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CAPITALISM IN WESTERN EUROPE

The organization of the remainder of this book is to a large extent along geographic lines. We discuss first some economies in Western Europe and then some in East Asia. This structure is not merely convenience; these economies share ideology and have considerable similarities in the relationship of government to business, as well as being spatial neighbors. Within Western Europe we examine four important economies: France, Sweden, Germany and the United Kingdom. We will also spend two chapters in examining one of the most radical and exciting developments in the contemporary world economy -- the foundation and growth of the European Union – with a particular eye to the economic aspects of integration, and the changing role of the nation state as an economic unit. 

It is important to note from the start that our coverage is selective not only in terms of the countries chosen, but also in terms of the issues that are dealt with within those countries. In a broad discussion such as this there is, regrettably, no alternative. To present every facet of these economies would smother the reader in detail.  Rather, the countries, and the issues, have been chosen because they highlight particular problems, generally ones that have emerged in our earlier discussion relating to the failures of the market economy.

The first country to be examined is France.  It has a long tradition of state involvement in economic development. As far back as the sixteenth century Colbert, the Chief Minister of Louis XIV, established a system of state-sponsored development and integration that still bears his name today.          Three centuries later, nineteenth industrial development in France lagged behind that in Britain and Germany and the state responded with heavy promotion of industry using both publicly owned firms and artificial monopolies to secure the growth of strategic enterprise. In the post World War II era such state involvement was married to growing technical expertise and gave birth to indicative planning. As Chapter Six will show, indicative planning became broader and shallower over the years while the processes of globalization and closer integration within the EU made it harder to isolate economic objectives within a single country. Today, indicative planning is something of a dead letter, but its history and it metamorphosis carries with it important lessons concerning the consequences of the absence of coordinated information as a cause of market failure.

Next we turn to a country whose history for the last 70 years has involved a persistent attempt to rectify what is commonly regarded as a failure of capitalism – the unequal distribution of income and wealth.  Sweden, a small homogenous state, has long regarded a narrow dispersion of economic well-being as both desirable in itself and a measure to promote a high degree of consensus and social stability. The benefits have been relatively substantial. Today, Sweden experiences a lower dispersion of income and wealth than almost any other society.  However, this has not been without cost.  It found in the late 1980s and early 1990s that there was a price to be paid in terms of growth.  More equal cutting of the pie implied, it seems a slower rate of growth.

Britain, too, had experienced a period of lackluster growth prior to the advent of the Thatcher administration in 1979. Under the leadership of the “iron lady” the country made an important change if direction. Our examination of British experience is important for two reasons. First, it highlights the effects of the lack of diminished incentives on performance in a mixed market system. Extensive public ownership of industries made the “soft-budget” constraint a pervasive phenomenon. Moreover, an aggressive “tax and transfer” system eroded incentives at both ends of the income spectrum. High-earners in the 1970s saw as much as 80% of marginal income going to the taxman whiles the consequence of joblessness for low income individuals was minimal thanks to an extensive “safety net” of transfer payments and in-kind provision of services. “Thatcherism” involved, among other things, a vigorous program of privatization and tax reform. Its history provides us with a source of important analysis about the techniques and consequences of the large-scale sale of governmental assets. While the depth and breadth of Britain’s financial markets allowed for a greater reliance on initial public offerings that might be seen further east, the process of privatization and its consequences are what make a study of the “Thatcherite” legacy important.   Today, the economic performance in Britain is better than at any time in the last ninety years, but the retreat from a powerful state has set Britain in conflict with most of its partners in the European Union.

Also important for our later study of economies in transition is the experience of integrating the formerly communist East German economy into the Western-oriented federal system. In 1989, the time of unification, most observers thought that the process would be quite painless as West German technology and managerial expertise could be combined with East Germany’s underpaid but well-educated workers. The results were disappointing and the failure of the two economies to exploit potential synergies has helped economists to understand the need for specific institutional change in the other economies of the former Soviet Bloc as they moved towards the market.

