could produce, and political change served
to undermine the labeling project. Product labeling in Germany, in other words,
proceeded by the grace of industry, whereas in France it responded more closely
to capacities and political interests of the government.

B. Consumer Participation

Beyond simply informing consumer about product quality, politicians in France
and Germany were also pushing for greater consumer participation in the design
process. In Germany, where standard setting was highly centralized in the DIN,
consumers groups were able to participate in product standard setting through
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the creation of a consumer advisory council within the DIN. This kind of partici-
pation was possible in part due to the high level of technical competence among
German consumer representatives, which allowed them to engage usefully in
technical committee meetings for products of particular relevance to consumers.
In France, by contrast, consumer organizations were encouraged by the govern-
ment to negotiate directly with the sectoral business groups, and later with compa-
nies individually. This approach was necessary in part due to the weaker position
of the French standard setting organization, AFNOR. It was also better suited to
the capacities of consumer organizations in France, as their wide grassroots sup-
port gave them a claim to negotiate with industry associations on behalf of all
consumers. Hence a combination of distinctive national organizational capacities
guided Germany and France towards different solutions to consumer participation
in product design.

1. Germany’s Verbraucherrat

On 8 October 1974, the DNA decided in agreement with the Economics Ministry
to accept public funds to create a Consumer council (Verbraucherrat, or VR)
within DIN to represent consumer interests. While industry, lead by the BDI,
opposed this so-called ‘‘partnership in-house solution’’67 to the problem of con-
sumer access to standard setting, the decision was part of a larger negotiation
between DNA and the government. Beginning at the end of 1973, the government
had approached the DNA for an agreement to provide significant federal funding
in exchange for taking on duties that the government felt were central to the
standardization process. One of these, as affirmed in the governments first con-
sumer report of 1971, was to incorporate consumer interests into the standard
setting process.68 As a result of these negotiations, on 1 September 1975 DNA
signed an agreement with the government making it the exclusive standard setting
organization in Germany, and changing its name to the current German Institute
for Standards (Deutsches Institut für Normung, or DIN). According to the terms
of this agreement, set out in DIN 820 which governs the operations of the organi-
zation itself, consumers would sit on an equal footing with producers on the VR.69

The new VR had three goals: to oversee the standards process, to help
select cases of interest to consumers for standardization, and to organize con-
sumer representation on relevant DIN technical committees. The five members
of the VR were selected, each for three years, by the president of the DIN in
consultation with the AgV and the Economics Minister. The work of the VR has
been very successful. Government support grew from 328,000 DM in 1975 to
451,000 DM in 1980, while the number of consumer representatives participating
in DIN technical committees grew from 370 in 1976 to over 600 in 1980.70 In
1982, 1,884 of 21,400 standards issued by DIN were found to be relevant to
consumers according to VR criteria.71 By 1989, about 2,400 of DIN’s 25,700
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standards were found by the VR to be relevant to consumers.72 Hence consumer-
relevant technical standards have consistently accounted for about 9% of all tech-
nical standards issued by DIN. Germany’s ‘‘partnership in-house solution’’ has
proved itself an effective tool for promoting the consumer interest in product
design.

2. Consumer Accords in France

The third Barre government, inaugurated in 1978, pursued a different strategy
for involving consumers in the process of product design. Rather than trying to
integrate consumer representatives into industry associations, the new economics
minister René Monory called instead for consumer associations to function as a
counter force to industry: ‘‘Le contre pouvoir consommateur doit être dével-
oppé.’’73 To this end he called for the quadrupling of state funding to consumer
associations, from 1 MF in 1978 to 4 MF in 1979.74 He also eliminated the posi-
tion of Secretary of Consumption, which under the previous government had
focused its quality efforts on administrative intervention in production. While
Monory liked to call himself the ‘‘Minister of Consumption,’’ the actual adminis-
tration of consumer affairs was taken up instead by a newly created mission
consommation, lead by Danièle Achach, of the newly renamed Direction de la
concurrence et de la consommation (formerly the Direction de la concurrence
et des prix) in the Economics Ministry75 This shift emphasized Monory’s view
that consumption should be treated on an equal footing with production. Product
specifications should, on this view, be set through a process of negotiations be-
tween representatives of producers and their consumer counterparts.

The idea of negotiating directly with consumer groups had long been fa-
vored by much of French industry as an alternative to direct government interven-
tion. In 1975 the CNPF appointed Paul Simonet head of a new commission on
industry, commerce, and consumption (CICC) with the goal of presenting a
united front to consumer organizations. The CNPF was, in the words of Simonet,
‘‘very open to all forms of concertation, especially in the domain of informa-
tion. . . .’’76 The Consumption Committee of the Seventh French Plan in 1976
advocated just such a dialogue between consumers and producers, although mem-
bers of the business college noted a ‘‘certain climate of hostility’’ among the
consumer representatives.77 The director of customer relations at Air France,
Jean-Georges Marais, echoed in 1977 that such a concertation was indispens-
able.78 And a survey conducted by the École supérieure de commerce of Lyons
in 1976 found that 24% of French companies had already engaged in dialogues
with consumer associations.79

The innovation of the 1978 Monory program on these earlier efforts was
to encourage collaboration on all aspects of the production process, something
that the CNPF had long opposed. Monory charged the formerly neutral National
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Consumption Institute (INC) to support consumer associations in cultivating a
‘‘consumer counterforce to counterbalance the technical advantage of producers
and the effects of advertising.’’80 The CNPF’s CCIC held regular meetings with
consumer associations from November 1979 to March 1981.81 In the context of
these meetings, consumer representatives met with representatives of industry
sectors to negotiate standards of quality and use that were felt to best suit con-
sumer needs in that field. While such partnerships were voluntary, companies
that accepted negotiated standards could advertise this as a selling point. By 1989,
49 voluntary accords had been signed between consumer associations and profes-
sional associations. Of these, 36% treated house construction, 20% used car sales,
18% small retailing, 8 percent furniture, and 6% dry cleaning.82

One such voluntary agreement was signed between consumer associations
and UDAC, the largest retail store association. According to the agreement, retail-
ers following a set of negotiated guidelines would be allowed to post in their
store-front a sticker of a blue, white, and red fleur-de-lis that read: ‘‘Engagement
du commerce, j’adhère’’.83 The guidelines included marking rebates as a percent-
age of the proper price, indicating prices ‘tout compris’ including services and
other charges, posting clearly information about service after sale, and a guarantee
to replace goods that do not function properly or are damaged in delivery. Like
many such accords, the program was well received but not very widely used. A
1981 survey of 663 stores in Marseilles found that only 27 stores (4% had placed
the fleur tricolore in their window.84

3. The Corporatist Solution

The victory of Mitterand’s Socialist party in 1981 put a new emphasis on such
collective agreements, but their goal was to make agreements negotiated between
consumer and professional groups legally binding. The Socialists signaled the
importance of this initiative by creating a Ministry of Consumption, to which it
appointed Christine Lalumière as minister.85 The project was explicitly modeled
on the 1936 labor law, which had granted labor unions the right to negotiate
contract terms at the sectoral level. Because a corporatist strategy of this kind
would have ramifications for many other areas of consumer regulation, Lalumière
created a committee to rewrite the full body of consumer law in France, headed
by the lawyer and consumer advocate Jean Calais-Auloy. Significantly, no repre-
sentatives of industry were included on the committee.86

This corporatist agenda was strongly supported by consumer associations,
who by 1981 had become so frustrated with the imbalance in their discussions
with industry that they decided to boycott further talks until the government inter-
vened in the negotiation process. They felt that only binding sectoral agreements
would give them sufficient influence.87 Jacques Ghestin, a lawyer and spokesman
for consumer groups, argued that the government should assign authority over



454 Trumbull

product quality, including the terms of consumer contracts, to professional associ-
ations. ‘‘In reality,’’ he argued, ‘‘I don’t see why professional organizations that
are able to speak legitimately for their members about work conditions could not
do the same in relation to sales conditions.’’88

But this move toward a corporatist solution to consumer demands was op-
posed both by the business community and by the Ministry of Justice. The busi-
ness community argued that the analogy with labor contracts was a false one.
They felt, first, that consumers were not dependent on producers in the way that
employees are on their employers, since consumers face few obstacles to shop-
ping around.89 Second, the Paris Chamber of Commerce and Industry argued
that the variety of interests in the professional community, which encompassed
production, wholesale, retail, and services, would put them at a disadvantage at
the negotiating table with consumers.90 Jean Levy, who succeeded Paul Simonet
in 1982 as head of the CICC, felt that binding collective conventions could only
hurt production. In response to a proposal that retailers post the price-per-kilo
and price-per-liter for foods, for example, he argued that this would hurt the
quality of products in the market by focusing consumer attention on price. ‘‘There
would be an invasion of mediocre and low-quality products.’’91

The Ministry of Justice also opposed a corporatist approach to consumer
regulation. While they felt that agreements between consumer groups and profes-
sional associations should be encouraged, they emphasized that these must remain
voluntary. Consumer groups, they argued, were not adequately similar to trade
unions. Whereas workers had a ‘‘unity of life, unity of training, class conscious-
ness, and direct impact on their work environment,’’ consumers remained neces-
sarily dispersed and disunited.92 Furthermore, corporatist devolution of control
would undermine administrative authorities such as the Commission on Abusive
Clauses, which regulated retail contracts. In place of devolution they advocated
non-legal means of enforcement, arguing that consumer-friendly brands such as
FNAC and Leclerc had done very well in the marketplace.

In 1983, under mounting fiscal pressure, the government underwent a radi-
cal change of orientation towards business that caused it to dismiss the Calais-
Auloy committee to rewrite the consumer law. It opted instead for a middle road,
creating a forum in which consumer and professional groups could meet in the
presence of the government administration. On 12 July 1983 it transformed the
National Consumption Committee (Comité national de la Consummation, or
CNC), which had been created in 1960 as a forum for consumer associations to
express their interests to the government, into the National Consumption Council
(Conseil national de la consummation, also CNC), a body in which professional
associations would participate on an equal footing with consumer groups. The
body’s new goal was ‘‘to permit the confrontation and the concertation among
the representatives of professionals, the public services, and the public powers.’’
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Composed of a consumer and a producer college, the body meets four times per
year.93

4. Quality Contracts

In December 1982 the newly created Minister of Consumption under the Socialist
government, perceiving the probable failure of binding consumer accords, initi-
ated a program to improve product quality by encouraging individual companies
and consumer groups to enter into ‘‘contracts for the improvement of quality’’
(contrat pour l’amélioration de la qualité). Unlike consumer accords, these qual-
ity contracts were negotiated for a short time and on an individual basis, and
were considered binding on participating companies. Products or services that
had been approved in a set of contract negotiations with officially recognized
consumer groups could be indicated with mark ‘‘Approved’’ (‘‘marque ‘ap-
prouvé’ ’’).94

These quality contracts had a mixed reception among consumer groups.
The Socialist and Communist consumer groups strongly favored quality agree-
ments, and some companies even negotiated them through their own labor unions.
The Communist consumer group indecosa-cgt even complained that the gov-
ernment was not applying sufficient pressure on the large nationalized companies
to sign quality agreements with consumer associations.95 The independent con-
sumer group UFC, on the other hand, remained critical of the ‘‘approuvé’’ pro-
gram because they felt that it produced few results for consumers and had sup-
planted the more effective ‘‘quality certificates’’ program attempted by the
previous government.

By 1985, 59 companies had signed quality contracts with consumer associ-
ations for a duration of one or two years.96 Of these, 33 companies signed con-
tracts to improve the quality of services, and 26 companies signed quality con-
tracts on a total of 305 different products. By 1986, 134 quality contracts had
been signed.97 But a survey in 1986 also showed that only 16% of the population
recognized the ‘‘approuvé’’ certification.98 In hindsight, this system of quality
contracts appears to have been largely ineffectual.99

In sum, while France and Germany both attempted to introduce consumer
interests into the product design phase of production, the solutions they chose
were very different, as were the levels of success they achieved. Their divergent
approaches were driven primarily by the capacities of the producer and consumer
groups involved. In Germany, product standards were widely promulgated and
accepted by producers, and consumer groups embodied a high degree of technical
competence. In France, by contrast, consumer groups had a broad legitimacy
but little specific technical expertise, and AFNOR standards were not used by a
sufficient number of producers to be an attractive target for asserting consumer
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interests. The German strategy appears to have been both simpler and more effec-
tive than the elaborate collaborative efforts attempted in France.

IV. CONCLUSION

Faced with similar pressures to promote consumer interests against those of pro-
ducers, France and Germany appear to have chosen very different strategies. In
Germany, product market regulation has rested heavily on the institutions of pro-
duction. Manufacturers were given a strong role in price formation, in the expec-
tation that centralized wage bargaining would help wages to keep pace with
prices. Efforts to improve product quality rested on Germany’s standard setting
body, DIN. In France, by contrast, the arena for consumer policy lay outside of
the production sphere. Prices were set largely within the government administra-
tion, and product quality was promoted through negotiations between consumer
and producer groups.100

The reason for this difference has to do less with the political power of
industry, which is considerable in both countries, and more with the different
capacities and legitimacy that the two countries brought to the problem. First,
France and Germany enjoyed different business, government, and consumer ca-
pacities. In Germany, the production sphere enjoyed a high associational capabil-
ity, and consumer groups cultivated a strong technically competency. Hence con-
sumer policy could most easily be addressed through existing producer
institutions. In France, by contrast, the state had evolved strong regulatory capaci-
ties, and consumer organizations, though not technically sophisticated, were
grounded in a broad grass-roots membership. Consumer demands in France could
therefore be best addressed through a joint effort of administrative and consumer
group activism.

Second, the two countries also found different grounds for establishing the
legitimacy of their new consumer policies. In France, an historical emphasis on
the idea of a ‘prix juste’ justified, indeed called for, government intervention to
fight inflation. Similarly, French concern for product quality was modeled on
labor market conflict, legitimating a set of negotiations between consumers and
producers. In Germany, by contrast, the ordoliberal tradition emphasized the ba-
sic importance of market transparency to competition, trusting informed con-
sumer choices to press for lower prices and higher quality.

The political logic behind this divergence in French and German policies
appears to extend to other consumer policy areas. Germany, for example, has no
legal recall duty for manufacturers either for technical products or for food,
whereas France in 1983 granted its ministries the right to have any consumer
product removed from the market and barred from manufacture or import if it
is thought to pose a danger.101 Similarly, product liability law in Germany is



Divergent Paths in France and Germany 457

premised on proof of negligence in production, design, or advertising, whereas
French product liability has been applied in a strict way that does not consider
whether the producer was or was not at fault. Through an understanding of the
political formation of consumer policies, we may be able to generalize about the
ways in which countries have regulated a wide range of product market dimen-
sions. And while it is beyond the scope of this paper to evaluate the impact of
the French and German strategies, it does seems likely that different kinds of
product market regulations may encourage different kinds of competition and
innovation.
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31. ‘‘Das wird für den Verbraucher völlig undurchsichtig.’’ Wulf Petzoldt, ‘‘ ‘Mond-
preise’ mit schwindelerregenden Rabatten,’’ Vorwärts 13, 22 March 1984.
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tion,’’ rapport présenté au nom de la Commission du Commerce Intérieur par Mes-
sieurs Lefeubvre et Blat (adopted 14 Jan and 11 March 1982).

87. Didier Ferrier, La Protection des Consommateurs (Paris: Dalloz, 1996), p 80.
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I. FINANCIAL CRISIS IN MEXICO IN 1994

The Mexican financial crisis, which occurred in December 1994 and proceeded
until the first quarter of 1995, was the fine example to show a close relationship
between domestic prosperity and financial internationalization in a Third World
country.1 Mexico has tried to open her financial system in the belief that it would
contribute to further her prosperity (Back 1994; Grinspun and Cameron 1996).
However, the crisis came as a surprise. It destroyed Mexico’s prosperity as well
as her sovereignty. The Mexican economic system actually collapsed in 1994.
Only the international financial package of $53.8 billion led by the United States
could calm the crisis. The Mexican financial system became under the supervision
of the U.S. Treasury. Therefore, many observers began to scrutinize the effects
of globalized financial system. Did Mexico afford the effects of her international-
ization? If international financial markets have their own motivations and logic
in relation to the Mexican conditions, how can one of newly industrializing coun-
tries (NICs) such as Mexico follow up it?2

There are various explanations over the causes and effects of the 1994
financial crisis in Mexico. Cameron and Aggarwal summarized some explana-
tions: liberalist, mercantilist, and structuralist (Cameron and Aggarwal 1996).
Neoliberals, according to Cameron and Aggarwal, try to maintain their conviction
of open world economy as the maximum benefits for the NICs. They argued that
the crisis was triggered not by foreign capitals but by the erroneous policies of
the Mexican investors and their government. They also opposed the American
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bailout because it would make a wrong signal and create moral hazard in Mexico
as well as the international financial community.

The argument of the mercantilists is similar in its causes but different in
its prescriptions from that of neoliberals: the crisis is the sample of vulnerability
of small nation-states on foreign savings. The efforts of bailout led by the United
States show nothing less than the power of the larger players for their national
interests. In the Mexican case, the United States intervened directly because the
North American Free Trade Agreement (NAFTA) links the interests of the United
States to those of Mexico. Excessive interdependence leads to conflict. The state
has to have capacity to control it.

Structuralist arguments put an emphasis upon the unequal structure of na-
tional and international communities. The internationalization of a community
has to pay the social costs of adjustment and conditionality. The crisis was one
of the costs. The deepening of social inequality of Mexico led to political instabil-
ity. The international financial community quickly responded. As the theorists
of dependency and postimperialism argue, as a result, transnational class alliance
is shaping policies. Structural reforms of egalitarian society and foreign debt
reduction were needed to solve the problems.

There is a new trend of convergence among theories. For example, neolib-
eral institutionalists generally accept the role of the state and the effects of eco-
nomic structure as mercantilists and structuralists do. These explanations have a
theoretical juncture, too. For example, this study will break down the juncture
into some functional dimensions: political, technocratic, and institutional. After
scrutinizing the dimensions, this paper will pay more attention to the role of
domestic ruling coalition. As Rogowski shows the case in international trade
(Rogowski, 1989), the structure of the Mexican ruling coalition matters in Mexi-
co’s responses to the effects of financial internationalization. Especially, the cohe-
sion of the Mexican ruling coalition works as a major factor to integrate other
factors and enhance their explanatory power.3 The Mexican ruling coalition has
changed from the so-called revolutionary family to a neoliberal one after several
crises since the 1970s. Rapid liberalization of new ruling coalition was neither
to keep its old members nor to secure its new members—the Mexican capitalists.
In the successive crises, as a result, major parts of the ruling coalition tended to
defect rather than cooperate. The 1994 Mexican crisis is a part of the Mexican
crises in her developmental process. And these crises become more international-
ized and integrated. Therefore, this paper will discuss these agenda as followings:
(1) the rise of the Mexican neoliberal developmental strategy since the 1980s as
a solution of the Mexican dilemma; (2) the relationship between the changing
structure and development strategy of the Mexican ruling coalition and the rapid
internationalization of the Mexican finance; (3) the causes and process of the
crisis; and (4) a review of behaviors of foreign investors as an independent vari-
able.
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II. OLD CRISES AND NEW BORROWINGS

Since the Mexican Revolution of 1910 the Mexican regime had enjoyed a consid-
erable political stability and stable economic growth. It is really the feat of Mex-
ico, which was hardly found in the Third World countries. Because the Mexican
ruling coalition was formed as a compromise of revolutionary forces and was
institutionalized in the Partido Revolucionario Institutional (PRI), the Mexican
regime was solid as a rock. Some historical accidents such as the increasing oil
revenue had also contributed to economic boom and consolidated the regime.

However, the Mexican regime had gradually and evidently deteriorated
since the 1960s. The warning sign of debt crisis as well as political crises enlarged
the notion of the Mexican crisis among domestic and foreign observers. For ex-
ample, the default of Mexico for foreign loans led some Western banks to bank-
ruptcy or on the verge of bankruptcy. Because of bad effects of the Mexican
default upon international financial system, Western countries became more inter-
ested in the Mexican affairs. Especially, the United States has had a deep concern
with the Mexican affairs in their geographical proximity and increasing economic
interaction.

Even before 1994, therefore, the Mexican crisis was a major theme in the
Mexican study. A large number of the Mexican studies are indulged in studying
the causes and effects of the Mexican crisis.4 In one of the classical studies,
Raymond Vernon configured the Mexican crisis as Mexico’s populist dilemma
within its ruling coalition (Vernon 1965). The struggle between politicos and
tecnicos was on the horns of a dilemma that the measures for political efficiency
would destabilize the political regime. If not, the regime would be unstable too,
because of its inefficiency. Either way would lead to the instability of the regime.
Vernon argues that it comes from the populist structure of the Mexican regime.

The Mexican crisis may not be a kind of the ‘‘collapse of a capitalist sys-
tem,’’ as Petras and Vieux argue (Petras and Vieux 1992). As Back summarizes,
during the 1980s, Mexico showed a relatively stable structure of industry and
trade, with slightly lower economic growth rate and higher rate of inflation, com-
pared with those of other Latin American countries (Back 1992; 76). Just before
the 1994, Mexico enjoyed the same ‘‘reasonable growth’’ (Mishkin 1996). Only
the signs of immediate crisis were found in the figures of foreign debt services
and high rate of fiscal deficit. These figures are interrelated in fact. The high debt
services cause a high fiscal deficit. Therefore, the problem was mainly financial
in both crises. Mexico’s heavy borrowing from foreign savings and inability to
serve the debts cause the crises. Thus, the Mexican crises were largely political
rather than economic.

The reasons why Mexico has had to borrow so heavily are her need of
capital for development but low domestic saving. In fact, Latin American coun-
tries have suffered their low domestic saving vis-à-vis their East Asian counter-
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parts. Sebastian Edwards finds that the difference of per capital income growth
explains the difference of saving rate more than structural differences (Edwards
1996). Low per capita income growth and higher political instability cause lower
domestic saving. As well as the demand side of foreign capital, the development
of its supply side has influenced. The development of Euromarket makes private
finance than foreign direct investment and public loan available as a major source
of foreign saving. In addition, technological development of international finance
contributes to the heavy borrowing of Mexico since the 1970s. The agenda has
changed from ‘‘the supply of capital to support the development of Third World
countries’’ to ‘‘the ability of developing countries to manage their monetary and
exchange rate policies to avoid the undesirable effects on aggregate demand and
inflation in the globalization of the international financial system’’ (Gurrı́a 1995).

The internationalization of finance could work as a pushing factor of the
Mexican borrowing. However, Frieden’s findings do not necessarily make sure
that the inflows of foreign capital cause economic development in Mexico as
well as other Latin American countries.5 Demetriades and Hussein argue that
financial development is not a leading sector in the process of economic develop-
ment (Demetriades and Hussein 1996). There are bidirectionality and even some
evidence of reverse causation between the variables. Therefore, even though the
development of international financial system could work as a pushing factor,
the domestic factors such as the expansionary development strategy and the lack
of capital explain the heavy borrowing of Mexico much more.

There emerges a dialectic process of foreign finance between crisis and
development in some Third World countries such as Mexico. In order to consoli-
date the legitimacy of the state, the state has to show good performances of eco-
nomic development. It needs big capital for huge investment, however, which
the state usually does not have. Foreign savings could afford it, searching for
better return. Third World countries welcome them. However, because of its inef-
ficiency, the efforts of the state to increasing debt easily lead to debt crisis. Debt
crisis results in weakening the legitimacy of the state. Even though it is not a
predetermined course, it is found common in the Third World countries.

III. EFFORTS FOR LIBERALIZATION IN MEXICO

Liberalization as a part of new development strategy must be a beginning of new
crises. If Mexico had kept her economic system closed as North Korea did or
managed as South Korea did, she would not worry about financial crises (at least,
not sudden crises) or enjoy indebted economic growth. It is well known that
Mexico changed its development strategy from import-substitution Industrializa-
tion to export-led industrialization since the 1970s.6 Mexico already passed the
easy stage of import-substitution industrialization in the 1950s. From this period
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the Mexican production of basic consumer goods was enough to meet the domes-
tic demand. Domestic markets were saturated. Now, Mexico needed the produc-
tion of intermediary goods or capital goods for the production of final goods.
The vast amount of capital and high level of technology for upgrading the stage,
however, were rare resources in Mexico.