The final two chapters are devoted to a discussion of the European Union. This is perhaps the largest development in the world economy in the recent years, as, against the opinion of skeptics the various nations of Europe have moved towards an ever-closer, and ever-larger, economic union. Euroland (the somewhat clumsy name for the area made up of the twelve nations of the EU that have a common currency) is the largest economy in the world (measured in terms in terms of output), using a single currency. Its development in less than half a century has been impressive and the prospects for further enhancement are considerable as we go further into the twentieth century.
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BOX 1

	France

	Area (Thousand sq. km.)                                                                Currency 

Population 2000 (millions)

Exchange Rate to the Dollar

(August, 2002)

Population Growth Rate                                                               GNI per capita 2000

GNI per capita PPP

GDP Growth 1990-2000

Inflation Rate (1995 – 2001)


	552

Euro, €1.01 =   $1

59.00

1.0234

0.4%

$23,673

$24,470

1.7%

1.3%



	
	
	3%

23%

74%



	Value Added as %

of GDP 2000


	Agriculture

Industry

Services


	

	  %  of   GDP

	Government Expenditure

Exports
	50%

29%


One of 4 “Big Members” of EU

One end of Berlin-Paris Axis

Always actively involved in state planning of the economy

THE THEORY OF INDICATIVE PLANNING

Information gap -- Indicative planning is an attempt to bridge this information gap. 


· If there were complete and efficient forward markets there would be little need for indicative planning or any shared set of assumptions because enterprises could use such markets to hedge the risks attendant on their investment decisions. 

· The economic forecasts embodied in an indicative plan give both buyers and seller’s confidence that the general levels of demand for products and supply of materials would be forthcoming. 

· By identifying early the existence of oversupply or bottlenecks, investment behavior can be modified in a timely fashion and the incidence of market disequilibria reduced. 

· Both business and consumers can benefit from an exercise in collective and consistent market research, which is freely distributed to all the relevant actors in the economy.

Strong believers in the efficiency of market mechanisms

 insist that firms are better forecasters of the variables that affect their business than governments, precisely because they have a pecuniary interest in getting those forecasts right. Those most efficient at producing reliable estimates are in a position to earn super-normal profits, which provides an incentive for private firms that the government does not experience.

Problem of bad incentives:

The users of, say, electrical components might have an incentive to overstate their demand for such components. This might produce over investment by component suppliers, a corresponding artificial glut of components, and an opportunity for the user to take advantage of the cheap prices. Such strategic behavior can apply to a wide range of goods and factors of production including the supply of qualified labor. An overestimation of the demand for computer engineers, for example, might induce both public and private (human capital) investment in training to the advantage of employers but the disadvantage of newly qualified workers and society as a whole.

The more open the economy, and the greater the uncertainty concerning exogenous variables, the more difficult and the more hazardous becomes the indicative planning exercise. This can be dealt with to some degree by producing multiple projections based on different “scenarios.” The problem here is that there are so many factors in the external environment, and the number of scenarios increases, literally, exponentially with the addition of each relevant factor. Even if there were as few as three exogenous state variables, each of which could assume two values (high and low), then eight different sets of estimates would be required for each year. If there were ten state variables, each of which could assume any one of three values in any given year, then the total number of scenarios to be investigated in a five-year planning period would be a staggering 24 million.

“a common view of the future.” 

 warranted growth rate --   is the rate of expansion of GDP that equates planned saving with planned investment. It can be shown, under simple assumptions, to be equal to the marginal propensity to save to the capital output ratio.

presents the possibility of using the plan as undisciplined boosterism: forecasting a high rate of growth to induce a high rate of private investment. Such a practice might be successful in the short term, but it will only last as long as there is no great divergence between the outcome and the forecast. A highly visible shortfall might erode the credibility of the plan, and a plan that is perceived as being systematically misleading and overoptimistic might well be worse than no plan at all!