The PRI coalition regarded the change of development strategy as the tran-
sition to neoliberal economic reforms. There were several reasons why Mexicans
believed neoliberal economic reforms were solutions. First, neoliberal mood
swept the United States and Latin America as a solution for the long stagnation
in this region. The Reagan Administration and IMF encouraged Mexico to adopt
neoliberal economic reforms as the American and Chilean examples showed.
IMF quibbled in interpreting even the success of Korean case as the success of
neoliberal strategy.7 As well as external forces, the pressures from the Mexican
capitalists such as capital flight leave little room to the Mexican government to
choose anything else. Second, the PRI coalition could not go along with its popu-
list dilemma any more. They felt that the revolutionary legitimacy became not
enough to maintain the coalition. If the revolutionary legitimacy does not work
any more, then they must rely on the economic performance to get popular sup-
port. The major members of the ruling coalition were ready to pay political costs
to survive.

The selection of Carlos Salinas de Gortari in 1988 was the sign of the ruling
coalition to give up its revolutionary legitimacy: the negation of the so-called
presidential pendulum in which the Mexican presidency had swayed between
right and left in turn. When rightist Miguel de la Madrid gave a dedazo to more
rightist Salinas, the leftist section of the ruling coalition led by Cúautemoc Cárde-
nas and Profírio Muñoz Ledo defected the PRI. The PRI had relied upon a convic-
tion that neoliberal economic reforms could increase efficiency and contribute
to rapid economic growth. This conviction was intensified under the Salinas ad-
ministration. ‘‘By midterm in the sexenio of Carlos Salinas de Gortari (1988–
1994), the dispute between neoliberals and national-populists appeared to have
been resolved in Mexico. Neoliberals were firmly in control of economic policy
making’’ (Grinspun and Cameron 1996:162). As well as domestic liberalization,
Salinas devoted to open the Mexican economy such as ‘‘integración silenciosa’’
through NAFTA (Middlebrook 1991). Gurrı́a summarizes the economic reforms
since De la Madrid and strengthened by Salinas (Gurrí 1995:196-202).

Stabilization and structural change policies were major parts of neoliberal
economic reforms. The first job to stabilize the Mexican economy was the reduc-
tion of public expenditure. To reduce the vast fiscal deficit of the Mexican govern-
ment, populist welfare spending and the size of government had to be reduced.
The privatization of public enterprise could also contribute to stable economy in
both ways. The selling of public firms in deficit owned by the government would
give extra money to the government and reduce government’s fiscal burden to
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subsidize the public firms. These policies had to be accompanied with the mea-
sures to balance the public account and get the prices right. The Salinas govern-
ment tried to adjust public revenues through tax reform and corrected the prices
by liberalizing tariffs of goods and services provided by the public sector.

Neoliberal economic reforms for structural change were more ambitious.
The most dramatic measure of liberalizing the Mexican economy was to promul-
gate NAFTA. As a form of expanded maquiladora industry, NAFTA aimed to
liberalize trade and investment and to integrate the North American markets.
Even though there were some asymmetric arrangements among the NAFTA
countries, Mexico made up her mind to liberalize economy in an unprecedented
speed. The Salinas government also pushed economic deregulation.

Financial policies were major parts of Mexico’s neoliberal economic re-
forms. As Gurrı́a argues, there were some characteristics of capital inflows
(Gurrı́a 1995:205–210). First, portfolio foreign investment in Mexico rapidly ex-
panded from US$4.5 billion in 1990 to US$54.6 billion in 1993. Salinas’ heavy
reliance on portfolio foreign investment was eminent while the share of portfolio
investment of total capital inflows was 80% before 1994 and 50% even in 1994
(Cameron and Aggarwal 1996;976). This rapid expansion of portfolio investment
was encouraged by combined factors:

1. The Mexican government encouraged portfolio foreign investment
2. There was a higher relative yield of Mexico’s assets compared to those

offered by markets of industrialized countries8

3. Mexico’s financial solvency, measured by several indicators that reflect
a more solid position

4. The lower risk perceived by foreign investors with regard to Mexico’s
domestic economic situation

5. The lower risk of suffering losses in the real value of assets, caused
by a contingent devaluation due to a preestablished sliding of the ex-
change rate

6. The modifications to the legislation to provide more protection to for-
eign investors, for example, the approval of amendments of Rule 144-
A on October 22, 1992.

In fact, those measures were a collection of securing foreign investment in Mex-
ico. Mexico also encouraged capital repatriation. As Back argues, capital flight
as a capitalist strike against the populist dilemma was the major factor to push
the Mexican ruling coalition toward a neoliberal development strategy (Back
1992). The triumphant neoliberal faction of the ruling coalition tried to provide
all possible guarantees for capital repatriation. For example, the Mexican govern-
ment guaranteed positive real interest rates and a single flat rate of 1% only on
repatriated capitals. This so-called stamp tax was introduced in August 1989 and
guaranteed an anonymous tax (Gurrı́a 1995:213).
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Measures to control inflation were essential because stabilizing prices was
the very condition of high capital inflows and massive capital inflows would
create inflationary pressures. Salinas installed a specified ban of the Peso’s fluc-
tuation in order to sterilize inflationary pressures. His government also limited
banks’ foreign currency liabilities: 10% foreign currency borrowing equivalent
to 10% of the bank’s total liabilities as well as 15% liquidity coefficient for dollar
liabilities invested in low-risk or risk-free assets. In hindsight, these measures
were not enough to keep the value of the Peso stable. They did not function well
in the 1994 crisis. It is evident that there was a contradiction between inducing
and restricting measures for foreign capital inflows. If they began with political
motives, however, can they stop at an appropriate crossroads?

The strangest thing was Salinas’ exchange rate policy. Gurrı́a argues that
this policy was ‘‘more responsive’’ through the reform of November 1991 (Gurrı́a
1995). The core of this policy was to dismantle dual control system of exchange
rate since 1982 and widening the fluctuation bank: ceiling of 20 centavos per
dollar to 40 centavos with fixed floor in the daily level. The Mexican officials
believed that this system was enough to respond the fluctuation of exchange rate
and that ‘‘some problems posed by capital flows can be solved more easily’’
(Gurrı́a 1995:218). This band system of exchange rate was far from the liberaliza-
tion of free exchange rate. It is very interesting to find that the Mexican officials
would rather worry themselves about the excessive capital inflows! The liberal-
ization of the economy did not accompany with the liberalization of the exchange
rate. Mexico chose free capital inflows but not free exchange rate. The ability
of Mexico to protect the value of the peso was out of question then.

Free capital inflows without free exchange rate seems to be contradictory
to neoliberal reforms. However, it is not so contradictory if it means the desperate
efforts of Mexico to induce foreign capitals. Neoliberal technocrats of Mexico
believed that the fixed rate of exchange would guarantee the value of the peso
and capital gains in Mexico. In order to stabilize the exchange rate Mexico would
sacrifice the domestic reserve of foreign currency in the short term. But, in the
long run, Mexico could enjoy enough foreign capital for economic growth. Be-
cause they believed that Mexico was attractive enough for foreign investors, on
the other hand, they had to quell the rush of foreign capital inflows. ‘‘The greater
flexibility of the exchange rate also helps to discourage capital inflows of a very
short-term nature’’ (Gurrı́a 1995:218).

IV. DIMENSIONS OF THE CRISIS

The 1994 financial crisis appeared as a sudden attack on Mexico and her neolib-
eral technocrats. The macroeconomic situation of Mexico in 1994 took good
shape. Many observers believed that structural adjustment and stabilization poli-
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cies were recovering the Mexican economy. International organizations such as
IMF and OECD announced their favor upon the Mexican efforts of liberalization
and their results. Foreign investors regarded Mexico as one of very promising
emerging markets for the opportunity of business. In fact, the Consumer Price
Index of Mexico was down from 26.7% of 1990 to 9.8% of 1993 in comparison
to the end of the previous year. The Gross Domestic Product of Mexico was also
relatively stable—it was 4.4% in 1990 and 0.4% in 1993. Interest rate per year
was also stable decreasing from 37.36% in 1990 to 15.34% in 1994. The growth
rate of total investment was positive except in 1993. There were some bad signs
such as excessive national consumption and still increasing foreign debts. How-
ever, any scholars could not expect the 1994 crisis as much as the collapse of
the Berlin Wall.

There are many explanations to explain the dimensions of the crisis, as
Cameron and Aggarwal provide (1996). This paper already argues that there is
a convergence among theories. Rather than striving to find theoretical differences,
therefore, it is useful to find a concrete historical development. Sometimes, a
chronological description enables us to escape from the fallacy of confusing
causes and effects.

The history of the crisis showed that the Mexican government had tried to
maintain Mexico attractive for foreign investors. In fact, every government in
the world has to protect its currency from the attacks of domestic and international
currency investors. The Mexican case is nothing particular. Since January 1994,
however, the sequence of political shocks might lead the decline of Mexico’s
credibility that culminated in the devaluation in December.

The reserves of foreign currency by the central bank are a good indicator
of the credibility crisis. On January 1994, the Bank of Mexico held nearly $25
billion in reserves despite the burst of the Chiapas rebellion. Its reserves grew
to $30 billion in February. However, after the March 23 assassination of Luis
Donaldo Colosio, the central bank had to intervene in the market. Its reserves
declined to $17.5 billion by the end of April. There was a happy interim from
May to November with no attack on the peso and little central bank intervention.
A new round of attacks on the peso again occurred in mid-November and fol-
lowed the most devastating attack on December 21. The central bank had to
spend $4.5 billion in a single day to defend the peso. It proved to be futile.

The political dimension of the crisis could explain some causes. It is evident
that the instability of the peso just followed the occurrence of political instability.
When Salinas proudly presented the beginning of NAFTA on January 1, 1994,
los indios in the jungle of Chiapas responded with their rebellion. It was dramatic
enough for foreign investors to understand the vulnerability of neoliberal ruling
coalition in Mexico. Unfortunately, on March 30 even the presidential candidate
of PRI Luis Donaldo Colosio was shot to death in Tijuana, the place that repre-
sents Mexico’s liberalization. Worse than that, the PRI indulged in infighting
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within the party and conducted a troublesome investigation over the assassin of
its Secretary General, Jos Francisco Ruiz Massieu, on mid-November. Political
instability might contribute to credit instability.

However, political dimension should not be overemphasized. Political in-
stability such as those of 1994 was nothing new in Mexico since the mid-1960s.
Assassinations and disappearances have increased in Mexican politics. If political
instability matters, the results of the 1988 election did much more. In the presi-
dential election, Salinas won 50.46% of the popular vote. However, the New York
Times reported that wide range of cheating and brutality presented and people
perceived it well (June 28, 1988). In addition, there were some differences be-
tween the Colosio assassination and the Massieu assassination according to policy
alternatives. Therefore, the examination on the technocratic dimension of the
crisis is also useful.

The technocratic dimension of the crisis is meaningful by its explanatory
differences. Cameron and Aggarwal find the meaningful differences among Mex-
ico’s technocratic management in March and November 1994 (Cameron and Ag-
garwal 1996:978). In March 1994, when the assassination of Colosio might call
the attacks on the peso, officials from Hacienda (the finance ministry) such as
José Angel Gurrı́a, the head of NAFINSA, headed off a speculative attack with
various effective measures. Gurrı́a negotiated a $6 billion swap with the United
States Treasury. They shut down the Mexican stock market (or Bolsa de Valores)
for a day. In order to win back the confidence of foreign investors, they called
foreign investors around the world. Salinas also played an important role to invite
business and labor leaders to re-sign the corporatist pacto económico.

In contrast, in November 1994, several technocratic measures were inap-
propriate and too late. On November 20, 1994, Pedro Aspe, the Secretary of
Hacienda, opposed devaluing the peso and Salinas and Zedillo agreed, in spite
of declining reserves. Even the new Secretary of Hacienda in the Zedillo govern-
ment, Jaime Serra Puche, announced optimistic ‘‘economic criteria for 1995’’
which business leaders found insufficient. The most ridiculous meeting was on
December 12, 1994, when Serra invited business elite to discuss the devaluation
of the peso. ‘‘The meeting gave the bankers the opportunity to buy dollars before
Serra’s announcement of the devaluation, and billions of dollars fled the country
in a matter of hours. ‘It’s the first time in history that a devaluation was consulted
on,’ commented former finance official Jesús Silva Herzog’’ (Cameron and Ag-
garwal 1996:979).

Political and technocratic dimensions are very useful to understand the inte-
grated causes of the 1994 Mexican crisis. The review of its political and techno-
cratic dimensions clearly tells us how neoliberal policies have failed to keep the
promise of stable and shared economic growth for Mexico (Green 1996; Grinspun
and Cameron 1996). The case study confirms that the factors influencing the
Mexican economy were so diverse and the neoliberal premise of market was so
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naive. The meeting of December 12 is particularly important to understand the
sequence of the crisis. Serra might intend to ask the help of his friends to protect
the peso; that is the economic base of their ruling coalition in the meeting. His
friends, however, quickly defected from their coalition.

As many observers argue, it is also necessary to review the behaviors of
foreign investors as an independent variable. It is because that foreign investors
assumed lion’s share of Mexico’s finance even though the defection of Mexico’s
capitalists would contribute to the crisis, As Cameron and Aggarwal argue, the
crisis demonstrated how the construction and maintenance of increasingly com-
plex domestic and international coalitions could play important role to manage
the crisis (Cameron and Aggarwal 1996:978). Let’s pay more attention to the
behaviors of international finance as an independent actor does.

Since 1994 the Mexican crisis has been known as a model of how the
internationalization of finance can have a devastating effect in a developing coun-
try. However, this simple argument might justify the autarky. However, too sim-
ple cry for a new autarky including chauvinism must be as much harmful as a
liberal conviction of internationalization as panacea to heal every disease. Usually
the effects of internationalization have been exaggerated. In fact, it is too soon
to believe that globalization denationalizes countries and leads all countries to
pursue the same policies (Garrett 1995). Until now, at least, leading multinational
corporations as major initiators of globalization are not converging and markets
are not replacing political leadership among countries (Pauly and Reich 1997).
But it is also true that globalization of goods and assets is undermining the effec-
tiveness of state-based collective action and, thus, changes the logic of collective
action (Cerny 1995).

Mishkin provides a useful explanation based on an institutional dimension
of the Crisis: a consolidated theory of ‘asymmetric information’ (Mishkin 1996).
According to Mishkin, asymmetric information could lead to adverse selection
and moral hazard in financial market because of scarce resources and principal-
agency problem. The sequence of the Mexican crisis began with a lending boom,
which was created by an unrestricted solicitation of foreign capital and the priva-
tization of banks in the early 1990s. The lack of credible institutions intensified
the vicious spiral of uncertainty in Mexico. The political shocks in 1994 also
contributed to the vicious spiral. Mishkin concludes that ‘‘the financial crisis
leads to such a substantial worsening of adverse selection and moral hazard prob-
lems in financial markets that there is a collapse in lending and hence in economic
activity’’ (Mishkin 1996:52). Figure 1 shows the structure of Mishkin’s argu-
ment.

Although Mishkin’s explanation is helpful to understand the behaviors of
foreign investors in the 1994 financial crisis, his argument misses some logical
knots. First of all, the effect of international finance is meaningless if the portion
of foreign capital inflows were small in total capital inflows in Mexico. Because
of Mexico’s new neoliberal development strategy, portfolio foreign investment
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Figure 1 A hypothetical sequence of structural factors in the Mexican financial crisis
of 1994. (From Mishkin 1996:45.)

in Mexico was rapidly expanding from $4.5 billion in 1990 up to $54.6 billion
in 1993, which assumed 50% of total capital inflows in Mexico even in 1994.
The 1994 crisis began with the outflows of foreign portfolio investment of $10
billion on the fourth quarter of 1994. The central bank reserves of about $18
billion could not cope with the magnitude and speed of the outflows.

The tighter integration of Mexico with the United States in 1994 was am-
bivalent in explaining the crisis. Financial integration of Mexico with the United
States contributed not only to initiate the crisis but also to control it rapidly. The
role of North American investors is decisive in capital inflows in Latin America.
Mexico becomes a major beneficiary (Culpeper 1995). The prospect of regional
integration through NAFTA intensifies the position of Mexico in international
financial market, as neoliberals in Mexico expected. However, there is a backlash.
Mexico became more easily influenced by any American policies. From February
1994 the U.S. Federal Reserve began to raise the interbank federal funds rate to
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calm incipient inflationary pressures in America. This U.S. policy succeeded in
keeping inflation in America but put upward pressure on Mexican interest rates
(Mishkin 1996:47). An increase of interest payments tends to lower households’
and firms’ cash flow and cause deterioration in their balance sheets. Deterioration
of private sector balance put a negative effect on domestic saving and loan secu-
rity in turn.

The United States already has the power to shape international financial
regime. Not only in Latin America but also in the world, the United States enjoys
a decisive role in international capital flows. The American share of foreign direct
investment, portfolio investment, bonds, and bank claims in the international fi-
nancial community are dominant, even though there are also considerable shares
of Japan and Europe. For instance, according to Frieden, if there were 1% interest
in United States, there would be $3 billion or $4 billion in new interest charges
in the bid debtors in the NICs (Frieden 1987:143). This effect would easily create
debt crises in some financially unstable countries.

The integration of Mexico with the United States explains the reason why
the United States tried to bail out Mexico so quickly. This rescue package for
Mexico includes $20 billion U.S. Treasury’s Exchange Stabilization Fund of 10-
year maturity, $6 billion U.S. Federal Reserve’s short-term bridge financing, $10
billion Bank of International Settlement credit, and $17.8 billion IMF credit. The
last one was odd because it assumed 688% of the Mexican quota. The United
States enforced it in spite of the abstain of six European members (Cameron and
Aggarwal 1996:979–981). The total amount of the package is $53.8 billion. This
size of the Mexican bailout package is too big to compare with the Marshall Plan
of $15 billion in the mid- 1940s. The security and economic concern of the United
States on Mexico can only explain such a quick, enormous and impressive rescue
activity.

Of course, there were very strict conditionality measures: (1) oil revenue
as collateral; (2) buy back the pesos; (3) require approval in advance of every
withdrawal of funds by the U.S. Treasury; (4) set up a fund backed by the World
Bank as a form of socialized risk. It means that Mexico becomes under tight
financial control of the United States. Even though President Zedillo insists on
the sovereignty of Mexico as the first national goal in his National Development
Plan 1995–2000, one pillar of sovereignty/financial ability already collapsed.

V. DEVELOPMENT STRATEGY RECONSIDERED

The 1994 Financial Crisis in Mexico is political as well as economic as summa-
rized in Figure 2. Misunderstanding of the nature of the crisis might cause bad
prescriptions. For example, Ramírez already warned that neoliberal deflationary
prescriptions of IMF would create a vicious cycle of low growth rate and debt
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Figure 2 Sequence of structural factors in the Mexican financial crisis of 1994.

crises in Mexico (Ramírez 1996). Cutoffs of governmental spendings and a rise
in taxes could not guarantee economic recovery in Mexico.

The effects of internationalization upon Mexico have proved to be enor-
mous. In every stage and dimension, external factors influenced the decisions of
the Mexican government and capitalists. However, the degree of ruling coali-
tion’s cohesion determinated the degree of influence. The Mexican ruling coali-
tion accepted neoliberal strategies as new alternatives. Neoliberal strategies, in
return, caused the change of the ruling coalition. Populist parties departed the
coalition. Capitalists, however, were reluctant to pay costs for the new coalition.
Therefore, the new development strategy could not work as its theory did. It is
time for Mexicans to find their own development strategy, which the majority
of Mexicans can agree.

ENDNOTES

1. ‘‘Internationalization’’ and ‘‘globalization’’ will be interchangeable in this paper. The
proponents of ‘‘globalization’’ tend to emphasize its particularities than the term of
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‘‘internationalization’’ (Marshall 1996). However, I found little meaningful difference
in the usage of the terms (Back 1995).

2. Even in the United States, financial markets work independently from the conditions
of American economy. As in the 1987 crash, the sudden bust in the stock and bond
markets in April 1994 occurred when the American economy looked healthy. Michael
Metz, one of investment strategists for Oppenheimer & Co., concurs: ‘‘Financial mar-
kets have a world of their own and motivations of their own’’ (Time, April 11,
1994).

3. In my doctoral research about the automobile policies in Mexico and South Korea,
I emphasized the explanatory power of the ‘‘cohesion of the ruling coalition’’ (Back
1990). Frieden also put an emphasis on it as ‘‘What determines economic policy? the
character of socioeconomic interest groups and their patterns of cohesion and con-
flict’’ (Frieden 1991:7).

4. Héctor Guillén Romo, Orı́genes de la Crisis en México 1940/1982 (México, D.F.:
Ediciones Era, 1984); Forrest D. Colburn, ‘‘Mexico’s Financial Crisis,’’ Latin Ameri-
can Research Review 19 (1984): 220–224; David Brooks, ‘‘Mexico: Whose Crisis,
Whose Future?,’’ Report on the Americas 21 (Sept/Dec 1987): 13–39; Jorge G. Cas-
tañeda, ‘‘Mexico at the Brink,’’ Foreign Affairs 64 (Winter 1985/86): 287–303; Brian
Latell, Mexico at the Crossroads: The Many Crises of the Political System (Stanford:
Hoover Institution, 1986); José Ayala and Clemente Ruiz Durán, ‘‘Development and
Crisis in Mexico: A Structuralist Approach,’’ in Latin American Political Economy:
Financial Crisis and Political Change, edited by Jonathan Hartlyn and Samuel A.
Morley (Boulder: Westview Press, 1986), 243–264; Roger S. Leeds and Gale Thomp-
son, The 1982 Mexican Debt Negotiations: Response to a Financial Crisis (Washing-
ton: Foreign Policy Institute, Johns Hopkins University, 1987); Peter H. Smith, ‘‘Cri-
sis and Democracy in Latin America,’’ World Politics 43 (July 1991): 608–634;
James Petras and Steve Vieux, ‘‘Latin America’s Free Markets,’’ Monthly Review 44
(May 1992): 9–20; Judith Teichman, ‘‘The Mexican State and the Political Implica-
tions of Economic Restructuring,’’ Latin American Perspectives 19 (Spring 1992):
88–104.

5. Frieden finds that the Mexican borrowing has shown some particularities in the Latin
American patterns of borrowing: (1) borrowings were associated with increased im-
ports; (2) investment grew substantially; (3) public spending strongly correlated with
borrowing; (4) capital inflows were associated with real appreciation (Frieden 1991:
82). Particularities in borrowing patterns might show the different responses of each
country to international finance.

6. For instance, Miguel D. Ramírez, ‘‘Mexico’s Development Experience, 1950–85:
Lessons and Future Prospects,’’ Journal of Inter-American Studies and World Affairs
28 (Summer 1986): 39–66; David R. Mares, ‘‘Explaining Choice of Development
Strategies: Suggestions from Mexico, 1970–1982,’’ International Organization 39
(Autumn 1985): 667–697; L. Antonio Aspra, ‘‘Import Substitution in Mexico: Past
and Present,’’ World Development 5 (1977): 111–123; Ren Villarreal, ‘‘The Policy
of Import-Substituting Industrialization, 1929–1975,’’ in Authoritarianism in Mexico,
edited by Jos Luis Reyna and Richard S. Weinert (Philadelphia: ISHI, 1977), 67–107;
Jong Gook Back, ‘‘Two Roads Toward Export-Led Industrialization: A Comparative
Analysis of Government Policies and Corporate Strategies in South Korea and Mex-
ico,’’ Social Science and Policy Research 12 (1990): 105–135.
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7. Forbes, as much as the IMF, recommended that one way to start solving the interna-
tional debt crisis would be for Mexico to send a study group to South Korea (Forbes,
May 7, 1984, p. 23).

8. According to Roy Culpeper’s investigation, annualized investible total returns (per-
cent returns measured in US$) during the period of 1988–1992 was 115.1 in Argen-
tina, 90.6 in Venezuela, 60.5 in Brazil, and 55.2 in Mexico, 15.6 in the United States,
and �2.2 in EAFE (Europe, Australia, and Far East’s developing countries) (Culpeper
1995:17).
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Fuentes, C. et al (1996). México 2000: Los Compromisos con la Nación. México: Plaza &
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Elections and Democratization in
Mexico
Tax Policy in the ‘‘Opposition’’
Congress1

Kenneth C. Shadlen
Brown University, Providence, Rhode Island

I. INTRODUCTION

This chapter examines the effects of increased partisan competition on economic
policy making in contemporary Mexico. National midterm elections of July 1997
produced important changes in that country’s political landscape, as the ruling
Institutional Revolutionary Party (PRI), which has dominated virtually all realms
of Mexican politics since the late 1920s, lost its majority in one house of the
Mexican Congress.

Many observers, in Mexico and the United States, quickly reported the
1997 elections as a watershed event—as the definitive moment in the country’s
transition from authoritarianism to democracy. In contrast, this chapter presents
a nuanced interpretation of the effects of the elections and the state of democrati-
zation in contemporary Mexico. I suggest that we regard these most recent events
as additional steps in a drawn-out, incremental transition. Much is new in Mexi-
can politics, but the essence of a drawn-out, incremental transition to democracy
is that many features of the old regime endure. To be sure, the 1997 elections
deepened the process of democratization, increasing both the President’s account-
ability to the Congress and the opportunities for opposition political parties to
extract concessions and further their legislative agendas. Yet I caution against
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overstating the impact of the 1997 election results, especially regarding the direc-
tion of economic policy and the power of the Presidency and PRI.

The first part of the chapter situates the 1997 elections in the context of
the longer process of political change and democratization in Mexico. I argue
that Mexico is best understood as a case of a negotiated democratic transition,
but one that is fundamentally complicated by the civilian nature of the regime
and the prominent role of electoral politics before and during the transition. The
second part offers a careful examination of the immediate impact of the elections
on contemporary Mexican policy making. It does so by focusing on a conflict
between the new, opposition Congress and the President over tax policy in the
making of the 1998 national budget.

II. MEXICAN TRANSITION IN COMPARATIVE
PERSPECTIVE

Mexico should be regarded as a special instance of a negotiated transition from
authoritarian rule to democracy.2 Many Latin American countries that currently
have democratic governments were under the rule of authoritarian regimes in the
1960s to 1980s. In most countries, transitions from authoritarianism to democracy
featured some form of negotiation between outgoing military officials and leaders
of civilian-controlled movements and political parties. An important hallmark of
such transitions was that the generals, as they prepared to return to the barracks,
would typically enter into formal or informal agreements regarding some of the
basic contours of postauthoritarian rule. The distinguishing characteristic in Mex-
ico, however, is that we are witnessing a transition from a civilian-authoritarian
regime. That is, the authoritarian incumbents are not military officials, but civilian
politicians with distinct patterns of political recruitment and career mobility.

The civilian nature of Mexico’s authoritarian regime complicates the dy-
namics of transition by making incumbents more wary about relinquishing formal
political power.3 This is so for a pair of reasons. First, quite simply, civilian
authoritarians have nowhere to go. Military leaders, upon leaving office, have
jobs and pensions to fall back on. Civilian leaders lack these institutional bases
of support.4 Put another way, since military authoritarians have dual incumbenc-
ies, they can leave one office (government) while retaining the other (military);
civilian authoritarians, in contrast, have only one incumbency, and consequently
they are more reluctant to relinquish governmental power. The second reason
why civilian authoritarians are generally more reluctant to leave power is that
they lack the means to protect themselves once out of government. In Latin
America, most outgoing military leaders negotiated or imposed limits on future
civilian leaders’ ability to hold them accountable for human rights abuses.5 The
bottom line for military ex-authoritarians is that if new civilian leaders in a demo-
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cratic government abrogate, or threaten to abrogate, the agreements negotiated
during the transition, military leaders have the resources to fight back and protect
themselves, both individually and institutionally.6 Put quite simply, even out of
formal political power, ex-authoritarian military leaders still possess guns, tanks,
and other coercive instruments. Civilian ex-authoritarians, in contrast, are pre-
sumably subject to prosecution, like other citizens.

One might ask just what sort of prosecution Mexico’s authoritarians fear.
Though physical violence has been an important instrument of social control in
the Mexican regime, Mexicans have for the most part not been subject to the sorts
of human rights abuses as were citizens in the military-authoritarian regimes.7 But
the PRI has abused its authority in other ways over the course of seven decades
of rule, giving political incumbents ample reasons to fear civilian prosecution.
One area is of corruption (a common quip in Mexico is that ‘‘a poor politician
is a poor politician’’). Corruption played a key role in sustaining the civilian-
authoritarian regime, greasing the gears of the political machine—it allowed lead-
ers to reward loyal behavior, and it served as an effective tool to keep potential
dissidents in line. Investigations of and prosecution for extensive corruption com-
mitted by the PRI throughout its long tenure, then, become analogous to the
issue of human rights.8 Because the PRI cannot negotiate or impose a corruption
amnesty, key figures in the party dread the prospect of losing power.

Civilian authoritarians’ fear of life in a Mexico not dominated by the PRI
has produced an incremental and extraordinarily drawn-out transition. Whereas
military leaders throughout Latin America negotiated the terms of their exit from
formal political power, Mexico’s civilian leaders have been attempting to negoti-
ate their preservation. This is not simply a desire to negotiate a future political
system that preserves a role for them. Rather, fear of being a minority force in
a post-PRI democratic regime motivates them to retain dominance.

This comparative optic sheds light on the PRI’s political strategies of the
past two decades. As the global wave of democratization has swept through Latin
America, Mexico’s incumbent rulers have attempted to engineer a transition from
a PRI-dominated authoritarian regime to a PRI-dominated ‘‘democracy.’’ Take,
for example, the realm of electoral reforms, where the strategy is most evident.
The PRI has insistently worked to control the pace and depth of modifications
to the state-controlled electoral system. Historically, the civilian authoritarian
regime sustained itself through regular elections. The elections, of course, were
hardly fair: the PRI had unlimited and unrivaled access to state resources, opposi-
tion parties faced substantial obstacles to both formation and mobilization, and
the government could use fraud to assure the results it wanted.9 Yet because
elections played a central role in the Mexican political system, electoral rules
have been a focal point of political conflict in recent years.

Two reinforcing dynamics have driven the initiative for electoral reform.
First, reform has been engineered from above, by the PRI. This has been a re-
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sponse to citizens’ demand for more voice and representation, most typically in
the wake of political or economic crises. Thus, since the 1960s, PRI and state
officials have introduced piecemeal electoral reforms that have made it easier for
opposition parties to register and that have increased opposition representation
in Congress.10 Second, reform comes from below, spearheaded by opposition
political parties. Once the opposition gains some power, it then has the resources
to push for more reforms. Of course, since the opposition’s power remained lim-
ited, reforms were not possible without PRI participation. Thus, the process of
reform remained both incremental and controlled, from above, by the PRI.

The prominence of electoral institutions and the recurrence of electoral
reforms were double-edged for the PRI. On the one hand, elections gave the
civilian-authoritarian regime a formal, democratic veneer, it channeled dissent
through electoral institutions, and it prompted the PRI to develop a mechanism
for nonviolent political succession. On the other hand, the PRI could, conceiv-
ably, one day, lose an election. That is, the same institutions that lent stability
to the regime could be used against it: democratization need not be preceded by
revolution. Furthermore, even though electoral reforms were incremental, the
reform process always risked snowballing out of the PRI’s control: electoral re-
form might give the opposition increased power, which would lead to more re-
forms, which, in turn, would produce greater opposition power, and so on. This
risk has made the retention of control over the transition even more of an impera-
tive for the PRI.

The combination of benefits and risks derived from the prominence of elec-
toral institutions drove PRI strategy through the first half of the 1990s, as govern-
ment leaders cautiously acceded to the opposition’s demands for electoral reform
while striving to avoid losing control of the process. However, a series of events
in recent years caused the process of electoral reform to snowball out of the PRI’s
control.

III. CRISIS, REFORM, AND THE 1997 ELECTIONS

The December 1994 devaluation of the peso and ensuing economic crisis of 1995-
96 precipitated a massive outburst of popular opposition.11 Inflation, diminished
expectations, and a general decline in living standards, along with a deepening
of corruption scandals involving high government officials (including the family
of former President Carlos Salinas de Gortari), provided the fodder for electoral
setbacks in many state and local elections through 1995 and 1996. In the two
years after the devaluation, the PRI lost state and local elections in three states
(Baja California North, Guanajuato, and Jalisco) to the center-right National Ac-
tion Party, PAN,12 and it lost important municipal elections in the State of Mexico
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to the center-left Party of the Democratic Revolution, PRD (e.g., ‘‘Ciudad Neza,’’
a large city on the eastern outskirts of Mexico City).

The crisis also increased pressures on the administration of President Er-
nesto Zedillo to enter into negotiations for additional electoral reforms. The PRI
retained the upper hand, but this time was negotiating from the weakest position
yet, and consequently was forced to cede more ground to the opposition. Among
other things, the electoral reform of November 1996, finalized after more than
a year of negotiations, included limited campaign finance reform, improved oppo-
sition access to the media, and popular election for the Mayor of Mexico City.
Most importantly, the reform bolstered the autonomy of the Federal Electoral
Institute (IFE) to enforce the new laws and oversee a clean electoral process.
One observer, citing the new IFE’s importance and autonomy, has referred to it as
‘‘essentially a fourth branch of power.’’13 Incremental electoral reforms, eroding
government legitimacy, and deep economic crisis, then, provided the setting for
the critical mid-term elections of July 1997. In addition to the mayor of Mexico
City and governors in a number of states, the elections would produce a new
500-seat Chamber of Deputies.

In arguably the cleanest elections in Mexican history, both in terms of the
playing field and the actual counting of the votes, the PRI suffered a major set-
back.14 Though the PRI retained a plurality in the 500-seat Chamber of Deputies,
its 239 seats fell short of a majority.15 PRD leader Cuauhtémoc Cárdenas won
the race for Mayor of Mexico City, and his party obtained a strong majority in
the capital’s local assembly. Outside of Mexico City, the PAN obtained its fifth
and sixth governorships, winning the states of Nuevo León and Querétaro.

Thus, it appeared that the incremental process of electoral reform had in-
deed snowballed. Reform, plus ongoing civic mobilization in response to the
economic crisis, government management of the crisis, and corruption, came to-
gether to produce the PRI’s most significant defeat ever. The following section
considers the effect of the 1997 elections on policy making by presenting a case
study of the new legislature’s attempt to impose its fiscal priorities over those
of the executive in the making of the 1998 national budget.

IV. FISCAL POLITICS IN THE ‘‘OPPOSITION’’ CONGRESS

Historically, the Congress has not merited the attention of analysts of Mexican
politics, as it was dominated by large majorities of PRI deputies who remained
subservient to the President. Rarely did legislation emanate from within the con-
gress: those initiatives presented by opposition parties tended to be frozen in
committee, and PRI representatives, entirely subordinate to the President, infre-
quently proposed initiatives of their own. Virtually all legislation that passed out
of congress was introduced by the President, and the President’s initiatives tended
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to be approved unaltered.16 In short, Congress served to rubber-stamp the Presi-
dent’s initiatives. A quick review of recent legislation suggests that the Presi-
dent’s domination over Congress had continued into the 1990s. Arguably the
most significant changes in economic policy, such as the revision to Article 27
that officially terminated Mexico’s land reform, the new law on foreign invest-
ment, and the North American Free Trade Agreement (NAFTA), were simply
presented to the PRI-dominated legislature and passed quickly and overwhelm-
ingly.

Historically, budgetary politics also conformed to this pattern of presiden-
tial dominance and legislative passivity. Although Mexico’s constitution affords
Congress the authority to ‘‘review and approve’’ federal budgets, the budgetary
process was typically a last-minute and uncontested affair: days before the dead-
line for Congress to pass a budget, the President would submit a budget to his
loyal Congress, which would pass it with minimal scrutiny, analysis, or discus-
sion.17

The opposition’s victories in the 1997 elections were quickly billed as an
event that would mark the end of PRI domination and presidencialismo. In partic-
ular, the 1998 federal budget, which needed to be passed by the end of the legisla-
tive session in December 1997, would quickly move to center stage and become
the most important piece of economic policy to be contested, democratically, in
Mexican history. The new political landscape produced by the July 1997 elections
promised to transform budgetary politics from a sleepy and uncontested affair
into an arena of intense conflict—a crucible for the new world of executive-
legislative relations in democratic Mexico. As Porfirio Muñoz Ledo, leader of
the PRD’s congressional delegation in Congress (and former party president)
proclaimed, ‘‘We are entering a new era in which the executive is not going to
impose laws on us.’’18

In an unprecedented act of boldness and initiative, Congress presented its
own budget; and the opposition’s fiscal goals differed in important regards from
what the President was proposing. The key point of conflict was the value-added
tax (IVA). In March 1995, as part of an economic stabilization package that
followed the peso devaluation, the Zedillo administration raised IVA from 10%
to 15%. Two and one-half years later, with the economy appearing to have re-
bounded from the depth of the crisis, both the PAN and the PRD insisted on
lowering IVA. Both sides assailed the regressive nature of the value-added tax,
and both argued that it unfairly placed the burden of economic adjustment on
the poor.

Despite the appearance of opposition consensus and the general popularity
of lowering the tax, the President was adamant that IVA should be kept at 15%.
The Zedillo administration presented various arguments against lowering the
sales tax. Most directly, the government argued that improved economic growth
and consumption in 1997 demonstrated that a fiscal stimulus was not necessary.
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At the same time as he presented the budget to Congress in November, for exam-
ple, Treasury Secretary Guillermo Ortíz announced projected GDP figures for
the final quarter of the year that would make growth in 1997 the largest since
before the debt crisis of 1982.19 Furthermore, the Zedillo Administration calcu-
lated that a reduction in IVA would undermine Mexico’s fiscal balance and spark
inflation, which, in turn, would jeopardize the country’s ability to attract foreign
capital. Quite simply, the President’s team asserted that Mexico’s dependence
on short-term capital inflows made fiscal balance imperative.20 This concern was
voiced by the President, cabinet officials, and leaders of the PRI in Congress, all
of whom admonished the opposition for their cavalier approach toward taxation.
As one PRI leader charged, ‘‘Don’t blame the PRI and the government if the
financial markets strike us in the worst of ways.’’21 Finally, the Zedillo Adminis-
tration opposed lowering IVA for fears that doing so would further increase Mexi-
co’s dependence on oil exports. Approximately 40% of the government’s reve-
nues come from oil revenues, and a reduction in another important source such
as IVA would increase Mexico’s vulnerability to changes in global oil markets.22

The opposition rejected virtually all of these arguments and forced Presi-
dent Zedillo and Treasury Secretary Ortíz to embark on an extensive public rela-
tions campaign to defend their proposed budget. Ortíz himself was compelled to
appear on multiple occasions in front of Congressional hearings. For example,
he presented the budget on November 11, and then returned to the Chamber of
Deputies for three days of hearings the following week. These hearings produced
extensive, and often heated, debate, in which the opposition publicly assailed the
President’s budget and put the Secretary on the defensive. In fact, after his first
appearance, Secretary Ortíz was ushered out of the chamber by PAN and PRD
cat-calls that the President’s budget would not pass.23

Though the PRD and PAN differed on some of the details of their own
proposals, as we will see in more detail below, in October and November of
1997 they both insisted on lowering IVA, and they dismissed virtually each point
made by the Zedillo Administration. They argued that Mexico’s purported eco-
nomic recovery was not reaching most of the population—that the aggregate
growth figures presented by the government masked growing inequality and so-
cial deficits. Not surprisingly, such criticism was voiced regularly by the center-
left PRD, throughout the 1997 electoral campaign and during the legislative ses-
sion. Yet it was not just the PRD, but also the center-right, conservative PAN,
which emphasized concerns with social justice and inequality in criticizing the
President’s budget. According to the PAN’s coordinator for economic affairs in
the Congress, ‘‘We intend to make deep corrections in this budget. We intend
to confront the enormous deterioration in Mexicans’ quality of life, and the vast
breach between the haves and the have-nots.’’24 The opposition also refuted the
administration’s claims that lowering IVA would necessarily increase the budget
deficit and indicted the government of hyperbolic fear-mongering with the con-
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stant warnings that a reduction in IVA would necessarily wreak havoc on Mexi-
co’s standing in international capital markets.25 From the PRD’s perspective, the
revenues lost by reducing IVA could be offset with increases in personal income
and capital gains taxes. From the PAN’s perspective, reduced tax revenues could
be offset with reductions in government spending and streamlining of the state
bureaucracy.

Thus, as of late November, the two sides appeared headed for a deadlock.
The administration was forceful in presenting and tenacious in defending its con-
servative budget and assured the renegade Congress that no budget would be
signed into law that included a tax cut, while the opposition remained intransigent
in its insistence upon lowering IVA. After days of hearings with Secretary Ortíz,
for example, the PAN’s Sada Zambrano asserted, ‘‘We cannot approve the eco-
nomic package on the terms with which it was presented.’’26 Likewise, the PRD’s
Muñoz Ledo continued to insist that the July 1997 elections gave Congress a
mandate to continued to defer to the elections as a mandate for altering the gov-
ernment’s taxing and spending priorities: ‘‘There is a mandate. There is a social
majority, an electoral majority, and a parliamentary majority that wants a reduc-
tion of IVA.’’27 A collision appeared to be in the making between two determined
forces. The emboldened, ambitious, and evidently united opposition Congress
was taking on the historically indomitable Mexican Presidency. The people were
challenging the crown.

V. THE PRESIDENT VS. THE CONGRESS

President Zedillo prevailed. In December 1997, the PAN joined the PRI in Con-
gress to pass a slightly modified version of the President’s budget, retaining IVA
at 15%. The President won with a three-pronged strategy of (1) relying upon the
unwavering support of the still-subordinate Senate to convince the opposition of
the futility of seeking to reduce the tax; (2) weakening the opposition parties’
resolve by frightening them with the potential consequences of passing a budget
that lowered IVA; and (3) dividing the opposition by exploiting the distinct politi-
cal and economic projects upon which the façade of unity was balanced. Each
dimension of this strategy sheds light on interesting and important complexities
of Mexico’s democratization process.

First, the President made it clear that the Senate would not lower the value-
added tax. Historically, of course, PRI dominance was not limited to the Chamber
of Deputies. The Senate was equally subservient; it too acted as a mere rubber
stamp of the President’s initiatives. Importantly, the 1997 elections did not elimi-
nate the PRI’s dominance within the upper house. Of the Senate’s 128 seats, only
32 were disputed in the 1997 elections, distributed by proportional representation
in a single national constituency.28 Thus, the 1997 electoral setback did not re-
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move the PRI’s firm control over the upper house, as it retained a majority of
59%. Notwithstanding proclamations of independence on the part of some PRI
Senators in the so-called Galileo Group, President Zedillo was assured of support:
no reduction in IVA would pass through the Senate so long as the President
opposed it. All of this underscores an obvious, but easily overlooked, point about
democratization in Mexico: if Mexico is becoming more democratic, and if the
Mexican Congress is becoming more important, than all of Congress is impor-
tant—both houses. Any expectation of dramatic change that does not take into
account the power and constitution of the Senate is misleading.

The second strategy deployed by the President was to frighten the opposi-
tion with the potential costs of intransigence. This conflict had little precedent
in Mexican politics. It was not at all clear what would happen were no budget
to be passed by the December deadline. The absence of continuing resolutions, in
particular, and the unclear constitutional provisions to deal with such a legislative
stalemate, in general, created a great deal of uncertainty regarding the effects of
failing to pass a budget.29 President Zedillo’s adamant opposition to lowering
IVA converted this uncertainty into an asset. Metaphorically, the situation can
be aptly described as a game of ‘‘chicken,’’ in which the worst outcome for both
actors would be produced by a mutual failure to cooperate.30 For both sides, no
budget was even worse than the other’s budget; the paralysis and uncertainty
produced by deadlock and the inability to pass a budget would have more damag-
ing effects on Mexico’s economic recovery than would the budgets proposed by
either the President or the opposition. Both sides feared the economic and politi-
cal consequences of deadlock and stalemate, and both sides sought to avoid such
an eventuality by pressuring the other into conceding. In this ‘‘game,’’ however,
the President used his first-mover advantage, and the firm support of the Senate,
to weaken the opposition’s resolve. Though the two sides were equally intransi-
gent, the Zedillo administration made it appear that blame for deadlock and crisis
should be attributed to the ‘‘irresponsible’’ challenge to presidential authority on
the part of opposition deputies. Deadlock would weaken Mexico’s position in
international capital markets, which in turn would produce a profound economic
crisis, the President argued; and culpability would lie with them (the opposition)
and not us (the government and PRI) if the failure to pass a budget with IVA at
15% produced financial instability.

This strategy was not unprecedented for the PRI. A key element of the
PRI’s 1994 electoral campaign, which followed the outbreak of fighting in Chia-
pas, was that opposition gains would produce a situation of ungovernability and
crisis. Once again, in 1997 the PRI equated the opposition’s increased parliamen-
tary power to risky, impulsive legislative behavior that could have potentially
disastrous consequences for the Mexican economy. Though in reality the Presi-
dent and the PRI were no less adamant than the opposition and therefore no less
responsible for the impending legislative deadlock, the strategy was clearly to
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make it appear that ungovernability and crisis would be the opposition’s fault.
And with the backing of loyal supporters in both houses of Congress and the
bully pulpit of the Presidency, Zedillo had the ability to frame the debate in this
way.

The third dimension of the government’s strategy was to exploit the differ-
ences between the PRD and the PAN, and thus divide the opposition. In retro-
spect, this was not such a difficult task, for the PRD and PAN, notwithstanding
a facade of unity, entered into the budget and IVA debates with distinct economic
and political projects. As a result, the PAN was easily induced into defecting
from the opposition coalition.

For the PRD, the budget debate was about much more than taxing and
spending. Since the PRD was formed in 1989, it has been Mexico’s most consis-
tent critic of the neoliberal economic model; and while the party’s economic
message has become more mainstream in recent years, it remains highly critical
of many aspects of the neoliberal model (e.g., NAFTA). With regard to the bud-
get, lowering IVA was a way to expand mass purchasing power, and thus consti-
tuted one component of a larger neo-Keynesian economic strategy that would
place greater emphasis on the domestic market.31 Thus, the conflict over IVA
was really just the first step in altering a model of economic development that
the party’s leadership regards as exclusionary and regressive, and the PRD sought
to interpret the PRI’s 1997 electoral defeat as a referendum on neoliberalism. In
the words of the PRD’s Muñoz Ledo, ‘‘On July 6 the people of Mexico won.
What did we win? We won the possibility to change profoundly unjust economic
policies.’’32

For the PAN, on the other hand, the budget debate was never about neolib-
eral policy, which the party generally supports. The party’s leadership never re-
garded the budget conflict as a conflict over neoliberalism and fiscal conserva-
tism. As early as October the panista leadership made it clear that the PAN would
not necessarily act in concert with the PRD on economic policy issues,33 and in
December, when criticized by the PRD for abandoning the opposition coalition,
the PAN responded that its leadership never regarded the July 1997 elections as
providing a mandate to challenge neoliberalism.34 From the panista perspective,
lowering IVA could not, and should not, be part of a larger strategy to reverse
the deep economic reforms of the 1980s and 1990s. Thus, the PAN was easily
swayed by the President’s insistent suggestions that lowering IVA would under-
mine the entire process of economic reform.35

To be sure, PAN leaders relished the opportunity to gain votes on a gener-
ally popular issue, and the party had good reason to try to distance itself from
a model of development that public opinion data showed to be in increasing
disrepute after the 1994 peso devaluation. And though PAN leaders supported
the general thrust of the neoliberal economic model, they assailed the elitist and
regressive characteristics of how it had been implemented under Presidents
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Salinas and Zedillo. Lowering IVA, then, in response to popular discontent,
made sense in this regard. Yet the PAN’s insistence on lowering IVA ought to
be interpreted as a challenge to fiscal priorities within the neoliberal parameters.