The Experience of Indicative Planning in France

THE BACKGROUND TO INDICATIVE PLANNNING

“Anglo-Saxon” tradition of laissez faire. 

Jean-Baptiste Colbert, the finance minister under Louis XIV, pursued aggressive and comprehensive governmental policies. Colbertism became a byword for interventionist state activity and constitutes a prime example of “mercantilism,” state manipulation of industry and trade to maximize its power. Similarly in the 19th century, France was a “late industrializer” relative to the rapid start of Britain, and policy was directed toward nurturing and protecting of industry.

The essential principles of such a model, which involves a large element of industrial policy, were expressed in the First Plan:

In our economy, made up of nationalized industries and as well as an extensive free-market sector, the Plan should provide guidance as well as directives. Its means of implementation, while laying down disciplines, should at the same time promote creative initiatives in all sectors and maintain within businesses both justifiable profits and risk-taking, which provide the necessary impetus and sanctions.

The Organization of Planning

(1) INFORMATION GATHERING
(2) CONCENTRATION (OR DIALOGUE)
economie dirigée

economie concertée, 

(3) CONSISTENCY.  

Committing to the Plan

COMMITMENT THROUGH PARTICIPATION.  

(Plan de l’État).

 (Plan de la Nation)
COMMITMENT TO EXPERTISE.  .

COMMITMENT BY CONTRACT.  

The Changing Nature of the Plans over Time

THE FIRST PLAN.  Monnet Plan 

The period of the First Plan coincided with substantial inflow of capital under the Marshall Plan, the major American postwar reconstruction initiative in Europe. The central planning commissariat was the principle interface between the Marshall Plan administration and the French government. Over one-third of total capital investment covered by the plan originated from Marshall Aid.

1952–1965: THE “HARMONIZING PLANS.”  
TABLE 6.1

	Percentage Achievement of Plan in France  



	France
	Plan II,

              1954-1957
	Plan III,

        1958–1961
	Plan IV, 

1962–1965

	National income

Investment

Private consumption

Industrial production

Agricultural production

Steel

Coal

Oil

Electricity

Gas

Machine tools

Motor vehicles

Textiles

Meat

 Milk
	103

110

106

115

93

99

97

93

104

95

75

147

117

104

100
	98

100

97

105

97

102

89

101

101

na

91

91

88

95

104
	100

105101

na

na86

84

127

93

92

88

93

95

94

94


SOURCE: Vera Lutz, Central Planning for the Market Economy: An Analysis of the French Theory and Experience, Institute of Economic Affairs (Harlow, England: Longmans, 1969).

1965–1975: SOCIAL CONCERNS AND RISING COMPLEXITIES.  In this sense the plan had shifted from a normative planning model, with clear targets to be achieved, to what Holmes terms (with some understatement) “a modest forecasting exercise.” Nevertheless, the idea of the plan as an attempt to reveal some kind of common consensual vision of the future remained.

THE LATE 1970s: THE DECLINE OF PLANNING AND THE RISE OF LAISSEZ FAIRE.  

The 1980s: THE SOCIALIST REFORMS.  

Was French Indicative Planning Successful?

Masse

[T]he Plan is in principle normative, the projection [on which the Plan is based] is partly normative and partly predictional. Plan and projection not being identical, the invalidation of the projection does not mean failure for the plan. This is why the question to what extent are French Plans implemented is ambiguous. This ambiguity cannot be removed simply by comparing projection with reality. Falling short of the projection is not in itself significant. In measuring success or failure of the Plan, one must assess, to a certain extent subjectively, the underlying significance of falling short in any particular way.

Kindleburger

Knowledge of income and industry projections and faith in the inevitability of expansion are communicated to firms at intra- and inter-industry meetings. This is perhaps the most powerful effect [of French planning] and one which has a faint resemblance to a revivalist prayer meeting.

PROSPECTS FOR THE FRENCH ECONOMY

a. The Shift Toward Laissez Faire

TABLE 6.2

Recent French Economic Performance: Average Annual Growth Rates Compared to Germany and the Group of Seven


	
	1971-1980
	1981-1990
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Real GDP
	
	
	
	
	
	
	
	
	
	

	France
	3.3
	2.4
	1.8
	1.9
	1.0
	1.9
	3.3
	3.2
	3.2
	2.6

	Germany
	2.7
	2.3
	2.3
	1.7
	0.8
	1.4
	2.1
	1.6
	3.0
	1.9

	G7
	3.3
	2.9
	3.1
	2.3
	2.7
	3.3
	2.8
	3.0
	3.8
	1.6

	Inflation
	
	
	
	
	
	
	
	
	
	

	France
	9.7
	6.4
	1.7
	1.8
	2.1
	1.3
	0.7
	0.6
	1.8
	1.8

	Germany
	5.1
	2.6
	2.7
	1.7
	1.2
	1.5
	0.6
	0.7
	2.1
	2.4

	G7
	8.7
	4.8
	2.1
	2.3
	2.1
	1.9
	1.3
	1.3
	2.0
	1.9

	Employment
	
	
	
	
	
	
	
	
	

	France
	0.5
	0.3
	-0.1
	1.1
	0.0
	0.8
	1.3
	3.0
	2.7
	1.6

	Germany
	0.2
	0.5
	-0.7
	-0.4
	-1.3
	-1.4
	0.7
	1.7
	0.5
	0.0

	G7
	1.3
	1.2
	1.0
	0.8
	0.7
	1.3
	1.0
	1.3
	1.1
	0.1

	Unemployment
	
	
	
	
	
	
	
	
	

	France
	4.2
	9.3
	12.3
	11.7
	12.4
	12.3
	11.8
	11.2
	9.5
	8.7

	Germany
	2.7
	7.3
	9.6
	9.4
	10.4
	11.5
	11.2
	10.8
	7.5
	7.4

	G7
	4.5
	6.9
	7.2
	6.8
	6.9
	6.7
	7.9
	7.6
	6.9
	6.8

	General Government--Overall  Balance
	
	
	
	
	
	
	

	France
	-0.5
	-2.3
	-5.5
	-5.5
	-4.1
	-3.0
	-2.7
	-1.8
	-1.4
	-1.4

	Germany
	-2.0
	-2.0
	-2.4
	-3.3
	-3.4
	-2.7
	-2.2
	-1.6
	1.2
	-2.7

	G7
	-2.1
	-2.9
	-5.3
	-5.0
	-4.1
	-2.1
	-1.8
	-1.3
	0.0
	-1.6


SOURCES: World Economic Outlook Database  April, 2002 http://www.imf.org/external/pubs/ft/weo/2002/01/data/index.htm#1, World Economic Outlook May 2001

Resistance to further liberalization:

(1) First there is a fear that the mission of public service might be jeopardized. 

(2) The special nature of the publicly owned “network industries” (energy supply, transportation and communications) attracted a well-paid and highly regarded work force of quasi civil servants.  

(3) The publicly owned industries provided strong technological leadership, which was important for the innovative dynamic in the economy and society as a whole

(4) Finally there is the commonplace and reasonable fear that replacing a public sector monopoly with a private sector monopoly (or at least oligopoly)  can lead to severe market failure to the detriment of consumers, and will necessitate the remedy of strict regulation.         

Changes in Taxation 

The OECD states that: 

The top marginal rate of personal income tax is higher than in most OECD countries, because this tax is steeply progressive. Summing up all the various obligatory charges and taxes on personal earned income, the average rate of tax of an unmarried employee can be as high as 58% of his earnings. In an environment of pronounced tax competition, the high level of direct taxes and welfare contributions may place French producers at a disadvantage, encourage human capital to move abroad and cause heavy flows of outward direct investment.
 

 “inactivity traps.” 