Within the neoliberal parameters, the PAN sought to use the IVA issue to
extract political and economic concessions. Most of all, the conflict presented
the PAN with an opportunity to portray the Zedillo Administration, and the PRI
more generally, as captured by an inflexible, technocratic elite that failed to ap-
preciate the human costs of economic austerity and the post-1994 economic crisis.
For a party that advocated an economic platform that was quite similar to the
President’s, but that went to great lengths to highlight the supposed distinc-
tiveness of its envisioned ‘‘social market economy,’’ this was an invaluable polit-
ical opportunity. Thus, the PAN took advantage of its new legislative powers to
drive home this distinction by being sure to go on record in support of lowering
the tax. For example, the congressional committee responsible for the budget,
chaired by the PAN, went so far as to separate IVA from the rest of the budget
to allow for a purely symbolic vote on the tax that would isolate the President.
On two occasions, the PAN and PRD approved reductions in the IVA in the
Chamber of Deputies, apart from other budgetary matters, knowingly sending
the bill to certain defeat in the Senate. On the eve of the first of these votes, the
leader of the PAN’s parliamentary delegation declared, ‘‘We do not, by any
stretch of the imagination, believe that the Senate will approve [a reduction in
the tax], but at least we are making it clear to the public that we fought for it.’’36

The budget debate also offered the PAN the chance to advance its agenda
with regard to federalism. In particular, the PAN was using IVA as a lever to
extract more transfers from the national government to states and municipalities,
the areas of government where the PAN has made the most significant gains in
the 1980s and 1990s. Indeed, by initiating the legislative session with a hard-
line approach and bringing the President to the bargaining table, the PAN was
able to extract more concessions than has typically been the case for opposition
parties in the Mexican legislature.

VI. EVALUATION

The conflict over the 1998 budget can be interpreted in various ways. In some
ways, the episode appears to fit the classic adage, ‘‘the more things change, the
more things stay the same.’’ Historic 1997 election results notwithstanding, the
President and PRI got their way. The 1997 budget conflict, then, ought to qualify
enthusiasm over the ‘‘opposition’’ Congress: not all of Congress has opposition
majority, and divisions between PRD and PAN mean that on many issues, opposi-
tion majority will not be equivalent to opposition control. On this second point,
it is important to underscore that even within the Chamber of Deputies, the PRI
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remains the largest party: it is only the minority party to the extent that the opposi-
tion can stay united.

Notwithstanding the sobering implications of such continuities, the budget
conflict can also be interpreted in another way that highlights some subtle, yet
important, changes in executive-legislature relations. The President’s budget un-
derwent unprecedented public scrutiny. As indicated, the Treasury Secretary was
subjected to days of intense questioning by a legislative body that shared little
of its predecessors’ passivity and docility. In addition, the budget brought about
a degree of executive-legislature negotiations that is rare for economic policy
issues in Mexico. Though the President’s political strategy was served by present-
ing the 15% IVA as a fait accompli, the PAN’s strategy was also served by
positioning itself as the power broker in Congress and thus engaging the President
in extensive negotiations over other aspects of the budget. Once the PAN indi-
cated its willingness to come to the President’s side in early December, intense
negotiations ensued between this party and the executive. The PAN’s gains
should not be overstated, but the budget that passed did contain some modifica-
tions of the President’s original budget. These include, for example, an improved
mechanism for transfers from the national government to states and municipali-
ties, increased transparency in public spending, cutbacks in the state bureaucracy,
and reductions in the President’s unchecked, discretionary budget. These
changes, subtle as they are, do represent important indicators of an increased
accountability of the President to the popularly elected Congress. Thus, Mexico
does appear to be fulfilling Klesner’s expectation that the new political landscape
and the ensuing balance of power between branches of government would force
the President and his cabinet to develop bargaining skills and strategies that are
part of democratic rule.37

Other effects of the 1997 elections also point in the direction of incremental
changes that, though less dramatic than what many expected, remain quite impor-
tant. The areas where the recent electoral results are the most significant are those
issues that are both within the jurisdiction of the lower house, and those upon
which the PAN and PRD are in agreement. Though few issues satisfy both crite-
ria, two are worth noting. First, exposing the PRI’s corrupt practices is one of
the few items where the PAN and PRD find themselves in agreement, and the
opposition can use congressional committees to open official hearings, something
that PRI-controlled committees had blocked in the past. Having lost its majority
in Congress, PRI deputies lose the ability to close corruption investigations.38

Thus, the Congress reopened hearings on misuse of funds related to a govern-
ment-run food distribution agency (Conasupo).39 Second, and most critically, the
opposition’s majority gives Congress the tools to prevent the PRI from rolling
back political reforms. The ability of the snowball to keep growing, to return to
a metaphor used earlier in this chapter, remains limited, as any electoral reforms
continue to require PRI support (in the Senate). Yet the opposition majority
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should serve as a bulwark to withstand any PRI efforts to undermine IFE’s auton-
omy, for example, and to reverse the 1996 electoral reforms. In July 1998, for
example, opposition representatives offered a quick and hostile reaction to the
PRI’s proposal to reduce the Chamber of Deputies from 500 to 300 seats by
eliminating the 200 seats allocated by proportional representation.40

VII. CONCLUSION

A transition from authoritarianism to democracy does not necessarily bring a
marked break with the past. The nature of negotiated transitions is that a good
deal of the underlying political and social orders remains in place under the new
democratic regime.41 This tendency is particularly true in the case of Mexico,
where the transition has been so protracted, incremental, and drawn out.

This chapter’s focus on the opposition Congress’ attempt to lower the na-
tional value-added tax over the objection of the President brings to light this
uneasy combination of continuity in the midst of change. Many observers ex-
pected the opposition Congress to defeat the PRI and slay the beast of presidenci-
alismo, once and for all. Yet analysis of the first major confrontation between
the President and the opposition Congress demonstrated the salience of some
important continuities: the PRI’s control over the Senate, the bargaining superior-
ity of the President, and, most importantly, programmatic divisions between the
two leading opposition parties. In sum, then, while the 1997 elections represent
an important moment in Mexico’s incremental transition from a civilian-authori-
tarian regime to a democracy, the difference between political and economic life
before and after July 1997 is not black and white.
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I. TO SHRINK THE STATE IS TO ENLARGE THE MARKET

The widespread crisis of the model of an interventionist state and the emergence
of a globalized neoliberal economy have led to a reshaping of state, society, and
economy relations. The fall of statism goes back to the 1970’s and the reversal
of the tendency of the treble affluence which spanned four decades and consisted
of the simultaneous growth of the GNP, income of families, and public expendi-
ture. The expansion of state intervention had been until then a widespread pro-
cess; even in the most conservative regimes of capitalist countries the state had
turned into the economy regulator, a large-scale industrial producer, as well as
an arbiter and conciliator between the concurrent social interests (Cameron 1978;
Lindebeck 1985). Different interpretations of political economy based on the the-
ories of fiscal crisis (O’Connor), of state overload (Buchanan and Tullock), and
the ungovernability (Offe) submitted, from different angles, the system’s impos-
sibility to respond to the rising economic and social demands considered legiti-
mate by the different sectors of society (Orlansky 1991).

According to the public choice approach the ‘‘political market’’ is a stimu-
lus in itself. ‘‘One peso, one vote,’’ the paraphrase of the liberal dictum ‘‘One
citizen, one vote,’’ is the key to the expansion of the public resources. In other
words, the growth of the public sector1 is the rational counterpart of the electoral
wishes or—in a wider sense—of the social demands aggregation. From another
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angle, Buchanan stresses the particular interests of politicians and bureaucrats
struggling for political and administrative power as the determinant factor to the
growth of the public sector.

An alternative point of view is the neomarxist explanation (O’Connor)
which holds that what unleashes the expansion of the public sector are require-
ments essential to the capitalist system. The main reasoning lies in the need of
state assistance to capital by providing infrastructure, aid to industries, responsi-
bility in education, health, and, generally, the welfare of the poorer sectors. The
‘‘fiscal crisis’’ of the 1970’s, according to O’Connor, was due to capitalist pres-
sures on the state. However, O’Connor’s theory sounds today less plausible. The
market, based on profitability, has taken charge of several public services whereas
the state in the mean time has eliminated welfare programs and shrunk social
expenditure (Self 1994).

II. TURNING POINT: FROM STATISM TO STATE
REDUCTION

One of the novelties of the democratization process in Latin America is the drastic
reformulation of development strategies. The reduction of the state has become
a central component of public policies in the region. Argentina seems to be one
of the pioneers in the attempt to legislate in this area. Nevertheless, the implemen-
tation of policies looking specifically toward the retrenchment of the state has
been a very late strategy compared with some other countries in western Europe
(United Kingdom, Spain, France) and Latin America (Chile, Mexico, Bolivia);
in some of them the process had been initiated as early as the late 1970’s, just
as the reverse of the ‘‘treble affluence’’ was detected. In the case of Argentina,
chronic inflation and external loans were perhaps the blurring factors that pre-
vented an accurate diagnosis.

A consensus about the idea that the public sector should be largely trans-
formed had emerged in Argentina only by the ending of the 1980s. Although the
economic base had been eroded by permanent massive budgets deficits, Argentina
was unable for many decades to accept any economic discipline. But hyperinfla-
tion and instability during the last months of the Alfonsin (Radical Party) Admin-
istration—and the critical transition period from the day on which Menem
(Peronist Party) was elected—facilitated a political agreement between the two
major parties.2

To produce the most important changes in the historical role of the state
in economics, two laws were enacted without any obstruction: in August 1989,
the State Reform Act (23696), and on September 1, the Economic Emergency
Act (23697). A ‘‘new administrative order’’3 consisting basically in unusual con-
straints over the public sector was defined from the begining of the Menem Ad-
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ministration. To accomplish these goals, other normative tools were issued by
the executive branch: the increasing use of executive orders and mega-executive
orders, the so-called decretos de necesidad y urgencia known in Argentina as el
decretazo (Ferreira Rubio and Goretti4). Under the newly enacted legislation pub-
lic programs that ‘‘in any way prevent the market economy from working’’ would
be eliminated (Mega-Executive Order 2476 of 11/26/1990).

Besides the relentless privatization process of state-owned enterprises,
many other impressive changes have been implemented in almost every area of
the federal government; this wide and diverse spectrum ranges from regulatory
activity to provision of goods and services.

The cutback of the public sector can be considered a political turning point
in Argentina: not only has the Menem Administration undertaken a task that had
been too difficult for previous governments, but public opinion including business
and labor has largely supported it. The government reaction and the favorable
public response has been unprecedented.

III. LABOR REORGANIZATION IN THE PUBLIC SECTOR

The National System for the Administrative Profession, known as SINAPA (Ex-
ecutive Order 993/1991), replaced the previous public administration labor law
that had been issued by the military regime of 1973 (Decree 1428). Once more
by enacting an executive order, the Menem Administration overstepped parlia-
mentary proceedings and avoided congressional scrutiny.

Therefore, from 1991 a new legal framework was in force for personnel
of the federal government and the municipal government of the City of Buenos
Aires. Labor conditions were redefined: salaries, promotions, positions, levels,
categories, etc. As a matter of fact, the conversion from the previous hierarchical
listing of 24 categories to the new one of six implied the redefinition of levels,
categories, and salaries for all personnel. The results of equivalences were not
satisfactory for the greater part of employees. Conflicts began when thousands
of complaints were filed on the grounds of violation of constitutional rights be-
cause their salaries were lower than in the past. However, the discretionary appli-
cation of the recategorization policy had the union leaders consent; the influential
Menemist civil servants union (UPCN) was informally consulted and its members
benefited from the process of reclassification.

Another important source of patronage discretion has been the design and
the results of the so-called ‘‘competition for the executive positions’’ in public
bureacracy. Extensively advertised ‘‘open selection’’ concealed the fact that qual-
ification consisted of a ranking where the highest position was filled by three
names presented as candidates, among which the political authority made a deci-
sion. There has been practically no remotion; a parti pri favoring those who had
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been appointed by same authorities prior to selection. Both ‘‘replacements’’ of
categories into the new labor framework and ‘‘competitions’’ for executive posi-
tions have concealed subtle maneuvers of political manipulation; these legal de-
vices improve the former ones like voluntary resignation, compulsive retirement,
conditioned dismissal, etc.—implemented between 1989 and 1991 during the
first stage of the Menem Administration.

The role of unions has been included ambiguously in the National System
for the Administrative Profession (SINAPA). Only the pro-government union of
federal civil servants has been allowed to send a delegate ‘‘to see but not to
vote’’ (an ‘‘inspector’’) when decisions about recruitment or promotion are made.
Nevertheless, the powerful Menemist union is currently able to accomplish an
informal particularistic influence. Conversely, the other major public employees
union (ATE) that does not agree with the ‘‘pro-Menem syndicalism’’ has been
excluded. For the ordinary civil servant the loss of public employment tenure
rights has no precedent: under the renewed ‘‘merit system,’’ two successive an-
nual evaluations that are not approved cause dismissal without compensation.

Another striking feature of labor policy consists of a strong salaries polar-
ization. Salary dispersion has been magnified even though an increase of around
20% of the whole salary mass was forecast from the new administrative system
implementation. Moreover, salary freezing is applied at any cost, except at the
highest levels where salaries are permanent and substantially raised.

Since the System for the Administrative Profession (SINAPA) was passed,
the insistence to make salary increases depending on a fuzzy concept of produc-
tivity imposed budget restraints that did not allow better compensation. The idea
of allocating a minimum stake of resources to finance the ‘‘system of positions
with executive functions,’’ better known as ‘‘critical positions,’’ was accepted
from the beginning. The purpose is to give better salaries only to those who
have greater responsibilities. That is to say, the ‘‘extremely selective increases’’
concept prevailed.

The passing of SINAPA means that a general reorganization with a great
salary dispersion was carried out under a new listing of categories. In 1993 the
‘‘critical positions with executive functions’’ had a salary level of around 4900
Argentine pesos (or U.S. dollars), 20 times the salary of the lowest category (level
F � 280 Argentine pesos) and more than twice the salary of the equivalent posi-
tion in the previous category listing (category 24 � 2400 Argentine pesos). The
budgetary incidence of ‘‘critical positions’’ does not burden substantially up to
now. Appointments as a fait accompli began at the end of 1991 when the Treasury
went through a critical situation and the possibility of delaying payment of sala-
ries was analyzed.

The selection committee for ‘‘executive-function positions’’ includes gov-
ernment authorities and experts. Two other members having the status of inspec-
tors (without formal power to make decisions) are (1) a representative of the
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Women’s National Council, a federal agency of women’s rights), and, as men-
tioned above, (2) a delegate of the Menemist Federal Union of the Civil Servants
(UPCN). Article 38 of the National System of the Administrative Profession (SI-
NAPA) provides for another way of privatization of state reform. Textually it says
that ‘‘for the purposes of identifying candidates that shall be timely proposed, the
Selection Committee shall ask for the cooperation of firms that are specialized
in personnel search and selection.’’ Thus, for the first 10 critical positions of the
economic area, and then for others, the government hired international consul-
tants. This project was financed by a grant of the United Nations Development
Program (UNDP). However, there is no guarantee that holders of critical execu-
tive positions will maintain their positions or remain in their executive functions
because of the permanent mutations of federal government. A change of minister
currently implies not only a replacement of the political appointees but a new
administrative reorganization (a ‘‘new order’’); consecuently, the ‘‘administra-
tive reform’’ of the latest minister is neglected.

IV. THREE DIMENSIONS OF STATE REFORM

State reform—defined as the effects on the state apparatus of the reshaping of
state, society, and economy relationship—resulted basically in the following:
privatization of the state-owned enterprises; decentralization of social functions;
and, what is perhaps not so obvious, the politicization of the national administra-
tion (Orlansky 1994).5

A. Privatization of the State Business Sector

Under the rallying cry of ‘‘all power to the market,’’ the state companies were
privatized at a fantastic pace, unprecedented as compared to the experiences in
the United Kingdom during the Thatcher administration or Chile ruled by Pino-
chet. (The case of New Zealand would be more like the Argentine experience
[Peters 1994; Self 1994].) As a result of the privatizations, the state company
sector went from 347,240 employees in 1989 to 66,731 toward the end of 1993;
almost 40% of that difference is due to voluntary resignations and layoffs
(114,538) and this probably has increased unemployment and subemployment.
In 1995 the total amount of employees in state-owned enterprises was 27,500.
Indeed, privatization was the only instrument which led to the ‘‘genuine’’ shrink-
ing of the national state in terms of public employment.

As pointed out by Gerchunoff and Canovas (1995), the implementation of
privatization policies was in itself basically a political message, the need to show
unequivocally through hard facts the reversal of a state tendency historically asso-
ciated with Peronism. Moreover, the rhetoric chosen by decrees and laws was
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clear upon setting down the rules for the game. An orthodox market model was
imposed by and ‘‘emergency decree’’ in 1990 (1757/90) establishing, verbatim,
that those agencies and regulations that ‘‘hinder the smooth functioning of the
market shall be eliminated.’’

B. Decentralization of Social Functions

The basic social functions (health, education) and some welfare programs span-
ning the whole country were transferred away from the central administration
toward provincial and local administrations. This transference completed the neo-
conservative process started by the military regime 1976–1983. During the cur-
rent stage approximately 340,000 public employees were transferred from the
national administrative level to the provinces and municipalities, thus creating
new administrative structures.

In fact, the national administration got rid of personnel whose volume has
been historically rising (teachers, hospital personnel, social assistance programs,
etc.). It simply ceased being responsible for the administration and delivery of
social services—high schools, hospitals,6 local welfare programs—without even
designing a specific reform policy, and this change of payroll led to the creation
of new public administration positions at local and provincial levels. In other
words, the greater number of public employees working for provincial adminis-
trations and municipalities is—certainly—a direct consequence of the decentral-
ization policy. The national administration disregarded functions and personnel
without previously establishing any reform criterion. As the unemployment rate
has been rising and practically unchecked (1989, 8.4%; 1995, 18.6%; 1997,
17.2%), the national administration imposes upon the provincial governments the
task of reducing the volume and the salaries of public employees, as well as
restricting the working conditions. The central government expects that the politi-
cal cost of this adjustment will be borne by the provinces (particularly if their
governments do not belong to the same political party).7

Thus, through privatization and decentralization, the national government
alleges that it reduced its personnel as compared to 1989: approximately 320,000
posts from the previously state-run companies and 284,000 posts from state social
functions; actually, the latter were a mere administrative level transfer.

C. Politicization of the National Administration

State reform has intensified the political profile of the national administration.
Political recomposition is a direct result of the restructuring that begun in 1989.
Once the state companies were privatized and the social role decentralized under
the advocacy of fiscal federalism, the volume of national administration personnel
‘‘shrinks’’; at the same time, the quantitative incidence of personnel in political
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posts is greater, not only in relative terms. In absolute terms there has been an
increase in the volume of posts in the most political government sectors: the
Presidency, the Ministry of the Interior, and the Ministry of Economy (Orlansky
1994).

The state overdimensioning in political areas suggests that the national ad-
ministration has been ‘‘politicized’’; in other words, it has become politically
hypertrophied. Empirically, this process is noticeable in the expansive creation
of top governmental structures (secretariats, undersecretaries) and in the clientel-
istic and corporative control (by the Menemist UPCN public employees union
organization) of the labor scene, that is, in the recruiting, repositioning, and pro-
motion of the civil service.

Affirming that the state is being ‘‘politicized’’ might sound tautological,
but what is unusual is the degree of its extension to the political state sphere of
the official party, conflicts among sectors, and its general and particular interests.
As a consequence of this dynamic the state has been fragmented and there are
interbureaucratic nets of undue concentration of personal power (i.e., the case of
Minister of Economy Cavallo (1991–1996): his meddling with organisms beyond
his jurisdiction). As already submitted in other studies—for example, Greece
(Sotiropoulos 1994)—the extent of the infiltration of the party factionalism
within bureaucratic structures has reduced the limited autonomy of the adminis-
trative system. However, it is true that the role of the civil service is becoming
more and more politicized, irrespective of the degree of party involvement of its
members (Peters 1994).

V. UNION ACTION: CONFRONTATION DYNAMICS

During the first democratic government (Alfonsin, 1983–1989) after the military
regime, a new stage of reorganization and restructuring of the basis for union
power commenced. The rules and regulations established by the military regime
were derogated and the unions started their institutional consolidation: the regula-
tions in force before the dictatorship were put back in practice, union elections
were called for late in 1984, the CGT union central organization was normalized,
and the Union Association law was passed (23551/87) (Palomino 1988).

However, between 1983 and 1989, in spite of the consolidation of its politi-
cal role, the relation of the unions with the Alfonsin government was difficult
and permanently conflictive. The economic policy was questioned, as well as the
negotiation of the foreign debt. This and the continuous demands of salary in-
creases resulted in 12 general strikes during that administration. The year 1988
exhibited the highest rate of labor conflicts of the decade (N � 949), an increasing
conflictive trend begun to rise as from 1986. (‘‘Conflict’’ is defined here as a
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strike or other force measure, and does not include those economic demands that
have not been channeled through active protest measures [Fraga 1991].) Most
force measures were taken by unions of the public sector; the fall of public em-
ployees’ salaries and the demand for better working conditions were some of the
precipitating factors. The two institutions which represent the public employees
of the national administration (ATE, State Workers Association; and UPCN, Na-
tional Civil Personnel Union) were responsible for 72% of the conflicts which
took place in 1988, under Alfonsin (Radical Party) administration.

In July 1989 when Menem (Peronist Party) was sworn in, hyperinflation
and the fiscal deficit seemed to be irreversible:

In that context, and close to the point of ungovernability, as soon as the
Menem administration took office the State Reform Act and the Economic
Emergency State Act were passed. According to an unprecedented political
pact submitted by the executive the Radical Party, the main opposition party,
gave the official party its vote in Congress. With these legislative instruments
a ‘‘new administrative order’’ was inaugurated, which basically consists of
the redefinition of the interactive relations of the public and private sectors
and the setting of unusual restrictions to the public sector . . . (Orlansky
1991).

One of the central points of this strategy was the State Reform Act 23696
passed on August 8, 1989. Its aim was to transfer public companies to the private
sector; it included a list of more than 20 enterprises and agencies subject to priva-
tization. The government asked for the collaboration of unions to avoid demands
and tensions, and accept the labor flexibility acts.

Some union sectors agreed but others did not accept the new proposals
submitted by the government, and showed it. Even though in 1989 there was a
slight drop in the number of conflicts of state unions, the teachers’ union was at
the top of the list. Also in 1990 the teachers and state workers had the most force
measures. The conflict arising from the adjustment policy was inevitable: in fact,
between January and November 1991, despite a drop in the total of conflicts
(N � 587), 66% of them were of state unions.

Nevertheless, the year 1991 marked the end of an era of unions as a power
factor (CEUNM 1994). On one hand the union opposition to privatizations could
not pressure or redefine the process which did not change course. On the other
hand, new laws modifying crucial labor issues such as work accidents, strike
control, etc., were treated at Congress in 1991. ‘‘Menemism’’ precipitated the
break of the identification of the union movement with Peronism, which was
historically the key to union power in Argentina. The result is that 1992 was the
year with the fewest labor conflicts since 1982 (N � 281), and this level held
throughout 1993 and 1994.
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According to an official report:

It must be admitted that it is a fact that in Argentina, in spite of an excessively
ideological and confusing debate, the proposals for deregulation and priva-
tization had popular consensus, as an effect of the calamitous results of the
state management. As from 1988 several projects were begun which faced
stern opposition, but after the change of government (Alfonsin to Menem in
1989) state reform acts were passed, thus giving the new government the
instrument to carry state reform out (Chumbita 1992).

VI. FROM CONFRONTATION TO NEGOTIATION

While the state reform policies were implemented, the relation between govern-
ment and unions went through two different stages. The first, of opposition to
the state company privatization policy: between 1989 and 1990 there was the
number record of state union conflicts with the current administration (N � 751
in 1989; N � 864 in 1990). The second stage, readaptation with the will to
negotiate: in 1991 the number of conflicts dropped (N � 587), decreasing even
more in 1992 (N � 279). The teachers’ unions continued to be the most stubborn
unions (N � 57 in 1992 ; N � 89 in 1993; N � 58 in 1994).

But the decrease in the number of labor conflicts was due to the ‘‘weaken-
ing’’ of the union power. Its most significant indicators are the reduction in the
number of union representatives at Congress (1983, 35; 1989, 23; 1991, 18; 1995,
10); the decentralization of the collective bargaining—by conditioning salary
raises to each company’s productivity; and the actual fracture—although not ac-
knowledged by the government8—of the structure of a single central organiza-
tion.9

The different behaviors in each sector suggest however, a possible ‘‘prag-
matic’’ readaptation when faced with the deep transformations, particularly in
the privatized state companies. A good example of this is the railway workers,
who had the highest number of conflicts in 1985 (11% of the total) and the lowest
(3%) in 1993.

Certainly, unions have lost political power. But the economic power of
some unions grew at the same time: they now control—or they will do so in the
near future—an important part of the shares of privatized companies (shared
ownership programs); they have the direct management of ex-state companies;
they participate in the (privatized) retirement insurance and pension businesses;
they are involved in retraining programs with public funds or provided by interna-
tional agencies, etc. Furthermore, in different ways, half the ‘‘welfare state’’ is
run by the unions through their social security services: health care, tourism,
social assistance, housing programs, etc. (La Nacion 01/02/94).
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The privatization and deregulation policies turned a large part of the previ-
ously adamant unions into negotiating unions with a considerable influence in
the administration of new business opportunities as a result of state retrenchment.
The unions, formerly worried about the worker’s interests representation and op-
posed to decisions adopted (privatization, deregulation, limitation to the right to
strike, etc.), turned into ‘‘business unions.’’

VII. COST-BENEFIT OF THE RECONVERSION: FOUR
HYPOTHESES

According to the former Labor Minister (Caro Figueroa) ‘‘unions had an impor-
tant role in the period of confrontation,’’ precisely when the Justicialista (Pe-
ronist) Party was the opposition. But when Peronism took office ‘‘it turned to
support the consolidation of a trade-off model between government and the
unions.’’10 According to the Labor Minister’s interpretation the government left
unchanged the single representation model—although attenuated in practice—
of centralized negotiation, and of union control over the social security services.
In exchange, ‘‘unions proved to be cooperative and sometimes more than that,
they were who managed economic crisis and labor reconversion’’ (La Nacion
01/02/94).

But the unionist behavior of the public sector unions, including the unions
of the privatized companies,11 is not even: it varies from conversion toward orga-
nizations concentrated on business activities, on the one hand, all the way to the
opposite, the fighting profile representing the interests of its rank and file, on the
other.

The unions and their leaders are concerned with the new business opportu-
nities related to privatized companies—for example, the management of the
shares corresponding to the Shared Ownership Program (i.e., telephone workers’
union: Telephone Workers Federation of the Argentine Republic; foetra)12 and
the participation in the new pension and retirement insurance funds management,
one of the privatized social functions, jointly with international finance entities
(e.g., electric energy workers’ union: ‘‘Luz y Fuerza’’ Worker’s Federation;
FATLyF). These union organizations, whose strategy is oriented basically toward
the consolidation of its economic structure, share the leadership of the General
Confederation of Labor (CGT), the ‘‘one and only’’ central organization officially
acknowledged.13 The negotiations between the CGT and the government deal
with the work accident act project which would allow the unions to participate
in the work risk insurance business (ART, Work Risk Insurance Management).
Even more, the same political actors (CGT and the Menem Administration)
agreed in avoiding the deregulation of social security services, one of the main
sources of union economic power in the past (today they must receive state
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grants), are threatened by deregulation that would eventually imply that the
worker could engage health care services directly, eliminating the practice of
contributing compulsorily to the union.

The CGT also includes the UPCN (National Civil Personnel Union). Their
organization—as opposed to ATE (State Worker’s Association)—has a particu-
lar corporative influence on public employment regarding recruiting, reposition-
ing, and promotion, in accordance with SINAPA resolutions. Moreover, its lead-
ers have got appointments in the management level of governmental agencies.

Quite opposite is the situation of the state workers’ union, ATE (State
Workers’ Association), which leads the fighting unions grouped in the Argentine
Worker’s Congress (CTA), that represents especially the health care workers,
teachers, civil service employees, particularly in the provincial and local levels,
etc.14 It proved its organizing capacity leading during 1994 both a nationwide
manifestation and a general strike.

In brief, the unions belonging to the state sector at the beginning of the
current administration could be classified through a gradient spanning form con-
frontation to negotiation according to the following set of hypotheses:

1. As from the setting in motion of the various mechanisms of the state
reform, the state unions have redefined differentially their interaction profile with
the government.

2. The different union profiles range from the highest level of negotiation
to the highest level of confrontation.

3. State and former state unions have redefined their union action profile
according to the higher or lower degree of negotiation (or conflict), associated
to the existence (or not) of benefits/incentives for the employees, the organization,
and/or the union leaders.

In fact, if the unions are classified in three large categories according to
the three dimensions of the state reform, the impact of the reform policies is
different according to the following order:(1)ex-state-owned enterprises (tele-
phone companies, steel, oil, railways, electricpower, etc.); (2)central administra-
tion under a new civil service system (UPCN, with hegemonic influence); and
(3)decentralized public health care and education services (ATE, teacher’s
unions).

First, the greatest reform impact corresponds to the privatized (or leased)
sector with a sharp cutback in personnel. In the second place, it is the ‘‘politiciza-
tion’’ effect in the national administration, with a heavy clientelistic circulation.15

Finally, in last place, health care and education services, and other social pro-
grams since they were ‘‘merely transferred’’ to the provincial or municipal juris-
dictions.

But, precisely, as established in the third hypothesis (‘‘benefits/incen-
tives’’), the reform policies implied (or not) the selective distribution of resources
to employees and/or the organization and/or its leaders. In the privatized compa-
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nies the benefits consisted of large payments as compensation for those who
retired16; the inclusion of employees in shared ownership programs (FOETRA);
the incorporation of union leaders into the companies’ boards (State Oil Com-
pany); the direct union ownership of former state companies (Fiscal Coal Fields,
YCF, by FATLYF). At the national administration level: the inclusion (coalition)
of unions (UPCN) in the decision-making personnel policies, a prior general sal-
ary increase, besides the UPCN leaders appointments in federal administration
agencies. Instead, there were no similar incentives in the processes of personnel
transference in the fields of education, health care, and social welfare to provincial
and local administrations.

The three hypotheses together explain (1) the change from confrontation
to negotiation in the state and former state sectors, (2) the relative differences
between unions, and (3) the determining factors of the diversity. As a logic conse-
quence, the fourth hypothesis concludes that the highest intensity of the union
conflict upon putting into practice is associated with the lack of incentives for the
personnel, the organization and/or the leaders. As a matter of fact, most economic
demands and political demonstrations—even with unusual violence as in the
cases of the provinces of Jujuy, Santiago del Estero, Cordoba, San Juan—corre-
spond to unions of local and provincial administrations, including education,
health care, and social programs, threatened with an impending structural adjust-
ment and subject to the discretionary federal administration fiscal policy.

VIII. FINAL REMARKS

This paper has tried to explain the different reactions of state unions faced with
the process of state reform. Four hypotheses have been submitted which relate
the dimensions of the reform (privatization, decentralization, politicization of the
federal administration apparatus) and the type of union reaction according to the
existence and distribution of benefits (political, economic, financial, administra-
tive, etc.) among various beneficiaries (employees, organizations, union leader-
ship).

The proposed outline allows two explanations to the different responses of
the public sector unions: on the one hand, the diachronic transformation of the
unions of privatized companies, which went from confrontation to conformity;
and on the other hand, the persistence of conflicts in local and provincial adminis-
trations, threatened with a (still pending) policy of structural adjustment.

The state reform in Argentina was a later process compared with other
Latin American countries (Chile, Mexico, Bolivia) and, at the same time, it was
put into effect as a shock treatment. The sudden disappearance of the state as an
arbiter, regulator, and direct agent in the production and the provision of various
goods and services is expressed in the fall of the national administration (central
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and state companies) purchasing power; in 1989 those acquisitions were over
$20 billion and in 1994 it dropped to a fifth of that.

Furthermore, the economic policy has corroded the gravitation capacity of
all type of sectorial corporations and institutions, even in the private sector. The
union organizations and the enterprise groups whose functions were to struggle
for a participation in the national income diluted the collective actions based in
their aggregated demands. The administrative capacity of each union, each com-
pany or each enterprise group per se was the widespread answer to the revolution-
ary transformations produced by privatization and deregulation in the economic
sphere.

The submitted hypotheses—even if they refer to a recent process—proved
to be sustainable, although it is too early to draw conclusions. However, 1995
emerged as a turning point for the economic policies outcomes: the unemploy-
ment rate has exploded at a persistent level reaching the 18%. Thus, a new profile
of new labor conflicts has irrupted into the sociopolitical stage.

ENDNOTES

1. Following Lane (1993) three functions delimit the public sector: the public resources
allocation, public redistribution, and public regulation.

2. State reform has been incited by Menem Administration (1989–1995), the second
elected President. Alfonsin (1983–1989) was the first President coming to office
after seven years of military rule. Therefore, state reform in Argentina is definitely
related to democratization.

3. The expression ‘‘new administrative order’’ alludes to the primitive new interna-
tional order, coined by U.S. former President Bush, and paraphrased as the ‘‘new
international disorder.’’

4. Through executive orders the President passes acts taking for himself congressional
law-making power, without its consent. This exercise of discretional power fits well
into the concept of ‘‘imperial presidency.’’

5. The State Reform policies were included mainly in the mentioned two acts of 1989
(23696, ‘‘State Reform,’’ and 23697, ‘‘Economic Emergency’’) and four executive
orders: in 1990, 435 ‘‘State Rearrangement’’; 1457 named ‘‘To Accelerate the State
Reform’’ and 2476 ‘‘State Rationalizing: Main Regulations Regarding the Situation
of Personnel’’; in 1991, 992, ‘‘Administrative Profession National System (SI-
NAPA).’’

6. With regard to public hospitals, the contracting-out system was added to decentral-
ization toward subnational governments. In this way maintenance and support tasks
in charge of private contractors have been capturing most of the budget while doc-
tors’, nurses’, and administrative personnel salaries were frozen. A survey carried
out at a first-rate hospital (Hospital Posadas, Province of Buenos Aires) shows that
salaries out of 68% of 1989 budget were reduced to 48% one year later, while the
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opposite happened with increasing costs of private contractors, given the same ser-
vices.

7. ‘‘The Secretary for Social Development (Eduardo Amadeo) stated that several prov-
inces will benefit from the measures the national government will announce to face
unemployment. Coincidentally, except Misiones, in the other four districts, Salta,
Chaco, Jujuy, and Formosa, the governor elections are still pending, which piece of
information the official failed to include in the announcement’’ (La Nacion 07/24/
95). This is an example of the politizased use given to the job policies.

8. In 1997, the government recognizes (for tactical reasons) the existence of another
workers’ central organization.

9. The existence in practice of four peak labor organizations went against the principle
of the single union legal capacity which hinders the formation of more than one
worker’s general confederation. Unionism is divided in one extremely pro-Menem
CGT, which still has power granted by the government; in the antagonistic extreme,
the CTA (Labor Association of Argentina); and the MTA (Labor Movement of Ar-
gentina) which is a group of unions, basically of the private sector, which split in
1994 from the CGT, less condescending with the official economic policy.

10. The association between incentives and union behavior results from the general ana-
lytical framework of Grindle and Thomas (1991). According to these authors the
reactions for or against the reform policies arise during its planning or when it is
put into practice; and the government’s capacity to carry out successfully the original
plan depends on the resources available to overcome the opposition caused by the
reform policy.

11. The unions of the formerly state-owned companies and privatized organisms main-
tained their organizational continuity. Naturally the number of affiliated members
dropped due to the reduction of personnel (the electricity companies, for example,
lost 50%, railway 60%, steelworks 70%, and oil 80%). It is also presumed—no
information is available—that there is a negative tendency in the will to affiliate to
unions.

12. The participation of personnel in shared ownership varied according to the sector:
20% in steelworks; 14% in postal workers; 10% in electricity, telephones, water
works, etc.; and only 5% in natural gas. The system applied in Argentina consists
in that the shares of the privatized companies are transferred to the employees as a
whole for a period of nearly 10 years, managed by the union leadership (Prensa
Economica 197-1993).

13. The current legislation on union associations which through its legal capacity figure
creates a monopoly of a single central union organization, goes back to the Peronism
of 1946, inspired on the Fascist ‘‘Carta del Lavoro.’’ This regulation does not reflect
the union reality and does not comply with the 1987 ILO convention accepted by
Argentina, which points out that the imposition of a single union organization by
means of legislation constitutes an interference of the government on the exercise
of the freedom to associate.

14. ATE also included personnel from the former military-industrial complex, a great
part of which were liquidated due to the lack of buyers, as opposed to the privatized
utilites companies. As from 1989, and despite having also union representation of
the central administration personnel—the civil service—it was excluded of all par-
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ticipation by the new labor legislation (SINAPA, Administrative Profession National
System) under the monopoly since then of the Menemist UPCN.

15. For a description of ‘‘political inflation’’—in other words, the mechanisms of clien-
telistic circulation, expansion of the structures and of the top levels of the national
administration, etc.—see Orlansky (1994).

16. ‘‘Early retirement’’ has been linked with latter unemployment, specially for women
and middle-aged ex-workers of ex-state companies.
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Neighbors, Informal Job Brokers,
and the Employment Problem of
the Urban Poor
Can Dispersal Strategies Improve
Access to Informal Job Networks?

David A. Reingold
Indiana University, Bloomington, Indiana

I. INTRODUCTION

In When Work Disappears, the renowned sociologist Williams Julius Wilson
argues that one of the defining characteristics of contemporary U.S. inner-city
neighborhoods—as compared to 50 years ago—is their higher levels of jobless-
ness. Poor urban communities that once exhibited relatively stable patterns of
formal private sector employment now struggle to keep a third of their adult
population working. This change is traced to a myriad of causes including trans-
formations in the nation’s production process, shifts in the distribution of indus-
trial job opportunities, the suburbanization of business, shifts in labor supply,
high commuting costs, persistent housing segregation, the outmigration of non-
poor inner-city residents, intended and unintended consequences of federal pro-
grams, historic discrimination, selective employer hiring practices, and processes
that take place in communities lacking consistent contact with the formal labor
market. Included among these processes is the potential for residents of poor
urban neighborhoods to be at a disadvantage in the labor market since they infre-
quently interact with individuals who have access to information about job open-
ings. As a result, some urban residents may become embedded in communities
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where few residents work and many collect welfare and/or make money through
the drug trade, and individuals who want to work may find that they do not know
people with stable work histories who can help them find a job.

Aside from explaining why poverty concentration may have a self-perpetu-
ating effect on joblessness, this hypothesis is also related to the use of housing
mobility programs, such as mixed-income housing programs, scattered-site pub-
lic housing development, and Section 8 rental subsidies—including the U.S. De-
partment of Housing Urban Development’s Moving to Opportunities Demon-
stration. These initiatives assist low-income, mostly nonwhite families to leave
high-poverty neighborhoods and move to higher-income areas.1 An important
assumption of these programs is that relocation can address some of the negative
consequences associated with life in areas of high poverty concentration, such
as limited access to employment information, excessive commuting costs, inade-
quate public services, fear of crime, and low residential satisfaction.

The potential mismatch between low-skilled urban job seekers and informal
job brokers has been investigated in an emerging academic literature (for a review
of this research see Briggs 1997; Jencks and Mayer 1990). Research in this area
has found support for the hypothesis that concentrated poverty increases the like-
lihood of joblessness, particularly among teenagers (O’Regan 1991; O’Regan
and Quigley 1991, 1993) and women (Fernandez and Harris 1991; Rosenbaum
and Popkin 1991); however, none of these studies have been able to investigate
prime-age working men or test the actual mechanisms that connect poverty con-
centration with joblessness (Tienda 1991; Briggs 1997).

To address these issues, I examined the employment outcomes of displaced
workers who lost their jobs after a Chicago based inner-city printing plant closed.
I interviewed these workers and documented their postdisplacement employment
outcomes, including the receipt and transmission of informal employment infor-
mation. The rate of job finding through neighbors is then analyzed by the charac-
teristics of the respondent’s neighborhood. As a result, it is possible to test—
albeit indirectly—whether concentrated poverty affects employment outcomes
by limiting informal job information provided by neighbors.

Before presenting the findings, however, it is important to review some of
the relevant issues and concepts raised in the research literature. This will help
provide a context for the following analysis, while elucidating some of the more
important issues that revolve around the study of urban poverty, job finding, and
neighborhood interaction.

II. BACKGROUND

The basic formulation that poverty concentration increases joblessness by discon-
necting residents from informal job networks is relatively straight forward. It
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acknowledges the well-documented fact that a plurality of workers find jobs
through personal contacts (for a review of these survey findings see O’Regan
[1991]). It also recognizes that individuals who are embedded in social networks
comprised of people who know of job openings and can make successful referrals
will likely experience more social mobility and lower rates of unemployment
(Granovetter 1974/1995; Holzer 1987; Montgomery 1994). Finally, it assumes
that neighbors are an important source of informal employment information, and
inner city residents lack access to informal job brokers.

Support for this last assumption is based largely on the presumption that
recent social, political, and economic transformations affecting poor urban com-
munities have resulted in the social isolation of inner city residents, increasing
the social distance between inner-city residents and mainstream institutions and
organizations, and furthering their dependence on neighbors and other commu-
nity residents for basic resources and social support (see, for example, Stack
1974; Venkatesh 1997). The result is a pattern of hyperhomophily whereby the
ties of the urban poor possess limited human capital and an inability to reach
distant social circles (Fernandez and Harris 1991).

These limited patterns of social contact are thought to influence informal
job brokering in several ways. As noted previously, the flow of informal employ-
ment information may be reduced since individuals who want to work may find
that they do not know people with stable work histories who can help them find
a job. This creates a paradox where the relative importance of neighbors as infor-
mal job brokers may increase in areas of concentrated poverty as the social dis-
tance between inner city residents and other parts of the city grows. Moreover,
as abhorrent behavior becomes a fixture of inner-city life, residents may choose
to distance themselves from one another, so as to avoid any contagion effects.2

The perception that exposure to fellow community residents can diminish one’s
life chances would likely have a stifling effect on general perceptions of trust
and, therefore, informal job brokering among neighbors.

Unfortunately, little is known about the role neighbors actually play in link-
ing inner-city job seekers with job vacancies. The best measure of neighbors as
job brokers comes from a stratified random sample of minority households and/
or those in low-income census tracts in Los Angeles. Johnson and his colleagues
(1996) found that of the 295 employed adult female respondents who found their
job through a personal contact, 47.1% were directly assisted by job information
obtained from a neighbor. As for ethnic and racial differences, only 32.7% of
white respondents found their current job through a neighbor compared to 59.8%
of Hispanics and 38.4% of blacks. It is unknown whether there are gender differ-
ences, since the analysis is restricted to female respondents, and it is unclear
whether these racial and ethnic differences are the result of variation in neighbor-
hood poverty levels. It also remains unclear whether the adaptive strategies used
by some inner city residents to navigate an uncertain and sometimes dangerous
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neighborhood environment dampen the transmission of job information among
neighbors. Nevertheless, these findings suggest that inner city residents, particu-
larly Hispanics, actually transmit significant amounts of successful informal job
information.3

Construing these results as proof that inner-city residents are not discon-
nected from locally based informal job networks deserves further comment. The
problem with this interpretation is that we do not know if the employment infor-
mation obtained through a neighbor occurred in the community where the inter-
view took place. For example, a respondent could have been living in a rural
Mexican town when a neighbor told her of a job opening located in Los Angeles.
As we might expect, this hypothetical respondent might have reacted to the news
of an employment opportunity by changing her residential location. Unfortu-
nately, it remains unclear whether respondents who were assisted by neighbors
in finding a job were helped by individuals within their current community or a
community where they resided at the time of the interview. Failing to account
for this type of scenario in cross-sectional survey research could lead to very
misleading conclusions about the relationship between informal referrals, neigh-
borhood poverty, and joblessness.

The need to avoid this type of mistake has heavily influenced the nature
of research on this subject. For example, use of census employment data at the
metropolitan level to measure the relationship between concentrated poverty and
joblessness encounters the problem of simultaneity whereby the causal direction
between concentrated poverty and joblessness is unclear. That is, concentrated
poverty may increase joblessness by cutting residents off from informal job net-
works, but an increase in unemployment could also lead to an increase in the
concentration of poverty ‘‘if the new poor respond to their income loss by moving
to higher poverty areas’’ (O’Regan 1993). One way to avoid this problem is to
study the employment of youths, whose residential choice is seen as influenced
by their parents’ employment prospects rather than their own (see, for example,
O’Regan 1991; O’Regan and Quigley 1991, 1993). Even though much of this
research tends to support the notion that inner city joblessness is, in part, the
product of poverty concentration which limits access to informal employment
brokers—particularly through familial networks—it remains unclear whether
these results can be generalized to adults.

To be more specific, patterns of association and interaction among youths
(as well as the elderly) may be more limited to familial contacts and persons in
close physical proximity to their place of residence. As individuals enter adult-
hood they accumulate personal contacts. Over time these personal ties have a
chance to become geographically dispersed. For working-age adults, therefore,
the flow of information may be more likely to transcend the physical and social
boundaries of residential communities. As a result, we might expect youth em-
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ployment outcomes to be more dependent than working-age adult employment
outcomes on access to informal job information through neighborhood-based ties.

There is some support for this assertion in the network literature (for a
review of the literature on neighborhoods and social networks see Wellman and
Leighton [1979]). For example, Oliver (1988) studied the structure and character-
istics of social support networks among adult black residents from three Los
Angeles communities—one of which is a poor central-city area. He found that
in this area of poverty concentration roughly half of the ties reported by respon-
dents were extralocal, i.e., outside of the respondent’s neighborhood.4 While it
is unclear whether these social support networks actually tap access to job oppor-
tunities, they do suggest that the social support networks of inner city adult resi-
dents are not bounded exclusively by physical borders of neighborhoods.

Other studies from the social network literature on neighbor networks have
found that respondents living in high-income areas of Nashville, Tennessee, know
more neighbors than residents living in lower-income areas (Campbell and Lee
1992). However, the increased volume of social contacts who are neighbors in
affluent areas is frequently accompanied by greater superficial familiarity with
neighbors, and more frequent neighbor contact appears to occur in poorer areas
(Guest and Lee 1983; Fischer et al. 1977). If we assume that a preponderance
of jobs are found through acquaintances or weak ties (Granovetter 1995/1974),
then these findings suggest that residents of poorer neighborhoods will be at a
disadvantage since they tend to know fewer neighbors, and the neighbors they
do know tend to be friends, close friends, or family.

Another way that researcher’s have overcome the difficulties of measuring
the effect of neighborhood poverty on joblessness is to use the experiences of
participants in social mobility programs, specifically Section 8 recipients. The
most widely cited example is Rosenbaum and Popkin’s (1991) research on inner-
city public housing residents in Chicago who experienced a change in residential
location to the suburbs or non-poor areas of the city as a result of a court order
(Gautreaux v. Chicago Housing Authority) which required the local housing au-
thority to allocate rent vouchers to residents who had been unlawfully assigned
a public housing unit based on their race. Through a mailed questionnaire distrib-
uted in 1988, these researchers randomly sampled 342 voucher recipients, all of
whom were minority female heads of households. The participants who moved
to a nonminority area of the city were used in their analysis as a no-change control
group and were compared with movers who now live in the suburbs. Comparisons
between within-city movers and suburban movers is rationalized on the basis
that participants had limited discretion in their residential choice. The difference
between pre- and postemployment outcomes for both suburban and within-city
movers can be interpreted as the degree to which poverty concentration affects
joblessness.
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Rosenbaum and Popkin’s results indicate that 30.2% of within-city movers
were unemployed before moving but found employment after moving. Of those
participants employed after moving, suburban movers were 16% more likely to
be employed after moving than were within-city movers. Therefore, these results
indicate that adult black mothers from inner-city neighborhoods who undergo
an exogenous change in residential location do experience higher employment
levels.5

Unfortunately, these researchers did not report how respondents found their
new job. While the observed increase in work activity may be the result of greater
access to informal employment information, it may also be the result of a Haw-
thorne effect and/or a renewed sense of self-efficacy and opportunity prompted
by the receipt of a housing subsidy (for a review of shortcomings in the evaluation
of housing mobility programs see Briggs [1977]). In other words, it remains un-
clear from existing evaluations of housing mobility programs how neighborhoods
and poverty concentration affect levels of joblessness.