A person who was receiving basic income support (known in France as RMI) frequently faced an implicit marginal tax rate of over 100% (i.e. his/her income and benefits actually fell at the return to work). The French authorities have been long aware of these problems and since 1993, when social security contributions for employees were reduced, there have been a series of measures designed to improve the employability of the less skilled workers, as well as to retain high-skilled labor and productive capital. The reforms planned for 2000-2003 include income tax reform, reduction of the corporation tax and cutting VAT. The bottom rate of personal income tax will be cut from 10.5% to 7%, in an attempt to remove one inactivity trap, while the top rate will fall from 54% to 52.5% making a small concession to another. For small and medium enterprises the corporate income tax rate will be lowered from 36.7% to 15% over a three-year period. For large firms the rate will fall to 33% from 36.7%. The value added tax (VAT or in France TVA) has fallen by about 1%, while the rate on home improvements has been slashed from 20.6% to 5.5%. This should lead to a boom in home reconstruction, and also eliminate a sizable part of the black economy.  

THE UNEMPLOYMENT PROBLEM

A particular problem for France today, though one it shares with other members of the EU, is the unemployment rate, which though it is down once more to single digits from the 12-13% experienced from 1994-1997, remains high. On standardized definitions France had the second highest unemployment rate in the G-7 (behind Italy alone). Moreover, estimates of NAIRU – which is the lowest rate of unemployment that does not tend to stimulate accelerating inflation – placed it at just over 9%. This means that the institutional make-up of the French labor market is such that an attempt to drive unemployment below 9% (by, for example, aggressive fiscal or monetary policy) will lead to acceleration in price increase. 

It can be argued that this characteristic of the French labor market owes much to an historic official policy of discouraging the supply of labor through accelerating retirement and reducing the workweek. French workers, when in work, put in fewer hours per year than those in other countries (about 1532 per year before absenteeism is factored in) due to short workweeks, long vacations and a plethora of public holidays. Participation rates are low at both ends of the population pyramid. In the 55 to 64 age group, only 40% of men have jobs, and only 33% of women. Among young people (16 to 24) only 33% of men are working, and only 25% of women. On top of this the high level of income support and high tax rates discourage effort, while taxes on employees tend to discourage firms from hiring. The result is that France has an acute problem.  Recruitment difficulties for firms co-exist with high rates of unemployment. Further institutional reform is required to lessen the impact of this apparent paradox, and the emphasis must shift to providing incentives to work.

However, present policy seems to some observers to be making matters worse.  The standard work week was cut to 39 hours from 40 in 1982, and new reforms recently enacted require that all firms conform to a statutory workweek of 35 hours by January 2002. The impact of this is unclear. One consequence is likely to be an increase in employer costs, both due to necessary reorganization and higher unit labor costs and this, by reducing French competitiveness will lead to a loss of jobs.  More sanguine commentators see a sharp fall in unemployment through the creation of 700,000 “new” jobs, a result of requiring more workers to get the same inputs of man-hours. Since reducing the work week will further reduce the supply of labor, it is unlikely to do much to solve the paradox of high unemployment co-existing with vacancies. 

 The government has also responded to the threat of unemployment by reducing both the normal retirement age.  One result of promoting, and subsidizing, early retirement is that France now has one of the highest dependency ratios (the proportion of the economically inactive to those in work) in the developed world. In addition, the average French worker puts in fewer hours of work over a lifetime than anywhere else in the world. This is shown in Table 6.3.