One way around these difficulties is to use data collected from recently
displaced workers. This setting provides the conditions of a ‘‘natural experi-
ment’’ whereby a population is exposed to a treatment; i.e., the exogenous shock
of a job loss, and the postdisplacement experiences of workers, most notably their
ability to find employment through neighbors that supply informal employment
information, can be linked to the socioeconomic status of their communities. This
setting creates the necessary conditions to test whether neighborhood poverty
actually varies the flow of informal job information among neighbors without
having to worry about the problem of simultaneity or related issues associated
with the use of cross-sectional data.

The primary shortcoming of this strategy is generalizing the informal job
brokering experiences of dislocated workers who tend to live in nonpoor commu-
nities and have stable work histories to residents of poor urban communities who
frequently lack contact with the formal labor market. While this issue is impor-
tant, this external validity problem can be minimized by studying the experiences
of dislocated workers from an inner-city business.

To this end, this chapter analyzes the postdisplacement experiences of
workers who lost their job after an inner-city plant closing and examines whether
transmission of informal job information and finding a job through a neighbor
are associated with particular types of neighborhoods. This will be followed by
a test of whether effective informal job brokers are less likely to live in poorer
communities. Both empirical exercises will help gauge the degree to which neigh-
borhood poverty affects residents’ access to informal information about employ-
ment opportunities and may help explain why many inner city residents suffer
from weak labor force attachment. But before presenting the findings, it is neces-
sary to discuss the data and describe the variables and measures used in the
analysis.
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III. DATA SOURCES AND RESEARCH PROCEDURES

The data used in this analysis are the result of 95 interviews conducted with
dislocated workers who lost their jobs after a plant closing in 1993. In all, roughly
650 workers were affected. In-depth face-to-face and telephone interviews were
conducted with every living worker who had not retired, transferred to another
plant within the same company, or received disability insurance because of health
problems. Workers who reported any job search activity or were already working
at a new job, including enrollment in an educational program, were included in
the study. Also included were any respondents who had been dismissed by the
plant but were later hired by a different division of the same company. A 47%
response rate was obtained.6 Of the 95 workers interviewed, 38 were conducted
face-to-face and 57 over the phone.

The Reservoir Press,7 located on Chicago’s near south side, was the original
division of a multinational printing enterprise, manufacturing everything from
local telephone books to mail order catalogs and the New Testament. During its
illustrious 150� year history, the plant and many of its workers saw their em-
ployer become one of the world’s largest printing companies as industrial printing
was transformed from the old letterpress method to state-of-the-art off-set and
gravure printing. During the same period, many of these same workers saw the
neighborhood around the company grow into one of the city’s most concentrated
areas of black poverty.

Situated in the shadow of a large convention center and 1000 units of high-
rise public housing, the area surrounding the Reservoir Press is similar to many
poor urban communities around the nation. Once the home of such wealthy fami-
lies as Armour, Pullman, and Field, it is now one of the city’s poorest and least
populated areas. In 1989, almost 94% of the area’s residents were black, more
than 60% lived below the federal poverty line, and the great majority of the area’s
residents lived in Chicago Housing Authority complexes.

The company’s official explanation for closing the plant was the cancel-
ation of a contract which accounted for approximately 60% of the facility’s pro-
duction. The company also noted the factory’s unusual vertical design which
created inefficiencies in the production process (compared to newer, horizontally
designed facilities). Moreover, higher labor costs in Chicago compared to other
‘‘greenfield’’ production sites in neighboring states further legitimized the deci-
sion to close the plant and reassign the remaining contracts to other production
facilities.8

The decision to study the postdisplacement job search and informal job
brokering activities of workers from the Reservoir Press is the result of several
factors. First, access to the names, addresses, and phone numbers of all affected
employees made it considerably easier to conduct a systematic study (for a de-
tailed account of this research project see Reingold [1998]). Second, the exoge-
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nous shock of a job loss, simulating the conditions of a natural experiment, avoids
the problem of simultaneity. Third, these data allow for an analysis of the relation-
ship between the transmission of informal employment information and neighbor-
hood characteristics, whereas with traditional cross-sectional survey methods, it
would be very difficult, if not impossible, to assign community-level indicators
to individual cases at different residential locations and points in time, depending
on when and where this employment information was exchanged. Fourth, the
immediacy of a plant closing and the response of those affected workers to search
for employment creates an excellent environment for conducting research on in-
formal labor market activities. Not only does it help overcome some retrospective
memory problems, but it also allows for more detailed and nuanced questions
concerning the exchange of informal labor market information.

Since this research is designed as an exploratory case study and not a ran-
dom sample of the general population, concerns over its external validity are
minimized. It is important to note, however, that the Reservoir Press has a number
of desirable properties which make the experiences of its workers similar to those
of the larger universe of dislocated workers and other laborers in traditional rust-
belt industrial urban centers. First, the firm is located in a dynamic and diverse
labor economy which is not dependent on any one firm or industry. Second, none
of the workers belonged to a formal labor organization. Third, the printing busi-
ness is not traditionally thought of as belonging to a trade-sensitive industry. All
of these characteristics make the circumstances of the affected Reservoir employ-
ees similar to those of the general population of displaced workers, as well as
to other employees in the manufacturing sector of similar urban centers.

It is important to note that the typical Reservoir employee is much closer
to the stereotypical image of a traditional blue-collar worker than a member of
the urban underclass. This places limits on the degree to which the experiences
of these workers can be generalized to inner-city residents. However, if the post-
displacement outcomes of Reservoir workers are affected by the socioeconomic
composition of their neighborhood, and the ability of neighbors to informally
broker employment opportunities, then a stronger case could be made to support
the hypothesis that concentrated poverty increases joblessness.

The dependent variable in the analysis is whether respondents found their
current job through word of mouth and whether their personal contact was a
neighbor. These measures are supplemented with several indicators of the respon-
dents’ ability and/or willingness to transmit job information. Respondents were
also asked if they helped others in their job search, as well as the total number
of individuals assisted, and the number of people who were eventually hired as a
result of the respondent’s help. The independent variables in the analysis include
several individual-level characteristics, such as sex, age, education, and race. In
addition, community-level indicators were extracted from the 1990 decennial
census. Each respondent was then assigned the characteristics of the community
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in which s/he lived at the time of his/her job search.9 The community-level mea-
sures in the analysis include the percentage of black residents, the percentage of
residents below the federal poverty line, and the percentage of residents who are
unemployed.

The basic strategy used to analyze the data is to look at differences in
neighborhood-level characteristics between those respondents who found their
most current job through the help of a neighbor and those who did not. Similarly,
differences in neighborhood characteristics and the ability and willingness to ex-
change informal job information is also analyzed. Both empirical exercises will
further our understanding of whether neighborhood poverty increases unemploy-
ment by disconnecting residents from word-of-mouth employment information.

IV. FINDINGS AND DISCUSSION

Table 1 presents the average characteristics of respondents. As these figures illus-
trate, the typical employee of the Reservoir Press, regardless of race, was a mid-
dle-aged married man with a high school education and almost 29 years of work
experience with this one employer. A little more than one-third of the respondents
lived in Chicago, and 57.9% lived in surrounding suburbs. Almost 82% of the
black respondents were city residents and lived in communities that were almost
exclusively black. In 1990, the average poverty rate for these communities was
20.8% and had an average unemployment rate of 16.7%. In contrast, the majority
of white respondents were suburban dwellers and lived in communities where
two-thirds of the population was also white. These communities had an average
poverty and unemployment rate that was half that of the communities where
black respondents lived. Given Chicago’s notorious reputation as one of the na-
tions most segregated cities, it is not surprising to find that these respondents
also lived in highly segregated communities that have significant differences in
their rates of poverty and unemployment.

At the Reservoir plant, most respondents were skilled blue-collar workers
who either operated the printing presses and binding equipment or repaired the
plant’s machinery. Several of these workers were also involved in pre-press oper-
ations, such as cylinder making and color coordination. A number of the semi-
skilled workers were fork-lift operators or machine operator helpers. Unskilled
workers were mostly material handlers. They were responsible for moving, stack-
ing, and taking away the finished product as it came off binding and printing
machines. The average hourly wage across all occupations was $18.10.

As the figures indicate, whites earned, on average, $4.65 per hour more
than blacks. This is a result of a segregated work force at the Reservoir plant
where blacks were more likely to occupy lower-paid unskilled and semiskilled
positions and whites filled the higher-paid skilled and supervisory occupations.
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Table 1 Average Characteristics of Respondents

All White Black

Average age 51.2 51.7 50.1
Percentage female 9.5 3.3** 21.9
Percentage married 73.7 82.0** 59.4
Average years of education 12.9 13.0 12.7
Residential location

City 34.7 11.5** 81.3
Suburb 57.9 78.7** 15.6
Other 7.4 9.8 3.1

Community characteristics
Percentage poor 9.3 3.3** 20.8
Percentage unemployed 8.7 4.5** 16.7
Percentage black 33.6 6.9** 85.1

Average years at Reservoir 28.7 30.1* 26.9
Last Reservoir occupationa

Unskilled 8.4 0** 25.0
Semiskilled 32.6 23.0** 50.0
Skilled 38.9 52.5** 12.5
Clerical/sales/service 6.3 6.6 6.3
Supervisory 13.7 18.0* 6.3

Average Reservoir hourly wageb 18.10 19.87** 15.22
Percent currently employed 83.2 83.6 84.4
Current occupationa

Unskilled 27.5 24.5 34.6
Semiskilled 13.8 3.8** 34.6
Skilled 26.3 34.0** 7.7
Clerical/sales/service 18.8 22.6 11.5
Supervisory 13.8 15.1 11.5

Percent currently self-employed 14.8 18.9 7.4
Average current hourly wageb 10.49 11.23* 9.06
N 95 61 32

Sources: Compiled by author from interviews conducted with dislocated workers from the Reservoir
Press and U.S. Census (1989).
a Due to rounding error, percentages do not add up to 100%.
b Nonhourly employees were excluded from these calculations. The measure of average current hourly

wage and percentage self-employed only include employed respondents.
Two-tailed t-tests: * � p � .10; ** � p � .05; asterisks show contrast between white and black
respondents.
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However, most respondents, regardless of race, were able to find employment
after the plant closed, but postdisplacement wages were 40% below predisplace-
ment levels.10 The general pattern which accounts for some of these wage losses
is that large numbers of skilled and semiskilled Reservoir employees are currently
employed in much lower-paying unskilled positions.

Table 2 presents the most important method for finding respondents’ cur-
rent job.11 Roughly half of all employed respondents found their jobs through
word of mouth. This rate of finding jobs through friends and relatives is slightly
higher than prior research on dislocated workers (see literature cited in O’Regan
[1993]). Perhaps the questionnaire’s attention to the use of multiple job search
methods may account for some of this difference. Advertisements were the next
most important method for finding a job, followed by walkins and other sources;
these include finding jobs through organizations such as churches, schools, and
neighborhood associations. As for racial differences, blacks were slightly less
likely to have found their job through personal contacts or advertisements but
were more likely to use public employment agencies and other organizations. It
is also important to note that a significant number of respondents found jobs
without actively searching. In all, 28.8% of currently employed respondents re-
ported no job search activity (not shown in tables). This is relatively consistent
with other social survey research on the percentage of nonsearchers (Granovetter
1995/1974:142–44).

The relationship between the respondent and the personal contact responsi-
ble for helping him/her find a job was evenly divided among relatives, good
friends, friends, and acquaintances (see Table 3a). While blacks were slightly

Table 2 Most Important Method for Finding Current Job

Alla White Blacka

Personal contact 51.4 54.2 43.5
Advertisement 26.4 33.3** 13.0
Unsolicited application 11.1 10.4* 13.0
Other source 5.6 2.1 13.0
Public employment agencyb 4.2 0* 13.0
No method most important 1.4 0 4.3
N 72 48 23

Source: Compiled by author from interviews conducted with dislocated work-
ers from the Reservoir Press.
a Due to rounding error, percentages do not add up to 100%.
b No respondents found their current job through a private employment agency.
Two-tailed t-tests: * � p � .10; ** � p � .05; asterisks show contrast between
white and black respondents.
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Table 3a Relationship to Personal Contact Who
Was Most Important in Helping Respondent Find His/
Her Current Job

All White Black

Relative 23.8 20.7 25.0
Good friend 26.2 27.6 25.0
Friend 19.0 27.6** 0
Acquaintance 31.0 24.1 50.0
N 42 29 12

Source: Compiled by author from interviews conducted with
dislocated workers from the Reservoir Press.
Two-tailed t-tests: * � p � .10; ** � p � .05; asterisks show
contrast between white and black respondents.

more dependent on relatives for informal job brokering, the noticeable racial
difference is in the importance of acquaintances and friends. Among black re-
spondents who found their jobs through word of mouth, 50% of the personal
contacts were acquaintances, compared to 24.1% for whites. Similarly, no black
respondents who found their job through word of mouth relied on the help of a
friend, whereas 27.6% of the personal contacts who assisted white respondents
find jobs were friends.

Perhaps these findings reflect group differences in the definition of what
distinguishes good friends from friends and acquaintances. One way to investi-
gate this possibility is to compare the length of time a respondent knew his/her
personal contact and look at differences across race and the type of relationship.
For the most part, no substantial differences exist. Blacks who found their job
through an acquaintance knew their personal contact for an average of 6.5 years,
compared to 4.5 years for whites (not shown in tables). Similar differences exist
for relatives and friends. While the small sample size limits any definitive conclu-
sions, it appears that blacks from the Reservoir Press were much more reliant
on weak ties for access to the labor market than whites, who were more dependent
on friends.

Table 3b presents the average characteristics of personal contacts who most
directly helped respondents find their current job. In general, most respondents
knew their personal contact for extended periods of time. Almost all personal
contacts and respondents were from the same racial group, but a significant num-
ber of white respondents who found their current job through word of mouth
benefited from information that came from an individual who belonged to a dif-
ferent ethnic group. About a third of the respondents who used informal methods
to obtain their current job were assisted by former coworkers from the Reservoir
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Table 3b Selected Characteristics of Personal Contact Who Most Directly Helped
Respondent Find His/Her Current Job

All White Black

Average years known personal contact 19.9 20.7 17.8
Same race 94.9 96.2 91.7
Same ethnicity 78.8 66.7** 100
Lives in same neighborhood 32.5 33.3 33.3
Worked at the Reservoir Press 31.7 42.9** 8.3
Supervisor at Reservoir Press 9.8 10.7 8.3
Works at firm of current job 70.0 71.0 58.3
Works in printing industry 28.2 38.5** 8.3
N 42 29 12

Source: Compiled by author from interviews conducted with dislocated workers from the Reservoir
Press.
Two-tailed t-tests: * � p � .10; ** � p � .05; asterisks show contrast between white and black
respondents.

Press. Some of these contacts had been laid off around the same time as the
respondent, while others had left many years earlier and, when they heard of the
plant closing, contacted former coworkers (or were contacted by them) about
possible employment opportunities. All of these latter contacts had remained in
the area, working for other printing companies, and most were in supervisory
positions that enabled them to directly influence hiring decisions. Since many of
these contacts were white, they tended to assist ex-coworkers who also were
white. As a result, 42.9% of the personal contacts used by whites had worked
for the Reservoir Press whereas only 8.3% of personal contacts used by blacks
had worked for the company.

It is worth noting, at this time, that respondents who had several work
experiences before their first Reservoir job were no more likely to find work
through word of mouth than those who had worked their entire careers for this
one employer. Contacts from former jobs (aside from those at the Reservoir plant)
played no role in helping any respondents find work. Therefore, in these data it
does not appear that ‘‘staying too long in one’s job . . . forecloses future mobility
by truncating the pool of personal contacts one might otherwise have built up’’
(Granovetter 1995/1974:85).

As for the importance of neighbors in the job brokering process, 32.5% of
respondents who found their current job through word of mouth were directly
helped by someone who also lived in the respondent’s community. This is true
for both black and white respondents. These figures are fairly consistent with the
Johnson et al.’s findings discussed above which found that 32.7% of whites and
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28.4% of black women who found their current job through word-of-mouth were
assisted by neighbors (1996).

To investigate the possibility that finding a job through a neighbor is associ-
ated with a community’s poverty level and unemployment rate, Table 4 presents
the average community-level characteristics for respondents who found their jobs
through a neighbor compared to those who found their jobs through other meth-
ods and those who are not working. These figures indicate that respondents who
found their jobs through neighbors do not live in communities that are dramati-
cally different from those who found their job through some other method or
those who were not working.12 Overall, respondents who found their current job
through a neighbor lived in communities with a poverty rate of 10.2%, an unem-
ployment rate of 8.3%, and a black population of 31.1%. In contrast, respondents
who found their current job through other methods lived in communities with a

Table 4 Average Characteristics of Respondents’ Community Area by Method of
Finding Current Job

Community area Community area Percentage
poverty level unemployment rate of blacks in

(%) (%) community area N

All
Found current job through 10.2 8.3 31.1 12

neighbor
Found current job through 9.4 8.9 34.2 66

other methods
Not working 8.3 8.4 33.1 16

Whites
Found current job through 4.1 4.7 12.0 8

neighbor
Found current job through 2.9* 4.2* 5.6 42

other methods
Not working 4.5 5.9 8.1 10

Blacks
Found current job through 22.2 15.5 69.2 4

neighbor
Found current job through 21.5 17.6 87.6 23

other methods
Not working 16.6 13.6 86.0 5

Source: Compiled by author from interviews conducted with dislocated workers from the Reservoir
Press and U.S. Census (1989).
Two-tailed t-tests: * � p � .10; ** � p � .05.
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poverty rate of 9.4%, an unemployment rate of 8.9%, and a black population of
34.2%. Finally, respondents who were not working lived in communities with a
poverty rate of 8.3%, an unemployment rate of 8.4%, and a black population of
33.1%.

To confirm the hypothesis that neighborhood poverty increases unemploy-
ment by limiting access to informal employment information, we would expect
to find lower rates of poverty and unemployment in those communities where
respondents who found their job through a neighbor reside. Clearly, these mini-
mal differences do not support the notion that neighborhood poverty decreased
the likelihood of finding a job through a community member.

The results do not change much when the analysis is done separately for
blacks and whites. However, it does appear that blacks who found their current
jobs through neighbors lived in more racially integrated communities than did
those who found their job through some other method or those who were not
working. Specifically, blacks who found their jobs through a neighbor lived in
communities in which 69.2% of their community were black whereas those who
found their job through other methods or were not working lived in communities
where 87.6% and 86.0% of their communities were black, respectively. While
the small number of cases in these categories prevents these differences from
being statistically significant, they do suggest that more racially integrated hous-
ing patterns provide blacks with greater access to informal employment informa-
tion through neighbors. However, support for this possibility is weakened, since
almost all of the neighbors who helped black respondents find jobs were also
black.

To further investigate the possibility that neighborhood level poverty may
increase unemployment by limiting access to informal employment information,
an analysis of respondents’ job brokering activity is presented in Tables 5 and
6. In general, roughly half of all respondents, regardless of race, had informally
helped an ex-coworker in his/her job search since the plant had closed. Respon-
dents assisted an average of six different people, while more than two thirds of
all respondents helped someone get a job.13 Black respondents were considerably
more likely than white respondents to have brokered a successful match between
a job seeker and job vacancy.

Again, for these results to be consistent with the hypothesis that neighbor-
hood poverty increases unemployment by limiting access to informal employ-
ment information, we would expect to find ‘‘good’’ job brokers living in commu-
nities with less poverty and unemployment and ‘‘bad’’ job brokers residing in
communities with higher rates of poverty and unemployment. The results suggest
that if any differences exist, they are in the opposite direction. That is, respondents
who helped others find a job lived in communities with higher poverty and unem-
ployment rates compared to respondents who did not offer similar assistance.



526 Reingold

Table 5 Respondents’ Job Brokering Activity (number of cases in parenthesis)

All White Black

Percentage who helped others 49.4 (85) 52.6 (57) 48.1 (27)
in job search

Average number of people 6.5 (42) 6.2 (30) 7.2 (12)
helped in job search

Percentage who helped others 67.6 (37) 57.7** (26) 90.9 (11)
find a job

Source: Compiled by author from interviews conducted with dislocated workers from the Reservoir
Press.
Two-tailed t-tests: * � p � .10; ** � p � .05; asterisks show contrast between white and black
respondents.

Table 6 Average Characteristics of Respondents’ Community Area by Job Brokering
Activity

Community area Community area Percentage
poverty level unemployment rate of blacks in

(%) (%) community area N

All
Helped others in job search 9.4 8.5 29.9 43
Didn’t help others in job search 9.3 8.9 36.6 41
Helped others find job 9.8* 9.4 36.4 25
Didn’t help others find job 4.1 4.9 10.1 12
White
Helped others in job search 3.0 4.3 4.4 30
Didn’t help others in job search 3.9 4.8 10.6 26
Helped others find job 3.7 4.9 3.5 15
Didn’t help others find job 2.4 3.8 2.0 11
Black
Helped others in job search 24.1 18.2 88.7 13
Didn’t help others in job search 19.9 17.0 87.3 15
Helped others find job 19.0 16.2 85.9 10
Didn’t help others find job 23.0 17.0 99.0 1

Source: Compiled by author from interviews conducted with dislocated workers from the Reservoir
Press and U.S. Census (1989).
Two-tailed t-tests: * � p � .10; ** � p � .05.
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For example, black respondents who helped others in their job search lived in
communities where 24.1% of the population were poor and 18.2% were unem-
ployed, whereas black respondents who did not help others in their job search
lived in communities where 19.9% of the population were poor and 17.0% were
unemployed. Similarly, black respondents who helped others find a job lived in
communities where 19% of the population were poor and 16.2% were unem-
ployed, whereas black respondents who did not help others find a job lived in
communities with a poverty rate of 23% and an unemployment rate of 17%.
While successful black job brokers tended to live in slightly less racially segre-
gated communities (85.9% black compared to 99% black), the difference is not
statistically significant.

Overall, these results suggest that for dislocated workers from the Reservoir
Press finding a job through a neighbor is not closely associated with neighborhood
poverty or unemployment. How can we reconcile these results with the research
discussed at the beginning of this chapter which shows that at the aggregate-
level youth unemployment increases with poverty concentration? The most obvi-
ous answer is that access to the labor market through social networks operates
differently depending on age. As noted previously, it is possible that as individu-
als enter adulthood, their social networks become less and less defined by geogra-
phy. Teenagers begin with networks that are almost exclusively bound by the
community in which they reside. As they and other members from their childhood
network become older, establishing their own households in different locales,
network composition becomes less bounded by a particular residential commu-
nity. Therefore, it is possible that youth unemployment is negatively affected by
neighborhood poverty at the same time that working-age adult unemployment is
either marginally affected or has no impact.14

This raises an interesting question of whether growing up in communities
with high levels of concentrated poverty reduces employment opportunities later
in life by truncating the number of contacts in one’s social network that could
provide access to labor market opportunities in the future. It is not difficult to
imagine an individual who has grown up in an urban ghetto and is shut out of
word-of-mouth employment opportunities later in life, since his/her childhood
network is largely composed of similar individuals who are also weakly attached
to the labor market. Unfortunately, the design of the current study and its lack
of lifelong longitudinal data on residential location does not permit an investiga-
tion of this hypothesis.

It is also possible that concentrated poverty does limit adult labor market
access by isolating individuals from word-of-mouth employment information but
only after a community’s level of poverty concentration reaches a particular
threshold. If only a few respondents from the Reservoir Press lived in communi-
ties that surpassed this hypothetical level of concentrated poverty needed to ob-
serve the constriction of informal job brokering, then the lack of a significant
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relationship between neighborhood poverty and access to informal job informa-
tion may simply be an artifact of the data and not a shortcoming of the theory.
While some research has found nonlinear effects on the structure and composition
of social networks (Fernandez and Harris 1992), as well as on school dropout
rates and teenage childbearing (Crane 1991), it is unclear whether such effects
exist for receipt and/or transmission of informal employment information.

V. CONCLUSION

The role of social networks as a mediating mechanism for the rise of ghetto
joblessness has received considerable attention by social scientists and policy
makers. To move this discussion forward, this paper uses data from interviews
with dislocated workers who lost their job as a result of an inner city plant closing
to systematically analyze the relationship between neighborhood poverty and
finding jobs through community ties. The postdisplacement experiences of the
Reservoir Press employees suggests that communities with a higher proportion
of employed adults do not necessarily provide greater access or flow of informal
job information. Accordingly, the exchange of successful job information may
not be substantially lower in highly concentrated poverty communities.

The implications of these findings suggest that explanations of increased
inner-city joblessness, other than the hypothesized mismatch between job seekers
and informal job brokers, need to be given more consideration. These include
employer discrimination (Kirschenman and Neckerman 1991; Kasinitz 1992;
Wilson 1996; Turner 1997), residential segregation (Massey and Denton 1993),
and the deindustrialization of the urban employment base from goods-producing
manufacturing sectors to the knowledge intensive service sectors (Wilson 1987;
Kasarda, 1989, 1995).

These findings also suggest that the benefits associated with housing poli-
cies designed to move mostly black inner city residents to mostly white suburban
communities, such as the Section 8 program and scattered site public housing,
are likely not the result of increased access to informal job networks. As noted
above, other plausible explanations include a Hawthorne effect and/or a renewed
sense of self-efficacy and opportunity prompted by an exogenous change in resi-
dential location. Unfortunately, the preceding analysis is unable to test either of
these other possible explanations.

Before concluding, it is important to mention the limitations of the data
used in this paper. First, the case study design limits the use of these findings to
draw inferences about urban labor markets in general. While there are many
similarities between the respondents in this study and the larger universe of dislo-
cated workers, as well as workers in traditional rust belt cities, it is unclear
whether these results can be generalized to residents of the inner city. Second,
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the small number of respondents compared to large-scale cross-sectional social
science surveys is a source of concern. Although this data may not suffer from
some of the reliability problems that frequently plague larger data collection ef-
forts, it is unknown whether the experiences of these workers are unique. Lastly,
the low response rate may further skew the results; however, the emotional nature
of plant closings and job loss makes the task of achieving a high response rate
difficult.

Given these shortcomings, future research should improve on the present
effort by systematically investigating whether inner-city joblessness has in fact
increased as a result of poverty concentration through lack of access to informal
employment information. Clearly, more needs to be learned of the structural con-
straints which limit economic opportunity in modern urban centers. The role of
social networks as a mediating mechanism in fostering high unemployment and
other social ills is too often investigated as a residual explanation. That is, more
research is needed that directly tests the significance of social networks in de-
termining economic and social outcomes. Such efforts will be invaluable to social
scientists and policy makers as they struggle to understand the causes of contem-
porary urban poverty.

ENDNOTES

1. The extent to which participants in these programs actually experience a dramatic
change in the status of their neighborhoods is subject to interpretation. In Chicago,
for example, a recent study conducted by researchers at the University of Illinois
at Chicago found that families using Section 8 vouchers to find private apartments
are clustered in communities with black populations over 90% and where there are
also large concentrations of poverty (McRoberts 1997).

2. Ethnographic studies of ghetto communities conducted in Baltimore show that many
residents are faced with the difficult task of raising children in a dangerous and
unpredictable environment (Furstenberg 1993). To ‘‘protect’’ themselves and their
children, parents develop an ‘‘individualistic strategy of family management’’
whereby parents try to segregate their children from the surrounding community,
insulating them from the potentially harmful environment. This may result in at-
tempts by parents to teach their ‘‘children to resist the local culture, encouraging
them to feel different from (and better than) their neighbors. Other parents, less
confident in their ability to internalize their values, maintain a tighter rein of control.
. . . These parents are extremely wary of entrusting their children to the care of
others, especially others in the immediate neighborhood’’ (Furstenberg 1993:238–
239). The tendency of some inner-city residents and families to insulate themselves
from an uncertain environment may mean that they are less likely to interact with
neighbors. Moreover, these adaptive risk management strategies may tend to in-
crease the level of distrust among neighbors and eliminate any willingness to trans-
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mit job information to other community members. This may be particularly true
among the more established and economically successful residents who may also
be more likely to know of employment opportunities.

3. The increased use of informal job search methods among Hispanics is likely the
result of language barriers, limiting the use of formal job search methods.

4. Modest differences were found in the spatial distribution of social ties by levels of
neighborhood poverty concentration. Residents of an economically heterogeneous
inner city area, as well as residents from a working- and middle-class black suburb,
reported social support networks where extralocal ties accounted for 62% and 59%,
respectively. While these figures illustrate that residing in areas of poverty concentra-
tion is likely to increase dependence on neighbors for social support, the magnitude
of these differences is relatively small.

5. A related stream of research has studied the impact of mixed-income housing on
the life chances of low-income tenants (for a review of the most recent findings on
these housing programs see Schwartz and Tajbakhsh [1997]). Preliminary results
suggest that mixed-income housing programs do not increase low-income tenants’
employment rates or access to informal employment information.

6. It is important to note that other dislocated worker surveys have been able to achieve
much higher response rates (see, for example, Ashton and Iadicola [1989]). Most
of these data collection efforts have been conducted on unionized workers. This is
in part because unions are often interested in sponsoring such research. Documenting
the negative consequences of job loss can be used to increase leverage in future
negotiations. It can also be used in legal conflicts between affected workers and their
previous employer. In general, labor organizations provide legitimacy to dislocated
worker surveys, and may even directly encourage (and even compensate) members
who participate. The downside of studying unionized workers is that they constitute
only a small fraction of the American work force, and are not terribly representative
of workers in general.

7. The actual name of the company has been changed to ensure the anonymity of the
respondents.

8. Even though the decision to close the plant did not come until 1993, the number of
employees at this facility had been declining for the past 25 years. At its height in
the early-1970s, this facility employed more than 7000 people. As old contracts
expired, new contracts were diverted to other newly constructed or acquired plants
that were perceived as more efficient. It is interesting to note that the timing of this
decline began soon after the civil disturbances of the late 1960s—some of which
occurred in the same neighborhood as the Reservoir Press.

9. For respondents who live in Chicago, the community-level unit of analysis is the
community area, whereas noncity respondents were assigned the characteristics of
their suburbs or townships. All of these localities usually incorporate several census
tracts. While these units do not perfectly capture the ecological boundaries of actual
communities, they do provide a reasonable portrait of the area in which respondents
reside.

10. These losses are consistent with other research on dislocated workers (see, for exam-
ple, Hamermesh [1989]; Jacobson et al. [1993a,b]). This research has shown that
some of the difference in pre- and postdisplacement wage levels can be explained
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by firm-specific skills, efficiency wages, and implicit contracts. The firm-specific
hypothesis states that many displaced workers are thought to possess skills that are
especially suited for their old positions and these skills in their new position do not
translate into equivalent productivity gains. These firm-specific skills, it is argued,
prevent dislocated workers from finding employment at similar rates of compensa-
tion since their skills have no external demand. As for the efficiency wage hypothe-
sis, dislocated workers frequently received wage premiums in their previous position
either because of the threat of unionization or because such premiums raised worker
productivity on their old job. These efficiency wage arguments assume that workers’
productivity depends in part on their wages. Higher than market-clearing wages not
only increase unemployment for others, but increase the costs of being fired and
help deter shirking. Lastly, dislocated workers may experience large earning losses
due to their involvement in implicit contracts while employed in their predisplaced
jobs. This concept implies a nonbinding commitment in which the employer offers
benefits such as above market wages, long-term employment, and above-average
working conditions in exchange for the employee’s understanding that he/she will
forgo shirking and/or quit for better opportunities.

11. In order to avoid underestimating the importance of finding jobs through word of
mouth, respondents were asked to name and rank all of the job search methods used
in obtaining their current job. Since only a few respondents reported using multiple
job search methods, these figures are based on the method the respondent considered
most important in finding his/her current job. It is also important to note that several
respondents were working multiple jobs. In these cases, the most important job (ei-
ther in terms of hours or wages) is included in this analysis.

12. Only two respondents changed residential location at the time of the interview. Each
found his/her new job while still living at his/her old address, and as a consequence,
were assigned the community characteristics of this residential location.

13. The measure of helping others find a job likely contains some measurement error
since some respondents were not aware of whether their job search assistance pro-
duced a job offer and whether that offer was accepted.

14. An analysis of respondents’ average age by job finding method does provide some
support for this hypothesis (not shown in tables). On average, respondent’s who
found their job through a neighbor were 48 years old, compared to respondents who
found their job through some other method were 54 years old. This difference is
statistically significant at the p � .10 level.
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But in the increasing returns case, laissez-faire gives no guarantee that the
‘‘fittest’’ technology (in the long run case) will the one that survives.
—W. Brian Arthur (1994:27)

I. INTRODUCTION

Besides enumerating and explaining a number of ways that dynamic increasing
returns might be achieved, this paper discusses the application of competition
policy, regulatory policy, intellectual property rights, and industrial policy to
those segments of the computer industry thought to exhibit this behavior. The
assumption behind the analysis and discussion contained herein is that some rea-
sonable policy goals are as follows: to increase production (but not above efficient
levels) while minimizing costs, and to mitigate the potential lock-in effects asso-
ciated with dynamic returns. Equity goals, such as income distribution, may be
just as important if not more so as a matter of policy, but they are much more
complicated to consider particularly when the knowledge base in this new theoret-
ical arena is so minuscule. This analysis will serve more to open the subject up
for discussion rather than to provide systematic evidence as to the appropriate
policies. There is not enough known yet as to whether the theory has general
applicability to a large segment of American industry, although casual observa-
tion strongly suggests that it does have great importance in some critical technolo-
gies, including semiconductors and software.
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Increasing returns was at least foreshadowed, if not adequately theorized,
by Adam Smith (1776, reprinted 1910), who noted that the division of labor is
limited by the extent of the market. Smith advanced his economic ideas as West-
ern society changed from an agricultural epoch to the inaugural of the industrial
era. As this age in turn changed into a more advanced industrial age marked by
large-scale industry rather than small local pin factories, Marshall and others
developed the notion of economies of scale as well as the concepts of internal
and external returns to scale. As this era now changes into a technological age,
the notion of dynamic increasing returns is being developed to describe the char-
acteristics of what are probably the most productive industries of this period in
terms of economic output.1 In Internet jargon, one might say that this theory is
under ‘‘heavy construction,’’ and all of its implications are not yet fully known.
However, it is important to understand the policy as well as the theoretical impli-
cations of dynamic returns.

II. BACKGROUND

Smith argued that competition would work to society’s advantage in advancing
public policy in the dawning industrial age of his time when policies promoting
cartels and mercantilism were no longer useful. Later, when large-scale industry
and monopoly became a concern, trust busting and monopoly regulation were
used to advance public policy (at least in the United States). In fact, the static
increasing returns to scale literature teaches that competition is not compatible
with increasing returns, i.e., the ‘‘core’’ is empty.2 However, when many of those
industries believed to be characterized by dynamic returns (for example, ad-
vanced electronics and electronics products such as semiconductors, computers,
communications equipment and software)3 are examined, one observes what ap-
pears to be unrelenting competition, even in those cases where government aid
in one form or another is provided to all the competitors. In fact, product cycles
may be so short that patents are useless.4 This is not compatible with economists’
old and somewhat outdated understanding of increasing returns industries repre-
sented by huge power plants, railroads, telephone lines, and pipelines. The theory
of monopolistic competition, which trade theorists such as Paul Krugman (1991),
as well as endogenous growth theorists (Gene M. Grossman and Elhanan Help-
man, 1991) use in order to get around the technical modeling problems of static
increasing returns, does not appear to be compatible with real-world observations
of increasing returns industries. Furthermore, W. Brian Arthur (1990a) argues
that there are cases in which agglomeration economies in the regional location
of industries grant increasing returns but do not imply monopoly, and that his
results should be transferable to other circumstances.5
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The theory of dynamic returns conjectures a disequilibrium hypothesis
rather than making use of the neoclassical Newtonian equilibrium. Thus it is
extraordinarily hard to model and test empirically. To a large extent, this theory
is based upon the physics of thermodynamics. In fact, these new concepts of
economic growth and behavior may have as much to do with a movement to a
thermodynamic rather than a Newtonian metaphor in science and social science
philosophies as they do with observations of the changes in the economy.

III. THEORY AND SOURCES OF DYNAMIC RETURNS

Nicolas Kaldor equated ‘‘dynamic economies of scale’’ to ‘‘learning by doing’’
(Kaldor 1972, in Buchanan 1993:85–105; see also Arrow 1962). Indeed, this is
part of the story, but not the entire story. Arthur (1988) posits a self-reinforcing,
dynamical economic system in which dynamic increasing returns (but no longer
simply returns to scale) lead to the following possibilities: (1) multiple equilibria,
or a technological solution is picked that is not necessarily the best choice; (2)
dynamic inefficiency if the winning technology is inferior to the losing technol-
ogy; (3) lock-in, or inability to exit the dominant technology, even if there is a
more efficient one available; and (4) path dependence,6 or a prevailing solution
which is determined as much by historical events as purely rational action.

A. Mathematics of Increasing Returns

Mathematically, the engineering and economic concept of returns to scale is
simply the change in output due to a change in an index of inputs. The economics
of increasing returns to scale implies a production function in which a propor-
tional change in the units of input results in a greater than proportional increase
in output. Formally, a production function for an industry may be defined as
follows:

Q � f (L, K, H )

and is homogeneous of degree h at time period 1 where Q � output, K � capital
input, L � labor input, and H � human capital.

If inputs are increased in proportion at time period 2 such that:

ohQ � f(cL, cK, cH )

then there are increasing returns to scale if h � 1, decreasing returns to scale if
h � 1, and constant returns to scale if h � 1. Or, to state it simply, if inputs are
doubled, outputs will double under constant returns, more than double under
increasing returns, and less than double under decreasing returns. Note that vary-
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ing returns are also possible. Varying returns, as the designation implies, posit
a nonconstant ‘‘h.’’

It should be noted that the relative simplicity of the mathematical produc-
tion function belies the empirical difficulties in its estimation. In addition to the
inherent accounting and measurement problems, available data are restricted to
actual rather than potential production. Aside from the major inputs of capital
and labor, it may be difficult to properly identify as well as quantify the additional
inputs necessary for production. Human capital is particularly difficult to quantify
(Mankiw et al. 1992).7 Furthermore, the mix may change over time, and business
cycles and other macroeconomic phenomena will also affect output. Finally, the
level of abstraction inherent in the model, and the apparent mathematical restric-
tions, as found in previous attempts at empirical estimation, are problematic.

These are merely some problems with the production function. The dy-
namic increasing returns concept is realistically a dynamics problem, with a time
variable present, while the traditional mathematical characterization of the pro-
duction function and the most common measurement tools are essentially static.
Furthermore, when cost, output, and pricing are all put into play, it is discovered
that the concept of increasing returns is not compatible with any notion of pure
competition, but tools for dealing with oligopoly are too underdeveloped to cope
with the problem very well.

B. Pricing and Dynamic Returns

While beyond the scope of this paper, the pricing decisions of industries charac-
terized by dynamic increasing returns are quite important. Economic theory ar-
gues that sunk costs are bygones; only decisions at the margin matter. However,
there is the issue of discerning and measuring the proper costs to consider in a
marginal analysis. The marginal cost of the new technology includes all fixed
costs involved in setup, while the marginal cost of the old technology may include
only what it costs to operate it. Therefore, the time period over which costs are
measured is crucial. Also, particularly if the technology product is an intermediate
good rather than a consumer good, the savings in costs from adopting the new
technology must be measured. This suggests cost-benefit analysis.

No competitive equilibrium price exists in an increasing returns world of
either the static or dynamic variety characterized by more than one producer.8

This phenomenon was characterized earlier as ‘‘empty core’’ theory. Again, this
theory posits a circumstance (generally, but not necessarily, characterized by oli-
gopoly or monopolistic competition) which exists because no stable coalitions
can be formed; i.e., there is too much competition for the market. This suggests
that government intervention in the production of the good or service, or even
actual production by the government, may not result in a price that is more ineffi-
cient than that resulting from the interplay of market forces, since the market
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will not enforce efficient pricing. Multiple equilibria can be explained by the
theory of the empty core. Note that a natural monopoly has a filled core, due to
the ability of producer and consumer to form stable coalitions, even though the
coalitions do not offer a competitive situation (thus, this structure is ‘‘second
best’’). In general, it is oligopolies that exhibit the phenomenon.

C. Sources of Increasing Returns

What are the factors that generate increasing returns? As referenced previously,
the classical and early neoclassical economists noted that the division of labor
is the historical foundation of increasing returns. Most of this century’s literature,
written while its authors witnessed the growth of industry into large-scale produc-
tion, has been devoted to economies to scale. Scale economies are available due
to high fixed costs and low marginal costs per unit of production, thus allowing
for the average cost to drop over a wide range of output. Only more recently has
the literature returned to the tradition of examining the division of labor, particu-
larly with regard to human capital. Theodore Schultz (1993:8), citing Allyn
Young’s approach (which, as he says, is based upon Adam Smith’s), lists a num-
ber of generalized generators of increasing returns beginning with the division
of labor.9 James Buchanan and Yong Yoon (1996) also take the approach of
examining the division of labor, but theirs is in a more classical tradition.

Economies of scale in production were viewed by most neoclassical econo-
mists as the primary, if not the sole, means of generating increasing returns of
any variety. In fact, the economics literature sometimes appears muddled in this
regard, with increasing returns to scale and economies of scale used interchange-
ably.

Economies of scale are important, but may no longer be the most important
means of generating dynamic increasing returns in a modern economy character-
ized by high-technology industries. The literature, as well as observations and
analysis of the production system, indicates that the following potential genera-
tors of nonconvexity can be specified:

1. Production economies which, as mentioned, consist of economies of
scale from large-scale production of a single product. In addition,
economies of scope from large-scale multiproduct production should
be included as a production economy.

2. Network externalities, or coordination effects where the addition of
a member to a network results not only in that member receiving a
gain in utility, but all members currently in the network benefit from
the addition of the new member up to a level at which it is no longer
beneficial for those not currently in the network to join (for example,
the Internet).10
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3. Learning effects, which improve products or lower costs over time.11

4. Adaptive expectations, whereby the presumed dominance of a partic-
ular product or service creates a self-fulfilling demand for that product
or service (also described by Arthur as informational increasing re-
turns).

5. Production standards, which are specified dimensions of production,
quality, and/or function which are imposed upon producers of a par-
ticular technology (or good or service) by government, trade associa-
tions, or other bodies for the purpose of standardization.

6. The existence of gateway technologies, which allow the interchange-
able use of two or more products or product designs.

7. Historical path dependence, or the summation of chance occurrences
over time.

8. Agglomeration economies, or economies derived from shared spa-
tially referenced inputs (economies of clustering, which include im-
provements in communication among suppliers, and among those
who work for competing interests).

9. Transfer economies, which are transactions economies derived from
location networks. These are similar to agglomeration economies, but
the emphasis is on trade among the networked parties.

10. Technological feedback (or autocatalytic) economies which allow ad-
vanced production quality and standards due to the enhanced quality
of inputs; that is, makers of inputs to a process supply higher and
higher quality inputs, which makes the outputs of higher and higher
quality, which creates greater demand for the outputs. This process
continuously feeds back into the system.

11. Organizational improvements within firms, industries, or economies.
This catch-all category includes improvements in internal manage-
ment structure, better communications between customers and firms,
improvements in institutional factors such as property law and en-
forcement, leadership for regional strategy development and other
things that enhance the production process over time.12

This list is not necessarily exhaustive. Furthermore, one would expect
multicollinearity among these listed variables. In addition, further analysis is
needed of cause and effect, particularly with regard to historical path dependence,
which some contend to be a property of nonconvex systems, rather than a cause
of the phenomenon (see Arthur 1989). Moreover, Levy (1992) notes that even
in principle, it is difficult to distinguish between returns to scale and technological
progress at the level of an industry or economy. Hence, one would expect even
more difficulty in empirically separating the various contributors to dynamic in-
creasing returns.
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Table 1 Contributions and Sources of Dynamic Scale Economies

External to External to
Internal to firm,b internal firm, external to

Contributions to increasing returns the firma to industry to industry

Production economies ✕

(scale and scope)
Network externalities ✕ ✕

Learning effects ✕ ✕ ✕

(R&D, training and education)
Adaptive expectations ✕ ✕

(informational increasing returns)
Production standards ✕

Gateway technologies ✕ ✕

Historical path dependence ✕ ✕

Agglomeration ✕ ✕

Transfer economies ✕ ✕

Technological feedback ✕

(autocatalytic economies)
Organizational ✕ ✕

a ‘‘Internal to the firm’’ is defined as those increasing returns that are generated internally.
b ‘‘External to the firm’’ is defined as those increasing returns that are generated externally, but influ-

ence a number of firms that are able to capture them. Note that property rights cannot always be
properly assigned to these returns to scale, with resultant market failure. Also, the concept of industry
presented here does not include input suppliers.

Table 1 indicates whether these factors are internal to the firm; that is,
generated internally, external to the firm but internal to the industry, external to
both the firm and the industry, or any possible combination of these. For example,
economies of scale and scope are always generated internally. On the other hand,
production standards are imposed upon (or self-imposed upon) entire industries
from outside the individual firm. Autocatalytic factors come into play from out-
side the firm and industry, if one assumes the industry in question is selling final
goods to consumers, rather than inputs to the process.13

The processes, which link these causal variables to the inputs in production
function(s), are not well known and are a part of current research efforts into the
theory of dynamic returns. What is known is that these variables will act to aug-
ment the inputs of human capital, labor, and physical capital in various ways.

D. Dynamic Returns: Both Positive and Negative Effects

The primary benefits of dynamic returns are quite obvious—more goods and
services at lower and lower production costs over time. One might wonder if
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there is anything at all problematic with this. There is an obstacle to economic
nirvana that concerns policy analysts, as one might expect, or at least there is in
theory. This is the phenomenon known as ‘‘lock-in.’’That is, as mentioned ear-
lier, a particular inferior technology may become ‘‘locked in’’ to the production
process while more dynamically efficient technologies are available.14

The existence of dynamic returns lowers per unit costs of a good or service.
This makes it more attractive to produce and consume (in fact, dynamic increas-
ing returns may be viewed as a positive externality). While this would normally
appear to have great benefit to society (once it can come to grips with the inherent
pricing problems), there may also be adverse side effects in the long run. Society
may lock in to an inferior and more expensive technology and fail to develop a
newer technology.

How might this happen, especially if the newer technology could also be
produced under dynamic increasing returns? Production under older technology
is likely to be at a point which is further down the firm or industry’s long run
average cost curve than the newer technology would be at its inception, and
existing producers of the old are unwilling to convert to the new.15 It may be
possible that production using old technology has settled into a competitive equi-
librium, whereas the newer technology can only be produced under non-equilib-
rium conditions (inefficient oligopoly where no coalitions are formed to bring
about a movement toward equilibrium). Finally, existing institutional arrange-
ments within organizations may hamper the ability to adopt the new technology.16

Bresnahan and Trajtenberg (1992) similarly argue that institutions display more
inertia than leading technologies, and as a ‘‘general-purpose technology’’ era
comes to a close, an economy may get stuck with the ‘‘wrong’’ institutions.17

There are two paths that are likely to be followed. First, the owners of the
new technology, hypothesizing that it will eventually supplant the old, could
adopt a pricing strategy that makes it competitive with, and possibly positioned
to replace, the old technology. However, this implies losses until a level of pro-
duction is reached to allow profits to be made. This pricing strategy depends
entirely upon the ‘‘deep pockets’’ of the potential producer as well as risk and
present value analyses. Hence, it can be seen that there is a potential for market
failure, whereby the free market does not adopt the production decision that is
most efficient in the long run, even though the short run decision appears efficient.
As Arthur et al. (1987) outline: ‘‘For non-ergodic systems—like competing tech-
nologies with sufficient increasing returns to adoption—these properties of the
macro-structure that emerge—non-predictability, potential non-superiority and
structural rigidity—appear to be common and to some degree inevitable.’’18

Arthur (1989a:717) argues that the positive feedback effects leading to po-
tential lock-in are derived from four sources: large fixed costs, learning effects,
coordination effects, and adaptation expectations. He further maintains that all
but the expectations effects are associated with high-technology products. Hence
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modern high-technology economies and sectors are presumed to be more likely
to show self-reinforcing mechanisms than traditional ones such as agriculture
and basic manufacturing.