Table 6.3  Effective Duration of Work for Selected Countries

	                              
	      Average Effective                 Average Effective                  Average Lifetime

    Duration of Work                  Duration of Work                   Hours worked of   

    Per Employee                        Men Aged 15- 60                    Men 14 - 70

	
	
	
	

	United States

Japan

New Zealand

Spain

United Kingdom

Canada

Italy

Switzerland

France

Germany

Netherlands

     
	               1,976                                       1,458                                     61,343

               1,990                                       1,408                                     71,123

               1,838                                       1,307                                            -

               1,745                                          856                                     62,257

               1,731                                       1,223                                     73,904

               1,721                                       1,182                                           -

               1,682                                          861                                      61,825

               1,643                                            -                                              -

               1,539                                          973                                      60,635

               1,519                                       1,014                                      64,578

               1,397                                          896                                      61,622



SOURCE: OECD, Employment Outlook, 1998, 207, and Commission d’Enquête du Senat sur les 35 Heures, 1998

Reducing the work week and accelerating retirement will exacerbate a dependency problem created by an aging population. “Graying” is common to all European nations and is caused by falling birthrates, but it is particularly acute in France. It will inevitably cause a further increase in the dependency ratio as shown in Table 6.4. Despite France’s natural prosperity it is hard to see how a nation can both increase the ratio of non-workers to workers and reduce the work time of those employed while still maintaining average income levels commensurate with the most affluent nations.

	TABLE 6.4 

France: Demographic Transition  

	

	                                     1995            2000        2010        2020         2030        2050

	Population (thousands)

Elderly Dependency Ratio

Total Dependency Ratio
	 58,048         59,425     60,993     62,121       62,661      62,120

22.1             23.6         24.6         32.3           39.1          43.5

52.2             52.8         51.2         59.6           67.9          73.6


   SOURCE: International Monetary Fund
CONCLUSION

There is much skepticism about whether France has developed sufficient faith in market institutions and supportive social organizations to thrive as a “new economy” in which state direction plays a much smaller role. The pervasive presence of the French state in all aspects of life has a long history and was much criticized by Alexis de Tocqueville in the eighteenth century.  More recently Francis Fukuyama characterizes French society as “low trust” and lacking the capacity for informal association that he believes the current economy requires. He wrote:

French dirigisme, or the active involvement of the state in economic life, was thus both the cause and the effect of the weakness of the French private sector and of its inability to create competitive large-scale enterprises of its own. That is, in the distant historical past, the centralized French state deliberately undermined the independence of the private sector through taxes and privileges in order to bring it under political control, which had the effect of weakening the entrepreneurial and organizational habits of businesses. But in later years, that very weakness of entrepreneurial spirit became a motive for the renewed intervention of the state, which sought to reenergize a cautious and unimaginative private sector. The willingness of the state to step in then perpetuated the dependence of the private sector. The issue became complicated in the twentieth century by socialist governments, which wanted to nationalize private businesses for ideological reasons, even when they would have been viable on their own, and later by conservative governments, which wanted to privatize out of similarly ideological convictions.

Although the government has reduced its role, it is uncertain how quickly and how vigorously private enterprise can emerge from two centuries of subservience to the state and provide an enduring engine of growth.

KEY TERMS AND CONCEPTS

Colbertism
                             laissez faire

Concertation                                normative planning

Dependency ratio
                 Plan de l’État

dirigisme
                             economie concertée
                  

Plan de la Nation                        economie dirigée
                  

planning contracts                        indicative planning
inactivity gap
                             warranted growth rate

Jean Monnet

QUESTIONS FOR DISCUSSION

1. What “market failure” was indicative planning designed to address?

2. Do you think that French planning was normative (prescribing what should be) rather than positive (describing what is)?

3. Why does Charles Kindleberger compare the process of French planning to a revivalist meeting?

4. What are the ways by which the actors in the French economy might be induced to committing to the targets of the plan?

5. What is dirigisme?

6. Why does France’s membership in the European Union make the process 
    of planning more difficult?

7. Why does “broadening” the dialogue make the practice of planning less precise?




The aim of pure indicative planning is to improve the performance of the economy by the provision of better economic information: forecasts or targets are published but compliance with them is voluntary. The underlying logic is that the plan, via collective action, can supply economically valuable information which, as a public good, the market mechanism does not disseminate efficiently.�
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