It is still an open question as to whether the size of the firms that dominate
the industry plays any role in dynamic returns. Certainly large firms would be
more able to take advantage of traditional economies of scale and scope by being
able to bear large fixed costs. Zoltan Acs and David Audretsch (1990, Appendix
D) cite a Small Business Administration study which uses the Small Business
Innovation Data Base. In 1982, in the category of semiconductors and related
devices (SIC 3674), small firms had 29 innovations and large firms had 91. How-
ever, this is a rather dated study and may be skewed by merger activity if large
firms bought up small ones during the period. Furthermore, the entire database
shows that small business had 2104 innovations and large firms had 2834 during
the period.

IV. POLICY ANALYSIS OF DYNAMIC RETURNS
INDUSTRIES

A. Competition Policy

There are three policy options with respect to a perceived lack of competition
in the marketplace (or the exertion of market power by a monopoly or oligopoly):

1. Break up market power through the use of government’s legal powers
of antitrust or antimonopoly policy and enforce more competition.

2. Take a ‘‘hand-off’’ approach and leave the market alone, waiting for
the dynamics of the market to eventually create competition.

3. Use government regulation to set prices, conditions of service, stan-
dards, and other market variables of interest to consumers. This has traditionally
been done in the United States through the use of the regulatory agency.
All three of these options have philosophical supporters and detractors. There
are also those who generally consider themselves to be pragmatic and allow the
particular circumstances to decide which option is preferable.

Competition policy in the United States has historically been marked by
the public’s fear of monopoly power of large corporations and a confidence in
competition. Consequently, legal antitrust action has been used over much of the
past century to break up large firms with significant market power and to prevent
or alter the terms of merger agreements if the newly created firm increased con-
centration substantially. Where there were natural monopolies and oligopolies
such that this was not feasible, regulatory commissions were established to regu-
late these firms that operated in critical industries.

The first antitrust law in the US was the Sherman Act of 1890. The Clayton
Act of 1914 and the Federal Trade Commission Act of 1914 followed it. In addi-
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tion, as will be discussed below, there are a whole host of laws that regulate
privately owned monopolies and oligopolies. These include the Interstate Com-
merce Act of 1887, the Federal Power Act of 1921, The Federal Communications
Act of 1934 and the Natural Gas Act of 1938. Most, if not all, states now regulate
intrastate public utility monopolies.

The goal of US antitrust and regulatory intervention has been to enforce
(or to attempt to replicate) laissez-faire notions of economic competition against
what is perceived to be excesses of big business. U.S. antitrust laws can be viewed
as a means to restore ‘‘balance’’ in the marketplace by creating additional compe-
tition or preventing mergers that limit competition. The enforcement of these
laws has varied over the political cycle, as has the enforcement of administrative
regulations.

At present, U.S. antitrust laws, when they are strictly enforced at all, are
generally enforced only against some few horizontal mergers.19 Vertical mergers
are not seen to be a significant problem, except in the case of regulated companies
where vertical integration may possibly be used to evade regulation.20 In fact,
many U.S. economists believe vertical integration is efficient.21

This historical antitrust paradigm began to break down in the 1980s, with
the advent of global competition from well-crafted consumer durables and high
tech goods that poured into U.S. markets. The Merger Guidelines, first issued in
1984 and revised in 1992, set forth the government’s position as to how mergers
and acquisitions would be viewed from the standpoint of antitrust enforcement.
The fact of the matter is that there have been few large mergers challenged in
recent years, although there are often some agreements concerning divestiture
made with the Department of Justice prior to the mergers being approved. Fur-
thermore, there are no current challenges to those firms that have simply grown
large, even if they meet the Department of Justice thresholds for possessing sig-
nificant market power.

Large plant size does not appear to be necessary to capture dynamic returns,
particularly since simple economies of scale are no longer as important as they
once were. There are over 1200 semiconductor manufacturing plants in the world.
Semiconductor plants are not completely fungible, but the existence of this large
a number would appear to indicate that plant size is not as important as it is in
other industries, although it is certainly important for certain types of chips. Also,
computer technology often moves so fast that there may be little to be gained
by horizontal merger. For example, as Don Kash and Robert Rycroft (1996:8)
point out, none of the dominant manufacturers of the 5.25-in. floppy disk are
competitors today in the market for 3.5-in. disks.

However, there are large firms, such as Microsoft, that some investigators
believe to be anticompetitive, possessing significant market power and being will-
ing to use it. In fact, a case has been made that Microsoft’s Windows software,
the dominant computer operating system, was until recently an inferior technol-



U.S. Increasing-Returns Industry 545

ogy. Due to apparent strategic errors of Apple Computer as well as path depen-
dent processes, the major computer manufacturers (most of which are essentially
commodity producers at present, having adopted an open system by assembling
computers from others’ parts rather than crafting their own) continue to use the
Windows software. However, certain aspects of the Windows technology are
now believed to be virtually the same as the vaunted Apple technology was a
decade ago.

While evidence is scant, it would appear that a more stringent antitrust
policy toward large software manufacturers could be applied with favorable re-
sults, presuming the possible losses to society from monopolization and lock-in
of inferior technology.22 This is not without its drawbacks, including the fact that
in the fast-moving world of high technology, a giant may be displaced through
competition before the Department of Justice or Federal Trade Commission could
act, given Constitutional guarantees of due process. However, one should con-
sider that these companies are granted potential monopoly rights through govern-
ment-enforced intellectual property rights. While Bill Gates may complain that
the government is meddling in his business, he is not rushing to disavow his
copyrights.

However, the situation changes somewhat in other potential dynamic re-
turns industries such as the semiconductor industry, where dynamic forward pric-
ing behavior is common.23 At least with regard to DRAMs, which are more or
less ‘‘commodity chips’’ (as opposed to the technologically more advanced logic
chips), the Japanese industry caught up with and surpassed the U.S. industry. It
did so by protecting its home markets and exploiting economies in its ability to
sell to the open U.S. market as well as its own and European markets.24 This
implies increasing returns due to production economies as well as causes of a
more dynamic nature. Antitrust action in this industry may not be useful. Further-
more, the industry leaders change quite rapidly. ‘‘Moore’s law,’’ which is Gordon
Moore’s observation that the semiconductor chip’s capacity doubles every 18
months due to technological advances, has meant an 18-month product cycle in
the industry. Hence, antitrust policy must still be applied on a case-by-case basis.
There do not appear to be any general rules insofar as the application of antitrust
to dynamic returns industries.

B. Regulatory Policy

Current regulatory policy (or regulatory policy toward monopolies and oligopo-
lies, so as not to confuse it with environmental, health, and safety policy) is still
directed toward industries believed to be natural monopolies, but the old system
is breaking down. No industries subject to traditional regulation currently exist
where changing technology and markets have not forced changes in the regulatory
structure to allow more competition. This competition does not always extend
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to the retail customer, where congestion and other costs might quickly outweigh
the benefits of deregulation in many instances (i.e., one gas distribution and one
electric distribution system are all one neighborhood can usually stand).

Very high fixed costs and very low marginal costs mark traditional regu-
lated industries. The same is true of semiconductors to some degree. Software
is characterized by high R&D costs and very low costs of production. However,
the marketing of software is costly. Furthermore, competition among semicon-
ductors and software does not create congestion costs as would happen in certain
traditionally regulated industries, and eminent domain is not necessary for the
necessary property rights to deliver the product to the customer.

A good case can be made that regulated industries have become locked-
in to inferior technologies during certain periods of their history. It has been
argued that regulatory agencies have been partially responsible. Some also make
the argument that regulatory policy has been used to shield the industries from
competition and made the situation worse. However, there is the countervailing
argument that monopoly power leads to greater inefficiencies and society is stuck
with a second-best solution. The latter argument has generally prevailed, al-
though, as mentioned, more competition is becoming a reality in the traditionally
regulated industries.

Nothing in the current small body of literature on dynamic returns appears
to have implications for regulatory policy as practiced in the United States. How-
ever, there has been little focus on traditional regulated industries in this literature,
even though most of the industries cited (high-technology industries) strongly
affect the telecommunications business. Whether the current approach of in-
creased deregulation of traditional monopolies and large-scale oligopolies will
prove to be the last word in regulatory policy remains to be seen.

C. Intellectual Property Rights

Intellectual property rights include patents and copyrights. These rights, as noted
by Scherer and Ross (1990:620), were first granted in 15th-century Italy. In the
United States, they flow from Article I, Section 8 of the U.S. Constitution, which
states that Congress shall have the power ‘‘to promote the Progress of Science
and useful Arts, by securing for limited Times to Authors and Inventors the exclu-
sive Right to their respective Writings and Discoveries.’’

It is well known that intellectual property rights grant monopolies, some
of which have great value and others that do not. There are two major policy
aspects to intellectual property rights, international and domestic, and a large
number of issues within each. Interestingly, the United States awards patents to
the first to invest, while most countries award them to the first to file (Ostry and
Nelson 1995:89). There is great concern over international protection of intellec-
tual property rights and harmonization of laws as well as treaties to allow interna-
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tional enforcement. Ostry and Nelson (1995:91) advocate a regime in which both
foreign and domestic firms are treated similarly within a given country, regardless
of whether international harmonization of intellectual property rights takes place.
They also argue that a more open process is needed in the United States and that
the objective of harmonization should be more concerned with reducing transac-
tion costs rather than strengthening these rights.

It again appears that there is no cohesive policy applicable to all dynamic
returns industries insofar as either international or U.S. policy is concerned. Pat-
ents generally offer little protection in the dynamic world of the semiconductor
manufacturer, who, as noted, has to have new products on the market continu-
ously. This would also appear to carry over into computer manufacturing, where
the life cycle is very short. However, copyright protection for the software indus-
try is a different matter altogether. It is extremely simple and, more important,
very cheap to copy software and sell it in world markets.

D. Industrial Policy

Industrial policy is a set of ideas, the formalization of which is elusive. One
reason for this difficulty is that the term ‘‘industrial policy’’ has become a loaded
word that means different things to different people. Chalmers Johnson (1986:
201) argues that industrial policy is first of all an attitude and only then a matter
of technique. Others have written books describing their particular perceptions
of industrial policy. One simple definition is that an industrial policy is whatever
government’s policy toward industry is. This is too simple a definition from
which to draw useful policy conclusions. Reich (1987:114) suggests that a na-
tion’s industrial policy is the sum total of its microeconomic policies. This defini-
tion not only seems overly broad and virtually useless, but it also belies the con-
troversy on the subject. Few if any people would dispute the fact that government
has microeconomic policies and certainly most citizens would agree that govern-
ment should have microeconomic policies. The industrial policy controversy is
over the nature and extent of government’s involvement in the private economy
through its use of microeconomic policies. There are those who purport to oppose
industrial policy, but who are advocates of various interventionist microeconomic
policies. (For example, some economists believe in an interventionist antitrust
policy. However, they oppose industrial policy when they believe it amounts to
‘‘targeting’’ certain businesses for growth, believing the market does a better
job of this than government. Also, there are those who believe in interventionist
domestic policies, but believe the United States should practice free trade.)
Hence, industrial policy must be defined more narrowly.

Graham (1992:3) argues that a comprehensive industrial policy is a set
of sector-specific economic policies that together are aimed strategically toward
certain national goals. This is a good shorthand definition of industrial policy. A
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succinct, but detailed definition of industrial policy is provided by the Organisa-
tion for Economic Cooperation and Development (OECD, 1992:11):

A certain convergence has now been reached around a set of principles that
broadly favour policy measures which do not interfere with the market pro-
cess directly and instead attempt to improve its mechanisms. Such policies
tend to be of a horizontal nature; they are market-correcting or market-en-
hancing, aimed directly at specific and known market flaws, or at promoting
industry generally, and in particular the (labour and infrastructural) inputs
available to industry.

The major justification for an industrial policy is the externality argument,
of which the purest aspect is the ‘‘public good’’ (Stiglitz 1986:87–89). The
‘‘owners’’ of semiconductor research cannot exclude others from its use once
the research is disseminated. The marginal cost of producing an additional unit
is essentially zero, particularly since research is normally a fixed-cost item. An-
other way of looking at it is that this research is said to give off positive externali-
ties. That is, those other than the researcher or the funding entity may enjoy the
benefits of the research. Since all the benefits cannot be captured by the researcher
or those who fund the research, market allocation of the research funding deci-
sions will result in the market providing less of the service (social science re-
search) than is socially optimal. However, by the same token, since market signals
do not work as well here as they normally would in the production of other goods
and services, society is left with the difficult decision of deciding how much
publicly funded semiconductor research is optimal. This is accomplished through
the political markets.

The definitions given do not make it entirely clear that industrial policy is
generally used as an arm of foreign policy; i.e., it involves international trade.
As Gruber (1996:723–724) notes, international specialization based upon factor
endowments (or the Heckscher-Ohlin assumptions of international trade, which
flow from the Ricardian notions of comparative advantage) is not characteristic
of the semiconductor industry. It is also not likely to be characteristic of any
dynamic increasing returns industry. Gruber attributes this to learning economies.
However, the entire list of contributing factors to dynamic increasing returns may
be cited.

It is in the sphere of industrial policy that most attention has been paid to
industries that are taken for granted to be characterized by dynamic returns—
the high-technology industries. Government has provided much help here, partic-
ularly when it can be brought under the rubric of defense policy. Government
played a key role in the development of the semiconductor and computer indus-
tries as well as the Internet. Tyson (1992:88) claims that up to 100% of the
semiconductor industry’s output was purchased by the U.S. military in the early
years. Harrison (1994:24) notes that as recently as the mid-1980s, Santa Clara
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County (the location of Silicon Valley) remained one of the top three recipients
of defense contracts in the United States. An ‘‘iron triangle’’ existed among the
Defense Department, the industry, and Stanford University in the early years
while the industry developed (Harrison, 1994:117–122).25 This industry has
clearly benefited from a steady relationship with the government.

In addition, the DRAM producers have benefited from trade policy de-
signed to keep the Japanese from ‘‘dumping’’ product into the U.S. markets.26

Furthermore, the government helped establish Sematech in response to the Japa-
nese Very Large Scale Integration (VLSI) program, which ‘‘reverse-engineered’’
U.S.-produced semiconductor manufacturing equipment and improved it for the
benefit of a number of large Japanese producers who were part of the program.
U.S. government response brought the U.S. industry from the brink of disaster
and made it competitive again, although Korea is now becoming the world leader
in DRAM chips.

The United States will practice industrial policy of sorts whether econo-
mists like it or not as long as the country maintains tis constitutional democracy.
It is important to ascertain where such a policy might do some good and seek
to improve it, as well as to attempt to mitigate damages form where it will inflict
damage.

E. Path Dependence and Market Failure

Path dependence, simply put, is the idea that where you go depends upon where
you start and the path you follow. It is the notion that small occurrences, even
if they are purposive events, at critical points in time play a large measure in
determining future outcomes. These occurrences can be both purposive and ran-
dom or a mixture of both.27 An example often given is the location of the semicon-
ductor industry in Silicon Valley. One finds no logical explanation for its location,
other than that certain people who were instrumental in the industry’s founding
wanted to live there. Path dependence is a violation of the neoclassical economic
model, which views all events as occurring due to activity of rational actors.
Hence, path dependence is a market failure in terms of traditional analysis.

Robertson and Langlois (1994:364) claim that institutional lock-in is a tech-
nological lock-in of the type posited by Arthur and David. They argue that this
is different from the evolutionary lock-in that results from path dependence and
routines rather than from increasing returns. This lock-in is said to be caused by
transactions costs (more or less frictional costs which are lost to the system) and
bounded rationality (which is the concept that rationality is bounded by limits
of knowledge). The difference seems to represent some notion of a difference
between a traditional Newtonian physics-based neoclassical economics, and an
institutions-based evolutionary economics. However, the concept is not well pre-
sented by its authors. In fact, North (1990b:34–35) believes one may extend the
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concept of technological change to institutional change, and by implication, the
lock-in effects are related. North argues that, whereas in a neoclassical economic
system based upon Newtonian optimization, static competition and decreasing
returns (or at best constant returns), institutions hold no interest, institutions do
matter in an increasing returns world.

While Arthur is referenced above as stating path dependence and lock-in
are possible outcomes of increasing returns, he does not get into the issue of
lock-in as a result of path dependence. While path dependence may not be respon-
sible for traditional static increasing returns, it may contribute to dynamic increas-
ing returns in a positive feedback mechanism over time.

F. Policy Regarding Lock-In

Robin Cowan (1990) argues that even with complete central control, when the
technologies are improving and the central authority cannot precisely predict the
paths of development, it is possible to lock-in to an inferior technology. Cowan’s
analysis points toward the potential for ‘‘moderate’’ government intervention in
certain cases, particularly when there is no incentive for an adopter to experiment
with what appears to be an inferior technology, since the market will undersupply
experimentation.

Liebowitz and Margolis (1997, 1994, 1991, 1990) make the case that lock-
in does not likely occur in a competitive market. However, theirs is a static,
neoclassical case that ignores the potential for dynamic inefficiencies. While the
evidence of lock-in is sparse and disputed due to the nature of the phenomenon,
and the fact that controversial, counterfactual methods are necessary to show its
existence, the theory is intuitively appealing. Paul David’s (1985) article on the
subject of the QWERTY keyboard and Arthur’s (1994, 1990b) exposition of
Betamax technology are logically convincing even if hotly disputed by Liebowitz
and Margolis.

V. CONCLUSION

The theory of dynamic increasing returns has both positive and negative implica-
tions for economic growth and productivity. Policy goals should obviously focus
upon promoting the positive and minimizing the negative, but discerning the
difference is rather difficult at this point and one would not wish to be locked
in to inferior policy. Scholars are in the very early stages of attempting to figure
out all the implications of dynamic returns. There is currently a lack of empirical
work to support what has been done on a theoretical level, which itself is still
at a level Richard Nelson (1994:31) would call ‘‘appreciative theorizing.’’ The
theory needs to be formally modeled and tested empirically, using the methods
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of regression and frontier analysis. Hence, policy analysis remains incomplete,
but investigators must begin to think about such things.

ENDNOTES

1. Some would characterize this as dynamic increasing returns to scale. However,
‘‘scale’’ is a word of better use when applied to the old-style, heavy-industry, in-
creasing-returns industries.

2. Multiple equilibria can be explained by the ‘‘theory of the empty core,’’ which posits
a circumstance (generally, but not necessarily, characterized by oligopoly) which
exists because no stable coalitions can be formed; i.e., there is too much competition
for the market (see Telser, 1994). This is merely a fancy phrase and theory for some
of the aspects of imperfect competition. Note that a natural monopoly has a filled
core, due to the ability of producers and consumers to form stable coalitions, even
though the coalitions do not offer a competitive situation (thus, this structure is ‘‘sec-
ond best’’). Economists since Marshall have identified the empty core problem. Most
production function modeling gets around the problem by assuming constant returns
to scale, although the assumption of external economies of scale is another way of
modeling this while preserving the competitive equilibrium model.

3. Most of these products, other than consumer electronics, and, in particular, the semi-
conductor industry, are ‘‘general-purpose technologies’’ or building blocks for the
production of other goods and services.

4. Although copyrights are useful in the creation of software due to the ease in which
it can be copied.

5. It is more succinctly stated in Arthur’s article that increasing returns, if bounded,
do not guarantee monopoly outcomes. Of course, while perhaps some of the litera-
ture may imply that increasing returns leads to monopoly, this is incorrect. Increasing
returns instead leads to unstable equilibria, which may lead to monopoly. Monopoly
is a stable equilibrium.

6. Douglass North (1990b:112) ties path dependence directly to increasing returns as
follows: ‘‘Path dependence comes from increasing returns mechanisms that rein-
force the direction once on a given path. Alterations in the path come from unantici-
pated consequences of choices, external effects, and sometimes forces exogenous
to the analytical framework.’’

7. Proxy variables are generally used in modeling, as this article demonstrates.
8. As Paul R. Krugman notes, economies of scale at the plant level inevitably imply

imperfect competition (1994:7).
9. Schultz’s list, which includes advances in technology and ideas and knowledge as

economic entities, is far too general to be functional.
10. See Schelling (1978) for limits to network advantages.
11. R&D, education, and learning by doing create these learning effects. Also see Jin

(1994) for a discussion of learning capability.
12. To the best of the author’s knowledge, factors 8–11 have not previously appeared

as contributors to dynamic returns.
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13. In the author’s semiconductor example, the industry may be responsible for generat-
ing increasing returns downstream.

14. Note that Liebowitz and Margolis (1994, 1990) argue that there are no impediments
to efficiency in the form of lock-in that is known as ‘‘historical lock-in.’’ At least,
they argue, this is not a problem in two cases (typewriter keys and recorders) where
good arguments have been made (David 1985; Arthur 1994) that inefficient historical
lock-in did exist.

15. Initial production using new technology may involve ‘‘forward pricing,’’ that is,
pricing under long-run expectations rather than short-run conditions.

16. These existing institutional arrangements can also be viewed in terms of ‘‘process
technology.’’ An example of this may be found in a comparison between the General
Motors (GM) J-system management, which was adopted in the 1920s, and Toyota’s
newer ‘‘Toyota production system.’’ Toyota’s system involves a combination of the
just-in-time system with heavy reliance on the keiretsu form of organization with
its suppliers. Toyota’s newer system allowed it to dominate automobile production
in the 1980s, by producing greater quality at a lower price (see Keller 1993). Since
this system enhances efficiency, may be transferable without affecting the transfer-
ee’s ability to use it, and may be nonexcludable, it has the attributes of a public
good and may be thought of as a technology. However, since the arrangements may
partially depend on culture, values, and the particular actors involved, they may also
be described as institutional. Separating the institutional from the technology may
prove to be complicated.

17. General-purpose technologies are technological building blocks upon which a sig-
nificant portion of society’s productive capacity may rest. Semiconductors are gen-
eral purpose technologies.

18. Ergodic theory is the theory of long term statistical behavior of dynamic systems.
19. Although the recent enforcement action against Microsoft, Inc., for allegedly at-

tempting to dominate the Internet browser industry through tying arrangements may
signal an end to weak enforcement.

20. For current antitrust policy on vertical mergers, see the U.S. Department of Justice
and Federal Trade Commission Horizontal Merger Guidelines issued April 2, 1992.

21. Shepherd (1979) presents opposing viewpoints on the subject by Robert H. Bork as
well as Walter Adams and Joel B. Dirlam. Mainstream neoclassical opinion has
been tilting towards Bork’s position in recent years, whereas institutional economic
opinion has argued that economies of scale and scope of whatever size are efficient
as long as government regulates to prevent antisocial corporate behavior.

22. The Justice Department concurs with this assessment judging by its recent action
against Microsoft.

23. Dynamic forward pricing is pricing at the projected level of future sales volumes
and making use of corresponding costs, rather than pricing to cover current costs
by current sales.

24. See Tyson (1992:85–154) and Flamm (1996) for a discussion of U.S.-Japan trade
in semiconductors.

25. Iron triangle is borrowed from the political science field. As explained by Lowi and
Ginsburg (1994:276–277), an iron triangle, as defined originally, is a pattern of sta-
ble relationships between an executive branch agency, a congressional committee
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or subcommittee, and one or more organized interest groups. The alliance reinforces
their agenda against drastic change or abolition.

26. Arguments as to whether this is good policy or bad may also be found in Tyson
(1992) and Flamm (1996). The issue is too complicated for a full discussion in this
thesis.

27. It is not necessarily easy or even possible in every case to separate the random
behavior from the purposive.
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